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Executive summary

—

This document is a compilation of presentations enby debt managemen
experts and professionals during UNCTAD’s Secondrinegional Debt Managemer
Conference held in Geneva in April 2000. The coeriee addressed recent trends
the area of debt management, and, in particularainted at highlighting the
consequences recent developments have had, arfiemalin the future, for individua
national debt offices and for the profession oftdehnagement.

—_—

n

At the end of the twentieth century, the world’'sdncial markets saw a
number of dramatic events. The Asian and Russén crises sent shock waves npt
only through the economies of those regions, aa affected economies all over the
globe. In spite of lessons learned in Asia, pevsdctor debt continued to represen
problem. Eleven European countries decided toditce the euro on 1 January 1999
and Ecuador defaulted on its Brady bonds in Octdier same year. Thes
developments have had both short- and long-ternsemprences for debt managels.
Amortization tables, risk management models andt delategies have to b
reconsidered.

At the same time, the institutional set-up for efiiee debt managemen
continues to represent a problem for debt managkrever the world. A study
undertaken by the World Bank showed that amongntaan obstacles and concerns
that Governments face in debt management, no kess 31 per cent of the repli
related to the institutional environment. In aghgitto this, important factors als
include the rapid development in computer technplogSophisticated integrate
computer systems open up new possibilities anderigds that affect the institution
where they are used.

The aim of the conference was therefore to: analysémplications that recen
events in the financial markets have had and wifitmue to have for debt managefs
in the twenty-first century; analyse how institutsp procedures and financial
instruments have to adapt to the new internatifinahcial architecture and the role of
the debt manager in this process; discuss the @lensefulness and impact of ris
management; and analyse the new requirements foputerized debt management
tools in changing environments.
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Opening statement 1

OPENING STATEMENT

Rubens Ricupero

Distinguished participants, ladies and gentlemen,

It is a great pleasure to welcome you to Unitedidta Conference on Trade and
Development's (UNCTAD) Second Interregional Debt ndgement Conference. Debt
managers and experts gathering here today shareoomaon endeavour: to manage a country’s
external and domestic debt. Around 200 governnodintials from more than 80 countries
representing all regions of the world are heradieih to experts, participate in debates and meet
with colleagues from different countries. Thisaigreat opportunity for all of us, and UNCTAD
is honoured to host such an important meeting.

Its objective is to take stock of the problemsethby debt managers in the twenty-first
century and to propose appropriate solutions. Reeeents, such as the Asian and Russian
financial crises, the Heavily Indebted Poor Cowstr{HIPC) Initiative, the introduction of the
euro and Ecuador’s default on its Brady bonds, twatk short-term and long-term consequences
for debt managers. At the same time, the estabbsh of the institutional machinery for
effective debt management continues to represesitalienge for debt managers all over the
world. In addition, the development of sophistchintegrated computer systems opens up new
possibilities and challenges that affect the insths where they are used. Accordingly, the
conference will address the various componentdi®fdebt management function in the current
economic environment, particularly financial toalisk management and financial management
systems.

The experience gained in the area so far showsl#did management differs significantly
among various groups of countries. Thus, debt gensaface different challenges and approach
their tasks from different situations, experienaed perspectives. For some, debt sustainability
is at the forefront; for others, market accessisk management techniques are the major issue.
Whatever these differences, it is critical foraluntries to have a professional debt management
function. Some experts believe that investmerat professional debt management office is one
of the most important investments a country canemakfter all, the senior debt management
officials are the defenders of the Government'sutafon in the international financial
community and in the marketplace. Attracting aethining qualified staff, establishing a debt
management office with sufficient autonomy to dojdb effectively and ensuring that it has the
required information systems, authority and accalifity to successfully implement strategies
are key issues that need to be addressed.

As you know, UNCTAD is also organizing the condiitnal General Assembly of the
World Association of Debt Management Offices (WADM@ be held on 6 April. UNCTAD
has played a prominent role in the creation of #ssociation, which will provide debt
management professionals with a forum to discusisnieal matters of common interest. The
idea for such a grouping was first proposed byRhé#ippines in 1997 at the first Interregional
Conference on Debt Management, where participagtsed that there was a considerable need
for the regular exchange of experience, know-hod iaformation on debt management at the
international level.
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Recently, UNCTAD X — held in Bangkok in Februaryurderlined the importance of
UNCTAD'’s technical cooperation and recommended Weashould focus our work on activities
that provide practical assistance to developingntaes and countries with economies in
transition. We were also requested to provideinaetl support for debt management. As a key
component of UNCTAD's technical cooperation actest the Debt Management and Financial
Analysis System (DMFAS) Programme, is an excellexample of how the organization is
assisting member countries through practical worth@ country level. This is an issue directly
relevant to the integration of developing countréesl countries with economies in transition
into the international economy.

The DMFAS Programme originated more than 15 yagrsat the start of the so-called
“debt crisis”. It resulted from UNCTAD'’s participan in the Paris Club, as well as from its
long experience in dealing with the debt problenfisdeveloping countries. UNCTAD’s
economists recognized the strengths and weakne$sesmerous national debt management
systems. We therefore thought that enhancing dpadaty of developing countries to manage
their foreign debt would make a significant conitibn to tackling some aspects of the debt
problem. UNCTAD started by building a computerdzhslebt management information system,
which is the origin of DMFAS. Since then, the DMEAas been regularly upgraded in order to
adapt it to the evolution of international finarased to rapid changes in information technology.

The DMFAS Programme is now one of the major pressdof technical cooperation
services in the area of debt management. Its aodtwg the most widely used standard system
for debt management in the world. The gains obthiftom the DMFAS Programme by user
countries are difficult to quantify, as the bersebf better information, analysis, negotiations and
policy-making cannot easily be measured. Howevés,generally accepted that these gains far
exceed the cost of DMFAS country projects. Attbey least, DMFAS pays for itself by making
debt-servicing procedures more efficient and byckimg inconsistencies in the claims of
creditor agencies. Substantial savings can alsmdse by avoiding unnecessary costs such as
overpayments to creditors or penalty interests wug@oor bookkeeping. In Argentina, for
example, where the DMFAS project cost around US3#illion, the direct savings made during
the three-year implementation phase of the pr@ewunted to around US$ 25 million. Today,
the DMFAS client base consists of more than 50 ldgueg countries and countries with
economies in transition and the number of user tt@msis still rising. Taken together, the long-
term and medium-term public and publicly guaranteelit currently being managed or about to
be taken under management by the DMFAS, represamuigsnd 30 per cent of the total
outstanding debt in this category of debt of depilg and transition countries. It amounts to
close to US$ 600 billion — a highly impressive figuand an indication of the confidence placed
in our organization by the countries concerned.

Finally, let me thank all of you for participatimgthis event; our special thanks are due
to our donors, who have provided financial suppmthe DMFAS Programme for many years. |
wish you a successful meeting and profitable deditbens.
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The debt management in
today’s economic environment
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THE DEBATE ON THE INTERNATIONAL FINANCIAL
ARCHITECTURE: REFORMING THE REFORMERS

Yilmaz Akylz

This paper briefly surveys the progress made inowa areas of reform of the
international financial architecture since the oe#tik of the East Asian crisis, and explains the
principal technical and political obstacles enceusd in carrying out fundamental changes
needed for dealing with global and systemic inditgbi It ends with a brief discussion of what
developing countries could do at the global, naticand regional levels to establish defence
mechanisms against financial instability and coiotag

1. Introduction

After the recent bouts of turbulence and instgbih international currency and financial
markets — including the 1992/93 European Monetarpokl (EMU) crisis, large gyrations in the
exchange rate of the dollhmand the emerging-market crises in Brazil, EastABexico, and
the Russian Federation — a consensus seemed tgeethat instability was global and systemic,
that national efforts would not be sufficient tableith the problem, and that there was a need to
overhaul, and indeed, reconstruct the global firdnarchitecture. The ensuing debate has
concentrated mainly on the following areas:

0] Standards and transparency;

(i)  Financial regulation and supervision;
(i)  Management of the capital account;
(iv)  Exchange rate regimes;

(v) Surveillance of national policies;

(vi)  Provision of international liquidity; and
(vii)  Orderly debt workouts.

Measures under these headings can help to preremanage financial crises, and
sometimes serve both objectives simultaneouslgai@l, reforms in these areas generally imply
significant changes in the operating procedures gndernance of the Bretton Woods
institutions, notably the International MonetarynBu(IMF). Indeed, these issues are often
addressed in the context of the reform of thesdituti®ns, as does the recent Meltzer
Commission Report commissioned by the United St&lesgress (International Financial
Institution’s Advisory Commission, 2000).

Since the Asian crisis, a number of proposals hlagen made in these areas by
Governments, international organizations, privatearchers and market participants. Some of
these proposals have been discussed in internhtiost#utions such as the IMF, Bank for
International Settlements (BIS) and the newly-d&thbéd Financial Stability Forum. A close
look at a recent IMF report reviewing the progressle so far shows that many of the proposals

" The dollar swung from 79 yen in the spring of 1995 to about 160ry&997, coming back to some 100 yen at the
end of the decade. During the past year it showed suilagtgyrations against the yen, sometimes changing by 15—
20 per cent within weeks.
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and actions considered in these forums, have ctrated on marginal reform and incremental
change rather than on the big ideas that emerg#teimake of the East Asian financial crisis.
More specifically, attention has focused on stagisiand transparency, and, to a lesser extent, on
financial regulation and supervision. Howeverodaf have been piecemeal or absent in the
more important areas that address systemic ingyadild its consequences. With stronger-than-
expected recovery in East Asia, the containmenthef damage in Brazil and the Russian
Federation, and the rebound of Western stock marketphasis has increasingly shifted towards
costly self-defence mechanisms and greater finad@aipline in debtor countries. Developing
countries are urged to adopt measures such asnigianal prudential regulations to manage
debt, higher stocks of international reserves amticgent credit lines as a safeguard against
speculative attacks, and tight monetary and fipmdicies to secure market confidence while
maintaining open capital account and convertibiliBig ideas for appropriate institutional
arrangements at the international level for glakgulation of capital flows, timely provision of
adequate international liquidity with appropriatenditions, and internationally sanctioned
arrangements for orderly debt workouts have nohdofavour among the big powers. Some
“very big ideas” did not even make it to the agenfithe international community, as they were,
presumably, found to be too radical to deserveiaifattention. These include:

0] A proposal by George Soros to establish anrfatgonal Credit Insurance Corporation,
designed to reduce the likelihood of excessiveitegbansion;

(i) A proposal by Henry Kaufman to establish a tobaf overseers of major international
institutions and markets with wide ranging powess $etting standards and for the
oversight and regulation of commercial bankingusées business and insurance;

(i) A similar proposal for the creation of a glmlmega-agency or world financial authority
for financial regulation and supervision, with respibility for setting regulatory
standards — for all financial enterprises — botkhaire and onshore entities;

(iv) A proposal to establish a genuine internatideader-of-last-resort with discretion to
create its own liquidity;

(v) A proposal to create an international bankrymtourt in order to apply an international
version of chapter 11 of the United States Bankiy@tode for orderly debt workouts;

(vi) A proposal to manage the exchange rates efGh3 currencies through arrangements
such as target zones, supported by George Sord3aand/olcker; and

(vi) A “Tobin tax” to curb short-term volatilitpf capital movements and exchange rates.

There are certainly conceptual and technicaldiiffies in designing reasonably effective
global mechanisms for the prevention and manageoféiriancial instability and crises. Such
difficulties are also encountered in designingaral financial safety nets, and they explain why
it is impossible to establish fail-safe systemst thfe international level, there is the additional
problem that any system of control and interventiould need to be reconciled with national
sovereignty, diversity and conflicting interestSor all these reasons, it is not realistic to expec
replication of national financial safety systemsthé international level, involving global
regulation, supervision and insurance mechanismananternational lender-of-last resort and
international bankruptcy procedures.

However, political constraints and conflict of entst, rather than conceptual and
technical problems, appear to be the main reasgntiéhinternational community has not been
able to achieve even a modest degree of real mognesetting up effective global arrangements

For a summary of the proposals discussed and actidas sen in the IMF (see IMF, 1999a).
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for the prevention and management of financialestisiowever, political disagreements are not
only between industrial and developing countribgré have also been considerable differences
among the G7 countries regarding the nature amdtthn of reforms. A number of proposals by
various G7 members for regulation, control and rirgetion in the financial and currency
markets have failed to achive consensus, in lasge lecause of the opposition of the United
States. By contrast, agreement among the G7, é&xs imuch easier to reach in areas aimed at
disciplining the debtor developing countries.

It seems that the major industrial powers opposeles-based global financial system
that explicitly defines the responsibilities of diters and debtors, and the roles of the public and
private sectors. They continue to favour a casedsg approach becausster alia, such an
approach gives them considerable discretionary pauwe to their leverage in international
financial institutions. However, it is not cledisuch a system would be desirable from the point
of view of smaller countries, particularly develogicountries. It is not realistic to envisage that
a rules-based global financial system could bebésteed on the basis of a distribution of power
markedly different from that of existing multilagfinancial institutions. It would likely reflect
the interests of larger and richer countries, matthen redressing the imbalance between
international debtors and creditors. Such biagegnat developing countries exist even in the
so-called rules-based trading systemhere the North-South relationship is a greal deare
symmetrical than in the sphere of finance, whereeldgping countries are almost invariably
debtors and industrial countries creditors.

Indeed, developing country Governments have neayd been supportive of proposed
measures for reform. In a sense, they have beeéival®ent about the reform of the system, even
though, because of their greater vulnerabilitys ikian issue deserving top priority for them. In
many cases, this is motivated by their desire taimepolicy autonomy. But they have also
opposed measures, at national or global levelviloald have the effect of lowering the volume
of capital inflows and/or raising their cost, ewwhen such measures could be expected to be
effective in reducing instability and the frequerndycrises in emerging markets:

0] A large majority of developing countries haveeln unwilling to impose controls on
capital inflows during the boom phase of the finahcycle with the objective of
moderating them and deterring short-term arbitfbuyes.

(i)  Emerging markets are generally unwilling taroduce bond covenants and collective
action clauses, and expect industrial countrigake the lead in this respect.

(i)  Again developing countries are generally oppd to differentiation among sovereign
risks in the Basel capital requirements for intéoreal bank lending, a measure now
being proposed as part of the new framework byBhsel Committee on Banking
Supervision (BCBS) (Cornford, 2000).

Given these differences among various groups ahieies and conflicts of interest, it
should come as no surprise that so far very ljtlegress has been made in the reform of the
global financial architecture. The following sectibriefly goes through the main areas of reform
and discusses the state of play and the diffici#recountered in the reform process.

% For a discussion of the asymmetries and biases agairdopimg countries in the international trading system
see UNCTAD (1999).
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2. Progressin various areas of reform

2.1. Standardsand transparency

It was generally agreed in the wake of the Asiaisic that prevention and better
management of financial crises required greatemsparency and disclosure of information
regarding the activities of the public sector, fio@l markets and institutions and international
financial institutions, particularly the IMF. Thigas thought to be necessary for markets to make
prudent lending and investment decisions, for Gowents to implement effective measures for
regulation and supervision of financial institutsoand activities, and for the IMF to improve its
surveillance. While many observers argued thatgreavailability of information would not by
itself be sufficient to prevent financial crises, was, nevertheless, generally agreed that
disclosure and transparency were necessary ingtedi&an improved financial architecture.

Action in the international community has so fancentrated on setting standards for,
and improving the timeliness and quality of, infation concerning key macroeconomic
variables and transparency of public sector a@sjtincluding fiscal, monetary and financial
policies. Less progress has been made regardendirtancial reporting of banks and other
financial firms, and almost none in the case ohlyideveraged institutions and offshore markets.

While the laissez-faire ideology has played sorag m the slow progress in achieving
transparency of financial institutions, there as® aerious conceptual and structural problems.
It is generally agreed that public disclosure dbimation submitted to supervisors could, in
some circumstances, enhance, rather than dimimstability. Nor is it clear what constitutes
relevant information, since there is consideralalgation among industrial countries in both the
guantity and form of publicly disclosed informatiofrurthermore, the increased speed at which
financial firms can now alter their balance sheatsl off-balance sheets positions renders
financial statements out of date almost before tiaeybe prepared.

Even more contentious is the transparency ofMfeitself. New mechanisms have been
introduced in the form of Public Information Notscéollowing Article IV consultations and a
pilot programme for voluntary release of Article $taff reports. However, there are difficulties
in attaining full transparency of the IMF since @avments often object to the disclosure of the
confidential information they provide to the Funblloreover, owing to the political sensitivities
involved as well as the questions regarding itskireecord in macroeconomic and financial
diagnosis, temptations to turn the Fund into ayffiidged credit rating agency are rightly
resisted. Within these limits, however, there ispgcto improve the transparency of the IMF. Its
prescriptions could be subjected to independemg¢wevfor instance by a commission constituted
by the United Nations.

2.2.  Financial regulation and supervision

The official position here is to formulate globstandards to be applied by national
authorities, rather than to establish a global legety agency. In order to ensure that such
standards be adopted and implemented by develapigtries, IMF surveillance has now been
extended to financial sector issues. However, gieiserally agreed that the IMF itself should not
become a global standard-setting authority in fom@nregulation and supervision, and that the
BIS should not become a policeman of the intermalifinancial system.
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Developments in the past few years have showntlieastandards of the Basel Capital
Accord are increasingly divorced from the cred#éks actually faced by many banks, and are
distorting incentives for banks regarding the alpihaintained for a given level of risk.
Moreover, while the short-term exposure of inteoral banks has been a major feature of
recent external debt crises, the Basel Capital Atattributes a low-risk weight for the purpose
of calculation of capital requirements on interbatdims. Again, in the case of the majority of
countries, the same capital charge is assessedsagailoan to a sovereign State with an
investment-grade rating as to one with a junk-boatihg. These have led to pressure for
regulatory changes, which would have the conseguemnaaising the cost to banks of such
lending so that they better reflect its risks.

The new capital rules proposed in June 1999 imgluder alia, provision for risk
weights for exposure to sovereign entities basedexiernal assessment by rating agerities.
However, such an approach is highly contentiousviorreasons. First, past record suggests that
private rating agencies cannot be trusted for #sessment of country risk. Secondly, as noted
above, developing countries generally resist suohapproach on the grounds that the
introduction of differentiated sovereign risk wetigtwould lead many of them to increase their
spreads and reduce the volume of lending.

There seems to be a consensus that tightenedatieguland supervision should be
extended to highly leveraged institutions (HLIspfwhich the most important examples are
hedge funds — as well as to offshore centres (gloskted, since HLIs are often incorporated in
offshore centres). In the case of HLIs, this cosss reflects partly the realization (since the
narrowly averted collapse of Long Term Capital Mggraent in 1998), that such funds can be a
source of systemic threat to financial stabilitiwi$ the traditional argument for subjecting them
to only light supervision, based on their restantito wealthy investors capable of protecting
their own interests, no longer suffices. Moreovke consensus is also a response to evidence
assembled by certain Asian Governments that sugtitutions, on occasion, contribute to the
accentuation of volatility in the markets for curcees and other assets. However, so far little
progress has been made in these areas. These &suen the agenda of the Financial Stability
Forum. Indirect control of HLIs (e.g. through theireditors, on the basis of enhanced
transparency) appears to be the preferred optibwe. 8xtent to which such institutions may
eventually be subjected to direct control will degpeon the effectiveness of the reforms so far
proposed.

2.3. Management of the capital account

The continuing incidence of financial instabilignd crises in industrial countries
suggests that regulatory and supervisory reformtamgparency are unlikely to provide fail-safe
protection in this area. And if this statementtrise even of countries with state-of-the-art
financial reporting, regulation and supervisionisitikely to apply a fortiori to most developing
economies. Thus, capital controls are increasisghn as essential for greater stability.

There is broad agreement that the boom-bust égcieivate capital flows needs to be
moderated, and this can be attained by controllingrt-term, liquid capital inflows through
market-based measures such as such as taxes oreresguirements. Controls on inflows

“For an up-to-date account of the Basel Committee’s propfmsaisvised standards, see Cornford (2000).
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would also reduce the likelihood of a rapid exievdrtheless, as the Malaysian experience
indicates, should a crisis occur, temporary costa outflows, which constitute an essential
complement of debt-standstills (see below), can lbésvery effective.

Given that developing countries have no intermaticommitment regarding the capital
account, the position of international financiastitutions on such matters may be thought to
have little practical consequence. However, withine IMF's unqualified recognition of the
need for control over short-term capital flows, eleping countries would generally be
unwilling to apply such measures for fear of undemg market confidence and reducing their
overall access to international finance. Indeedy a few countries have so far resorted to such
measures during the boom phase. Moreover, in aaezffectively carry out its bilateral
surveillance, IMF recommendations should includpite& controls, particularly to countries
where the financial system is not robust enouglvitbstand intermediate short-term inflows
without leading to a build-up of excessive currerisk and fragility. While retaining autonomy
with respect to capital account policies remainsersal for developing countries (as often
reaffirmed in G-24 communiqués), an official sameithg of controls over certain types of
capital flows would considerably strengthen thainthin managing their capital accounts.

However, there has been no agreement in the IMkFdBon the use of capital controls.
Some major shareholders still consider even moge€ei@ms of control as exceptional and
temporary, rather than essential components oftadagccount regimes in emerging markets.
They seem to believe that sound macroeconomicipsliend improved prudential regulations
would do the trick. Thus, the IMF Progress Remtates that the “Executive Board reached
agreement on broad principles but differences reraaioperational questions about the use and
effectiveness of capital controls”, and they putdsger emphasis than was previously placed on
the need for a case by case approach and on tipi@dof prudential policies to manage the
risks from international capital flows” (IMF, 199Pa

24. Exchangerateregimes

Recent debate on exchange rate policies in dewmgjamuntries has concentrated on the
guestion of connections between exchange rate esgand financial crises. Pegged or fixed
exchange rates have fallen out of favour on theime that financial and currency crises in
emerging markets have often been associated with segimes. Accordingly, developing
countries are increasingly advised to choose orikeofwo extremes: either to float freely, or to
lock in their exchange rates to one of the majarencies — often the United States dollar —
through such arrangements as currency boards, em swnply to adopt the dollar as their
national currency.

However, there are strong doubts that under frebility of capital, either of these
extremes will provide better protection againstrency instability and financial crisis than
nominal pegs. Moreover, there is a danger thaheewill allow the exchange rate to be tailored
to the requirements of trade and competitivend&asntrary to some perceptions, countries with
flexible exchange rates are no less vulnerablénenmtial crises than those with pegged or fixed
exchange rates. Differences among pegged, floatmigfixed regimes lie less in their capacity
to prevent damage to the real economy and moreeinvety damage is inflicted: for instance, in
real term, Argentina and Hong Kong (China) — botbromies with currency boards — have
suffered as much, or even more, than their neigtshaexperiencing sharp declines in their

® For a discussion of these alternatives see Eichengt888:(103-109).
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currencies. There now appears to be a growing osaosethat better management of exchange
rates in developing countries requires targetirg exchange rates in combination with the

control and regulation of destabilizing capitalwk This is often seen to offer a viable

alterréative to free floating or to a complete cgdof monetary authority to a foreign central

bank.

Developing countries have resisted the proposal ddoption of a particular exchange
rate regime should be part of the IMF conditiowyaldr access to international liquidity. In any
case, the IMF has not always kept to the newly gmgrconsensus among the mainstream
economists to avoid pegged exchange rates. Faanes, the Fund has been supporting an
exchange-based stabilization programme in Turkey,ip place at the end of 1999, with a
preannounced exchange rate to provide an anclilagonary expectations.

But perhaps more fundamentally, it is open to joeswvhether emerging markets can
attain exchange rate stability simply by adoptingprapriate macroeconomic policies and
exchange rate regimes when the currencies of ther nmalustrial countries are subject to large
gyrations. Indeed, many observers (including Ré&ltker and George Soros) have suggested
that the global economy will not achieve greateteyic stability without some reform of the G-
3 exchange rate regime, and that emerging mar&etain vulnerable to currency crises as long
as major reserve currencies remain highly unstablewever, various proposals for exchange
rate coordination, including target zones for G+Brencies (an idea briefly supported by
Germany), have so far been opposed by the Unite st

2.5. Surveillance of national policies

A crucial area of reform concerns IMF surveillarmer the policies of creditors as well
debtors. In view of the growing size and integrnatof financial markets, every major financial
crisis now has global ramifications. Consequerghgventing a crisis is a concern not only for
the country immediately affected but also for otbeuntries, which is why global surveillance of
national policies is considered necessary. So Hawever, IMF surveillance has not been
successful in preventing international financiases. This reflects, in part, belated, and so far
only partial, adaptation of existing proceduresthie problems posed by large private capital
flows, and it is closely related to serious sharmaogys in the existing governance of the IMF.

Traditionally, bilateral surveillance has concatéd on macroeconomic policies, with
little attention to sustainability of capital infie and financial sector weaknesses associated with
surges in such inflows. After the Mexican crisiglH surveillance was extended to include the
sustainability of private capital flowsbut this did not prevent the East Asian crisisAlril
1998, the Interim Committee again recognized thegrfer strengthening IMF surveillance when
it agreed that the Fund “should intensify its sulaece of financial sector issues and capital
flows”.®2 Clearly, to succeed, the IMF will need to payagee attention to unsustainable
exchange-rate and payment developments and, awlreted, its recommendations should
include control over capital inflows. However, ghivould mean a major departure from the

current official approach to capital account mamagyet.

But perhaps more fundamentally, the failure of IMdErveillance in preventing
international financial crises is due to the unbedal nature of these procedures, which give too

® For a detailed discussion of this issue see UNCTAD (1&i9&pter VI).
" IMF Executive Board Decision No. 10950-(95/37) of 10 April 399
8 Interim Committee Communiqué of 16 April 1998.
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little recognition to the disproportionately largéobal impact of monetary policies in major
industrial countries. Financial crises in emergngrkets are not always home-grown; they are
often connected with major shifts in exchange amerest rates in the major industrial countries.
This was true not only for the debt crisis of tf88Qs, but also for more recent booms and busts
in capital flows to Latin America and East Asia.

Certainly, given the degree of global interdepewde a stable system of exchange rates
and payments positions calls for a minimum degreeoberence among the macroeconomic
policies of major industrial countries. But theisthg modalities of IMF surveillance do not
include ways of attaining such coherence or deahiitg unidirectional impulses resulting from
changes in the monetary and exchange rate polifigse United States and other countries of
the Organisation for Economic Co-operation and ddgwvment (OECD). Other countries lack
mechanisms under the existing system of global @oon governance for redress or dispute
settlement relating to these impulses. In thspeet governance for macroeconomic and
financial policies lags behind that for internatbtrade, where such mechanisms are part of the
regime of the World Trade Organization (WTO). Biusuch a function is to be performed
effectively by multilateral financial institutions,is necessary to reform not only the surveilanc
procedures, but also the governance of theseutistis, including their voting structure and
decision-making procedures, to give greater weightthe views of developing countries.
However, so far the only significant reform in thisspect has been to rename the Interim
Committee (International Monetary and Financial @attee) and to reaffirm that after 25 years
of existence it is no longer interim but permanent!

2.6. Provision of international liquidity

With the increased frequency of crises in emergiragkets, a consensus has emerged on
the need to provide contingency financing to cdeatexperiencing payments difficulties linked
to the capital account, in addition to the tradgitibrole of the IMF to provide current account
financing. However, the modalities regarding thevjsion of liquidity, its adequacy, the
conditions attached to it, and its funding remaxtremely ad hoc and are inadequate for
addressing the problems associated with systersiability.

The provision of liquidity to pre-empt large curoy swings has not been the
international policy response to currency crised@veloping countries. Rather, assistance,
coordinated by the IMF, has usually come after ¢cbbapse of the currency in the form of
bailouts designed to meet the demands of creditoaintain capital-account convertibility, and
prevent default, thereby creating moral hazardrfearnational lenders and investors, and putting
the burden on debtors. Moreover, availability uéls financing has been associated with policy
conditionality, which, at times, has gone beyondcrmaconomic adjustment, interfering
“unnecessarily with the proper jurisdiction of smign government” (Feldstein, 1998: 26).
Finally, provision of funds needed for bailouts lodten depended on ad hoc arrangements with
the IMF’s large shareholders, which, as creditoften have important interests to protect.

Efforts to redress these shortcomings in the gromi of liquidity have been
unsatisfactory. The IMF has taken several stegsrémgthen its capacity to provide financing in
crises. These include the creation of a Supplerh®aserve Facility, established in response to
the deepening of the East Asian crisis, and, marently, the creation of the Contingency Credit
Line to provide a precautionary line of defenceiasjafinancial contagion. However, neither of
these facilities has resulted in additional moriagtead, they have had to rely on the existing
resources of the Fund. A proposal has been madkote the IMF to issue a reversible Special
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Drawing Right (SDR) to itself for use in the praas of international liquidity (Ezekiel, 1998;
United Nations, 1999; Ahluwalia, 1999). But thiswid require an amendment of the Articles of
Agreement and would face opposition from some miagustrial countries.

The terms of access to such facilities continuéate a number of problems. Clearly,
lending in unlimited amounts and without conditipescept for penalty rates, would require
tightened global supervision over borrowers to emshieir solvency — an unlikely development.
While automatic access would ensure a timely respdo market pressures, it could also create
moral hazard and considerable risk for the IMF. t@a other hand, conditional withdrawal of
funds would reduce the risk of moral hazard, bigotiations could cause long delays, perhaps
leading to a deepening of the crisis. It coulddkad to irrational and unnecessarily tough
conditionality, since the countries facing attaokstheir currencies would be too weak to resist
such conditions.

Pre-qualification is proposed as a way of avoidihgse problems. In such an
arrangement, countries meeting certainanteconditions would be eligible for lender-of-last-
resort financing, with eligibility being determinelliring Article IV consultations. However, it
would still be necessary constantly to monitor fhiilment of the terms of the financing,
adjusting them as necessary in response to chamgeEmditions. In these respects difficulties
may emerge in relations between the Fund and timebmeconcerned.

Such problems are exemplified by the recent Beaziagreement with the IMF. The
Brazilian package might be described as the fixpeament with the provision of international
lender-of-last-resort financing to an emerging mgrkt was intended to protect the economy
against contagion, subject to a stringent fiscgisithent and a gradual depreciation of tbal
throughout 1999. After a political struggle, theaBlian Government succeeded in passing the
legislation needed to meet the fiscal target. ®hen the attack started, the currency was
allowed to collapse, and the Fund required addiliand more stringent conditions regarding the
fiscal balance in order to release the secondtian€the package.

2.7. Orderly debt workouts

The international community faces a major dilemmaormulating policies towards
international capital flows. In the absence ofitpmontrols, financial crises are likely to be
more frequent, severe and widespread. When & ansturs, defaults are inevitable in the
absence of bailouts. But bailouts are becomingeasingly problematic: not only do they create
moral hazard, but more importantly, the funds regfliihave been getting larger and are now
reaching the limits of political acceptability. i§his the main reason why the international
community has been engaged in finding ways to ‘ime/bor to “bail-in” the private sector in the
resolution of currency and debt crises. Howevethis area too no agreement has been reached,
in large part because of the resistance of somermapntries to involuntary mechanisms.

A way out of the dilemma would be recourse to phaciples of orderly debt workouts
along the lines of Chapter 11 of the United St&askruptcy Code, first raised by UNCTAD in
its 1986Trade and Development Rep¢FDR) in the context of the debt crisis of the 1980g] a
further elaborated inTDR 1998 These procedures are especially relevant tanatenal
currency and debt crises resulting from liquiditplgems because they are designed primarily to

® This was first proposed by Fischer (1999) and morenticky the Meltzer Commission Report (International
Financial Institutions Advisory Commission, 2000).
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address financial restructuring rather than liguata They allow a temporary standstill on debt
servicing in recognition of the fact that an aggets race by the creditors is detrimental to the
debtor as well as to the creditors as a group.y phavide the debtor with access to the working
capital needed to carry out its operations whil@nting seniority status to new debt. Finally,

they involve a reorganization of the assets andiliiees of the debtor, including extension of

maturities, and, where needed, debt-equity conver@nd debt write-off.

Naturally, the application of bankruptcy procedur® cross-border debt involves a
number of complex issues. However, the princi@es straightforward and can be applied
without establishing fully-fledged international ik@uptcy procedures. The most contentious
issue is the standstill mechanism, since IMF navd4einto arrears and it is heavily involved in
debt workouts. Clearly, to have the desired eféecturrency stability, debt standstills should be
accompanied by temporary exchange controls overagiital-account transactions by residents
and non-residents alike. According to one propagahdstills would need to be sanctioned by
the IMF. Canada has proposed an Emergency Sthn@&use to be mandated by IMF
members? There could also be other arrangements, inclughegqualification for unilateral
standstill decision by the countries concernederapowering an independent panel to sanction
such decisions, similar to the way in which WTOesgafard provisions allow countries to take
emergency actions.

As noted by the IMF Progress Report, there has heeagreement over empowering the
IMF to impose stays on creditor litigation: “Somédators thought that amending Article VIII,
Section 2(b) warranted further consideration; cthdid not see the need for, or feasibility of,
such action” (IMF, 1999a). A number of G7 courgriencluding Canada and the United
Kingdom, proposed to establish a rules-based sy&iewrisis resolution, with explicit rules on
the respective roles of the public and private asct However, private financial institutions
have been opposed to an involuntary mechanismaoidstill or rollover. The United States
continues to defend a case-by-case approach foeéisens already mentioned.

This lack of agreement also means that a greatphasis has been placed on voluntary
mechanisms (Group of 22, 1998, section 4.4; IMR9). The dilemma here is that the need
for mandatory provisions has arisen precisely begawluntary approaches have not worked in
stemming debt runs. On the other hand, while abmunof proposals have been made to
introduce mechanisms to provide automatic triggeush as comprehensive bond covenants,
automatic debt rollover options or collective astmauses designed to enable debtors to suspend
payments, these are unlikely to be introduced uahilg and would need an international
mandaté’ Indeed, developing countries fear that such elsusould reduce their access to
financial markets, and insist that they first beéraduced in sovereign bonds of industrial
countries, an objective which may require an iragomal mandate.

9 Department of Financ&anada’s Six-point Plan to Restore Confidence and SustaintGreeptember 1998.
™ Concerning these difficulties see Eichengreen (1999: 66—6%) urfiversal debt rollover options, see Buiter and
Silbert,1999.



The debate on the international financial architeet Reforming the reformers 15

3. Conclusions

The discussion above suggests that, despite aifepation of meetings and
communiqués, as well as a multiplication of groapsl forums, there remains a reluctance to
accommodate the concerns of developing countrigardeng international financial reform.
Thus in the current political environment, the nmaxim feasible strategy for developing
countries in their search for an effective refornth@ global level would seem to be to press for
internationally-agreed arrangements for debt stédlsdand lending into arrears to help them to
better deal with financial crises when they occhiowever, until systemic instability and risks
are adequately dealt with through global actiore task of preventing such crises falls on
Governments in developing countries, both at thi®nal and regional level.

There can be little doubt that the developing toes now enjoy much less policy
autonomy than at any time in the post-war periotis loss of autonomy has three origins. First,
systemic pressures have increased on Governments @sult of the liberalization and
integration of markets. This is most visible i tbase of financial markets. As a result of the
greater exit option enjoyed by capital, Governnmeptdicies have now become hostage to
financial markets, and the kind of discipline thia¢se markets impose on Governments is not
always conducive to rapid growth and developme®écond, policies in developing countries
are also subject to pressures from major indugtoalers and multilateral institutions. Finally, a
number of policy instruments are no longer avadabl some developing countries as a result of
their international commitments as members of grolapings as the OECD or North American
Free Trade Area (NAFTA).

Nevertheless, there is much greater scope for siiengolicies for regulating and
controlling capital flows than has been exploitgdrnbany developing countries. There is no
global agreement that forces the developing coesto open up their financial markets. There
is indeed considerable variation within the Souththe extent to which policy autonomy has
been used in the domain of finance. For instawbde China and India have pursued a gradual
and cautious approach to international capital $lomany countries in Latin America have
rapidly opened up their capital account and finainsector. Again, a comparison between the
policies adopted by Malaysia and its neighbouriogintries in response to the East Asian
financial crisis shows that policy options, everdencrisis conditions, are not as narrow as is
generally assumed. If developing countries am@vtmd costly financial crises, it is essential that
their autonomy in managing capital flows and choegsivhatever capital account regime they
deem appropriate should not be constrained bynatemal agreements on capital-account
convertibility or trade in financial services, atidit they should effectively exploit the room for
manoeuvre that they have for these purposes.

There is also much that could be done at the megitevel, particularly among like-
minded Governments who are prepared to establiibctive regional defence mechanisms
against systemic instability and contagion. Insthespect, the experience of Europe with
monetary and financial cooperation and the ExchdRge Mechanism (ERM), introduced in
response to the breakdown of the Bretton Woodsesysholds useful lessons. Regional
monetary and financial cooperation among developigntries, including exchange rate
arrangements, macroeconomic policy coordinatiogjoreal surveillance, common rules and
regulations over capital flows, and regional medsras for the provision of international
liquidity, could be a viable and more easily atédile alternative to global mechanisms, designed
to attain greater stability.
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HAS 1999 CHANGED ANYTHING (FOR ECUADOR AND OTHERS)?
THE NEW INTERNATIONAL FINANCIAL ARCHITECTURE

Andrés de la Cruz

1. Introduction

This paper aims to discuss how 1999 has influeticedsiews of the legal community
when advising sovereign Governments on debt managiemsues. In a sense, in 1999 the
international financial community had more timertha previous years to think about structural
“architectural” issues. Although recession congithuo affect several of the large developing
countries, there were no major crises that requa®atrdinated efforts from the international
financial institutions and industrialized countryp¥&@rnments to bail out developing countries.
This pause gave players time to reflect and comewith new ideas as to how “debt
management” issues should be approached in theefutu

It was in the context of the debate on the newrmatigonal financial architecture that
Ecuador, Pakistan, and Ukraine had to confrontiaffiand private sector creditors as well as the
IMF.  While the external debt of these countriesswebt significant enough to affect the
international financial system, it soon became rclimat their particular situation would be
discussed in the light of this ongoing debate. [&/hiis still too early to draw lessons of general
applicability from the way in which those three ntnes approached their creditors in 1999, it is
useful to summarize the issues raised by eachenf.thAlso, it is worthwhile to focus on the
recently announced deal between the Russian Fexeeatd its London Club creditors.

This presentation focuses on “legal aspects” asdudses some of the most significant
issues recently encountered by sovereign borrothatshave had to restructure foreign debt, a
significant portion of which consists of bonds. isTpresentation will concentrate on questions
likely to be confronted not by the policy-makersjt rather by those government officials
responsible for debt management, who often needdancile policy decisions with contractual
obligations. It is they who have to be in contadh foreign lawyers, and need to understand
and appraise the risk of litigation and advise edicgly.

Discussions during 1999 focused mainly on threetpes:
. What does burden sharing or comparability of trestimmply for a sovereign borrower

that runs into difficulties servicing its externdebt obligations or negotiating a
programme with the IMF or a rescheduling with tlaei$ Club?

. Should the financial community as a whole acceptrtbtion that sovereign bonds may
need to be restructured? How should it go abath sestructuring?
. What contractual and legal problems do legal adviaed debt management teams need

to address to permit sovereign bond restructurings?

The first section of this paper compares brieflg ttases of Ecuador, Pakistan and
Ukraine and highlights certain features of the Rus&ederation’s arrangement with the London
Club. The second section examines the historyebt tchanagement in order to identify aspects
that, to some extent, have a bearing on our apprt@acsovereign bond restructurings today.
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With these recent cases in mind and the histodoatext, the subsequent section turns back to
1999 and reviews the legal issues involved in ssgarbond restructurings.

2. Pakistan, Ecuador, Ukraine and the Russian Fedation

Pakistanhad significant principal amounts coming due unitteEurobonds in December
1999. According to press reports, the Paris Cladenit clear that Pakistan would need to
implement comparable treatment between officiatereditors and the holders of its bonds if
it planned to have its bilateral debt reschedul8tort of making funds available to Pakistan to
ensure the continued servicing of its Eurobond§ciaf creditors reportedly questioned the
wisdom of a Paris Club rescheduling without a coraple rescheduling of the Eurobonds; there
would be no bailing out unless bondholders werttdan.

Pakistan approached some of its largest bondholodosmally, several of whom
reportedly were Pakistan nationals, and discussigd tvem the principal components of a
possible restructuring. The Government subsequendde a unilateral offer to exchange its
existing Eurobonds at par for its US dollar 10 pent bonds due in 2002/2005, which was
accepted by more than 90 per cent of the bondhalder

Ecuadorbecame the focus of attention during the summer980: as the August 1999
interest payment date on its Discount Bonds duzdib and Past Due Interest (PDI) Bonds due
in 2015 approached, it became apparent that thatgowould have difficulties finding the
resources to make the interest payment. Noticealtyle Pakistan and, as discussed below,
Ukraine, were troubled by inpending principal paytsedue under their Eurobonds, Ecuador
could not continue servicing interest on its Brdmynds. Rolling over maturities was not a
solution. Ecuador took advantage of the 30-dagegperiod for interest payments on its bonds,
while the authorities considered alternatives. eQpiry of this grace period, the authorities made
the interest payment on the PDI Bonds, which hathtesest collateral, but not on the Discount
Bonds, which had 12-months of interest collatefihe authorities asked holders of the Discount
Bonds to draw upon the interest collateral andeiwer‘cure” the interest payment default. In
doing so, the Discount Bond holders would avoidsoay a cross default to all of Ecuador’s
other bonds, while Ecuador initiated discussiondevelop an overall solution to its debt
problems. Bondholders reacted adversely to Ectedeguest and, rather than drawing on the
interest collateral, they voted to accelerate thsc@unt Bonds thereby formally opening the
doors to litigation. This decision can be intetpdeas a response by private holders of sovereign
debt to the burden-sharing speeches that were eaug by official and multilateral lenders.
Ecuador subsequently failed to make interest pajsnam the remaining categories of its Brady
bonds as well as on its US$ 500 million worth ofstanding Eurobonds. Having failed to bring
about a restructuring of its bonds prior to defaglton its interest payment obligations for all
categories of bonds, Ecuador will now need to warka solution subject to the inflexibilities of
sovereign bond documentation. It will also haveassess very carefully the risks created by
bondholders who choose to challenge any restrufymoposal it elects to put forward.

With a view to engaging bondholders in a constuwectiialogue intended to ultimately
lead to an exchange offer, Ecuador has invitedtaiglthe larger institutional holders of its
bonds to participate in a consultative group. Thepose of this group, as announced by
Ecuador, is not to “negotiate” the terms of an exgje offer, but rather, to provide a formal
mechanism through which the Government can commatmiwith the bondholder community
and receive feedback on issues considered relevanpossible exchange offer. The process has
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been overshadowed by domestic developments ondliteg front. To date, Ecuador has not
submitted to its bondholders specific terms for arghange offer. Unlike Pakistan, Ecuador
must find a solution that is acceptable to a braad diverse base of apparently mainly foreign
holders of approximately US$6 worth of Brady boadd US$ 500 million worth of Eurobonds.

Ukraine faced the issue of bond restructuring in the cdntd its discussions over
disbursements by the IMF under a line of creditluded in its IMF-approved economic
programme, which had been suspended by the IMR farmber of reasons. Between the years
2000 and 2001, five series of bonds were schedoledature, which would have depleted the
country’s currency reserves. After consideringesal proposals that involved some degree of
debt relief, Ukraine offered to exchange approxehatJS$ 2.7 billion aggregate principal
amount of bonds, at par for the series of bondsinmaf in 2000 and 2001, and at an 11 per cent
discount for the so-called “Gazprom bonds” amantizihrough 2007. Participants were offered
a choice of a 10 per cent Euro-denominated borahdrl per cent US dollar-denominated bond.
In either case the new bonds amortize over sixsyedter a one-year grace period, that is, they
have a 4.5-year average life (as in Pakistan)adudition, Ukraine agreed to come current on
certain missed interest payments under the old $ydnda only to participants tendering bonds in
the exchange offer. According to market sourchs, dffer made by Ukraine was “market-
friendly” insofar as on a mark-to-market basis stees received at least as much value under the
new package (including the cash payment) as thieyihghe bonds they tendered. One of the
interesting aspects of Ukraine’s exchange offer thaschallenge presented by the need to reach
and entice a largely disseminated German retadihglof its deutche mark-denominated bonds
to participate in the exchange offer. Ukraine amued, during the last week of March 2000,
that it had attained the 85 per cent critical nragsiired for the transaction to close. Essentially
as in the case of Pakistan, Ukraine managed, throlng exchange offer, to stretch out its
principal maturities. The debt relief componentéfaine’s package was not significant.

Regarding theRussian Federation’secent agreement with its London Club creditors,
the deal announced in 2000 amounts to a restragtwi a 1997 rescheduling agreement
according to which a State-owned bank (but notRhesian Federation itself) had assumed the
debt of the former Soviet Union. That rescheduliiggeement (essentially a loan document)
included an obligation to pay the principal and exthange of past interest owing accrued
through 1997 on the rescheduled debt for Luxembbsied “interest notes”, which were
functionally bonds. In 1999, Russia reconstituteé London Club advisory committee,
replacing some members who no longer held sigmfigmsitions in the debt with institutions
active in the secondary market trading of the paped began negotiations to restructure the
debt, including the interest notes. The agreeragnbunced includes a 37 per cent reduction in
the principal amount of the outstanding debt (atesoiff of approximately US$ 10 billion),
stretching out maturities to 30 years, and a redach the interest coupons. Two aspects of the
transaction deserve special attention in connectidth the issue of sovereign bond
restructurings. First, holders of the old debtnfally incurred by a State-owned bank with
practically no payment capacity will receive bortdsbe issued by the Russian Federation, a
different debtor, which, to date, has punctuallpdwred its payment obligations under all of its
Eurobonds issued after the demise of the formerebdinion. Second, the Russian Federation
has obtained a significant amount of debt reliefrfrits private creditors prior to its next round
of Paris Club negotiations. According to presorep the official sector may see the principle
of burden sharing a boomerang: the Russian Federhts allegedly tabled a request for debt
forgiveness by its official creditors comparablethiat obtained from its London Club creditors.
This amounts to reverse comparability and is exgquettt attract the attention of other sovereign
Governments.
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A review of the historical evolution of debt resdhéngs provides helpful insights from
the past that shed light on the present discussion.

3. A summary review of sovereign debt restructuring
3.1. Development finance: 1945-1970

In the years following the Second World War, soigreStates primarily called upon
other sovereign States and multilateral finanamskitutions for financing. Private sources of
capital, whether in the form of bank loans or bgrigsl no significant role in the financing of
developing countries during this period.

Soon enough, official sector lenders learned thestfucturing” was part of the lending
experience, and the Paris Club came into existett@em the outset, the Paris Club acted in
close coordination with the multilateral institut® Indeed, having an IMF-assisted programme
was a pre-condition for a Paris Club restructurifgrthermore, Paris Club lenders were not
bothered by the idea that their sovereign borromesald at all times religiously service their
debt to multilateral lenders. This implied “seritigt never became an issue. While the general
rule was that debts were “rescheduled” (not redycsidce terms were already preferential, the
Paris Club was an ideal forum for the implementatid politically-driven initiatives on debt
matters, which, in several instances, resulted ebt dorgiveness programmes for the least
developed countries.

3.2.  The “Petro-70s”

The world of sovereign borrowing and debt manageémamanged significantly in the
1970s. The arrival of petrodollars and the eagermé commercial banks to lend to developing
countries, even at negative interest rates, hadofoynd impact on the world’'s financial
architecture. The public sector both — borrowensl #enders — welcomed the arrival of
commercial bankers to the scene of sovereign legndith was only several years later, in the
early 1980s, that the players realized how thezbariof sovereign borrowing had permanently
changed.

What were the salient features of this period imgeof debt management?

0] Lenders were primarily commercial banks;

(ii) Loans were extended primarily to sovereignt&aand State-controlled entities; and

(i)  The form chosen was the “syndicated bank loan aotitnot a bond or other form of
publicly-traded security.

In sum, the international financial architecture tbé time was intended for a small
number of players that made business on an ondmisgs pursuant to agreements generally
governed by a law foreign to the borrower.

Debt management during the 1970s was primarily eored with incurring debt.
However, during these years eurocurrency loan deatstion evolved, which changed the form
of dealing with disruptions and developments in #ilcation of risks and costs between
borrowers and lenders (Buchheit, 2000).
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Between 1973 and 1979, the architecture managetike billions of dollars available to
developing country borrowers, primarily through digated loans. The syndicated euro-dollar
loan, however, contained a “Trojan horse.” Theoalollar market and the euro-dollar loans
used to effect transactions in that market weredbam the principle of matched funding: the
lender’s short-term cost of funding was automalycabnsferred to the borrower through the
floating interest rate formula. Borrowers paidiaterest rate which included a spread or margin
payable to the lender in addition to the lendedst®f funding. The spread was determined the
borrower’s credit quality and represented the |esdevenue. Large or small, the spread was
the fixed component of the formula. A bank’s skertn cost of Euro-dollar funding, instead,
was directly dependent upon movements in the UBBudioiterest rate. Hence, after Mr Volcker
made his appearance on the scene in 1979, andamsedg other tools, step-ups in the United
States Federal Reserve’s interest rates to reviefionary trends in the United States,
developing countries immediately had to pick uptdi® as the rate at which the vast majority of
their external debt accrued interest floated stgagiwards. The London Inter-Bank Offered
Rate (LIBOR - the cost of funding) climbed from amgmately 8.7 per cent in 1978 to 16.5 per
cent by 1981.

Although the flow of capital between industrializadd developing countries began to
change in 1979, and banks gradually ceased malengnmoney available to refinance existing
debt, the international financial community wasyeréheless, caught off guard in August 1982,
when Mexico announced a moratorium on the repayroeits external debt. By the end of
1982, all major Latin American borrowers and a ganunber of other developing countries
were in arrears on their external debt paymentsd(Mg990). And the international financial
machinery all of a sudden came to a screeching Wdthough lenders had diversified their risk
exposure by lending to many developing nations, Nfexican crisis triggered a reaction that
recognized few, if any, distinctions between dep#lg borrowers. That was the first expression
of the phenomenon known as “contagion,” which autyemerits many lines of disclosure in
securities offerings by emerging-market issuers.

3.3. Rescheduling

Once creditors managed to get organized, the sgwet®rrowers’ loan rescheduling
process began. The guiding principle, driven prilpeéby the way commercial banks were
required to treat assets for accounting purposeeruthe regulatory framework, was to keep
sovereign borrowers current on their interest payse

What did “debt management” amount to for a soverdigrrower in that environment?
In a nutshell, sovereign debt reschedulings prasgeldiring the 1980s as follows:

 The banks formed advisory committees typically cosgal of representatives of banks,
selected primarily on the basis of exposure tobibieower and, in certain circumstances, on
geographic criteria.

* The purpose of the committees was to represenbahking community in the negotiations
with the borrower. In doing so, they operated manimous consent, with a view to
achieving maximum support for the package negatiati¢h the borrower.

« From the borrower’s perspective, the unanimous eansethod translated into always being
negotiated down to the minimum common denominaiog, acceptable to all members of the
committee based on consultation with their respectionstituencies. Thus, one bank had
the ability to prevent an entire package from beidgpted if it disagreed with any one of its
features.
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During the first years, the rescheduling process vedatively dynamic. Debtors had
practically no experience; there was a general@agion that the crisis, perceived as a liquidity
crisis, would pass, and that better times lay ahaad banks were generally able to arrange
reasonably attractive packages.

Multilateral institutions and the official sectan the industrialized nations also made
resources available to heavily indebted develogimgntries. The sovereign borrowers used a
significant portion of those proceeds, togethehwi¢w money raised as part of the rescheduling
process, to remain current on interest paymentsirdéh sharing did not form part of the
rescheduling jargon in those days. Flows fromdtfieial sector, on a net basis, were favourable
to the borrowers. Ultimately, the continued assist of the industrialized countries through the
rescheduling process could be viewed as a hiddbsidyuto their own banking institutions,
many of which could otherwise have collapsed, angaterious problems for those Governments
on the domestic front. Industrialized country Goweents occasionally exerted pressure on
banks to participate in the reschedulings and tovdtexibility to the heavily indebted sovereign
borrowers by continuing to transfer capital to bleerowers and allowing (and in some instances
even requiring) the sovereign borrowers to apply phoceeds of loans made by the official
sector to service their external debt with the gev sector. However, taxpayers in the
industrialized countries shouldered a significamtipn of the losses attributable, at least in part
to bad lending decisions taken by private bankshflwith capital gained in the 1970s.

The rescheduling dynamic ultimately avoided an ssréhe-board default by developing
country borrowers, which would have had devastatogsequences for the global financial
system. As time went by, however, and the econoenisis continued to deepen in the
developing countries, with negative economic growthmany cases, fatigue crept into the
rescheduling process. Borrowers became incregssuglptical about taking on additional debt
to pay interest only, and began stiffening theigat@ting positions, demanding greater
concessions from the lenders. The ability of ttieisory committees to summon support for the
next rescheduling package, which always involved meoney for an ever growing mass of
interest payments, eroded, especially as mid-sanedregional United States banks balked at the
idea of putting more money into developing coustrieln fact, as soon as they had created
sufficient provisions, many of those banks begdimgetheir developing country loan portfolios
into the secondary market, which became increasidghamic. Lenders sought to monetize
their bad loan portfolios and thus, even if atss|alid away with the problem altogether.

While many argued that the international communi&s confronting a solvency and not
a liquidity crisis, under the rescheduling moda@rtéhwas practically no debt forgiveness and no
room for concessionary (non-market) terms. TheeB&Man (1985-88) fell short of debt relief
measures and ultimately, by late 1987 and early819Be borrowers’ debt management
initiatives turned back to default and moratoriuinterestingly, though, overall, there were few
instances of creditors litigating against borrowewsing this period. These are some possible
explanations for this:

* An expectation that the problem was transientyaidiity crisis likely to pass;

* A willingness to maintain friendly relations betwedebtors and creditors in anticipation of
future business;

» Discrete discouragement by industrial country Gorreants through bank regulators;

« The chilling effect of the sharing clause included the standard eurocurrency loan
documentation; and

» The difficulty of enforcing judgments against fayeiGovernments and their central banks.
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Under the Baker Plan, sovereign debtors contirtaedcrease their stock of debt only to
remain current on their interest payments, butte@tnprove their repayment capacity generally.
In fact, the economic condition had continued ttederate in many countries, making them ever
more dependent on foreign financing to repay tebt. Large banks gradually lost their ability
to align mid-size and smaller banks behind “new eydmnitiatives. In 1989, sovereign debtors
made clear their unwillingness to continue managireir foreign debt under the terms of the
Baker initiative.

Perhaps encouraged by the absence of litigatidntode decided to tighten the screws
and, once again, the officers responsible for dedrtagement entertained the idea of a default on
interest payment: Ecuador in 1987, Argentina arterosmall and medium-sized countries in
1989, and Brazil in 1990. The banks responded Mghl actions: Citicorp seized $80 million in
funds that Ecuador held with the bank to offsebaerdue loan; action was brought against Peru
in New York in 1990, to recover $1.2 billion in lw& Clearly, things had changed, and a new
approach was needed to keep the internationaldiaBcommunity from falling apart.

3.4. The Brady Plan (1989-1990)

In March 1989, United States Treasury Secretargghdlas Brady, announced his
Government’s decision to favour debt, or debt sesuwieduction for sovereign debtors. The debt
reduction was in the form of a discount on the @pal amount (the discount bonds) or the
acceptance of concessionary (non-market) inteagss r(the par bonds). Under the Brady Plan,
commercial banks agreed to extend debt relief, fmn dondition, that billions of dollars of
commercial bank debt be exchanged for bonds, tineipal payments of which were backed by
United States Treasury bonds. The loan conce éxited from the scene of developing
country debt.

Brady bonds blended United States Government rigk espect to payment of principal
at maturity with developing country debtor risk kvitespect to interest payments during the life
of the instrument. In exchange for the debt reduagranted, the banks received a security that
could be resold to a wider variety of investorsntiiae banking community. Later on it became
clear that this “blended” instrument is not favalitey bond investors. But, at the time, banks
were guided in the negotiations by the need tsfyategulatory ratios which favoured isolating
“principal” payment risk so as to book the instrumseas a United States Government risk asset.

While the Brady initiative represented a breatHregh air, it came at a time when the
mood at the debt negotiation table had turned s@iuwas in this increasingly hostile
environment that the negotiations for Brady redtmiogs took place. And they were far from
smooth, as debt negotiators still recall. The fumeus consent” principle followed by the
advisory committees, in an increasingly hostileiemment, caused enormous tension not only
between the debtors and their creditors but alsengnereditors. Furthermore, the United States
Government exercised pressure over the partiesrt® faccords, extracting concessions from
debtors as well as from the banks.

3.5. The “good” post-Brady years (1993-1994)
No matter how painful the Brady process may hawnpas with all things in life, one

day it ended, and sovereign borrowers awoke tova“fiaancial landscape” (Buchheit, 1999).
Indeed, the commercial banks no longer visitedafifiees of the ministries of finance or public
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credit to offer loans. They had been substitutgdalmew breed of suppliers of capital: the
investment banks.

The damage caused in the 1980s to the reputatidewloping countries as borrowers
had not reached that corner of the financial systepnesented by the bond markets. Indeed,
sovereign debtors had not made significant incassiato the bond market since the nineteenth
century, and those that did issue bonds durind #7®s and early 1980s generally honoured their
payment obligations while their larger, more sigr@ht commercial bank debt was being first
rescheduled and later restructured. Moreover,raswt of the Brady Plan, suddenly billions of
dollars of developing country bonds fed the tradilogrs of the financial centres and became
available for institutional fixed-income investa@seking higher returns than those available in
the United States market, in an environment charaed by falling interest rates.

Debt management, therefore, turned away from cowiaidrank loans and restructuring
and moved towards the capital markets — first tlheofarkets and later the United States
institutional and public markets. One after théeot developing countries, until recently,
chastised by the community, re-entered the findnmarkets under the guise of glossy
prospectuses, offering, first hundreds, and thiéioms of dollars of bonds.

What were the implications of this new financialndacape in terms of debt
management?

0] The lenders are no longer the good old friendlyat least familiar, “commercial banks.”
Bondholders are generally anonymous and include ide wariety of institutional
investors and occasionally individuals. Bondsgaeerally issued in “global book-entry”
form, and sometimes in bearer form. In either caséess the beneficial owner of the
bond elects to identify itself, the borrower (nover@ commonly referred to as “issuer”)
has no way of knowing who its creditors are. Bautumentation includes nothing
comparable to assignment provisions in loans, raguthe assignee to be identified and
notices to be sent to the agent and the borrower.

(ii) The form chosen to represent the obligatiors wWee bond, an instrument that lended itself
readily to trading in the secondary markets and ataactive to the wider community of
emerging-market investors.

(i)  The philosophy of the creditors also changed: smgarborrowers would no longer deal
with lenders, who see loans as revenue generatgiruments through interest accruals.
The new players are investors, who seek to regliaft, either by selling the bonds at a
gain or through interest payments. While there iaxestors dedicated to emerging
markets, they do not have the same kind of relatiomwith the issuers as commercial
banks had with their sovereign clients. They galhehave no local branches to protect,
and by trading in these bonds they are able ta enté exit a country’s financial scene as
often as they want (albeit sometimes at a not mifsoggnt loss), responding to variations
in yields and their perception of country risk.

3.6. The “bad” post-Brady years (1995-1998)
Between 1992 and 1995, this new breed of investwexting capital at Latin America

was once again welcomed by the official sector. weler, the Mexican devaluation in
December 1994, and the pull-back by emerging-mairkedstors that followed showed that
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sovereign borrowers as well as their industrializedion creditors and multilateral financial
institutions were now dealing with a new reality. a world free of foreign exchange restrictions
and adverse to imposing restrictions on capital$lathere is little a country can do if the market
perception of risk, justifiably or not, turns agstiit. At the slightest indication of trouble adea
bondholders can turn to the secondary market angetrze their position, thus staying away
from that area until their perception changes. Ande bond prices start to drop, the so-called
“vultures”, that are determined to deal with a tilmd debtor — sovereign or corporate — on their
terms, step in.

Thus, between 1995 and 1998, multilateral finanicisditutions and the Governments of
the industrialized nations were called upon tofaldbwing the devaluation of the Mexican peso
in December 1994, the Asian crises and the devatuaf the Russian rouble in 1997, and the
devaluation of the Braziliameal in 1998. In all of those instances, with capitahrkets
practically closed to emerging-market issuers amccemmercial loans available to bridge the
liquidity gap, developing nations once again turteethe IMF and the official sector for capital.
The situation was far too complex and the stakessignificant for the official sector not to
assume an active lending role.

The idea behind the bailouts in the 1990s was #tee: massive standby lines of credit
were arranged by multilateral and bilateral craditprimarily with the expectation that they
would induce private sector investors to continaeding to the troubled borrowers. And
countries would ultimately not need to draw undex standby facilities because the market,
psychologically soothed by the standby arrangememtsild have worked its way out of the
crisis.

Major rescue packages were put in place. Oncendgapayer money from the United
States and other industrialized nations was didettedeveloping economies facing liquidity
crises. The approach described above worked rabBowell in Mexico and in the Republic of
Korea, but showed its weakness when the bailoutdnfionesia and Thailand failed to arrest
contagion elsewhere in the region (Buchheit, 1998)d again, as in the past, when the model
failed, private sources of financing dried up. Hmpeeads at which emerging-economies’ bonds
traded in the secondary market increased and titiey al§ major sovereign countries to raise
funds from the bond markets to continue servich@rtdebts came dangerously close to a halt.

4. The grounds for a new international financial archiecture

Despite certain important cases of disruption ®fthancial system, the measures taken
served the purpose of controlling damage, and bafjifinancial crisis was once again averted.
This time, however, Governments in the industradiavorld and the multilateral financial
institutions came under greater scrutiny by theirstituencies. In the United States, particularly,
prominent members of Congress questioned the ugaxphyer money ultimately to protect
private bondholders from suffering the adverse equences of the risks they had bought into.
Needless to say, the authorities had difficultiestifying the transfers, especially where the
recipient Governments failed to abide by the IMBgspammes, allowed economic conditions to
deteriorate, and ultimately resulting in a loss tbé funds provided by the industrialized
countries. The more aggressive stance favouregirdemny kind of public sector assistance
(whether from multilateral lending agencies or Paiub lenders) to borrowers that failed to
obtain significant concessions from their privagetsr creditors. It was in this context that the
debate over a new financial architecture acquirethjnence.
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Proponents of the “new financial architecture” seek

0] Management of private sector capital flows teeging markets to avoid the boom/bust
pattern;

(ii) Promotion of dissemination of information toviestors to encourage prudent investment
decisions;

(i)  Development of mechanisms to permit countries endure temporary economic or
financial disruptions and resist speculative atawk their currencies; and

(iv)  Prompt and orderly workouts when crises douncwith losses being shared by all who

made investment decisions.

But this is easier said than done. Sovereign barse confronted with the burden-

sharing theory posed the following questions:

Will bondholders be as prepared as commercial bams in the 1980s to participate in a
restructuring?

Is it not likely that the bond markets, which werecarefully shielded during the 1980s, will
punish a country that forces upon bondholderstaustsring by denying future access?

Will contagion adversely affect the ability of akveloping country borrowers to use the
bond markets as an effective source of financing?

If the bond markets end up closed to a sovereigrob@r, where else can it seek financing?

And finally the bondholders responded to the prar®if the burden-sharing theory

with the following thoughts:

Bondholders are lenders of first resort; they arepmepared to bail out countries.
Bondholders mark to market, and are punished fadirance of a payment default.

Brady bondholders already received a “hair cut” witlee Brady bonds were first issued.
Only in the case of Poland did Paris Club lendgrsato significant write-offs.

Long- and medium-term bonds are not responsible tfer emerging-market crises.
Rather,“hot” money, which flows in and out overrtipr speculative purposes, is to blame. If
the international financial architecture were deewjto repress those flows, the crises could
be avoided. It is not appropriate to impose ay*sten payments on long- and medium-term
obligations when the problem is caused by shon-teapital constraints.

There is no amount of plastic surgery that will cex the scars that a sovereign borrower
will create by forcing a restructuring on its bootiters. Furthermore, a sovereign
borrower’s failure to punctually honour its extdraabt payment obligation will close the
doors of international capital for that countryrgiee private sector.

That is how the players had positioned themseleggards the end of 1998 in the

academic debate on burden sharing.

Bringing bondholders into the world of sovereign barower restructurings: 1999

This final section focuses on the narrower probt#ntealing with bondholders in the

context of a sovereign debtor restructuring. Aliijo Ecuador’s current difficulties, and any
solution found to address them, will not necesgaohstitute a precedent generally applicable to
sovereign borrowers in need of a workout, given phedominance of Brady bonds in the
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composition of Ecuador’s external debt, it is daftauseful to illustrate some of the dynamics
and pitfalls involved in the process.

The international financial community is debatingys of bringing bondholders into the
picture of sovereign debt restructuring in a manthat minimizes the damage. Unless the
official sector and commercial banks are willing dssume the entire burden of financing
developing countries, which, for the time beingeslmot appear to be the case, any intelligent
solution will have to preserve future access tolibed market for sovereign borrowers. While
bondholders claiming absolute seniority may adoptiareasonable stand when it is clear that a
debtor does not have the capacity to service li$, dercing a solution that leaves profound scars
on the bondholder community would be foolish angnoounterproductive in the long term.

Ecuador’'s current situation clearly calls for a goomise between a debtor and its
creditors and among the various categories of tmexdthat recognizes the new reality. While
public sector creditors may push for burden sharibgs unlikely that a restructuring of
Ecuador’s external bond debt will succeed unlesspitoposal is received favourably; in other
words perceived as market friendly by a significaagority of Ecuador’s bondholders.

The following seven questions introduce some of ghacipal conditions affecting a
restructuring of bonds issued by sovereign borrewer

0] Why is restructuring bondholders’ debt moreutsttiesome in the context of a sovereign
State than in the case of a corporate entity?

The simple answer is that sovereign debtors cateotsubject to insolvency and
bankruptcy proceedings. In the United Statesnasiast industrialized countries, a corporate
entity that engages in a “reorganization” procedsiia a position to force upon a minority group
within a class of creditors a solution approvedt®/majority of that class. Thus, when it comes
to changing payment terms of a debt instrumentha ¢ontext of bankruptcy or insolvency
proceedings, holdouts are overruled and there i®om for free riders. For better or for worse,
no such rules apply to sovereign States.

(i)  Are there legal impediments to the restructgrof bonds?

Most sovereign bonds have been issued in the mtierral capital markets under the
laws of the state of New York in the United States,the United Kingdom. With few
exceptions, bonds governed by New York law will permit subsequent amendments to the
payment terms of the instrument (amounts and datékput the consent of each affected
bondholder. In this respect, bonds and loansiaréas. While this is not required under the law
of the United States for a sovereign issuer, theketgractice has been to include that feature in
practically all bonds placed in the United Statesrkat. Bonds governed by English law are
somewhat more flexible and permit amendments, efepayment terms, if approved by a
gualified majority of bondholders (two thirds or @ér cent).

In any case, if a sovereign Government wishes todaany uncertainty over whether it
will gather the unanimous or qualified majority popt required to amend the payment terms of
an existing bond as a means of restructuring aheztuling its debt obligations, it is more likely
to use the exchange offer as an alternative resting technique. This amounts to making an
offer to exchange its existing bonds (with paymtrms that presumably can no longer be
honoured) for new bonds, reflecting the financahts of the restructuring. Those that accept
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the offer are, as stated by Lee Buchheit, “liftatt of the old bond without amending the
payment terms of that instrument.”(Buchheit, 2000).

(i)  What does a sovereign debtor do with the non-ppaiing holders, who are left with
their old bonds and continue to enjoy the full legghts and remedies under those instruments?

While an exchange offer approach may overcomeuharfimity” or “qualified majority”
voting requirement, it leaves the sovereign saddigd the holdouts or “free riders.” Indeed,
because the participating bondholders have exitedrstrument and can no longer block any
attempt by an unfriendly group of bondholders toeterate the bonds and open the doors to
litigation, an exchange offer may actually enhatiw bargaining position of hostile creditors.
Sovereign issuers must, therefore, be preparedabvdth them in the aftermath of an exchange.

Litigation, however, is unappealing for both sidasd a holdout creditor will have to
weigh its chances of success in litigation, paléidy in terms of enforcing a judgement against a
sovereign in any jurisdiction where assets carobed, against the odds of being left holding an
illiquid security with no trading value. While tleharing clause was a deterrent to litigation by
commercial bank lenders party to a syndicated Iggh Review, 1990), the mark-to-market
accounting practice of new investors may induce ymanaccept the terms of a reasonably
market friendly exchange offer.

(iv)  Once a sovereign has decided that a restinctuwf its bond indebtedness cannot be
avoided, how should it approach the process?

As described above, resort to the use of bank agvisommittees was the procedure
followed to reschedule first, and later to restuoet commercial bank debt during the 1980s and
early 1990s.

Prior to the Second World War, in the 1930s, theldvexperienced a period of
widespread defaults by sovereign borrowers on theird obligations. In response to those
defaults a number of variations of “bondholder potive committees” were set up to assist
bondholders in dealing with their sovereign debtouring that period, the United States and
other nations recognized and enforced the doctiirasolute sovereign immunity. Thus, while
the financial aspects of a sovereign default in1880s may have been comparable to those in
the 1990s, in those days bondholders were preclisdadsuing a sovereign in a United States or
English (or any other foreign) court without thevereign’s consent. The reality today is entirely
different: not only do nations no longer recognize doctrine of absolute sovereign immunity,
sovereign issuers are asked to expressly waiveisuuolnity, through a waiver included as part
of the terms and conditions of the bonds. Bondéofatotective committees are therefore not
useful precedents.

Was the bank advisory committee process workabteafbond restructuring?

It was not, mainly for three reasons. First, beeaill allowed negotiations to progress
only to the extent that all banks sitting on thenauttee agreed with each and every aspect of the
proposed transaction. This veto power of each neerob the committee caused, in various
instances, serious delays in the negotiations thighhorrowers. Second, even after the sovereign
debtor and the committee reached agreement, thasene certainty that the broader banking
community would accept it. Frequently, bankingulatprs were asked informally to intervene
to help convince non-committee banks under theisgiction of the benefits of the package.
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There is clearly no comparable mechanism for pelisgauncooperative bondholders. Finally,
bondholders will generally want to remain at athéis free to trade in the securities of the
distressed borrower. Providing for a set-up thrants certain bondholders access to more or
better information than others is unlikely to bewed favourably by the market and raises
important legal issues regarding privileged infotiora

Bondholders are generally believed to have lithégmnce for lengthy negotiations and to
be not easily influenced by any regulators. Furtieee, in the context of commercial bank
lending, members of the committee tended to beesgmtative of the banking community as a
whole (a “commonality of interest”); however, suah assumption is no longer possible, given
the different types of bondholders and the hetareges nature of their interests. A sovereign
issuer in need of restructuring its bond debt magnd numerous hours discussing and even
agreeing on a proposal with a group of bondholderky, to discover later that many others, who
were not present, approach the restructuring frorardirely different perspective and arrive at a
completely different conclusion. Even if certaimstitutions invoke “representativity” of the
community of bondholders at large, sovereigns showlt take such statements seriously. In
fact, a sovereign debtor will most likely not be anposition to determine on its own, with
certainty, whether the entity with which it is ilsdussion beneficially owns any of its bonds.

In sum, while a means of communicating with the dimider community should be
developed, the form chosen will most likely depembn the composition of the bondholder
group, the degree of concern for the legal issaesed by the process, and the extent to which
the issuer and its advisers consider that the adpthey intend to submit needs preparatory
“persuasion”. The “friendlier” the terms, the lesgportant will be the need for communications
with the investors prior to launching a restructgrproposal.

(V) Should a sovereign seek to negotiate withatsdinolders or design a package unilaterally
and present it to its bondholders as a take-ieaw-it option?

Once again, the answer to this question is likelye tied to the sovereign’s perception of
the composition of its bondholder community. Tigéter the community, the easier it should be
for the sovereign to engage in informal consultaiand to proceed to design an offer known
prior to launching to be acceptable to a broad ntgjof the bondholders. This, apparently, was
possible in the case of Pakistan’s exchange offeirect negotiations with bondholders, if
successful, have the clear advantage of enhanbmdikelihood of success for the package.
However, they may prove time consuming, and enggigim negotiation process requires careful
consideration of issues of confidentiality and desitrading. Also, deciding who to invite to sit
on the committee raises the “representation” issertioned earlier.

Ecuador, with US$ 6 billion worth of Brady bondsristructure that were owned by a
broad and unidentified community of holders, coasid it best to organize a “consultative
group” and provide for a formal mechanism of comioation with the bondholder community.
This included broad dissemination of informationoprto and after any meeting with the
consultative group and an open line of communicaftbrough e-mail) with bondholders who
wished to make their thoughts known to the autlesit Ukraine, with respect to its DM-
denominated bonds, faced a similar communicatitvatlenge in terms of communicating with
its bondholders. The Russian federation, which essentially restructuring a loan facility,
adhered to the old-style bank-advisory committeegss.
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(vi) In what other ways are bondholders likely tppebach the restructuring process
differently from commercial banks?

Because bondholders will be looking to the secondzarket to determine the value of
their restructured claim, the following factors &kely to be more significant than in the past.

. Any restructuring proposal will have to be partaotomprehensive package and
be supported by credible economic information;

. The proposal will need to be perceived as causmgarty, neither the creditors
nor the debtor, to leave money on the table;

. Given the significance of burden sharing in theadepbondholders may expect
every category of creditors to make, or at leasasleed by the debtor to make,
comparable concessions. This does not necessaeién that each category of
creditors should extend the same measure of débf, reut bondholders may
have to be persuaded that other creditors, inaudimmestic debt holders, are
being asked to make comparable sacrifices;

. Because of the mark-to-market accounting practiomdholders will generally
expect the restructured debt to trade at leastedisa®, or even better than, the old
debt (based on pre-default prices, of course}higrespect, sovereigns may more
readily satisfy bondholders than their old commadrbank creditors, who focused
on the stream of payments due under the debt mstmt A bondholder may be
happy taking a paper which on its face is worth Imiess either in principal or
coupon or both, than the old debt, if the marlaing into account all aspects of
the programme, values the restructured debt mecaifably.

. What changes could be made to bond documentatiorake sovereign workouts
less complicated?

Four ideas have been proposed and discussed ditlsoutar there appears to be
no consensus within financial community as to waethey should be implemented.

. Include collective representation clauses expreashyorizing fiscal agents or
trustees to join with representatives of other iboesl in a sovereign debtor
workout and make the outcome of the discussionibgndpon the bondholders;

. Replace the unanimous consent approach with mgjadtion clauses in New
York law-governed bonds, to deal with the holdaetitors and to avoid the need
for an exchange offer;

. Include sharing clauses in bond documentation teradeaverick litigation; and

. Combine exchange offers with exit consents to antbachon-payment terms of
the bonds and make them less palatable to remdbaingholders.
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6. Conclusion

Finding a way out of Ecuador’s current externaltdatoblems requires addressing the
three questions posed at the beginning of thiseptaton. Bondholders will need to be
persuaded that the burden sharing doctrine isauting Ecuador to expect from them a sacrifice
that is relatively more significant than the onéngemade by the other categories of creditors.
Bondholders, however, will need to accept that rthestruments need to be redesigned.
Ecuador’'s cash flow limitations have become so eveat it clearly cannot be expected to
continue servicing its external debt obligations their original terms. Given that bonds
constitute the bulk of Ecuador's external debthe private sector, the country cannot even
approach its external debt restructuring problernmavit involving its bondholders. Finally, the
country/Government will need to design its resttiag proposal within the framework of its
existing bond documentation, taking into accoustléick of flexibility in terms of amending
payment terms.

Debt management teams at the finance ministriesledeloping countries have an
advantage vis-a-vis their predecessors in the 19f6sbond markets constitute one additional,
and probably the largest, source of potential fo@gn for their countries. But by the same token,
this category of lenders has to be managed with, @specially when a restructuring of the
obligations cannot be avoided. The new internafifinancial architecture, which is developing,
in part, through the initiatives of the public se¢tand in part, simply force of circumstances
affecting countries such as Ecuador, appears tgrégually building the structures needed to
make bond investors long-term participants.
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ROLE AND ORGANIZATION OF A DEBT OFFICE

P&l Borresen and Enrique Cosio-Pasdal

1. Introduction

The debt crisis contributed heavily to the soeiadl economic crisis in most developing
countries in the 1980s, and its impact on the podegeloping countries continued through the
1990s, affecting their macroeconomic stability anternational creditworthiness. The debt
overhang stunted investment, growth and world trahel debt payments crowded out public
expenditure on education, health and other soei@tis. An important contributing factor to the
debt crisis was the neglect by many countries @tidisic elements of debt management.

Active management of public debt is a relativelger® phenomenon in most countries.
Before the debt crisis of the 1980s it hardly edst In the early 1980s, UNCTAD’s Debt
Management and Financial Analysis System (DMFA&itstl its technical cooperation activities
in this field and this paper attempts to preseatekperiences of the Programme over the years.

It examines the role, the organization and the tlonaof a public debt office, the
regulatory framework and institutional memory obtlenanagement, involving the creation of
procedure manuals for the inter- and intra-insbongt’ tasks and information flows, as well as
the location and the degree of autonomy of a dfficeo

The negative impact of neglecting debt managemasitoleen widely recognised by now.
As a result of this, many countries have soughtnarove the basic infrastructure and analytical
capacity for debt management, starting with impletaigon of the best organizational set-up for
a national debt office.

2. Therole of a debt office

The role of a debt office depends on the debt memagt functions, such as the duties
that the laws and regulations assign to it, thetetyy it chooses to adopt and the means placed at
its disposal to achieve its goals. This secticalsleith these aspects.

2.1. Debt management functions

The execution of the different functions involved debt management at the national
level is described in figure 1 below. Each functis represented by a separate unit, although in
reality, the same organizational unit may be resjie for several of the described functions.
The figure also attempts to organize the diffefanttions by categorizing them as executive or

! The authors are grateful to their colleagues in the BSIProgramme, especially Mr. Fernando Archondo and Ms.
Hélene Fabiani, for helpful discussions and commeiitse authors would also like to thank all the DMFAS users

all over the world, who for many years have contributedhéonaterial presented in this paper. However, mistakes
and conclusions remain exclusively those of the authors.
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operational functions of effective debt managen{etNCTAD, 1993F while at the same time
following the loan through its different phaseshiitthe sequential framework.

Figurel
Executive Debt :
Managenet Operational Debt Management
Councilon beb |< - Dackground informaton for cebt trategies anddwng decisions Controiing
Management Coodinating Unit

T

|

|

|

|

a
|

A . Loan Management & Recording & Control Statistics & Analysis
Public Finance Unit > _vianageme > 9 ’ Y
Utilisation Unit Unit Unit

- overall legal - External financing - Disburse external - Monitoring of - Balance of payments
framework, and loan negotiations financing disbursements and
regulations and payments - Budget projections
enforcement - Mobilisation of - Monitor projects

external financing - On-lending. - Debt servicing - Over all future
- Indebtedness borrowing strategy
strategy embodied - Proposing strategies - Budget proceedings - Recording
into the for new borrowing for project execution - Preparing
macroeconomic and/or reorganisations and management of - Authorising payments background datafor
strategy. special accounts new borrowing and/or

- Domestic financing and - Ordering payments reorganisations.
- Resourcing: staff domestic securities
and means issues. - Managing arrears

- Public guaranties: - Information production

management and policy - Summary figures

- Linkage to budget - Tabulating debt

execution (expenditures outstanding

and resources)

- Projecting debt service

The arrows from the Public Finance unit to the Lddanagement and Utilization Unit
and to the Recording and Control Units represemtiktorical path of the loan from negotiation
through to full repayment; they show which unite @aesponsible for the different phases of
operational debt management. The National Debic©ffill normally be directly responsible
for the functions on the Operational Debt Managenmsde, and will provide substantial
feedback to the executive functions in order tabémadjustment of the strategy and/or the legal
framework in response to the latest developmeAisother classification in figure 1 would be
that theRecording and ContrdUnit, together with theé_.oan Management and Utilization Unit
constitute the Back office” the Statistical and Analysis Unithe “middle office”, and the
Public Finance Unitand theControlling/Coordinating Unitthe“front office” .

The institutional responsibilities of public debtanagement are allocated to the
appropriate units, giving them the mandate andumess to accomplish their mission and
coordinate their activities. The Debt Office coblel an integrated office for all aspects of active

2 See UNCTAD (1993).
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— and passive — debt management (UNCTAD,198B)t could be a coordinating body for all
agencies involved in debt management.

2.1.1. Executive debt management

Executive debt managememight be viewed as the establishment of the “raieshe
game” by the highest levels of government. Thisejgresented in figure 1 as the Executive
Council on Debt Manageméntlt thus gives direction and organization to wiele through its
Policy, Regulatoryand Resourcingfunctions. The executive management functionse hav
overall macroeconomic and macro-administrative disien.

The regulatory functioninvolves the establishment of a well-defined legavironment
to provide for good coordination of recording, asséd, controlling and operation, supported by
efficient information flows. The major output ohis function is the establishment and
continuous review of the administrative and legahfework of organizational responsibilities,
rules and procedures among the units involved odigde legal reporting requirements. In figure
1, this is the first item of the box, Executive Dé¥lanagementOverall legal framework,
regulations andenforcementand it providesthe organizational setting of tiegal, rules and
regulationsstructure. This function defines thdegree of controéxercised and the data which
need to be recorded and monitored.

The policy functioninvolves the formulation of national debt policiasd strategies in
coordination with the agencies that have primeaesibility for the economic management of a
country. Broad policy considerations determine ainty’s sustainable level of external
borrowing, such as deciding on what sectors shbalk access to external financing and on
what terms, as well as fixing borrowing ceilings ¢neditor category. External debt policy,
through foreign borrowings, affects national plangi balance of payments and budget
management, and it also affects all government@ggrnhat determine the type of investment
undertaken in a country. The major output of thisction is a well defined and feasible national
indebtedness and external debttegy. In figure 1 this is referred to dadebtedness strategy
embodied into the macroeconomic strategy.

The resourcing functioninvolves recruiting, hiring, motivating, trainingnd retaining
staff. At times, it might involve the hiring and supisien of outside consultants to provide
specialized technical expertise in the area ofraatalebt management (such as computerization,
debt audits and preparation for rescheduling nagots). This function must also be
interpreted very broadly to include the provisidradequate material resources (e.g office space

% See UNCTAD (1993Dp. Cit.

* This is normally the Board of Ministers or a sub-sett,oincluding the governor of the central bank and, some-
times, senior officials of some large key parastatalsh sis the domestic development banks, whose major activity
is to borrow abroad in order to on-lend domestically.

® The major obstacle to the success of debt offices’ dpasaivas found to be the rotation of qualified staff. sThi
was already pointed out empirically by UNDP (1988). Effchould be made to retain qualified personnel in the
public debt offices. The profile needed to manage theigdkbt is very similar to that of a banker or a ficiah
manager of a multilateral organization. If the debt offitees not offer competitive wages and good career
development prospects, its staff will seek to work eitheh yprivate financial institutions or with multilateral
organizations. Indeed, one of the main motivations behind #aien of independent debt offices or agencies in
developed countries was to be able to escape from tligasiat of the public sector wage structure in order to
retain personnel.
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or communication equipment). The main output mightermedtaffing and meanss labelled
in figure 1.

2.1.2. Operational debt management

At the operational level of debt management, trepaasibilities of a debt office will
include recording, analysis and coordinating/mamtp These functions take two fornpassive
and active This distinction is not always easy to make, kiuts necessary for a better
understanding of debt management. The operatatetatl management functions have a micro-
administrative level (disaggregated level), buythkso produce a synthesis of information at the
macro-level (aggregated level), both levels reqgiria feedback to the executive debt
management functions for evaluation and decisiokimga The recording and analytical
functionsare regarded gzassive functiondn the sense that their performance does notyirapl
change in the debt profile. This is in contrasthe operating and controlling functionshe
immediate effect of which would be a modificatioh tbe debt profile and would thus be
regarded aactive functions

The recording functionrecords information. In spite of the apparent@iaity of this
function, it is often the source of bad debt ma&magnt. Indeed good debt management requires
accurate and up-to-date information. Prompt updath debt data files necessitates a well-
organized and efficient system of information flaav the office in charge of the registering
function. This information flow is necessary at lalvels, including new loans, transactions,
disbursements and arrears created. This functiguart of what is sometimes referred to as
“back office” activities. The efficiency with whicthis function is performed depends upon the
good implementation of the overall legal framewargulations and their enforcement. This
function also needs good information managemenmgederized) support. In figure 1, the
Recording and Controlling Unit performs this fuiocti

The analytical functionprovides elements for analysis and decision-makitigutilizes
the information provided by the Recording Unit. Alhe aggregate level, it involves
macroeconomic analysis to explore the various aptiavailable, given economic and market
conditions, and the future structure of the extedadt. It is necessary to constantly review the
impact of various debt management options on thanba of payments and on the national
budget and to help with assessing such matteriseagppropriate terms for new borrowing. At
the disaggregated level, the analytical functionuMolook at such matters as the various
borrowing instruments or the choice of maturiti#scould also assist in the analysis of new
financial technigues such as hedging, swaps and mianagement. If the debt office has
benchmarks to comply with, this function will alseasure the accomplishment of the office in
regard to those benchmarks. The output here,wkepisanalysis This function is part of what
is sometimes calletiniddle office” activities, which in figure 1 are performed by tBgtistics
and Analysis Unit.

The operating functionis divided into three different phasesgotiating, utilization of
loan proceedsandservicing The activities or actions involved in each phedle be different
depending on the type of borrowing involved (bitateand multilateral concessional loans,
Eurocredits, etc.), but also these activities cdadddifferent in their natureUtilization of loan
proceeds and servicingre closer to the monitoring of projects and buidggecution. In figure
1, they are performed by the Loan Management ainliz&dion Unit, and they are sometimes
called“back office” activities. Negotiating in broad terms, is external financing negotiagion
including new borrowing and eventual reschedulifigoperations. The negotiating activity
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decides on micro-financial strategic issues andésfikenchmarks based on the output of the
analytical function. It also applies the executibdt management function’s decisions to public
guarantees. These activities are sometimes cdlieot office” activities, and, in figure 1, they
are located in the Public Finance Unit.

Thecontrolling functionis the function of debt management which is thetnddficult to
define separately. Indeed, control is intrinsic @aodebt management system. While the
recording, analytical and operating functions asatibed here in their “pure form”; it might be
correctly argued that control is embedded in th@sections. However, separating the
controlling function enriches the conceptual apphoandertaken here and underlines better the
central role of this function.

At the transaction (e.glisaggregated)evel, thecontrolling/monitoringfunction is more
concerned with specific operations, utilization a®advice. It must ensure, among other things,
that the amount and terms of new borrowings fathimi current guidelines, that funds are being
utilized on time and appropriately, and that repagte are made according to schedule within
the budget allocations. In practice, the degreeanitrol can vary widely (according to the
different classes or types of debt and debt omeratithe different public or private borrowing
entities involved, etc.) ranging from close contwkoordination and monitoring. This function
is performed in different ways by all the unitdigure 1.

At the aggregatedevel, thecontrolling/coordinatingfunction is essential to ensure that
operational debt management conforms with executel#t management. A strategy may, for
instance, impose statutory limits or overall guide$ on how much borrowing can be done by
the public sector and/or by the country as a whdtethis casecontrolling/coordinatingmust
ensure that borrowing is kept within the prescriliedts. Another important activity of this
function is to serve as the information interfacstween the operational debt management
functions and the executive ones. This makes th@exsystem dynamic, in that the feedback of
this function to the executive level will allow i6 modify the strategy in line with what is
happening at the operational level and to reflact back, through this function, to the units
performing the operational functions. In figurethe Controlling/Coordinating Unit performs
this function and its place in the figure shows kisy strategical position, interfacing the
operational with the executive functions (i.e. #wecutive Council on Debt Management). In
fact, the Controlling/Coordinating Unit is a kind technical secretariat to the Executive
Council. These activities could also be amongehaighe“front office”.

2.2.  Performing effective debt management

There are two basic elements for effective debtagament: the organizational structure
of the debt office and its management informatigstesms.

2.2.1. Organization of the debt office

The debt office should have clearly defined fumasi as well as the skills required to do
the work. It is useful to review the organizatibset-up of the debt office on a regular basis to
identify the functions that the office should bergmg out and to check them against the skills
required for fulfilling its responsibilities. Thaeutcome of this study should be compared to the
functions being performed and the skills of thesemxg staff, to determine what new staff and/or
what training programme(s) might be required. Téwult should be a list of the required new
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staff or training requirements, with correspondijudp descriptions and training terms of
referencé

The organizational study should also help to pcedhe basic managerial documents that
are essential for the efficient functioning of thebt office:

* A functions manual with a detailed description of the various resjufises and
functions of the debt office;

* A procedures manual with a detailed description of information flows;

* Anorganizational chart for the debt office; and

* Ajob description for each officer.

The functions manual should specifically descrie iole, functions and responsibilities
of the debt office, in accordance with existingdegrovisions, rules and regulations. The
functions manual would set out the organizationalcsure — including supervision at senior,
intermediate and operational levels, and a desenif the debt office — with enough precision
to enable the debt office to execute all the opamatunder its responsibility.

The procedures manual should establish the flowcamaposition of the information in
the operational cycle of the debt office, includthg frequency in receiving documentation and a
detailed description of information of internal aedternal financing, how to register this
information in the database, and the steps tovioftlar the registry of disbursements and public
debt service. It should determine the flows of infation and the functional groups involved in
the process. The manual should also describe utgping information flows from the debt
office to other bodies of the government, privatgtitees and international organizations,
including its regularity and the description of thdormation that it should contain. The
procedures manual will thus link the operative \atiis with the structure and functions
established by the functions manual. Both manshtsuld constitute the organizational and
functional framework of the unit, indispensable fguaranteeing efficient executive and
operational management. The functions and proesduanuals need to be supplemented with a
chart of the debt office and a detailed job desicnipfor each staff member.

Theresourcing functions of basic importance in order to have specidlig@ff with the
necessary training. Attracting and retaining dieali staff requires that the salary scale and
career opportunities in the debt office be fullynpetitive with other job opportunities in the
public and private sectors. Attention should besgito training, including training abroad, when
appropriate. High staff turnover can pose a seribweat to the prospects of success of a debt
office and, as mentioned earlier, has been obsexsemhe of the most common causes of failure
of performance.

It is necessary to evaluate the office space gungment requirements. Space is a basic
need for effective performance of daily duties.s@lthe staff should have at their disposal the
required hardware and software with e-mail andri@efacilities as well as facsimile and long
distance telephone services.

® If management planning and analysis in the debt offiedimited, the task of developing an organizational plan
and associated staffing policies may be best assigned tdesna consultant with experience in the organization of
debt offices, such as UNCTAD or the Commonwealth Sedeta



Role and organization of a debt office 39

The debt office should also have appropriate |lsgalport and effective data collection
mechanisms to do its job. If these legal and athtnative elements are weak, debt data will be
late, incomplete and/or inaccurate, and the ddlateoivill produce poor results.

2.2.2 Debt Management Information Systems

Computers bring flexibility and rapidity to theltedata processing, and thereby allow
debt managers to review the information in ways #r@ not otherwise practicable. Within
minutes, computer systems can compute the curetantes of hundreds of loans, sum them up
and print reports organized by lender, borrowerrency and so forth. Even more important,
computers allow the debt manager to answer “whatpifiestions about the profile of future
payments if interest rates and or exchange ratesori fall, and thus rapidly analyse the changes
in the country’s debt burden resulting from hypdita changes in financial markets. In the
same way, a computerized system can allow therdabtgers to check the debt data against the
real economy’s macroeconomic variables so thateptigns of financing needs to close the
balance-of-payments and/or the national budgetidlefie obtained. For these reasons, today it
is impossible to effectively manage the nationabtdeithout a computerized system. In
addition, if the system is decentralized, as exgdi in the previous paragraph, modern
technology is required for the different actorsctonmunicate quickly and efficiently. This is
why the involvement of management information systéMIS) is so vital for debt managers.

The tendency now, is to recommend installing dawsoke package, available from the
major suppliers of technical assistance in thiklfiét present, there are at least two well-tested
debt management software packages availabl€ompared to designing, programming and
maintaining an entirely new system, the packagesaatively inexpensive. Their designers and
users have debugged the available systems to tin¢ whbere they are likely to have fewer
operating problems than custom-made systeribey can be implemented quickly and the
maintenance is centralized, creating economiesaés The maintenance of a system is of vital
importance: it has been proven that the persorumelover in the MIS department makes
domestically developed systems very vulnerabld.th&se direct and indirect cost factors should
be analysed carefully in selecting a debt softvpaeckage.

In a computerized environment, it is of paramommportance that the senior officials
make clear their support for the information mamaget needs of the debt office. The most
important manifestation of this support is the gissient of competent individuals to staff the
debt office and to operate the computerized deltag@ment system. This involves a strategic
decision to define the debt office's relationshighwhe MIS department, to make sure that the
debt management system receives the necessaryrsuppdl its daily computerized activities.
This means that the debt office needs to allocameptiter specialists with well-defined terms of
reference, defined by the MIS department, in otdgurovide regular daily services, including
resolving eventual technical problefns

" The UNCTAD/DMFAS and the Commonwealth Secretariat C34BR These two systems can be considered as
“back office” systems, but both of them are linked taradtle-front office” software package, the DSM+ that was
developed by the World Bank. The three institutions have a psiitpeagreement to maintain and distribute this
software.

8 It must not be forgotten in the budgetary planning processduputerization, that the debt office will need a
regular supply of paper, computer maintenance and hardpare garts. In some countries, work at the debt office
has come to a standstill because of this.
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3. Thedutiesof a national debt office

In theory, the duties of a debt office are, or s$tidae, quite simple, namely to conduct
activities that it has been mandated to undertakieiuexisting laws and regulations concerning
public indebtedness policies. Any sovereign boaoshould have such laws and regulations in
place. In practice, however, this is often not asightforward as it might seem. Several
institutions are usually involved in the debt masragnt process, and, depending on the
strengths and weaknesses of individual units, ibisunusual to find a de facto debt office in an
institution that does not have the correspondingdate.

Furthermore, the role of a debt office is not staths a country advances as a borrower, the
role of the debt office will change, and accordinghe organizational set-up will need to be
adjusted. Sovereign borrowers fall into differerdtegories, each having its own specific
requirements for the execution of the debt managefiuactions. The category determines the
sources of external funding to which a country wilve access. For this purpose, we can
distinguish between the following four categoties

0] Countries, members of the International Develept Association (IDA) — “IDA
only” countries;

(i) Other low-income countries;

(i)  Middle-income countries; and

(iv)  High- income countries.

The main sources of financing for “IDA only” couets are bilateral and multilateral
creditors with concessional funds. These countiee mainly with international institutions.
Bilateral funds are mostly in the form of officidevelopment assistance (ODA), rather than
commercial loans. Some low-income countries hagess to commercial sources of money,
including suppliers’ credits and foreign privatenka — through buyers’ credits — in addition to
the bilateral and multilateral institutions. Middihcome countries and countries with
economies in transition have some degree of atoaaternational capital markets, but they still
depend, to a large extent, on suppliers’ creditatdval and multilateral funding. High-income
countries obtain funding almost exclusively in detiand international capital markets.

A debt office needs to be organized and staffeth¢pknto consideration the type of
lenders it will be dealing with. While internat@aindevelopment agencies are coordinated and
driven by development objectives and political demis, the players in the international
financial markets are international banks drivencbynpetition and the profit motive. In any
environment, the organizational challenge liesragmatic and firm decisions concerning which
units will hold what data for what purpose, hovedd units will exchange information, and
which unit will be responsible for what part of teffective debt management function. These
functions must be made known to all the institusiamvolved.

The first decision to make regarding a nationaltdeffice is to define the scope of
coverage of its activities. As already mentiorntbe, national debt office could be an integrated
entity covering all aspect of debt management; could play more of a coordinating role where
the debt management functions are distributed kmtweveral units. In IDA countries and other
low-income countries, a debt office would focus @me relationship with international
organizations and bilateral donors. Most finandiaghese countries is either for balance-of-

° All categories of countries fund themselves to a smafiéarger extent in their domestic markets.
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payments/public budget support or for projectsteims of coverage a national debt office will
either be directly or indirectly involved with:

« External debt and foreign grants
e government debt

* government-guaranteed debt

* public enterprises debt

* short-term debt

e private non-guaranteed debt

« grants

* On-lending agreements

» Monitoring of project execution
* Domestic debt

Some countries choose to give their debt officesitodng responsibilities for all these
sources of financing, while others limit their offs’ role to external debt only. Middle-income
countries are “mixed” borrowers, and thereforep alsiented towards the international capital
markets. The debt office of these countries mayetiore need a specialized department dealing
with international market operations. The debicef of high-income countries are mainly
market oriented and organized accordingly. Certaitional debt offices even go beyond the
borrowing functions, as the example of the Swedliational Debt Office (figure 2) shows.

The debt office of a country will, as a minimum, besponsible for monitoring the
government debt. Other management functions relededebt will vary considerably from
country to country: the Swedish Debt Office exersis wide range of management functions;
however, in other countries the management funstiare often distributed among several
different offices. The more integrated the Governtisefinancial management system the more
actively the debt will have to be managed, andhbee active the debt office will normally be in
the terms of overall public debt management, inalydudgeting, public accounting, cash flow
and strategic decision-making.

A monitoring or management role for the debt officé# be a decision that each country
will have to evaluate, depending on the importaoteéhe external debt within the national
economy. One of the issues to be taken into a¢coancerns the availability of skilled
management resources, and whether managementreficies, exchange rates and interest rates
IS a priority use of these resources. Experiehoavs, that there is a tendency towards a more
management-oriented debt office than in the past.

Also, the scope of the monitoring tasks may vanmysiderably, depending on what type
of borrower a country is. Low- and middle-incomeuntries are often charged with the
monitoring of on-lending agreements, parastatal @ndte sector non-guaranteed debt, as well
as grant flows and project execution. Debt offiokigh-income countries do not have these
monitoring responsibilities.
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4. Location and Level of Autonomy of the debt office

Figure2 *°

SWEDISH NATIONAL DEBT OFFICE
Manages the State debt as cost-effectively asiptesby borrowing:
- in the money and bond market mainly through
- Treasury notes
- Treasury bills
- in the private market through
- Lottery bonds
- Savings certificates
- the national savings account
- the national debt account
- in foreign markets mainly through
- bonds in the Euromarket and national markets
- Treasury bill programmes in foreign currency
- modern debt management techniques
(swaps, forward contracts, etc.)
- from State authorities and funds in the form of
- deposits
Grants credit to State corporations
Issues guarantees on behalf of the State
Coordinates State guarantee operations and loandustry and trad, and
monitors cost thereof
Determines rates of interest for the National SgsiAccount and hYoung
People's Housing Saving System
Makes forecasts for payments to and from the Stadeensures that these
transactions are managed as cost-effectivghpsasible.

The debt office’'s physical location in the natiopgganizational set-up is of course
closely linked to its role, responsibilities andndate. This section looks at the location of the
debt office in the overall organizational structafethe national debt management framework,
and the interaction between this unit and othetitinns in the national set-up. The debt
office's links to other units will depend on thestdbution of functions, delegation of authority
and configuration of responsibilities among varigosernment ministries and agencies.

The unit responsible for monitoring central goveemindebt should logically be located
in the ministry of finance, with close links to thedget office. This is because the process of
monitoring central government direct debt is tiedthe budgetary process: both in budget
preparation and its executidn However, in some countries these responsitslitieay be
distributed between several different institutiodespending on the organization of government
services and historic precedent.

41. Centralized organization

The ministry of finance or the central bank havistdrically, been the institutions in
which the debt management function has been cemstdal Below, models that have been
implemented by different countries, are described.

4.1.1. Office at the ministry of finance

As mentioned above, this is logically where a adntmit should be located. Loan
negotiations are often coordinated by a team reptasy both the ministry of finance and the

*The Swedish National Debt Office (1990/1991).
Mt is at the level of budget implementation where, norméily,formal accounting operations of debt management
are performed.
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central bank, while monitoring of payments is ddayeeither the debt office, the budget office,
the treasury department, the accountant geneffite and/or the central bank. The debt unit at
the ministry of finance monitors, as a general ,raely the government debt and publicly
guaranteed debt, including that of the parastatélscommon problem facing ministries of

finance, however, is that they often operate withestrictions imposed by the government
budget and government personnel policies, whicknoftrevent them from offering the salaries,
training and other facilities necessary for atiragtgualified staff and for retaining trained and
experienced officers. The central bank perfornesrtile of financial agent of the Government
and manages the payments and the treasury accoiihs.central bank is also in charge of
managing the foreign reserves and provides a tiriké debt service.

4.1.2. Office at the central bank

If the country is monitoring private sector non-tgardgeed debt, in many cases this will be
the responsibility of the central bank. Some caasthave, for this reason among others, chosen
the option of establishing their debt office at #entral bank. As foreign currency for debt
service payments is monitored by the central balis, institution is in the best position to
capture the total debt situation of the countrycc&3ionally, other considerations may also
influence this decision. Central banks operata bndget which reflects their own earnings, and
therefore, they usually have a more generous adtmative budget and more room for extra-
budgetary expenses than a ministry of finance. fragmatic solution is thus to establish the
unit in the central bank because it is likely tavédndoetter facilities, and qualified personnel and
salary levels. All these factors will, of courgafluence the motivation of the personnel
involved and will make it easier to retain traingdff. Locating the registering function in the
central bank does not preclude the ministry ofrfoes from having direct access to the database
and from performing other operational functionshsas implementation of the budget.

4.1.3 Autonomous debt office (agency)

An alternative to establishing the debt office eitlat the ministry of finance or at the
central bank is to establish an autonomous unihaasbeen done by the Irish and Portuguese
Governments, for example. This model requires & géicient and well-organized structure for
information flows. The problem with this choicetlsat it appears not to work as intended in
countries where poor organizational structurestexithin the Government, a situation which
often arises due to lack of resources. As an el@mmumber of French-speaking countries in
Africa have applied this model without major suscbscause of lack of institutional strergth
The autonomous unit may, in those cases, face gmablwith data collection due to lack of
coordination between the different institutionsatwed in debt management. The attraction of
this solution is that the unit may be independénhe government payroll system, permitting the
remuneration system to resemble that of the prisattor, for instance, employing a system of
bonuses based on performance, and thereby attyaamtich retaining better-qualified personnel.
In some instances, specific tax or other publieneses (i.e. lotteries) may be allocated directly
to thisoffice. In an autonomous unit or agency, the marmishtay execute control through regular
meetings with its chief executive. In the Irishtidaal Treasury Management Agency, for
example, the chief executive clears the budget @ngear with the Minister of Finance. In
addition, the chief executive appears before Radia once a year in the discussions concerning

2 For example, the Caisse nationale d’Amortissement dzette Publique was very popular in the countries of
French-speaking West Africa in the 1980s. However, this md@del been gradually abandoned and the
responsibilities transferred to the ministries of fican



44 Second Inter-regional Debt Management Conference

the budget execution. In any case, the establishmiesuch a debt office represents a high
investment to start with.

Generally, the sole purpose of an agency is to filmedbudget deficit at the optimal
combination of cost and rik It is therefore a set up for the purpose of mampgsk. The
agency, however, is only needed if there is a budgtcit to be financed. If the budget deficit
decreases, as occured in Ireldhthe need for this institution will diminish. hérefore makes
sense for an agency to have its staff on relatishiyrt contracts (e.g. fiscal year by fiscal year).
This is also an argument thet can be used to yugéifing the staff higher salaries than those
offered within the government structure.

Debt offices in countries where the main sourcefimincing is the capital markets
generally have an organizational structure thabriporates the back, middle and front offices.
The back office processes (and makes) paymentfessetccounts, does the registering and
accounting, as well as the debt reporting andssiizgi the middle office does risk management
and performance assessment by fixing benchmarlds, farally, the front office devises the
strategies and conducts the borrowing in capitaketa, including negotiating with the lenders.

The trend in developed countries during the 19%@sldeen to move in the direction of an
agency type of debt office. The model they haveroftonsidered is the National Treasury
Management Agency of Ireland, which again took iran from the Swedish Debt Office.
Before concluding that this is a model that mayrbglemented in any environment, however, it
is important to understand its purpose and linotai

» This model is generally designed for floating gowveent securities, not for bilateral
and multilateral borrowing, although some countrisch as Hungary, manage this
type of financing in the same agency. This iset#id in the organizational set-up,
the type of staff employed and the risk managemmudel used. These countries have
a full range of choices of financial instrumentsd dherefore, tap the capital markets
that provide the greatest flexibility at a reasdeaiost.

* The countries using this model generally have Vighg foreign debt: the loans are
practically all in domestic currency. For exame)gium has less than 2 per cent of
foreign currency debt in its portfoliS;and the debt office of the Danish central bank
does not even include the foreign debt stock inists management models.

 The use of the funds is not an issue for most agenas they are merely the
executing arm for the budget. They therefore diopesform the executive functions
of debt management. Thus, the model has gendradig chosen in order to separate
the debt management (funding) function from fisaal monetary policy. It may
therefore be regarded as a “funding machine” ferghvernment budget. However,
as mentioned earlier, it is important to bear imanihat if the institutional structure
otherwise does not function, it is not possiblsebup an agency where one function,
namely funding, is pulled out and operates onwga.o

13 The IMF and the World Bank have recently issued a pdpeft Guidelines for Public Debt Management
August 2000, Washington, that takes this approach; it defire®ljectives of debt management as being “..to
ensure that the government’s financing needs and its paymeigatiolls are met at the lowest possible cost over
the medium to long run, consistent with a prudent degree df risk

 As of November 1999.

15 As of November 1999.
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This type or organization, entails the risk of laok coordination of public debt
management with the treasury and budget systemderlthe modern concept of government
financial management it becomes necessary to l@vpublic debt module as a subsystem of an
Integrated Financial Management System (IFMS). IRMS contains the treasury, cash flow,
budget operations and public accounting of theraértovernment. Thus, if an IFMS is
implemented in a country, it is more efficient @ve the debt office at the ministry of finahte

As already noted, the establishment of such a alflce represents a high investment to
begin with. In addition to this, an agency of thype needs a well-organized secondary market
for the different debt instruments that are issmearder to function efficiently.

4.1.4. Other Casé$

The former Soviet Union

The governmental structure of the former Sovietddnhad a cabinet of ministers,
directly supporting the President, where importiatisions were made, and the central bank and
various ministries, including the Ministry of Firnaa played a relatively modest role compared
to what is usual in other countries. This, of s®yrhad important implications for the debt
management functions. The generally accepted tlitbumb” for where the debt office should
be located no longer applies. For historical reasdhe State Bank of Foreign Trade, the
Veneshkombankad, until now, a paramount role in the managéragthe external debt of the
Commonwealth of Independent States (CIS) — a Fattthese now independent countries can no
longer ignore. In the particular case of the Rars$iederation, théeneshkombankianages not
only the country’s external debt, but also the delved to it by third countries. The Russian
Federation and some CIS countries have retainedsttucture and it will take some time to
replace it.

Contracting a commercial bank

For special bond issues, in particular retail boadsovereign borrower may consider the
possibility of contracting the issue to a commdrtiank. The debt office would retain the
overall policy responsibility for the issue, but ynaub-contract the commercial bank on a
performance contract. Contracting the entire ssigardebt management function of a country
to a commercial bank, however, is generally notsatered an option because it does not permit
a sufficient degree of control. Besides, a comméroank probably would not have the
expertise in monitoring loans linked to projectsnfr multilateral organizations. The minister of
finance will, in any case, carry full responsilyilfor public debt management, but would, in this
case, lack some of the control mechanisms avaitaibhen the government structure.

4.2. Decentralized organization

It is clear that control/monitoring or control/cdarating functions are better assumed by
the ministry of finance and by the central bankevettheless, other functions can be well
handled by other actors, because they have theribet know-how. Many countries therefore
decide on some kind of decentralized organizatitth shared responsibilities. As mentioned

18 For instance, the DMFAS is integrated with budget aeasury systems in Argentina and Guatemala and is being
integrated in Bolivia, El Salvador, Paraguay and Venezuklall these countries, the debt office is locatechat t
ministries of finance.

" Useful material on other cases can also be found iim KI©94).
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above, the decision on the actual location of thi¢ should be considered in the context of the
specific functions of external debt managementaghanstitution, rather than on the staffing and
means at their disposal. A recent trend, in coestwhere public debt traditionally has been
managed by thé/eneshkombantype institution or by the central bank, is tonster the
responsibility to the ministry of finance. Howeyar many of these cases, the role of financial
agent is left to the central bank and, in somes;a@so the responsibility for monitoring non-
guaranteed private debt. A more formal linkage oblig debt management with budget
execution and fiscal policy, has led to this transif responsibility to the ministry of finance and
to a change in the formal status of the centraklfae. it has been made autonomous). In most
cases, however, the changes take place as a oéshét current trend of central banks reverting
to “core” central banking functions. Recording agntral government debt is not necessarily
considered a core function of a central bank.

Decentralization of operations will only work prded the information flows and legal
framework are in place. Otherwise, a central stiatil office may not be able to collect the
required data to compile management reports. Boegkialderen (1986):

"It may not be feasible to combine all functionglaesponsibilities and centralise them in one
Debt Office. The more pragmatic approach is taldigh a centralised statistical office that co-
ordinates and integrates the data gathered byattieus decentralised participants of the system
and prepares a comprehensive report for the higk-flicy committee”.

Decentralization of the different functions must j@opardize the principle of central
control. Thus in a decentralized system, a lomgezof control/coordination problems will need
to be resolved concerning: the collection and miogr of data; who should be responsible for
compiling data on the country's total debt; whd ailalyse the data; and who will have the main
responsibility for dealing with and reporting tdaé@mational organizations and foreign creditors.

The choice of agency responsible for collecting eewbrding data on government debt,
public enterprise debt, private sector debt andtdban debt partly entails a consideration of
primary responsibility of the institution and itscass to the primary data sources. The location
of the debt office would be influenced by histotipaecedent in the concerned country, since
certain data collection procedures will alreadyiteplace. Nevertheless, in a computerized
environment this may not be a decisive factor, bseawith modern telecommunication
networks two recording units can be connected tiftoa wide area network, facilitating the
specialization of the different institutions conued. It has to be kept in mind that the size ef th
debt being monitored is also very important, notafue terms, but in the volume of instruments
and transactions. Complexity in the terms of ins@gnts may necessitate the splitting of
responsibilities for data collection and recordi@gween different units, and better coordination.

The unit responsible for compiling data on théaltadebt situation of the country,
analysing this data and reporting to differentaraai and international institutions will need a
strong mandate for this task in order to securentheessary data flows. In a decentralized
environment it would be important to avoid constaverlapping data in different institutions to
avoid the risk of different institutions reportidgferent figures on the same debt. If this were to
occur, the central statistical unit as well asrmational organizations compiling debt statistics,
such as the IMF and the World Bank, would haveuheecessary task of verification. This is
why specialization of the different institutionsvaived is of paramount importance. For
instance, the ministry of finance could specializ@ublic and publicly-guaranteed debt, and the
central bank, in non-guaranteed private debt. Widbd coordination, both institutions could
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exchange information on a regular basis so thét bbthem would have access to the whole
database. When the treasury and or the accouggaetal are not formally part of the ministry
of finance they also will have to be linked to tteenputerized information system.

A recent trend is the privatization of State gmtises, the contraction of the non-
government public sector and a relaxation of exghatontrol regimes. This has resulted in
increased borrowing by the private sector and aaed ability of the public sector to monitor
private borrowing, since the private sector nowsdeteign currency directly from the banking
system. At the same time, many Governments extendcope of their monitoring activities and
move into monitoring of short-, medium- and longateprivate sector external debt, in addition
to short-term external debt, public domestic dalat;grants and project linkages, on-lending and
foreign loans to local governments. This trencdbesds the need for integrated systems, because
more than one debt recording office might be inedlv Also, there is a need to interface with
other financial management systems, such as bugldananagement and on-lending.

5. Organizational models

The organizational model that will be applied he debt office will depend on several
factors: the historical background, the legal dons of responsibility between different
government bodies, and the importance of exteraht th the overall public indebtedness, as
well as the volume of data and its complexity. ld@er, the organizational structure of the debt
office should be oriented towards a more global effidient debt management approach capable
of responding to all needs and responsibilities.

The debt office is frequently organized on theiva$ geographical or institutional lines,
where officers are responsible for all actions taka their assigned set of loans. However,this
is not the only possible way of organizing the afi If the required expertise exists in the debt
office, it would be ideal to have different offisespecialize in different types of financifig
rather than divide the loan files along geogradtocanstitutional lines.

5.1. Geographical organization

Many debt offices have applied division of workcaing to geographical regions,
where each officer is responsible for all crediteitin his or her assigned country or region. In
addition, some staff are usually responsible fottitateral organizations, which are treated as a
country or region. This is a better approach thiaing the same desk officer responsibility for
multilateral organizations as well as for creditban a given region. The rationale behind this
organizational structure seldom goes beyond theniitn to distribute the workload evenly
between the desk officers. The organizational chartthis type of organization is shown in
Figure 3.

!81n such an organizational set-up, at least one officer sispeldalize in loans from institutions using currency
pooling. These loans are not a special type of financingds but with regard to accounting and monitoring, they
represent a very particular problem.
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Figure 3
Organizational chart for a geographical set-up

Chief

Europe North America Asia Africa Multilaterals
Japan

An alternative to the geographical organization is the loan source or type of financing
organization or an organization according to transaction type, which may, in some cases, be
more effective. The following section describes how the work in the debt office may be
organized on the basis of the type of activity undertaken. This organizational model generally
falls into two broad categories, and, for the sake of classification, they could be called creditor-
oriented organizations and task-oriented organizations.

5.2.  Creditor-oriented organization

It has been suggested that a country's external debt management should be organized
according to the types of loans (Kalderen, 1986) ( i.e. bilateral loans, multilateral loans, export
credits and private banks loans). The reasoning behind this is that these different types of
financing have different characteristics, especially in the way they are negotiated and monitored.
If a country follows this model (see figure 4.) it should have experts specializing in the different
types of loans: bilateral Paris Club, bilateral non-Paris Club, multilateral, private banks,
suppliers, and bonds.

Figure 4
Organizational chart for a creditor-oriented set-up

Chief

Bilateral Bilateral Multilaterals Private
Paris Club | | Nen-Paris Club Banks

Suppliers

However, this organizational structure needs a well-established information flows
network. Ifthis requirement is not satisfied, this structure might not be efficient.

5.3. Task-oriented organization
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53. Task-oriented organization

Task-oriented data collection may be particulareful in cases where adequate
information flows are not very well establishedinrcases where data has to be collected by
visiting different beneficiaries, ministries andsiitutions. An example of this type of
organization, still valid in many countries, is shoin figure 5. It is organized according to four
main tasks: -handling disbursements informatiomdiiag payments information; handling
contract information; and reporting

Figure5
Organizational chart for atask-oriented set-up
Chief
Disbursment Repayment Loan Contracts Reporting
Section Section Section Section

This type of organization may be needed in coastwhere the information is located in
different institutions and ministries. However,antentions by different staff of the debt office
would should not result in their visiting the samaistry or parastatal during the same week to
collect similar information. It is necessary tosige a specific task force with the job of
collecting all information regarding transactionsHowever, it is imperative to establish
procedures so that the debt office automaticaltgixes copies of all needed information on a
regular basis.

Another example of a task-oriented organizatios developed by UNCTAD/DMFAS in
connection with the release of version 5.0 of theIHAS software. This organizational
structure, however, is more dependent on well-&stedal information flows than the previous
example. The model has its foundation in the dbffie phases in the lifetime of a loan in relation
to the Effective Debt Management Functions. feitected in the Main Menu of the versions of
DMFAS from 5.0 onwards, as illustrated in figure 6.

Figure6

Chief
Administration Mobilisation Debt - Service Analysis Reporting gystem
upport




50 Second Inter-regional Debt Management Conference

Under this type of structure, there is the riskaadispersion of responsibilities between
the registration of information of new borrowingdathe execution of its operations. The
separation of disbursements and debt service G @kate excessive specialization, which
might undermine the possibilities for training,atin of personnel and knowledge of the whole
process of debt management. The problem often a&#nthis form of organization is the
bottlenecks that can be created in each unit agltre$ inefficiency. The separation of
responsibilities might create bottlenecks in teahBow of information, since the payment order
cannot be processed if the information on the d&slment was not entered in time by the unit in
charge of that function. All these reasons maygseagthat an efficient model should integrate all
the operative processes in a more vertical manner.

5.4. Organization of large debt offices

In debt offices where the mandate goes beyond rredtedebt, more complex
organizational structures will be required. Thghir level structure could then be organized
according to categories of debt, for example. [Dueer level organizational structure for data
collection, however, would probably still follow erof the models previously presented in this
section. This paper will not go into the detailsadpfrom showing two examples of more
complex organizational structures; one of them Hygiical, in figure 7, the other from real life,
in figure 8.

Debt offices in countries where capital marketstaeemain source of financing generally
have an organizational structure that incorporgttesback, middle and front officEs This is
not always the case in developing countries, wiserme of them perform only certain back
office functions that are limited to the processamg recording of payments. Sweden offers a
typical example of a debt office having all thegadtions. This type of debt office, in general,
also has its own information technology unit opegfrom either the middle or the back office,
as well as an internal auditor reporting direatlytie chief executive, as shown in figure 8.

Figure7
Chief
Domestic External On-lending Private Short-Term Grants
| ]
Direct Guaranteed

9 This aspect has been discussed earlier when describing dhemous debt office.
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Figure 8°
Organizational Chart of the Swedish National Debt Office (1991)
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Directors
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Ini;r:rjﬂg?al Private Market Int'(\aﬁrgr?(tgnal Guarantees

In some developing countries, it is quite usualrfoddle office functions to be missing
completely, often because they are considered essacry. Most developing countries borrow
from concessional multilateral or bilateral sourcesere the rules of the game have been
defined in advance and the negotiations primaolycern the use of funds, rather than the terms.
Interest rates and repayment terms are therefatemuch of an issue which explains the
perception of a reduced need for a middle offiblevertheless, this perception is changing and
there are some developing countries that are imgadimg middle office functions, very often in
conjunction with assets and reserves managemertiis i$ because the elements of risk
management and organizational structures applieteweloped countries are potentially useful
for developing countries. However, they cannotrbesferred to developing countries without
proper adaptation.

Regarding the front office function, it is impantao point out that it is quite different in
a developing country from that of Ireland or Swedéwhile the front office in a developed
country spends its time conceiving strategies fiw best to tap capital markets, the front office
of a developing country is involved in negotiatwgh the IMF and multilateral development
banks. A developing country debt office also desotonsiderable effort to developing the
domestic capital market. Therefore the skill reguients and the profile of the staff of a front
office of a developing country are, needless tq ddferent from those of the front office of the
Irish debt agency, for example. The front offideaodeveloping country requires people with
decision-making power at the national policy level.

The Swedish National Debt Office, 1990/1991.
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6. Conclusions

« Countries at different levels of development widled different organizational structures for
their debt office. For a developed country matk@trower, it may be desirable to separate
the debt management (funding) function from fissmadl monitory policy, while in a country
with a “mixed” source of funding, it may be impartdo integrate the two.

* Irrespective of the country’s level of developmenshould, one way or another, organize its
debt management office according to the type ofcasuof financing to which it has access.
This is in line with Kalderen’s suggestion (1986atta country's external debt office should
be organized according to the type of funding

* A well-organized structure will improve informatiofiows, the quality of information
produced, the productivity of its personnel and ltlaadling of responsibilities. Therefore,
the structure should be organized with a distrdoutof operations that clearly defines and
establishes the sources of financing and the coatidn and monitoring functions of public
debt management. An efficient model of debt mamege for a debt office integrates all the
operative and monitoring processes in a verticaimea

« Computerization is an essential tool for debt mamagand a careful choice has to be made
in the different trade-offs between developing stesmy or taking one already available in the
market. The development of an “in-house” compatstisystem can be far more expensive
and risky than taking one already developed andadla in the market.

* The autonomous debt office can have serious drégbat spite of it flexibility: it is
designed for floating government securities, notiitateral and multilateral borrowing. The
countries using this model generally have verjelitoreign debt, and nearly all their loans
are in their domestic currency. The use of thal$uis not an issue for most agencies — they
are merely the executing arm for the budget. Tloeeefthey do not perform the executive
functions of debt management. This type or orgdiom is more prone to a lack of
coordination of the public debt management functiatih the treasury and budget systems.
And last but not least, the establishment of thisdeh of debt office represents a high
investment to start with and needs a well-organserbndary market for the different debt
instruments that are issued in order to functioarirefficient way.

* Nevertheless, whatever the organizational set-apaltcountry chooses, it is important for it
to have a good regulatory and legal frameworkis #lso well advised to have effective debt
management functions in place, both at the exeeatind operational levels.

Y ars Kalderen , (1988pp. cit
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CAN CRISESBE PREVENTED?

Luis Foncerrada

1. Introduction

Can crises be prevented? The answer is that theyand this paper presents a very
simple approachWhat isa crisis? Where doesit come from? How doesit develop?

As outsiders, we view a crisis in terms of an ifigbto continue the usual transactions
with other countries, including difficulties in iroging, exporting, paying the debt and other
obligations, and obviously, difficulties in borravg new funds. That is to say, a country in crisis
lacks foreign currency to meet its internationdligaiions and to undertake international trade.
Interest payments on public debt, are probably firet to stop, followed by any principal
payments falling due in the same period. If thera very critical lack of foreign currency, not
even the private sector is able to meet its firgralligations. Then, any pending disbursements
of loans due are usually interrupted, and lettdrgredit are immediately suspended, which
worsens the situation, following which even theaflof goods and services becomes seriously
disrupted.

What follows is well known. Emergency, and usualBsperate, measures are taken,
beginning with the introduction of exchange corgrahd/or multiple exchange rates in order to
attempt an emergency allocation of the scarceveser

What happens to the domestic economy?

Depending on the size and importance of the exteseetor, there could be a big
devaluation, capital flight — if any resources at#l left — a deep recession, unemployment,
social unrest, political activity, and eventualyy,transition to a new government, sometimes
through a very violent process.

There appear to bethree main causes of a crisis, discussed below.
(i) Elementsexternal to an economy

An external variable, or external shock, can chaageaffect the equilibrium of the

balance of payments, and eventually, all domesticables: interest rates, prices of exports,

prices of imports, capital flows and domestic @sicamong others.

When the external variables are out of controlrghg not much that can be done about
them.

(i) Natural disastersand palitical problems
Natural disasters are generally impossible to feand political problems, even when

predictable, are very difficult to prevent. In aogse, there is not much that can be done to
prevent them.
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(iif)  Economic policy and debt management

It is this third issue that forms the subject of analysis. We all know, and have often
seen, how crises are initiated or caused by mistakeeconomic policy, and/or by poor
management of foreign resources, including foreigt.

The common problemsin thisarea are:

a) Above all, a lack of understanding of the impor&wnt good and sound monetary and fiscal
policies, and a lack of understanding of the ingilens of some wrong policies. Thus, often
crises stem from an absence of fiscal and moneliagjpline. The lack of training and of a
thorough understanding of the economy and lackasfdnecessities for the people make a
dangerous combination.

b) A high rotation of the technical teams in both pledicy and management areas.

c) A lack of knowledge and a failure to understand importance of timing. An early
negotiation with, or a “previous” approach to, ingtons and creditors can help to avert a
crisis, or at least diminish its impact.

d) A lack of information about newly available instrants and about past experiences of other
countries.

e) A lack of understanding of the importance of volrgtlending, and consequently, of the
importance of market-oriented solutions for thevate creditors, or at least quasi-market
solutions.

f) Another problem is that we human beings, are nbtedyprational, and are ready to believe
in magic.

The urgent needs of the people in most of the cmstcombined with a lack of
experience and understanding, are a fertile fiefdnbn-orthodox practices, and this can easily
trigger a decision to experiment with a faster, angposedly less costly, approach: a magic
solution. This search for the “magic solution nist difficult to understand. when officials of a
Government, who are responsible for their countwy&dl-being, are under intense pressure to
solve the problem of enormous scarcities facedhieyr tpeople. This urgency to provide for
people’s needs, often combined with personal anlitigad goals, is a factor that induces
Governments to step away from certain basic priesip The urgent needs easily push
presidents, governors and officials to cut cornétslitically, time is a tough enemy.

The search for rapid results hardly allows indiald even those with lucid mind, to stick
to orthodoxy. Probably, they are even less likelptirsue orthodox practices when adjustments
seem to take an eternity and results do not seewueaging. With resources continuing to be
scarce, external variables do not help and intesa&lngs are just not there. And last, but
certainly a key issue: foreign financing, balantg@ayments, monetary policy and fiscal policy
are all different aspects of the same phenomehmomany cases, there is not even a minimum
understanding of these links, even among key atici Macro-links are not clear to decision-
making teams.

2. A proposal

Let us, as in medical science, examine the prexemntiedicine concept. In this sense, the
mechanism of the prevention of a crisis should ayobkeyond a system of red lights and horns.
The basics of what | shall call, a “preventive emoy’, are nothing more than the sound



Can crises be prevented? 57

administration of the economy. Obvious as this s@ynd, it is far from being widely accepted
or even understood, and certainly it is not practisEven countries with educated officials have
experienced problems during the last decade. Weldmot, therefore, underestimate this issue.

The solution proposed is therefore nothing moren ttiee logical consequence of the
stated premises:

. Training and education; and
. Supervision and monitoring.

2.1. Training and education

This is necessary in two main areas: (a) monetad fescal policy; and (b) foreign
financing and debt management.

a) Monetary and fiscal policy

Not academic courses, but “practical”, well-targesdort programmes. And let me insist
that | do not know of any university which everastd, or could ever offer something like this.
It is not a university field, it is a practical kafor us to solve. | can think of some courses:

» Use and design of accounting models;

» Use and design of monetary and financial programmes
» Foreign currency “budgets”;

» Sound fiscal concepts and practices;

* Sound public deficit financing practices;

» Budgeting: priorities and resources;

» Fiscal strategies;

» Domestic savings: instruments and strategies;

« Other countries’ experiences;

b) Foreign financing and debt management
Again, practical, short, targeted courses that @aoler the following subjects:

* Improving negotiating capacity and assistance tquise a good understanding of the
financial markets;

« Internal savings instruments and foreign investors;

» Training programmes to update technical teams em#éw instruments and new practices in
the international financial markets;

» Courses and/or information sessions on other cshixperiences: failures and successes;
new administrative practices; non-orthodox prasticeiccesses and failures;

» Institutional environment in Asia, Europe, Jap&e, tnited States and others;

* International trends in trade, financing, legal amstitutional changes;

« Improving understanding of the different roles @fnks, investment banks and brokers;
issuers and investors versus borrowers and lenders;

« Understanding of the importance of a secondary etddt the nation’s debt; the importance
of building and monitoring the markets: role of atge and
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. Finally, an understanding of the vital importandéhaving access to voluntary loans, and
market placements — market oriented solutions.

2.2. Establish a comprehensive system to monitor the country

This is the second and complementary element o$ohegion; it should, ideally, include
the following:

» Establish internal monitoring teams;

» Establish cross checking systems;

» Set quarterly and monthly targets;

» Define the critical variables: targets and limits;
* Internal cross-checking teams; and

» External monitoring.

3. Whoaretheresponsible actors, and/or participants?

e The country;
» The creditors (not investors); and
* The multinational institutions: IMF/ WB/ developnteagencies/ other banks/ UNCTAD.

No doubt, each of the different participants hagetigped a different role. Monitoring
has probably been the most important of the taskisthe training aspect — the development of
human resources — has not yet been addressedoirdance with its critical and key importance.

Will these two measures end crises? Probablymutthey will definitely help to solve
them, and they would certainly be a step in thétridirection. There is no doubt that it is
difficult to prevent crises, but not necessarilypwssible to foresee them. This fact is a very
important one, since it might at least help to sedsurprises and uncertainty, which are the most
disrupting elements in the financial markets.
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TRANSPARENCY, DISCLOSURE AND EARLY WARNING

Mr. Andrew Cornford & Yilmaz Akyuz

The Asian crisis has accelerated initiatives tormmp the timeliness and quality of
information on key macroeconomic variables as aglthe financial reporting of banks and non-
financial firms! These are viewed as essential for better deetaking by private lenders and
investors, greater market discipline, more effecipolicy surveillance by multilateral financial
institutions, and strengthened financial regulatod supervision.

Regarding key macroeconomic variables, after thexiban crisis, the IMF established
the Special Data Dissemination Standard (SDDS)arilA996 to guide member countries in the
public dissemination of economic and financial mifation in the context of seeking or
maintaining access to international financial megkeAt the time, it was hoped that the new,
more stringent rules associated with the SDDS waald/e as an early warning system that
would help to prevent future financial crises. Hwer, in the event, the rules did not serve this
purpose in the case of the East Asian crisis. pnlA998, the Interim Committee proposed a
broadening of the SDDS - clearly inspired, in past, what it considered to be the role of
informational deficiencies in the East Asian crisisso that the system would also cover
additional financial data such as net reservesr(aftowance for central banks’ liabilities under
forward or derivative transactions), private debt garticular, the short maturities type), and
other indicators having a bearing on the stabdityhe financial sector. At the same time, the
Interim Committee also asked the IMF to examinedésirability of a code of good practice on
transparency with respect to monetary and finarpuéties, which was completed in July 1999
and adopted in September 1999 by the Interim Coteefit The code identifies practices
designed to enhance the transparency, accounyadmid integrity of the institutions or agencies
responsible for the conduct of monetary policy, ffoancial regulation and supervision, and for
oversight of payments systems. Moreover initiaiaee under way in the Committee on the
Global Financial System to explore ways of imprgviisclosure by the financial intermediaries
involved in international capital flows.

While such initiatives are useful, their impactikely to be gradual, since it will depend
to a substantial extent, on their success in shapiandards and norms not only of official
bodies, but also of financial firms; and changestandards and norms, especially those related
to private business operations, generally requingsiclerable lengths of time. Moreover, the
potential of such initiatives for preventing findalccrises should not be overemphasized.
Emphasis on inadequate information as the majaore#or failure to forecast the East Asian
crisis, for example, appears exaggerated. Althotlgdre were some important gaps in
information, data were generally available conaggrikey variables in the countries concerned,
such as their balance of payments, both their slaod longer-term external debt and external
assets (in particular in the periodic reports of ank of International Settlements (BIS)
concerning international bank lending), their calpihflows, the exposure of banks and other

! See, for example, Group of 22 (1998b).

% This code is to complement one of good practice on fisaasparency aimed at strengthening the credibility and
public understanding of macroeconomic policies and choices ragdisical policies. For a summary of the main
features of the code of good practices on transparency ietargrand financial policies and discussion of other
current initiatives to strengthen the international finargyatem, see Drage and Mann (1999: 44-45).
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financial firms to different sectors or categorgdseconomic activity, and the problems in the
property sector. What was missing was adequatiuai@n, by both multilateral financial
institutions and market participants, of the imalions of available information on countries’
ability to continue to obtain funding from the imational financial markets. A similar
unwillingness to be influenced by available dates veaident during the crisis in the Russian
Federation. Much of the increase in the exterimanicial exposure to the Russian Federation
took place during a period when information waseldavailable concerning the shortcomings
of that country’s macroeconomic policy, the wealsessof its banks, and the underdeveloped
state of its legal and regulatory framework ané$ystem of corporate governance. Moreover,
most of the capital inflows into the Russian Fetlenstook place when the country was carrying
out IMF stabilization programmes.

The implicit assumption here appears to be thatd@terioration in a debtor country’s
external payments, net external assets, the growttomestic credit, and so on will trigger a
gradual response and adjustment in the behaviolenofers and investors, thereby avoiding
sudden breaks and panics. But the reality is atan the initial deterioration has little or no
effect. Indeed, despite the existence of dataiafmdmation on such variables, currencies and
financial asset prices continue to overshoot thastainable levels. While the emergence of such
misalignments is often a gradual process, spread awelatively long period of time, their
correction is usually compressed into a very sheriod, and is associated with overshooting in
the other direction. Indeed, once the rush to leadt begun, the process itself will lead to a rapid
worsening of key indicators, and in these circumsta, transparency may simply accelerate it.

The East Asian crisis has also focused attentiostandards of accounting and financial
reporting, particularly those of financial firmsAt first sight, recommendations for greater
transparency on the part of financial firms haveabnost self-evident quality, and the value of
improvements in this area seems incontrovertiblet, on closer scrutiny, the issues become less
simple. The quality of information made availalbtefinancial supervisors has an important
bearing on the effectiveness of their work. Howetlgere is less consensus as to the benefits of
disclosure to market participants. Public disctesof information submitted to supervisors is
typically subject to limits resulting from a beligfat it could undermine the confidence in the
financial system that regulation is intended to npote, complicate the task of banking
supervisors in handling the problems of banks fficdity, and enhance, rather than diminish,
the likelihood of increased volatility and instatyil confronted by financial firms more
generallyy  Indeed, the Basel Committee on Banking Supemis{@CBS) itself has
acknowledged that “there are certain types of mfation that should be held confidential by
banking supervisors” and that “the types of infotiora considered sensitive vary from country
to country” (BCBS, 1997: 37).

® The question may be asked, for example, whether diselaBuing the spring of 1997 of the accumulation by the
Central Bank of Thailand of a large part of the forwardaaxge liabilities that depleted its net foreign exchange
reserves would have fostered more orderly adjustmenitnptyshave accelerated its currency crisis.

“ Even in the United States, where the banking sectenjisined to meet relatively high standards of disclosure, and
where there are growing arguments for increased reliandesdosure in vetting and disciplining banks, historically
“the objective of the bank regulatory agencies has bepnegerve the soundness of individual institutions and the
integrity of the banking system as a whole. This objedhfluenced their approach in requiring compliancenwit
disclosure requirements. Generally, the agencies prdferrallow institutions time to resolve financial diffidak.
This approach clearly is antithetical to the theory ofaaketplace governed by the intense glare of full disclésure
(Arista, 1998: 340).

® See, for example, Caouette et al. (1998: 409).
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Despite widespread acknowledgement of the problemeh full disclosure by financial
firms may cause, there remains an important scbbtblought among financial regulators which
supports the idea that full disclosure’s favouraditects, through its strengthening of market
discipline, outweigh its costs. Indeed, accordimghis view, during periods of financial stress,
lack of information about a bank’s exposures talitrand market risks can create a situation in
which rumours restrict the willingness of its cteds and counterparties to deal with it, thus
threatening not only its survival but, possiblysathat of other banks, which, often, also because
of inadequate disclosure, appear similar to outsi@ilS, 1994: para. 2.4).

As with macroeconomic information concerning delstmuntries, an implicit assumption
of this argument would appear to be that discloswrald make possible the exercise of market
discipline in an orderly way, avoiding herd-like panic-stricken reactions on the part of
creditors and other counterparties. Such a saemali undoubtedly apply in some cases. But
the outcome will depend on the reactions of diffiéategories of counterparties, some of which
have greater access to direct information aboutlad than others, and on different national
legal rules and norms. Here too, experience shtlwese is a danger that initial indications of
something amiss may have, at most, a limited effeat once the climate of opinion among
creditors changes, disclosure will simply intensifg debtor’s difficulties, thus exacerbating the
supervisory problems already mentioned (and pgsgiblsing a threat of broader financial
destabilization).

Arguments for full disclosure also raise the guesbf the value of information made
available by financial firms for decisions by supsors as well as by creditors and other
counterparties. Financial liberalization and inaitian have greatly increased the speed at which
financial firms in many countries can now alter #ssets and liabilities on their balance sheets
as well as their scope for taking off-balance sheeditions of an opaque nature, thereby
changing the risks they face in ways which can bgcult for outsiders to identify. For
example, William McDonough, President of the FetBeserve Bank of New York and current
chairman of the Basel Committee on Banking Supemjshas made this point in surprisingly
strong terms: “ formerly, you could look at thaldnce sheet of a financial institution and
quickly get a sense of exposure and risks. Tod#gnice-sheet information is clearly inadequate
for this purpose ... the fast pace of activity inagd market renders financial statements stale
almost before they can be prepared” (Leach etl1&93: 15-16). These considerations are
especially pertinent to banks with substantialitrgaperations, an increasingly common feature
of financial firms.

These limitations of accounting information wowdply even if financial firms were
fulfilling the requirements of best practice inglarea. But in fact there is considerable vanmatio
even among industrial countries in both the quwmatitid form of publicly disclosed information:
while arrangements for its provision are widelyrgeistrengthened, they frequently fall well
short of levels corresponding to what is now comsid to be best practifeThis observation
emerges from recent surveys of regimes for findmejorting and the regulatory treatment of
loan losse$. The information in these surveys, some of whickimmarized in the table, is not
necessarily fully up-to-date, but although the djemce between accepted best practice and
national legal regimes may have narrowed since Wexe undertaken, in many areas it is still

® For recommendations as to best practice see BCBS8)1

" Ernst and Young (1993), which covers 17 industrial economsewell as Bahrain, Hong Kong (China), Saudi
Arabia, Singapore, South Africa and the United Arab BesaandPrice Waterhouse Survey of Bank Provisioning
(1995), reproduced as Appendix A of Beattie et al. (1998)chwcovers 14 industrial countries. The period to
which these surveys relate is 1992-1994.
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likely to be substantidl. Moreover, with regard to the topical subject ahks’ trading and
derivatives activities, the Basel Committee on BagkSupervision and the International
Organization of Securities Commissions (IOSCO) hewecluded, on the basis of a series of
surveys of the annual reports of a selection obmiaginks and securities firms, that, “Despite ...
improvements, there remain significant disparitiess regards the type and usefulness of the
information disclosed some institutions continueligxlose little, generally, about key aspects of
their trading and derivatives activities” (BCBS d@5CO, 1998: para. 18).

The potential value of the information associatathviuller disclosure for improved
surveillance has been a stimulus to econometritysisaof the determinants of currency and
banking crises. One of the objectives of this wirkhe development of leading indicators.
Analyses of country risk have long been standaatufes of the operations of firms and other
institutions involved in cross-border lending amydéstment. The new econometric work on
currency crises represents an attempt to identdyensystematically the relations between, and
the relative importance of, variables traditionaligluded in analyses of country risk (but often
evaluated more informally, for example, on the $axi scoring systems). Work so fhhas
served to clarify certain issues in the internalogiscussions on financial crises, but it seems
more likely to supplement (or serve as an additionaut to) pre-existing methods of analysing
country risk, which, owing to their operational @plmust often rely on preliminary, tentative
estimates of key variables and inevitably incorporgualitative evaluation that is specific to
particular cases but has an important bearing enlittely actual outbreak of crises. The
contribution of econometric work on banking crisas be expected to be similar. Here too the
discussion of certain issues can be clarified,ibig difficult to foresee a situation where such
work replaces first-hand (and sometimes confid®ntiformation about the financial sector that
is available to supervisors (and in some cases #@isdinancial firms), and the rapidly
proliferating techniques used by both to analy$emint types of financial risk. While efforts to
develop early warning indicators of financial case such as financial firms’ and supervisors’
techniques for identifying financial risks — argpahle of improving policies towards financial
crises, there are limits to their effectivenesstlpaowing to shortcomings in the methods
eeeeinvolved and to the information on which thepehd'! and also because of limitations of
financial regulation and supervision (to which gs@ of financial risk is closely connected).

® In some countries there may also be divergence betweemtiheiated standards of the regime for accounting and
financial reporting and the actual practice of several filghfioms.

° See, for example, Krayenbuehl (1988: Parts Two and ThreeCaouette et al. (1998: chap. 22).

9 For brief surveys, see Goldstein (1998), and EichengmegiRose (1998/99).

™ A harsh assessment of efforts to develop early warning indicaf currency and banking crises has been made by
one well-known economist as follows: “(Concerns over the advergmct of financial crises on financial
liberalization) have encouraged the official community to inwestairly-warning indicators of currency and banking
crises in the hope that they will see what is comibgfortunately, these models will have about as much suatess
predicting financial crises as geologists’ models haverédicting earthquakes. Earthquakes and financial @ises
products of complex nonlinear systems, whose parts interacipredictable ways. Consider the following enyirel
realistic example. The government will devalue the curremty if it fears that the interest rate increases reglui

to defend it will irreparably damage a weak banking systBut.the banking system will weaken to this point only if
investors withdraw their deposits from the country beeghsy anticipate a devaluation ... Whether speculators
attack depends not only on the weakness of a country’s banldtegrsiput on how much a government cares about
further aggravating this problem when deciding whether to defendurrency. And the only thing more difficult to
measure than a government'’s resolve is investors’ assegshiteht Eichengreen,1999: 13).
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1. Consolidated accounts required No Yes No Yes Yes Yes Yes Yes Yes Yes Yes Yes No Yes No Yes YesbYes Yes Yes Yes Yes Yes |l
II. |Accounting stadards fixed by law No Yes No No Yes Yes Yes Yes No No Yes Yes No Yes Yes Yes No No Yes Yes No No Yes |l
Ill. |Exemptions from disclosure obligations for|
banks
Yes Yes .. Yes No No No No Yes Yes YescNo No No No No Yes Yes No No No No No |l
IV. |Direct communication between auditors and
supervisors in prescribed circumstances Yes Yes Yes Yes Yes Yes No Yes Yes Yes No No Yes Yes No No Yes Yes Yes Yes No Yes No |IV.
V. |Segmental reporting required Yes No Yes Yes Yes No Nod No Yes No Yes Yes Yes No Yes Yes No No No Yes Yes |[V.
VI. |Criteria for establishment of general loan loss
provisions MD MD OR MD MDe MD MDf MDg MD MD OR MD MD ORh |VI.
VII. |Criteria for establishment of specific loan loss
provisions MD MD OR OR MD MD MD OR MD OR MD MD MD ORh |VII.
VIII. |Levels of specific loan loss provisions MD MD MD MD MDi MD .. MD OR MD MD OR MD .. MD MDh |VIII.
IX. [Levels of general loan loss provisions MD ORj ORj OR ORj ORK .. MD ORI ORKlI ORj ORj ORk .. MD ORj |IX.
X. |Valuation of collatoral MD MD MD MD MD MD MD MDmMD MD OR MD MD OR |X.
Sources:
1, 11, I, IV and V: Ernst & Young, International Bank Accounting , 3rd edition (London: Euromoney Publications, 1993); VI, VII, VIII, IX and X: Price Waterhouse Survey of Bank Provisioning,
reproduced as appendix A of V. A. Beattie, P.D. Casson, R.S. Dale, G.W. McKenzie, C.M.S. Sutcliffe and M.J. Turner, Banks and Bad Debts: Accounting for Loan Losses in International Banking
(Chichester: John Wiley, 1995).
a 1992: 23 economies (17 industrial, 6 developing); 1994: 14 industrial economies.
b Subject to exemptions for non-banking subsidiaries.
c Reflecting flexibility regarding presentation of accounts.
d Some breakdown of assets and liabilities required.
e Subject to some guidelines of the French Banking Commission.
f Subject to general regulatory guidance.
g Subject to approval of Ministry of Finance.
h Without distinction between specific and general loan loss provisions.
i Subject to official guidance as to minimum levels for different categories of loan.
j For country risk.
k Including rules for hidden reserves.
| including rules set by tax authorities.
m In consultation with Ministry of Finance.
MD: Management's discretion.
OR: Official rules.

Not available.
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CRISISPREVENTION
AND THE INTER-AMERICAN DEVELOPMENT BANK

Ziga Vodusek

1. Introduction

Since the outbreak of the Asian crisis in 1997 &mel Russian crisis in 1998, the
economies of Latin America have experienced diffitimes. As a result of adverse external
conditions, the terms of trade for many countriestinued to decline, and capital inflows
contracted. By 1998, growth throughout Latin Armnarhad dropped to a meager 2.3 per cent
compared with 5.3 per cent the previous year. @&romw1999 only reached an estimated 0.3 per
cent. The combination of low international pri¢esbasic export commodities and the decrease
in the supply of financing implied a doubly sevadustment for many countries in the region.
This highlighted their vulnerability, associatedttwia dependence on basic commodities and
external savings.

2. Policy responsesto crises

In many countries, the domestic policy responséhoexternal shocks began with the
decision to significantly increase interest raggsas to prevent a drop in international reserves o
a depreciation of the currency. In a second phgetypical policy response was to launch a
fiscal adjustment programme, either through spendints, or by approving measures to
strengthen tax revenues. The third component of atieistment process consisted of an
exchange rate correction by many countries. Macmawnic stability was, however, largely
maintained. All these policy responses produceddrapsults, and most of the economies
affected by the crises are now in the recoveryestathis is expected to be reflected in a 3-4 per
cent growth rate for the region as a whole in 2000.

The policy responses and economic recovery do manmhowever, that the region has
become immune to what is called the boom-and-bydcde c External conditions will continue to
be crucial for Latin America because the fiscahaficial and exchange rate policies in the
countries of the region have not yet built up & loi defence against external shocks.

And it is in this context that it is necessarydok at crisis prevention and mitigation. We
have been hearing of different “types” of crisesrises of confidence, liquidity crises, solvency
crises, currency crises and so on. | would als® b mention two specific aspects of crises, or
one could say, realities, which are of particulevance to Latin America at this juncture, and
which can be looked at in relation to financialses. The first aspect is linked to natural
disasters, and the second to the social dimension.

A series of natural disasters have recently stthekregion: the El Nifilo phenomenon,
hurricanes Mitch and George, the earthquake in i@bia and flooding in Venezuela, to name
the most devastating ones. The Inter-American Deweent Bank (IDB) had to respond swiftly
to these emergencies — by approving new loans gnedirecting existing ones. The social
aspect of crises — or in a broader sense, thel soisss itself — requires more than just providing
safety nets at times of financial crisis. It isn@than just a short-term phenomenon linked to
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the economic cycle; it is primarily a structuraleothat can be overcome by the reduction of
poverty and inequality. Viewed in this context, tbhencept of crisis prevention acquires a
broader dimension.

Crisis prevention can be looked at from two didtimerspectives. One is the level at
which it is undertaken — this can be at the intiéonal level (that of regulations); at the
national level, (that of policy makers); and at tbeel of private lenders. Another level of
action that should be given more consideratiohas &t the subregional level. This can refer
to actions in the economic and financial arearothe case of Central America, for example,
in the area of disaster prevention as well.

The other perspective is that of the level of depaient of the developing countries —
whether they are middle-income countries or loweime countries. It is the middle-income
countries that have been the main recipients atiaffliquidity financing, particularly a few
large borrowers. In terms of a new financial iefracture, however, more attention should also
be devoted to the low-income countries. This seferthe need to reverse declines in official
development assistance (ODA) flows, implement tay Indebted Poor Countries (HIPC)
Initiative, increase multilateral lending, and faate the access of this group of countries to
foreign direct investment (FDI) inflows.

3. Activities of the Inter-American Development Bank

Concerning the activities of the Inter-American Bpment Bank, looking at
internationally coordinated emergency financing, Bank approved US$ 3 billion in emergency
loans in 1998, and US$ 4.6 billion in 1999, bringyithe total to US$ 7.6 billion in emergency
lending for the 1998-1999 period.

These loans have a five-year maturity with a tlyem- grace period; the annual interest
rate charged is equivalent to the six-month USaddlbndon Inter-Bank Offered Rate (LIBOR),
reset semi-annually, plus a loan spread of 40Ghsnts. Disbursements are carried out over a
significantly shorter period than ordinary loansgd are not longer than 18 months. In the case of
contingent loans, funds are disbursed at the disoref the borrowers once certain conditions
have been met. Emergency loans have thus beeavagpfor Argentina, Brazil, Colombia and
Ecuador.

The loan to Brazil, for example, was approved inrdhal999, for a total of US$ 3.4
billion. The goal of this form of financing is enhance confidence in Brazil's capital markets,
while shielding urgent social spending during tlmeirdry’s economic downturn. Funds are
being released in three tranches based on progré@splementing measures aimed at monetary
discipline, macroeconomic stability, and reformstiwe health, education, labour and social
welfare sectors. With the view to minimizing theeml cost of fiscal adjustment, the programme
has been set to ensure that Brazil's 1999 and B0@@ets maintain financing and delivery levels
for a social safety net that protects children dredelderly, the indispensable social service for
the poorest of the poor, and innovative servicel wihigh distributional impact.

In the area of prevention and reconstruction fratural disasters, IDB has, up to now,
approved a total of US$ 1.5 billion. At the suboegl level, looking at Central America, the
Bank’s contribution is estimated at US$ 3.5 billimrer the next four to five years, in the form of
both concessional and regular loans. The Bankasdinating the process of assistance at the
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international level through the Consultative Grdoipthe Reconstruction and Transformation of
Central America, which it chairs.

Within the process of debt relief as part of thé@lInitiative, the Bank has provided
support for Bolivia and Guyana, and will extendatNicaragua, as well as Honduras. This
process of debt reduction is linked to undertalppgerty reduction strategies in the beneficiary
countries.

Finally, there is the regular process of loanshlorrowing countries in the region,
which supports economic policy and institutionshvihe aim of enhancing financial crisis
prevention. Activities linked to the developmentaleepening of local capital markets are of
particular importance.
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EXTERNAL DEBT CRISIS PREVENTION
FROM A POLICY PERSPECTIVE

Zhao Jianping

1. Policy options for debt crisis prevention: Self-ralnce, self-discipline and
self-confidence.

The best way to prevent a debt crisis is throufjbient use of domestic savings rather
than by incurring foreign debt (self-reliance). 3his the goal that China should aim to
accomplish in the future. China has maintained afrnthe highest savings ratios (more than 30
per cent) in the world. At present, the countrg barelatively underdeveloped capital market,
financial system and corporate management, as agellow efficiency in allocating capital
resources relative to its high savings. The ulteweay to solving China’s funding shortage is by
developing the country’s domestic financial marketh the aim of improving efficiency in the
allocation of domestic funds. Inefficient useexicessive external borrowings will ultimately
lead to international payments crisis, even thoitghight boost growth in the short run.
Therefore, such factors as incentives and demdiustraffects for the domestic financial and
corporate sector should be taken into account wiserg foreign funds.

The second choice is to aim at borrowing less winigntaining a sound capacity for
refinancing or holding “secondary reserves" (s@tigbline). The country needs to establish the
necessary arrangements or channels through whaamieasily make external borrowings when
needed at a relatively low cost in case of emengenthe use of foreign debt means that a
country consumes its resources ahead of scheddehas to repay the debt with its future
foreign exchange earnings. Therefore the followsrggors should be taken into account when
formulating polices concerning the use of foreignds:

Q) The volume of required foreign funds is rethhot only to domestic funding shortages,
but also to a country’s debt service capabilityhefefore, external borrowing should be
made according to a plan defining borrowing limits

(2) The investment of borrowed funds should berdimated in a way that encourages the
introduction of advanced technologies, managemeperéises and export capability, in
order to improve the country’s overall capacity f@arning foreign exchange, and to
achieve short- and long-term balance of paymenfthe annual plan for external
borrowings and the appropriate ceiling on the badaof external debt, will be determined
by China’s economic situation or its overall strgngincluding such parameters as
political objectives, balance of payments and ciypdo make payments with foreign
exchange, as well as by the international markeirenment. External funds should be
directed to productive uses and high-tech industvi@ project approvals to improve
China’s industrial structure as well as its debvise capacity.

An important consideration concerns the creditorgblvement in determining the debt
volume. In seeking external funds, a country shautd have to rely entirely on creditors’
assessment of that country’s credibility. Creditavillingness to lend money may not be a good
thing, and empirical evidence shows that creditprdgement may not always be correct. The
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arbitrary optimism of creditors and the absencsetffdiscipline on the part of borrowers usually

result in default in the debt obligation, causingrmhs to both lenders and borrowers. For
example, many creditors mistakenly believed tha @uangdong International Trust and

Investment Company (GITIC) was “too big to failThe Government’s decision not to bail out

the GITIC serves as a reminder to foreign credivdrthie moral hazard problem, both on the side
of borrower. from the lender and the borrower..

2. Lessons from crises

We draw the following conclusions from those coiestrthat have experienced deep
crisis:

(1) The pace at which the domestic markets are expea the outside world should be
determined by the progress in domestic structefalrms, in order to avoid chaos, moral
hazard and capital flight.

(2) An open small-size economy, in contrast tormaéonal “hot money”, that adopts a fixed
exchange rate regime, may exhaust its foreign vesetWhen the country adopts a
floating exchange rate policy, the domestic econamay fluctuate or may lose its
independence in policy-making.

(3) A transitional economy may cause greater mioaalards to creditors, borrowers and the
Government. (The issue of ownership is not alerab

China’s experience shows that:

(1) Capital markets or capital account should benedegradually.
(2) Self-control should be exercised with regarchvolume of the external debt.
(3)  An equilibrium of current account transactionswdd be sought.

(4) Prudential and stable reserve and exchange mlieies are effective in adjusting
domestic savings, allocating resources and boostatgpnal competitiveness. These
policies can effectively safeguard the long-ternuildorium of international payments
(and hence long-term stability in the value of t@mestic currency), enhance foreign
investors’ confidence and benefits, and prevenotioeirrence of crises or their contagion
effect. China’s experience also implies that thevertibility of the current account has
been conducive to the expansion of foreign tradkesmonomic exchange, but it has also
provided an exit for illegal capital outflow. Tledore, verification of current account
transactions is important when a nation introduz@svertibility while still maintaining
controls on capital transactions.

3. Unequal values of different kind of foreign fung
Foreign funds may be classified into three categofioreign direct investment, portfolio

investment and external debt. Depending on tledative importance to the domestic economy,
assuming US$1 of the nominal value of external delgtqual to US$1 of real value received,
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then US$1 nominal direct investment may be equé$81.2 of real value received, given its
additional values stemming from management, teclgyond the export market; by the same
token, the real value of US$1 nominal portfolioéstment may only equal US$ 0.8, adjusted for
the short-term liquidity risk associated with ithe inflow of foreign funds should therefore be
treated with prudence; it is important to deterntimefollowing:

() The appropriate size of external debt, which aasethe optimal combination of risk
(political or economic) and return (economic andiz;

(i)  Structure (composition of direct investment, exéédebt and portfolio investment);

(i) Timing and sequence of opening to the outside ésponding to domestic structural
reforms); and

(iv) Management (e.g. complete data collection eifiective regulation). China has adopted a
prudent approach to the management of external, debtle restricting portfolio
investment and encouraging FDI, especially thosestments that bring in management
and technology and boost exports.

4. Comprehensive management of external liabilities

. A comprehensive management of external liabilisiesuld cover the following areas:

. On-sheet and off-sheet (contingent) liabilities;

. External borrowings both by domestic institutionsl #heir overseas companies;

. External debt and FDI (contingent liability); and

. Conditions of balance of payments based on the amk composition of the foreign

exchange reserves.

Thus, the best policy is to manage a country'sregleassets and liabilities as well as its
cash flows. As an example, it appears that impuaitsee nothing to do with external debt. But
the determination of the size of the external delat the control of debt risk may be linked to the
elasticity or substitutability of imports, or thgtent to which a country’s imports can be reduced
during times of payments difficulties due to dedrvice payments.

China’s State Administration of Foreign ExchangAKE) is responsible for:

(1)  Statistics, monitoring and regulation of spot intional payments and foreign exchange
transactions;

(2) Reqgistration, monitoring or regulation of foreigiredt investment, external debt and
other forms of liability (which may have an impact international payment flows in the
long run); and

(3) Management of foreign reserves to ensure a reakosiale and structure compatible with
the status of balance of payments, external delat fameign investment. The
concentration of responsibilities in a single goweent agency for monitoring external
payment risk will help prevent a potential exterdebt crisis.
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5. Management of external debt at three levels

At the macro level, China imposes controls on the of the external debt and an annual
plan covers the maturity, currency, interest ratas use of the funds. To enable the Government
to control different economic variables and théosabetween those variables, the plan takes into
consideration the country’s external assets arilitias, balance of payments, size of foreign
reserves, investments and external debt. The Bmtelopment and Planning Commission and
the Ministry of Finance are responsible for codingl the size of the external debt at a macro
level while SAFE is responsible for registratioepayment verification and statistics.

Concerning the use of foreign funds, an industialicy and priority guidelines have
been stipulated to direct medium- and long-terndfuto industries designated or encouraged by
the State. Currently, these include infrastructsiegh as energy and transportation, advanced
technology, export-oriented industries and techHrreasformation in State-owned companies.

As for the maturity structure, the internationalycepted safety standard of 20 per cent is
applied to the ratio between short-term debt aeddtal debt, and the ratio has long been strictly
held below 15 per cent. The currency structurethef external debt was determined with
reference to the structure of China’s export eg®miand foreign exchange assets, so that
currencies may be roughly matched to each othdr regard to external debt, foreign exchange
receipts and foreign currency assets. Since opgeamp to the outside world, China has had a
good record of debt service and liquidity and asoeable size of external debt. The economic
stability achieved in the midst of regional debfinancial crises after the 1980s has been mainly
attributed to China’s effective macro-managemertsoéxternal debt.

The Government has also been required to improweragulations concerning the
external debt at a macro-level. Nowadays, the ecgamtented degree of world economic
integration, international capital movement andificial innovations have presented a challenge
to the Government’s regulatory methods. It is imapige for the supervisor to introduce the
advanced electronic system to monitor and set data bank for capital inflows and outflows,
and to conduct risk surveillance and “stress testSpecial attention should be given to the
negative impact of the inflow of international “hotoney” and the operation of foreign
speculators in domestic markets. Currently, Chisadeveloping a foreign exchange
management information system (MIS), with the psgof enhancing the accuracy of balance-
of-payments statistics, and improving the efficien€ regulatory practices. The MIS has been
designed to set up a reporting system of internatipayments, and a verification mechanism
between exchange control data and banks' foreighagxje operation records, foreign exchange
payments and the customs’ trade flow data. A slamee system on China’s international
payments will be established using the MIS.

At the medium level, China seeks to prevent madtetos and irrational economic
behaviours — such as rapid, large-scale capitkdviisf and outflows — and operations motivated
by strong expectations of exchange-rate trendsina®hforeign exchange sale system and its
control on capital account transactions have disg®rd companies from seeking speculative
profits out of exchange rate fluctuations, and hiasdlitated the normalization of markets and
the achievement of exchange-rate stability. Thereimse in the debt obligation of China’s
borrowers has been avoided due to the absencerapid depreciation in the value of the
domestic currency. China’s current exchange copwlicies have ensured that the Government
could enhance its capacity for adjustment of thierewl sector of the economy and, hence, the
ability to prevent an external debt crisis.
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At the micro level, lenders and borrowers have bdiearsified to reduce risk. China’s
outstanding external debts total US$150 billion26y000 loans amounting, on average, to US$
7.5 million, and the matured debt repayments areasprather evenly over the next few years.
Foreign direct investments total about US$ 300idwi|l with about 300,000 foreign-funded
companies operating in China. They are diversiiired wide range of industries, and there is a
low probability of withdrawals on a large scalehi@ has imposed some administrative controls
on domestic borrowers, such as a strict ceilingpoblic debt, regulations governing asset and
liability ratios for the State-owned commercial ksaron external borrowings, quota of external
debt for other domestic commercial banks, indivicdimproval of external borrowings by China-
funded companies, and a strict control on the mgsof debt securities and the debt-equity ratios
applied to foreign-funded companies. China haserdified its debt portfolio either by
geographic regions or by the type of creditorsogsaphically, the country has raised funds from
diverse economies or regions, such as Canada, &sr@mmany, Hong Kong (China), Macao,
the United Kingdom and the United States. As ofa@hd of June 1999, 16 per cent of the debt
balance came from government loans, 15.9 per cemt international financial institutions, 37.8
per cent from financial intermediaries, 13.4 partdeom corporations, 8.3 per cent from private
individuals and 8.6 per cent from other sources.

6. The registration of capital account transactions

All the external borrowings, including foreign exceige guarantees and other forms of
contingent liabilities made by domestic institusprshould be registered with SAFE. Only
registered debts are regarded as legal and maggdaedrwith foreign exchange bought from
banks. China’s external debt consists of not colyereign debt, but also borrowings made by
financial institutions, State-owned enterprises fordign-funded companies. The integrity and
authority of debt statistics have been ensured hyna’s verification system covering capital
outflows, such as verification of debt repaymentd &onouring of surety obligations among
others. The registration system has provided al l&mundation for China's comprehensive
management of external debt. Under this systemGtheernment can not only control payments,
but it can also make a relatively accurate forecasffuture cash flows. Nonetheless, a
comprehensive statistical database does not neitgd$sad to the prevention of debt crises; but
without it, crisis prevention is out of the questio

Table 1. China’s External Debt, 1994-1998 (in US$D millions)

Year | Out- Short- | Debt Repayment /| Debt | Short-term Reserves /
standing | term balance/ | export balanc | debt / total short -term
balance | balance | export earnings e GDP | balance (%) debt

earnings | (%) (%) %)
(%)

1994 928.1 104.2 78 9.1 17.1 11.2 495

1998 | 1065.¢ 119.] 72.4 7.€ 15.2 11.2 61¢

1996 1162.8 141.1 67.7 6.0 14.2 12.1 744

1997 | 1309. 181. 63.2 7.3 14.5 13.¢ 771

1998 1460.4 173.4 70.4 10.9 15.2 11.9 836

1999.6| 1487.7 171.1 NA NA NA 11.5 859
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DEBT MANAGEMENT AND CRISIS PREVENTION:
THE PHILIPPINE EXPERIENCE

Cristina Orbeta

1. Introduction

The Philippines was spared the foreign debt sergigiroblems experienced by its
neighbours during the Asian financial crisis thaupted in 1999. The magnitude of its
commercial loans maturing during that time was $rmampared to other South-East Asian
countries. This is due to the fact that the Ppihps was just starting to benefit from an inflow
of foreign capital when the crisis hit. From 1988 1992, when the Philippines was in
rescheduling mode, it had to rely mainly on officéad bilateral credits, while other Asian
countries experienced a surge in capital infloktswas only in 1993, or almost a decade later,
when investors started to develop an appetitenfegsting in the Philippines.

As a result of the foreign exchange crisis expegenin the Philippines in 1983, the
authorities tried to introduce structural and ingional reforms. Policies aimed at attracting
foreign capital were adopted, keeping in mind thetdrs that had contributed to the foreign
exchange crisis. Moreover, its debt monitoringtays which had been modified to take into
account data requirements for debt rescheduling,stvangthened.

This paper attempts to present the basic featurgébeoPhilippine debt management
system that were introduced or strengthened dftedébt rescheduling experience of the 1980s,
and which contributed towards maintaining a reklgivstrong foreign exchange position during
the Asian crisis.

2. Comprehensive debt monitoring system

When the Philippines rescheduled its debts in 18&®&veloped its own debt monitoring
system which covered only the non-monetary sedter public and private corporate sector,
excluding banks). Although computerized, the systead several limitations. The accounts
were all denominated in US dollars, hence could betmarked to market based on current
foreign exchange rates. Debt service had to berded manually, and individual exposures of
banks could not be derived. Data also sufferedhfrmoor reporting by private companies.
However, the biggest weakness was the failure ¢tudle the foreign borrowings incurred by
banks, thus grossly understating the foreign exgharequirements for debt servicing. Total
liabilities of banks were monitored separately onoasolidated basis and reported under the
monetary survey. The structure and profile of ¢hbsrrowings, which were predominantly
short-term, were not closely tracked.

Learning from this experience, the debt monitoraygtem was redesigned to cover all
foreign exchange liabilities of the private and lpulsectors — bank and non-bank. Separate
modules were prepared for short- and medium-terbtsge taking into account the rollover
feature of short-term debts. The system captureshasic characteristics of all debts, such as
repayment, availability period, interest rate antheo costs, project and purpose, and
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counterparties. It also automatically computesdilet service schedule for each account, based
on the specified terms of the loan.

The new system is maintained in the original curyeof the loan, but has the facility to
convert accounts denominated in third currencigsraatically to US dollars at a specified
exchange rate. This allows marking to market afifiine debts denominated in currencies
other than the US dollar which, including multi-emncy loans, account for 47 per cent of total
debt. It also facilitates analysis of the impaicéxchange rate volatility on the country’s foreign
exchange position.

Recently, the Central Bank has also started to ke of contingent foreign exchange
liabilities, such as those arising from guarantesssied by local banks in favour of foreign
entities and those arising from Build Operate Timnand other similar financing arrangements,
in a separate system. This financing arrangemast lteen encouraged to allow private
companies to undertake and fund infrastructureeptsjon their own. Upon completion of the
project, the Government pays capacity and senges fo the private contractor. In most cases,
the Government issues some form of guarantee #rfaheign obligations incurred by the
contractors.

What is important to emphasize here is that coweddglebt systems should be subject to
continuous review. Considering the various finagcarrangements and financial products and
instruments that continue to evolve, debt managkaalld have a clear understanding of how
these transactions affect on foreign exchangelilizisi and they should be prepared to monitor
these transactions.

3. Compulsory reporting by private companies of thi foreign debt

Private companies have been more diligent in repprthe status of their foreign
borrowings since the 1983 foreign exchange cridis.1984, they were required to report the
extent of the arrearages they had incurred. Ohlysé companies that reported were
subsequently given foreign exchange allocation.c&itthen, borrowers have realized the
importance of regularly reporting the status ofirth@ans and have complied with requirements
of the Central Bank. It also helped that the G#nBank had earned the trust of private
companies because of the confidential manner iolwihtreats data submitted. There has never
been an instance where borrowers have complainedoomation leakage.

Companies are required to submit their annual mon® plans, which are then
considered in the preparation of the country’s alvdyorrowing programme. Reports for both
short- and medium-term debts are required to bengtézl monthly, although there is a move to
require more frequent reporting of short-term dedbtsllow a closer monitoring of movement
and status of accounts.

Diligent reporting by private companies has celjahrelped to improve the quality of
debt data. To ensure the quality of reports subdhithe Central Bank provides borrowers with
an orientation on the concepts used and procedorgsporting their debts. Having developed
this reporting discipline among private companasnpliance with reporting rules has not been
a problem even after the rules on foreign borrowiwgre eased. Since 1993, companies that do
not source their foreign exchange requirementsiétt servicing from the banking system need
not submit their borrowings for Central Bank ap@iovNevertheless, they are required to report



Debt management and crisis prevention: The Philippine experience 77

all their foreign borrowings, whether or not thegere submitted for approval. There has never
been an instance when companies refused to comihiythre reporting requirement or sought to
clarify the terms and conditions of their loansf dOurse, there is no certainty that all private
sector loans are captured. Companies having d®aés/ing small amounts that can be easily
serviced out of their own foreign exchange resauareby foreign exchange dealers may not be
complying with the reporting requirements. Howeueans involving big amounts, which are
normally widely publicized, are captured by theteys The Central Bank reminds each
company to submit reports whenever it learns of f@ams being syndicated or negotiated. It
also reconciles its data against other publishedcss.

4. Regular reporting and analysis of the debt situ@on at macro and
micro levels

It is not enough to just summarize and generaté¢ stakistics; it is equally important to
analyse debt data and establish debt indicators dlia serve as early warning signals for
triggering certain courses of action to prevensisrisituations. Findings on debt structure,
profile of debt service and debt service ratio e\basic inputs to guide a debt office in its day-
to-day and long-term foreign borrowing operatiortor instance, the debt service implications
of loans payable on bullet terms are closely meedoto support the policy that requires
borrowers (whether public or private) to lengthka tenure and extend the maturity of loans, if
necessary, to avoid bunching. The impact of foregrrency volatility, including the effect of
multi-currency loans, is regularly reviewed.

Chief executive officers of major borrowers, whethethe public or private sector, are
formally advised of the concerns of the MonetaryaBowith regard to the levels of their
outstanding debts and debt service profile. Oocadly, they are requested to present their
borrowing plans and strategy to the Monetary Boaithey are also alerted if they deviate
significantly from their borrowing programmes. TFle measures are intended to instill
awareness on the part of major borrowers that tlendvary Board reviews their foreign
borrowing activities, and that they should, therefde cautious in planning such borrowings.

5. Framework for approval of foreign-funded public sector projects

The public sector accounts for a sizeable proportd per cent) of Philippine external
debt. To ensure that public sector debts are @@egriority projects, several government
agencies are responsible for approval of foreigrdéa public sector projects. Acting under the
umbrella of the National Economic and Developmentthéarity Investment Coordination
Committee (NEDA-ICC), key government agencies mevi@ojects taking into account their
economic and financial viability. Only projectsathmeet the Committee’s criteria are approved
and considered eligible for foreign financing antl@sed by the Central Bank’'s Monetary
Board. The NEDA-ICC is composed of representatifresn the key Ministries including
Finance, Budget, Economic Planning, Trade and ImgusCentral Bank, Environment,
Agriculture, and Energy. There are two levels mbraval required: that of the Technical Board
consisting of department heads, assistant se@stamdundersecretaries, and the Cabinet
Committee consisting of the heads of the differamistries and the Central Bank governor.
The committee is very active and undertakes anuesthv@ analysis of projects. Moreover, its
decision is respected and implemented by the aemoncerned. Approval of public sector
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projects by NEDA-ICC is a precondition for approwl foreign financing proposals by the
Central Bank. Since foreign loans are required dw to be approved by the Central Bank,
agencies have no choice but to go through NEDA4@Gpproval of their projects.

The Central Bank’s role is to evaluate the finagdgrms and conditions, ensure that
these are market-oriented and the best possilfeirprevailing market environment, and that
they can be serviced taking into account the cgistiebt servicing capability.

6. Restrictions on foreign borrowings

Prior to 1993, the Philippines had a highly regedaforeign exchange environment.
Residents were required to surrender their foregchange holdings to the banking system.
Their foreign exchange requirements had to be bofrgin the banks, but only if they had
properly documented eligible transactions, and aheunts they could borrow were limited.
Central Bank approval and registration of all fgreborrowings, whether incurred by non-bank
public or private entities, were mandatory. In tese of banks, loans, other than those
considered normal inter-bank transactions, likewequired approval. The use and purpose of
foreign borrowings were limited to priority projectand only for financing of foreign costs.
Longer-term borrowings were encouraged, and bonm®weere required to renegotiate the
maturity and pricing of their loans if these wenrgside the acceptable parameters and did not
match the gestation period of the project to barfoed. Failure to comply with the rules
rendered the loan ineligible for debt servicingon€idering that the banking system was the sole
source of foreign exchange, borrowers had no chmitéo comply with the rules.

When the foreign exchange rules were liberalizedl®93, the policies on foreign
borrowings were basically maintained. However,donsistency, since the mandatory surrender
of foreign exchange has been lifted, residents foteign exchange earnings are allowed to
borrow without Central Bank approval, provided tlggynot source the foreign exchange needed
to service the loan from the banking system. Nibtstanding this change in rules, private
companies continue to submit their foreign loansdentral Bank approval. Creditors generally
require Central Bank approval to ensure that thean qualifies for servicing with foreign
exchange purchased from the banking system, ieuet that their borrowers’ source of foreign
exchange dries up. The new foreign exchange ddesot apply to public sector borrowings,
which are required by law to have the prior appra@¥dhe Central Bank, without exception.

There was a temptation to revert back to foreigrcharge controls during the height of
the 1997 currency crisis. However, the authoritegdized the negative implications of moving
in this direction and the inadequacy of the donsestipital market in responding to the funding
requirements of the private sector. Until comdfis in the domestic capital market improved,
stable foreign exchange policies were deemed afitor preserving confidence not only among
foreign investors, but also among those resideffits had substantial foreign exchange assets
deposited in local banks.

7. Restrictions on maturity and interest rates ondreign borrowings

The liberalization of foreign exchange rules in 49bntributed to domestic liquidity,
and consequently, eased the availability and adcefseign currency loans. To reduce costs,
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borrowers sought to tap the short-term debt markdbwever, the Central Bank refused to
approve short-term loans and required maturityoah$ to be renegotiated, a requirement for
which several private companies were thankful, whleea Asian crisis erupted in 1997.
Lengthening of the maturity of loans meant highests, but they were at least spared the
problems and uncertainty of raising funds duringse difficult times. The maturity profile of
borrowings is closely monitored together with thebtdservice profile so as to ensure that there
is no bunching of scheduled debt payments, pdatiguconsidering the sizeable portion of
existing debts payable on bullet terms.

8. Observance of debt ceilings

The Central Bank sets an annual ceiling on the atnofuforeign loans it approves, based
on demand for such loans and the country’s capéeiservice its debt. The amount of foreign
loans that may be approved are set for each mataiegory (e.g. from more than 1 year up to 5
years, from more than 5 to 12 years, and more 12ayears). Foreign borrowing ceilings were
observed even during periods when the country watsunder any IMF arrangement. In
addition, the Central Bank ensures that the debticeeratio does not exceed 20 per cent of
foreign exchange receipts as required by law.

9. Strong and independent debt office

Responsibility for management during the debt redaling years lay with several
departments, but was subsequently centralizedendepartment (Management of External Debt
Department) when the Philippines exited from redaling in 1992. This department played a
major role in ensuring the implementation of foreigorrowing rules, monitoring these debts,
negotiating the terms and conditions of public @etibrrowings with creditors, and advising
public and private companies on market developmestdarces of financing and acceptable
terms and conditions. It is ideal to have a deditdepartment or unit exclusively focusing on
debt management. Debt management, being a higbbiadized field, requires experienced staff
who have the expertise to assess debt situationgsde problems, review loan documents,
negotiate loans, package loan proposals and haheleperational side of debt management.
Even more importantly, the debt office should maimtits independence and not be subject to
political pressures. The functions and responsisliof the Central Bank’s debt office were
respected by both public and private entities dved dffice had considerable independence to
tackle (what would have been) political issues ¢&cainical basis.

10. Conclusion

A good debt management framework does not guaraagminst future debt crises.
Considering the highly globalized financial envinoent, it is evident that structural and
institutional reforms need to be put in place,hié tPhilippines is to cope with the contagion
effect of financial and economic instabilities bgbti about by developments in other countries.
In this context, consistency and commitment in qraning debt management tasks and
objectives are a necessity.
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Discipline plays a key role in management of debt borrowing, in complying with the rules,

in reporting and in analysing the implications ebtidata. Yet the need for debt discipline during
good times is sometimes overlooked. When conditiame stable, there is a tendency to be lax in
performing functions and implementing rules. Ar@uomodating policy, particularly in the face of
political pressures, might be pursued that coulkla destabilizing effect. For instance, offers of
banks and financial institutions to syndicate loansunderwrite bonds may be accepted even if
there is no need for funds. This could lead to dmrrowings, maturity limits could be breached,
and debt servicing could become a burden due todogt and unplanned borrowing. The resulting
vulnerabilities in the debt structure and repaymsaftedule, if not addressed early enough, could
compound debt servicing problems and lead to &éitation.

The debt office should be strong and independeptirsuing its tasks and should guard against
such pressures. It should focus on its debt manege task and be constantly attuned and
responsive to developments in the internationahrfaial markets. It should be prepared to
recommend policy and structural and institutionelorms as necessary. Moreover, it should
continue to enhance its computerized system, $0 agpand its coverage to include both real and
contingent liabilities, to improve data consolidatiand reporting capability and to update the
system in line with changes in technology.

A good debt management framework, complementedrhgtaral and institutional reforms in

the economy and continued vigilance in identifygegsitive and vulnerable spots, would help arrest
and mitigate possible crisis situations.

The Philippines’ preparations for the euro:

1. Orientation seminar for Central Bank officials, tenking system and the general public.

2. News releases for the benefit of the public.

3. Issuance of a circular letter regarding the medtsaaf the euro and the rules to follow with
concerning reports submitted by banks regarding Hssets and liabilities denominated in

euro.

4. Letter to borrowers advising them of the shift tree and requesting them to report the
timing of the shift to the euro by their creditoasd balances of their accounts as converted.

5. Changes in currency library of the computerizedesysand reporting forms to include the
euro.

6. Maintenance of account balances in legacy and eum@ncies during the transition period.

7. Setting up of euro accounts.
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BRADY BONDS: ARE THEY STILL USEFUL?

Luis Foncerrada

This paper is divided in to three sections basedhoee questions: (i)What is the real
nature of the Brady bonds?; (i) How useful aresthdonds? and (iii) What are the future
challenges?

1. What isthereal nature of the Brady bonds?

For a thorough understanding of the Brady bondss, itnportant to bear in mind a few
conceptual elements. The history of these Bondschwwere issued for the first time in the
context of the Mexican crisis, starts in August 298Their design and characteristics were
determined by the Mexican debt problem. It toofgheiyears to find a solution to the debt
problem, following different attempts by the mangrtipants involved in the process to
develop their ideas and to be able to accept neverep They also needed to be willing to
change some usual practices and finally get a gwotérstanding of the real dimension of the
debt problem before implementing a sound solutoit t

This process can be best understood with the aadboifef explanation of a strategy that |
shall call “four conceptual stages”. Each onelwse “stages” is characterized by the goals
pursued and the corresponding attempts to solvepttbielem, and the reactions generated by
specific negotiations and their results. Actualhg results were a sort of mirror with of several
kinds of reflections: the legal and financial capaof creditors to undertake more definite steps
and/or their understanding of the problem; theimgihess of authorities in creditor countries to
assume a flexible attitude; and, a most importaatofr, the capacity and political support of the
negotiating debtor teams.

1.1 First stage
Taking time to understand and organize

The first stage took place from 1982 to 1985. &it€81, as oil prices were falling,
interest rates were growing. Both tendencies wieoeight to be “temporary”, but they lasted
several years, and these were the two most imgorgaiables for the Mexican economy at that
time. After contracting over US$ 20 billion in 188 a move that raised the Mexican public
foreign debt to a total of over US$ 80 billion i882 — and suffering serious capital flight in
those two years, Mexico found itself without botreiign resources and further access to the
markets. Additionally, the Mexican monetary polaig not help: the Government did not react
in a timely manner nor appropriately to the urgahitation at hand.

During this period two different efforts to resttue the Mexican foreign debt took
place. In 1983, the first concern was to rescheethe past due payments and to create at least
some minimum breathing space to recover from temfforary situation”, and afterwards, it was
argued, Mexico would recover its pace. In 1984, Mexican Government presented a longer-
term solution as well as a proposal to compensatedstly results of 1983.
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The following, were the main results of the 19883 @egotiations:

a) Rescheduling of 17 months of principal payments loetsveen August 1982 and December
1983;

b) US$ 5 billion of additional funds to be made avaléato support the economic programme;

c) Anincrease in interest rates (almost double th#teprevailing market rates and a very high
fee for the restructuring!).

In 1984, there was multi-year restructuring of tagpayments (MYRA) as follows:

a) Rescheduling of payments (including those ofpifevious negotiations) due between 1985
and 1990;

b) Rescheduling of the US$ 5 billion of new monenytlin 1983;

c) Additional funds of US$ 3.8 billion.

Some advance was made in reducing interest rateshé main achievement was an
extension of the period of the payments byl4 years.

This first stage can be characterized as a responte urgent need to extend the time
limit for repayments, as much possible. Time wasdee in order to design a solution and to
avoid the difficult and disrupting situation of ailateral decision and a moratorium. There was
certainly concern about reducing transfers, bututingost priority was considered to be the need
to gain time and some urgently needed breathingesplé& is clear that this strategy did not
represent a solution, since net transfers abroad sti#l required to be made.

1.2. Second stage

The second stage can be characterized as the tpaofsthie most important goal: the
elimination of net transfers abroad, and achievérnéthe minimum conditions of stability for
growth recovery.

In 1986, the Mexican Government made a proposalnthin feature of which was what
it sought to achieve: a long period of a stableuhed of payments that would protect the country
from external shocks. Unquestionably, the reductorlimination of net transfers abroad was
fundamental and involved the two main variableshef Mexican external sector: interest rates
and oil prices.The proposal included a link betwiesse two variables, and it established a limit
for the yearly payments abroad.

» The total debt to the banks was to be paid overldhgest possible period, with normal
interest payments, the first proposal stated adenf 30 years;

» However, if, in a given period of time, oil priceame to exceed the London Inter-Bank
Offered Rate (LIBOR) by 2.5 times, then the ppatipayments should be increased to an
amount equal to the total of the new surplus; and

* In the opposite case, if oil prices were less thantimes the LIBOR, then the equivalent of
that reduction should be deducted from the paymenpsincipal; if that were not enough to
compensate the reduction, then even the intergshgrats should be reduced. In that case,
the amount of payments reduced would be addecetoriginal principal.

It is clear that such a scheme would be able tergdfotection to the economy from the
brutal disruption generated by both soaring intena&®s and plunging oil prices. In any case, the
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combination of both measures would guarantee gtalrilthe balance of payments as well as in
the monetary variables, and eventually, savingsiaestment would be generated. It is obvious
that responsible monetary and fiscal policies regme another necessary condition for the
possible success of this strategy.

Thus in brief, the main features of the Mexicanpmsal were:

. Interest rate protection;

. Oil price protection;

. Additional funds; and

. Debt relief over time: through a restructuring ahpipal payments.

Unfortunately, the final result at the end of @86 negotiations was not much more
than a new copy of the two previous reschedulireg@ses.

The 1986 agreement involved: A reduction on theaprto 13/16th; some oil protection
in the form of emergency loans to compensate, tmes@xtent, for the price reduction;
rescheduling; and a longer amortization period.

It is clear that some improvements were made, lotitemough. In the following two
years, 1987 and 1988 transfers abroad continubd tbade, and at very high levels. It is enough
to look at the Mexican balance of payments duringsé years to realize that the situation
remained unsustainable.

1.3. Thethird stage comprised a series of several different schemesand transactions
designed to reduce the principal and transfers abroad

The debt-equity swaps programme was started in 1996, but negotiations were inpged
and reopened twice. It reduced debt by about US$billbn and supposedly increased
investments by US$ 15 billion. The programme, Wwhi@as also implemented in Argentina and
other countries, was difficult to monitor and didtroffer sufficient evidence of the actual
increase in investment. Another important concgas obviously related to the origin of the
domestic resources. But some debt was reduced eedain amount of investment took place.

The 1988 debt exchange offer with collateral floating rate bond. This is a strategy that
was aimed at achieving real debt reduction and iediting principal payments using zero
coupon United States Treasury bonds as collatéta. underlying concept was that to take
advantage of the current prices at which banks welleng and buying the Mexican debt, and
exchanging it for a new Mexican bond which hadcebateral, a United States zero coupon
bond. Under this scenario, the principal paymeotild cease to be a Mexican risk. The only
remaining risk would be represented by the intggagments, which would have a fund to cover
them for a predetermined period of time. These bemds were indeed the predecessors, or one
could say, “the grandfather” of the Brady bonds.

The exchange offer was for US$ 10 billion and aengohd very intensive “road show”
took place all around the world in order to expl#ie mechanics of this strategy. The final
result was a little over US$ 2.5 billion worth odw bonds issued. There were people, both in
Mexico and abroad, that considered this outcomealaré but many others considered this new
issue of bonds not necessarily a disaster.
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In 1989, Mexico again made an offer to exchangedelok at discount for new debt, this
time guaranteed with oil receivables. The offeswat very widely accepted at the time, with
the exception of Spain, where it was very succésdthis scheme turned out to generate
enormous interest and proved highly successfulvayéars later.

14. Forth stage

The final strategy can be summed up as grow tolpescognized the vital importance of
limiting transfers abroad and achieving stahility

The following list enumerates the proposals of Wexican Government at the time,
which closely resemble the principles of 1986:

. Interest rate protection;
. Oil prices protection;

. Debt reduction; and

. Longer tenures.

In addition a very important element, derived frdm 1988 experience, was a collateral
with zero coupon bonds plus the experience gaihemigh the swap programmes. Then there
was also Nicholas Brady, a person who understodegity well the possibilities of the scheme,
who was able to give the necessary political suppben it was needed, and who pushed all
those involved in order to find a solution. He veaman who did not allow anyone to leave the
meeting room until an agreement had been reached.

The question now arises, what were the consequeridbe negotiations? Interestingly
enough, they were a combination of every singleswhand of lessons learned over the past 10
years. It constitutes a menu well known these days:

. Exchange of bonds at par and at discount values;

. Zero coupon bonds issued by the American Treasucpkateral;
. Additional funds;

. Debt- to-equity swaps;

. Interest rate protection;

. Oil price protection; and

. A fund to guarantee a minimum period of intereginpeants.

After eight years of practically zero growth andesal attempts to limit transfers abroad,
the Brady plan enabled the Mexican economy to aehauring the decade of the 1990s, a
constant average level of growth of 3.0 per cdntaddition, its oil exports came to represent
only 10 per cent of total exports, instead of tBep®r centreachedn 1982, domestic savings
started to recover, and, last but not least, imvest and employment started to recover.

The main achievement was, above all, the creafienstable environment:

» Reduction of net transfers abroad,;

» A foreseeable period of stability;

» Certainty for the future;

« Political and economic commitments; and
e Anincrease in domestic savings.
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This is the story of the Mexican process, whicheshdith the issue of the Brady bonds.
What was the real nature of these bonds? They, w&ietly speaking, just another instrument of
debt exchange: a collateralized bond exchange@rabpat discount. This shows that, rather
than talking about the Brady bonds per se, we shoedlly concentrate on the fundamental
components of the Brady plan, which can be summedust Grow to pay. It was the
understanding and consequent support of this condbat made an enormous and critical
difference. The Bonds represented a practicaltisoluwith a menu approach to meet the
different institutional and individual preferencésa quasi-market-oriented scheme.

| believe that the real nature of the Brady bonds what they represented a politically
different concept. They recognized the criticalportance, both economic and political, of
growth.

2. What feature of the Brady bonds can be carried into the third
millennium?

It is not necessarily the Bonds themselves, butessons learned from the approach used
that is useful:

» The importance of growth and of the necessary tiomdi for growth;

* The use of all available financial instruments;

* The attempt to use, whenever possible, market4@desolutions and designs;
* To try all kinds of debt relief, through marketemted solutions;

* Additional funding and imaginative schemes weréaai elements.

These are the attitude, the concepts, and the eteméthe Brady plan worth retaining.
As evident as they may seem, it took several ypafsre they gained active political support.
We can no longer accept the risk of having coustrrerge on political upheaval as a result of a
pursuit of short-sighted goals.

3. What challenges doesthe new century present?
The same old ones: growth and stability.

Growth is the only solution, and stability the dibg® condition, to solve poverty and
inequality. A plan to achieve this should contdie tollowing three elements:

1) Continuous training, since human capital isrded key element. Would it be possible for
us to constitute complementary training programmeéih all the resources of our
multilateral institutions?

2) Sound economic programmes. The exercise of gaedhal and external monitoring in
order to assure of sound administration.

3) A global debt approach based on experienceskahdransactions and multinational
coordination. And at this point, training and c@ams updating would be helpful.

Let us work for the prevention of crises, and mist for trying to solve them once they
present themselves.






The Bureau of the Treasury and the devel opment of the retail market in the Philippines 87

THE BUREAU OF THE TREASURY AND THE DEVELOPMENT OF THE
RETAIL MARKET IN THE PHILIPPINES

Leonor Magtolis Briones

This presentation offers a brief description of theerience of the Philippines in the
development of the retail market for Treasury kaltgl bonds. Many countries have experienced
both problems and successes in developing a reaket, and perhaps the experience of the
Philippines will be useful for others when considgrthe development of their retail markets.

It has been mentioned that it would be a good tdedevelop domestic savings in our
respective countries to assure a steady sourcmaniding for government programmes. The
Philippines has the lowest rate of savings in filAsia — just a little over 10 per cent. Whether
our economy is growing or whether it is at a stétigghe rate of savings remains the same.

Also in the Philippines the issuance of governnsauurities, whether Treasury bills or
bonds, are through accredited government secudgeders comprising 47 investment houses
and banks. The lowest denomination of our seesrig 10 million pesos or US$ 250,000. These
are bought by securities dealers and then disatyueither through wholesale or retail
institutions, to their investors. In the Philipps) as in many other countries, where there is wide
disparity in income levels, where we have a langmiper of people living in poverty (more then
31 per cent), and very low levels of income, onlyndted number of people can participate in
the purchase of Treasury bills and bonds, anddheynostly institutional buyers.

The new administration’s policy is to empower amndcratize the economic system.
One of the ways developed for giving citizens asseof participation, a sense of ownership, a
sense of contribution to financing of developmevds to make these Treasury bills and bonds
available to them. At the height of the finan@agsis, the Government was paying as high as 21
per cent for 91-day Treasury bills, and of coutbke, clear beneficiaries were those who could
afford the various denominations of these instruiierThe instruction to us was to lower the
denomination of the bills and the bonds from 1Qiamlpesos (or US$ 250,000) to at least 5,000
pesos (or US$ 125) which is a tremendous drop. Whah deal was first floated, we were
advised that it would be an administrative nightmasecause issuing securities from US$
250,000 to US$ 125 would result in their widesprpatchase perhaps all over the Philippines.
We, in the Bureau of Treasury, were fortunate Watalready have an electronic system, called
ADAPS (Automated Debt Auction Processing Systemyl a register for our securities, which
did not require the use of a lot of paper. Parthef Bureau’'s preparatory work was, first to
upgrade our electronic option system, because rihespof these bills and bonds were based on
the weekly option of the large bonds and bills eskuo the regular securities of dealers.
Secondly, we upgraded, with Government supportRegister of Securities, so that it would
have the capacity to handle the large number afsaetions expected (50,000 transactions a
minute ), since the intention was to make the Tusakills available nationwide.

In an island country like the Philippines, with GQlislands and 70 million people
speaking 86 languages, it is hardly democraticanelonly 47 institutions benefiting from high
earnings from security bills and bonds. Thus,fits¢ thing we did was to upgrade our facilities
to enable us to issue the Treasury bills on rerad at lower prices. Secondly, we developed an
infrastructure which is connected to the Intern&his would make it possible for any buyer —
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from the southernmost island or the northernmast ioi the Philippines — to be able to buy
electronically or to transfer his or her investnseait real time gross settlement.

At the same time we engaged in a massive informatnpaign to make people familiar
with these instruments, as they do not know aboe&adury bills and bonds. Most of those small
savers would just deposit their money at 2 per gemstivings accounts. The first stage of the
campaign for Treasury bills was launched in metranN& by no less than the President of the
Philippines. Since then, the Treasury bill progmrenis now available in seven cities in the
Philippines, and the response has been very easticsi We observed that more than 50 per
cent of the investors bought the lowest denomin@tedsury bills (i.e. at US$ 125).

The second phase after the Treasury bill campagm tev launch the small-denominated
Treasury bond, again for US$ 125 (down from thginal US$ 250,000). This time we engaged
the services of five underwriters and they weraiggsin two tranches, by the Philippines
Government. In the first tranche, 5 billion peswssrth of small-denominated bonds were
offered, which raised 11 billion pesos, and mangpbe were angry because they did not have
the opportunity to buy these small-denominated boiml the second tranche another 5 billion
pesos-worth of these bonds were offered, whichedais3 billion pesos. Thus for 10 billion
pesos offering we actually generated more thanili@rbpesos, and the demand is still very
high.

What | am sharing with you, is the experience dbimation technology, which is
responsive to particular requirements: at the Burehthe Treasury, for example, it proved
helpful in overcoming perceived administrative idifilties. What we have achieved is that more
and more citizens belonging to the lowest inconmugs feel and believe that they own part of
the economy, that they are participating in theetlgwment of the country, and at the same time,
they are also earning very good returns. At predenTreasury bill for 91 days fetches 8.9 per
cent. For Treasury bonds this would be about &5 cent for 5 years, which the various
investment houses and banks had been earningthBuime, whether one is a small depositor
with only US$ 125 or a big investor, with billion$ pesos available for purchase of government
securities, the level of earning is the same.

During the launching in Manila by the Presideng gecond person who made a deposit
was a plumber from the Bureau of the Treasuryhénsecond city where we had the launching, it
was a retired school teacher bringing a paperbtgfilner retirement money; in a city in the
south, a policeman was the first depositor, in la@otity it was an association of cooperative
drivers of motorized vehicles, which are very papuh Asian cities. What | am trying to say is
that it is possible to mobilize the rest of the glagion and encourage them to participate in the
economy, and not give them a sense that only 4itutisns are providing the financing. It is
possible to give them the sense that, if we wast dbuntry to develop, they also have to
contribute towards the financing of such developtmen

Of course, there are still problems such as howh shits and bonds can be made
available to the other islands — make it availabléhe sense of savers being able to buy these
instruments at banks. And so it is still in theqass of refinement; but as mentioned earlier, the
public response has been tremendous. In the omepromoting the programme and of
bringing it to the people, we did not employ a senadditional person to help us out. We made
do with the current staff of the Bureau thankshe the information technology that was set up
and which greatly reduced the administrative castsprocedures.
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This is the experience | would like to share, siagood number of developing countries
also want to mobilize domestic savings and encauthg average, small investor, not the
billion-dollar type of saver, to participate, whethin a small way or in a big way, in the
development and stability of the financial systértheir country.
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STRATEGIC RISK MANAGEMENT FOR DEVELOPING COUNTRIES:
COLOMBIA CASE STUDY *!

Stijn Claessens, Jerome Kreuser & Roger J. B. Wets

1. Introduction

Uncertainty makes economic and project managemeng whfficult for any entity. This

is especially true for sovereigns that have expegd substantial financial volatility and shocks
throughout the 1990s, particularly those with saibsal debt and commodity price exposures.
Furthermore, the development of a strategic appr@dhe country level for analysis of that
uncertainty has lagged behind, as most approactudsde, for example, trade flows and fiscal
dimensions. A World Bank (WB) research project emabk to rectify that situation. In this
paper, we present a case study for Colombia ofabls developed in that research project. We
look at only one small aspect of the issues in rordlustrate how these tools could be applied
and what might be examined.

2. Importance of a strategic approach to asset/liality management

Global financial markets have been very volatilegoent decades with extensive changes
in commodity, foreign exchange, interest rates eapital flows. Many developing countries
have considerable exposures to these risks. Tl dave large external debts and
considerable foreign exchange reserves, exposarg th interest and exchange rate risks. Many
developing countries depend on (primary) commoeigorts for generating foreign exchange,
or need to rely on imports for energy and for sapmnting basic food supplies. Adverse
movements in international commodity prices cancifthem greatly. All these risks have played
a role in raising the debt burdens and negativégcaang the economic performance of many
developing countries.

Uncertainty makes economic and project managemerg wlifficult for any entity. This
IS even more so in developing countries: they agpee greater difficulty in dealing with the
booms resulting from increases in commodity prieagg] external shocks, which appear small,
have often created havoc in these countries. Aetyaof factors will continue to contribute to
the greater impact of shocks in developing cousitd®@mpanies in these countries have limited
access to financing and hedging tools, and accegshe cut off completely during periods of
financial turbulence. In the mid-1990s, for examplevate capital flowed into East Asia at the
rate of about US$ 40 billion per annum, with a peékabout US$ 70 billion in 1996. In the
second half of 1997, more than US$ 100 billionamkloans pulled out of these same countries.
As financial integration advances while internaéiboapital markets remain volatile, emerging-
market economies will be exposed to many risks.

! Presented at the second Interregional Debt Management &uwrgen Geneva, 3-5 April 2000. We would like to
thank the staff of the Central Bank of Colombia, in particuRoberto De Beaufort Camargo and Laura Vila
Londofio, for many discussions and help with the data. T@veswexpressed do not necessarily represent those of
the World Bank or the Central Bank of Colombia.
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Improving asset/liability management (ALM) will thube more important than ever
before. During the last two decades, a broadagerar financial tools such as credit swaps and
derivatives has become available. The breadtlaaiical risk management tools has expanded
greatly and now includes many types of borrowingd assets, forwards, swaps, plain vanilla
and other exotic options. Asset/liability managetrstrategies have become more sophisticated,
and concepts such as value-at-risk are now commady. Meanwhile, developing countries
have, in recent years, gained some access to Eskgement tools.

Yet the development of a strategic approach for Aatthe country level has lagged
behind. Typical approaches to country ALM, copiedni approaches for firms and financial
institutions, do not, however, incorporate countspecific factors, and strategic interactions are
missing. They often exclude, for example, tradevd and fiscal dimensions. Modelling
flexibility is very limited, with country adaptatio often made using a piecemeal approach
through basic analysis rather than optimizationorégenerally, their perspective is often the
development of benchmarks. However, by requirirmeachmark, which is constant over time,
they fail to incorporate the dynamic realignmentpoftfolios. The treatment of uncertainty is
generally also very limited and constraints arecaity not included in the optimization process
itself, but rather through iterating around theusioh.

Asset and Liability Management for developing coungovernments often has to
consider risks on a much broader scale than fof-egéhblished corporations in developed
countries. It is also essential that a truly dyitaapproach be adopted. Risks should include not
only the Government’'s own direct exposures, sucthase arising from debt and reserves, but
also those arising from contingent risks from tla@ling systems or State-owned enterprises.
Approaches need to be related to measures of tlver@uoent’s earning potential, such as the
sensitivity of fiscal revenues to global facto!/ithout these factors, approaches to risk ignore
the existence of natural hedges in the external feswdl sectors, limit the analysis to "on-
balance" liabilities only, and ignore many impottaonstraints. At the same time approaches
need to be dynamic: for example, developing coestrfiace, many constraints in rapidly
adjusting their assets and liabilities, as transaatosts can be high. ALM strategies pursued for
corporations in developing countries can, thusarbyebe less than optimal, and may even add to
risk for developing countries’ sovereigns.

The events in East Asia have highlighted the corilés of ALM in a financially
integrated world. East Asian countries had fewtloé traditional weaknesses in fiscal
management: balances were generally in surpluspabtic debts were low. Yet, East Asian
countries did witness a build-up of financial vukaglities in their private sectors. These were
mainly the result of the macro-policies being pedsu particularly foreign exchange
management, the sequencing of liberalization, drel goor process of domestic financial
intermediation. But, a neglect of external asset leability management was also an important
factor in triggering the crisis in several courdrieAffected East Asian countries are now trying
to improve their ALM. The lesson may be that pta@ALM can reduce the risks of currency
and balance-of-payment crises.

The changing nature of reserve management riskdseBeaufort, 2000) also highlights
the need for more sophisticated risk managemeis.tohere has been impressive growth in the
level of total foreign exchange reserves of cenlviahks, of which Asia and Latin America
account for almost all the increase. This growttplies an opportunity cost, so that central
banks are considering more active investment gfiegdor a portion of their portfolio that has a
low probability of being used for intervention poges. The challenge then becomes how to
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apportion the portfolio between a liquid portfotiwat could be used for intervention purposes,
and another for investment purposes, while managgsgt class risk, credit risk, currency risk
and interest rate risk. The objective becomesadrenhancing returns, with sound ALM and a
solid public mandate, while limiting risk to a sabte level.

3. The risk management issues facing the Central B& of Colombia

Building on recent advances in technology and agtiion techniques, it is feasible to
address some of the weaknesses of existing ALMntgakes®> To illustrate the techniques
developed and their ease of application, we predentcase of the foreign exchange reserve
management of the Central Bank of Colombia. We @iescribe the ALM problem as faced by
the reserve managers and the Government of Colomuébthen the approach currently taken by
the Central Bank of Colombia for managing its reesr

In deciding on the way it wants to manage its nesgrthe Central Bank of Colombia
faces a number of strategic objectives for holdexggrves, as well as legal and other constraints.
It also has to consider its relationship with theurtry’s overall debt management and the
budget. Moreover, it has its own institutionausture for management, including reporting on
reserve management, which need to be taken intmata the modelling.

Srategic objectivess The management of Colombia’s foreign exchangeerves is
regulated by Law 31 of 1992, in which the respaitigibof the Central Bank regarding the
management of foreign reserves is defined in Agtithh as follows: “The Central Bank will
administer the foreign exchange reserves in acoosld@o public interest, in support of the
domestic economy and with the objective of fadilitg the external payments of the country.
The administration of the reserves involves its aggment, investment, custody and disposition
of the assets. Its investment will follow criter@ safety, liquidity and return in assets
denominated in freely convertible reserve currenaein gold.” From this general objective,
follows a narrower objective on the desired size.

Sze: The objective of the Central Bank of Colombiatds hold sufficient foreign
exchange reserves to be able to intervene in theesiic currency markets, in order to ensure
normal volatility in the exchange rate of the Colmam peso, to deter speculative attacks, and to
provide an adequate guarantee for foreign invedtnmethe country. There is no clear policy
regarding the optimal size of the reserves. Algigun light of the risks arising from rapid
movements of capital and currency substitution,réie of reserves to months of imports and
the ratio of reserves to financial liabilities iml@mbia (M3, including bonds) is watched, there
is no expressly desired objective for a minimunmaximum level. No factors regarding private
sector behaviour are taken into account.

Constraints. The Central Bank of Colombia faces a numberanfstraints, some arising
from legal factors, some for financial planningseas, and yet others for historical reasons.

e Asset classes: As administrator of the foreign exchange resgrifee Central Bank of
Colombia faces certain legal constraints. No heimg is allowed, for example,
except in the case of securities lending. Allidtjty needs of the Bank are to be met
by the liquidity portfolio, and the investment dotto can only invest in highly liquid

% These results build on the earlier work reported in Gkres Kreuser, Seigel and Wets, 1997 and 1995.
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assets such as government bonds or very shorttterendeposits. It can execute
derivative transactions, but only in order to hedde such cases, it is allowed to
deposit part of its reserve assets to cover marglis or guarantees, or to purchase
instruments to hedge. And by law, the Central Baihn€olombia cannot incur losses
of principal, but currency gains and losses arecnosidered part of this constraint.

» Policy, legal and other constraints: Except for the limits on loss of principal, teer
are no policy constraints on realizing financialdes (or gains). Reserves are marked
to market every day, thus directly affecting thefpprand loss of the Central Bank.
The legal limits of no principal losses, means tthare is a policy constraint of
avoiding negative returns within each currency @avgiven year.

Relationship with external debt management: Since there can be important synergies
between the management of assets and liabilihesBank manages its reserves in coordination
with the liability of the Republic of Colombia. &re is a Risk Committee designed to
coordinate reserve management policies with pul#iot policies. This leads to certain policy
restrictions, which, to date, apply mainly to therrency composition of its reserves. In
particular, the currency composition of foreign lexisge reserves must match the composition of
the outflows of the balance of payments in orderliminate, as much as possible, cross-
currency risks.

Institutional arrangements. According to the charter of the Central BankGaflombia,
the body responsible for defining the strategiceotiyes of reserves is the Bank’s Board of
Directors. The Reserves Committee makes strategigidns on portfolio allocations monthly as
a sub-committee of the Board. Most tactical anahyrsirategic issues are addressed directly by
the reserves department on a daily (tactical) andthty (strategic) basis. However, if deemed
necessary, a meeting of the reserve managementitteaecan be arranged. The process for the
review of strategic and tactical choices can aksodvisited when needed.

Current Foreign Exchange Reserves Management Arrangements: Reflecting its
objectives and these various constraints, the @eBank of Colombia has the following policies
currently in place for the management of foreigoh@nge reserves.

Sze: The reserves are divided into two portfolios -e fiquidity portfolio, which is
equivalent to around 10 per cent of total researebis invested solely in US dollar-denominated
overnight investments, and the investment portfolltie liquidity needs of the Bank are met by
the liquidity portfolio (as the investment portiican only invest in highly liquid assets, such as
government bonds or very short-term time depositan accommodate liquidity needs as well).
The level of the liquidity portfolio is determinday an analysis of the historic behaviour of
outflows, with a current range of US$ 500 millianWS$ 900 million. The remaining reserves
are invested in the investment portfolio. Afteddeting a reserve provision for future foreign
exchange losses and the administrative expengbe &ank, excess returns are transferred to the
Ministry of Finance at the end of each year.

Currency and duration: As already noted, the currency composition & itvestment
portfolio is based on the balance-of-payments owsl by country of origin, and mirrors the
average composition over a rolling two-year perimgyently 80 per cent US dollars, 15 per cent
in Euro and 5 per cent in Japanese yen. The siteate exposure within each currency is set on
an average two-year duration, achieved throughnabawation of 1 to 3 months money market
instruments generally tied to the London Inter-Bd#ered Rate (LIBOR), and government
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bonds. Within each currency, the portfolio componiis set to ensure that the probability of
negative returns over a given year is low. Fordséthree years, the asset allocation has been in
the following broad ranges: US dollar portfolio: Zfer cent 1-3 month money market
instruments and 60 per cent 1-5 year United St@msernment bonds; euro: 3.75 per cent 1-3
month money market and 11.25 per cent German Goarhbonds; and Japanese yen: 3 per
cent 1-3 month money market instruments and 2 g@atr 10 year bonds.

Currently, all money market instruments no londaant one year have to be issued by
Governments having a minimum long-term rating of, AXanks having a minimum long-term
rating of A+, or corporate bonds with a minimum determ rating of AA. For bonds, the
benchmark only includes government issues by théedrstates, Germany and Japan, although
reserves can be invested in United States agenEww®bonds and supranationals with a
minimum rating of AA. Derivatives are only considé for hedging purpose, and, so far, the
Central Bank has only used foreign exchange forwamdtracts and futures on authorized
instruments via recognized exchanges. The usetdrs has not been considered for reserve
management.

Management: Almost 50 per cent of the investment portfolginvested passively, in
accordance with a benchmark portfolio and evaluatetle end of each month. The other 50 per
cent are invested with active external managersytoth 5 per cent is invested directly by the
Central Bank of Colombia. Aggressive active syyse are rare, however, and strategies tend to
concentrate on deviations from the index.

Risk measurement: Market risk is measured by the modified durawbrthe portfolio and
each of its components, currency risk by the diffiee between the benchmark and actual
weights in each currency, and credit risk by #ung of every issuer. Managers are evaluated
against the benchmark on a monthly basis, sepgrdBriations due to currency risk, duration
risk and credit risk. On a yearly basis the penfance of each administrator is reviewed by the
Board of the Central Bank of Colombia over a raglthree-year period compared to the tracking
benchmark portfolio.

4. Strategic analysis using integrated advanced ttsofor ALM 3

The problem faced by the Central Bank of Colomlniarianaging its reserves, while
matching the currency composition of the outflowste balance of payments and observing
other constraints, is an optimization problem underertainty. A general model for this type of
ALM-problem has been formulated and solved as aniya stochastic programming problem by
Claessens et al. (1997). Further discussion ofeblenology is beyond the scope of this paper
(readers are referred to Claessens et al. (19951868@ papers); Ziemba & Mulvey (1998)
provide a more general overview on asset and ifigbiodelling). It is worth noting here,
however, that the methodology is very flexible alldws for many different specifications of
objective functions, stochastic behaviour and caigs. Specifically, the model has the
following characteristics: it is based on cash #dfer all currencies and at all future dates, not
just the next period; it incorporates stochastitatiiity constraints on the liquid portfolio; it
allows for choices among all asset classes atiltd dates; it incorporates transaction costs; and

% These were originally developed at the World Bank. Tareynow available from The RisKontrol Group GmbH,
which continues to develop them in a package called RisKaetrdiflore detailed information on these tools and
their use can be found at www.riskontroller.com.
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its decisions are based upon maximizing a speeifjective function (e.g. the expected value of
the portfolio at the horizon in terms of a basketrency). Next, we show how these tools can be
used by the Central Bank of Colombia.

(i) The base case

For the asset choices, we include short maturity lang maturity assets in each of US
dollar, euro, and Japanese yen. We also includgiidity portfolio of short dollars. The model
allows for the sale of long maturity assets and@amyency transactions, and includes transaction
costs.

We make the following behavioural assumptions d¢erest and exchange rates:

. Expected values of interest rates are computetiagdtiey satisfy statistically the interest
rates implied in the term structure. In other woidsan expected value sense, the rates of
return on long maturity assets are indifferentrteestments in short assets at any tfme.
We apply this principle to the current rates ad @eglto any future rates by calibrating the
expected interest rates in the future to the fodwates implied today.

. We compute the volatility of, and correlation amoagd between, the interest and
exchange rates from historical information. Theialzlity of the short-term rates is
taken as the historical volatility over the lastly@nd that of the long-term rates over
most ofsthe 1990s (we use a longer period to Hesestimate on a statistically constant
regime):

. Going forward, we allow time-varying volatility teflect the possibility of regimes over
which the uncertainty is more or less stable anddorporate the mean-reversion present
in many asset prices. Consequently, the varianes dot change exactly by time (and
the standard deviation not by thi¢ because the stochastic processes change over time

. In terms of exchange rates, expected values aregumeh such that the Uncovered
Interest Parity hypothesis holds (i.e. exchangesrare expected to appreciate or
depreciate by the differential in interest rates).

These assumptions essentially mean that all alsaeésidentical expected rates of return
and the only difference is the variability of tharous assets. Tables 1 and 2 provide
respectively the expected values of the rateslamdtndard deviations of the various assets.

Table 1: Expected values of rates

Assets 1999 2000 2001 2002
Euro short rate 3.40 5.45 6.43 6.36
Euro long rate 4.99 8.57 9.88 9.04
US dollar short rate 5.23 6.41 6.73 6.20
US dollar long rate 6.28 7.99 8.52 8.07
Japanese yen short rate 0.12 0.08 0.14 0.35
Japanese yen long rate 1.11 1.48 1.74 2.22
Euro exchange rg 0.9¢ 0.97 0.97 0.9¢
Japanese yen exchange rate 102.20 97.24 92.10 87.03

* As we have a finite horizon model, we make investmerisnig and short assets equivalent at the horizon.
® This estimate has been quite accurate to date. For maegime matching, see RiskMetrit®ngRun Technical
Document. In the next section, we will make some assumptiongéiflact a change in the regime.
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Table 2: Standard deviation of rates

Asset Class 2000 2001 2002
Euro short rate 0.68 1.29 1.45
Euro long rate 0.99 1.64 1.63
US dollar short ra 0.3t 1.1 1.61

US dollar long rate 0.44 0.89 1.05
Japanese yen short rate 0.07 0.13 0.25
Japanese yen long rate 0.37 0.54 0.77
Euro exchange re 0.0¢ 0.1¢ 0.3C
Japanese yen exchange rate 6.83 8.99 12.39

We can represent the stochastic processes grdghicah example for the US dollar
short rate is given in figure 1. The degree of@ation between the US dollar short and long
rates can be assessed from figure 2. Both thgsee8 are useful in understanding how interest
rates might progress over time and in relatioraicheother.

Figure 1: US dollar short-rate scenarios Figure 2: Short vs. long rates

Scenarios from tree Correlations for Dollar Short and Dollar Long
T 15

Dollar Short
Dollar Long

1999
2000
2001
2002

- - 0 .
1999 2000 2001 2002 15

Years Dollar Short

One must be careful in interpreting figure 1, as #tenarios do not have equal
probability of occurrence (i.e. the density of tihee is not depicted, but rather, each scenario
appears with equal likelihood, which is not whae ttochastic process impliés)io better
understand how rates are distributed, we depictiémsity functionSover time in figure 3 for
the US dollar short rate. From this, it is easgee that the interest rates are distributed over a
smaller range in the first year, and, as time @sggs, spread out.

® A single path along the graph from 1999 to 2002 is calkmkaario.

"We obtain explicit expressions for these (See Wets, 1988} allows us to integrate them to obtain the
cumulative distributions and to obtain inverse valuesdate tables, like table 3, for any probability values.
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Figure 3: Density functions of US dollar short rate
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We can also use the densities to provide us wighctimulative distribution for certain
cut-off levels( e.g. the probability of worst ordbecase interest rate outcomes (table 3)). The
value, “2.16” in the first row of the column 200leans that in “2001” there is a 3 per cent
chance that the short-term US dollar interest wallebe less than 2.16. Or, from the bottom of
the column, the chance that it will be greater t8d®6 is 3 per cent. This can be used to identify
“values at risk” measures.

Table 3: Probability distribution of US dollar short rate

Probability 200C 2001 200z

3 5.79 2.16 2.02
16 6.10 5.25 4.96
50 6.54 6.69 6.91
84 7.01 8.03 8.87
97 8.04 9.06 13.06

Note: The probability (per cent) that the rate will besléhan the amount specified in the column
(e.g. in the column, “2000”, and row, “50”, half of the inteneges will be below 6.54 and half
above).

With the distribution of rates, we can derive thgtimal asset allocation for a given
objective function. One of the considerations le tCentral Bank of Colombia’s reserve
management is that the currency composition ofigarexchange reserves must match the
composition of the outflows of the balance of pagiseto reduce as much as possible cross-
currency risks. The resulting desired currency paosition for reserves is currently 80 per cent
US dollars, 15 per cent Euro, and 5 per cent Jagayen. This combination can be thought of
as a basket currency, implying that we can reddfieeobjective function to be the maximization
of returns defined in the basket currency. Thisuras that any asset choices are evaluated
relative to what is considered the most risk-redgaiurrency composition of assets. Table 4
provides a summary overview of the solution, onchitwe expand.
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Table 4: Solution summary information
(All expected values, except for 1999)

Item 1999 2000 2001 2002
% US dollar 80.00 80.00 80.00 80.00
% Eurc 15.0C 15.0¢ 15.0C 15.0¢

% Yen 5.00 5.00 5.00 5.00
Expected yearly return in US dollar 5.23 5.69 6.14
Standard deviation of return 0.53 0.82 1.09
Weighted average maturity 5.09 5.00 5.00 4.33
Probability of returns 2.75 0.0C 0.0C 0.0z
Probability of returns 5.5% 100.00 48.20 30.34
Probability of returns 7.5% 100.00 100.00 100.00

When we solve the model by optimizing our objectiwe derive the percentage asset
allocation in each year (table 5). In terms ofrency choices, this is, for the year 1999, exactly
the same asset allocatfoms currently suggested by the Central Bank of @bla: 80 per cent
US dollars, 15 per cent euro, and 5 per cent Jaeapen. This is to be expected since, by
construction, the expected rates of return on easkt (after currency movements) are identical,
and there are no bounds specified on any assetesla®r any other constraints imposed. We
emphasize the point here to show the consistenthyeahodel with the prior assumptions.

Table 5: Percentage of expected asset allocation

Asset Classes 1999 2000 2001 2002
Euro short 3.74 4.29 4.81 5.31
Euro long 11.2¢ 10.71 10.2( 9.71
Euro total 15.00 15.00 15.01 15.02
US dollar liquid portfolio 7.13 6.90 6.47 5.18
US dollar short 10.00 13.95 17.87 22.51
US dollar long 62.87 59.15 55.64 52.29
US dollar tote 80.0( 80.0( 79.9¢ 79.9¢
Japanese yen short 3.00 3.02 3.05 3.07
Japanese yen long 2.00 1.98 1.96 1.93
Japanese yen total 5.00 5.00 5.01 5.00

Table 5 suggests that the asset class proportren@bnost) constant over time. This is
not necessarily the case, as the asset allocatitable 5 for the years beyond the first year are
the percentage of allocations expected. As exchamgl interest rate movements will occur,
depending on the particular scenario which maiees] the portfolio manager may find that a
composition is realized that deviates from the B X plit. In order to achieve the desirable mix
at each future date, the portfolio will be rebaksshin a certain way, depending on the specific
outcome in the year. As the outcomes themselvestachastic, the allocation in the second
year and beyond become stochastic as well. Thmeit of dynamic rebalancing of the
portfolio at every future event is a key elementhsd optimization technique. Different from
most other ALM-models, the model explicitly allova, date zero (today), for the possibility of
rebalancing at future dates ( i.e. the possibdftyebalancing in the future plays a role in cutren

8 With some latitude as to the assumption of the percemabe U.S. dollar liquid portfolio.
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allocation of assets). This way we obtain the exrrestimates for the density functions of
activities that depend on future decisions, sudota wealth.

To illustrate, we plot the density functions of fm®portions of dollars in the portfolio in
figure 5. We see that, in the year 2000, therdittie variability around the 80 per cent
proportion, but that the variability expands somatin 2001, and even more in 2002. In none
of the years, however, is the variation very sulitsgh In 94 per cent of the cases in the years
2000 and 2001, the proportion of US dollars is leenv78 and 83 per cent. Put differently, the
optimal portfolio is quite stable over time andui&gs only modest rebalancing.

Figure 5: Density functions of the percentage of U8ollars in the portfolio
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The modelling technique allows us to get the dgnkinctions of any decision and
outcome variables at every date in the future.loldhg the portfolio allocation, figure 6 gives
the density functions of wealth at different peim time. The figure shows that the densities
for total wealth widen as time progresses, a réfla®f the increase in uncertainty.

Figure 6: Density functions of total external weah in millions of US dollars
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Using the densities, just as we did for the interates, we can generate a table of the
distribution of wealth derived, which is given iabte 6. The distribution of wealth is quite
narrow: 94 per cent of the density mass is betwd®$ 11,401 and US$ 13,796 at the end of
2002, and 68 per cent between US$ 12,662 and US#4.3 This is partly due to the relatively
low volatility measures used, and the fact thatehgere no other constraints imposed on the
problem.

Table 6: Probability distribution of wealth in mill ions of US dollars

Probability 2000 2001 2002

3 11282 11658 11401
16 11488 12182 12662
50 11571 12371 13134
84 11638 12519 13544
97 11679 12599 13796

Note: In analysing the wealth in dollars at the horizon (2€82), we must be careful to keep in
mind that we are actually maximizing wealth measureché lasket currency. This is almost
dollars, but not exactly. The expected wealth at 200Z&Xample, in millions of US dollars is US$
13,134 and the maximum expected wealth in millions obtsket currency is 14,735.

(if) An alternative scenario

The assumptions of the last section were baseah amvastment-neutral assumption, that
is, we assumed that all assets were expected|ltbtiie same rates of return. This is only one of
the many possibilities. Specifically, typicallyrée possible choices for predicting future rates
are being used. First, the assumption we usedealtoat current market data embedded in the
yield curve and in forwards and options contain iti@st accurate information on how future
rates will move. Second, the assumption that ra¢émve as they have in the (recent) past and
base the future stochastic processes on the bas&imation using historical data. Lastly, one
may use expert judgement. Our techniques allowtlier use and integration of all three
approaches.

To explore the sensitivities of the outcome of Atévl model to the assumptions on rate
movements, we conduct a test and alter the modeinbseasing the euro appreciation.
Specifically, we assume that the euro appreciatéwiee the rate indicated by the Uncovered
Interest Parity assumption over the year 2000,thatithe volatility of all the processes almost
doubles. The new volatilities are given in table Everything else is assumed to remain the
same. We call this case the stronger euro.

Just as before, we present the summary soluti@mniation in table 8 first. Comparing
this with table 4, we notice the wider dispersiarreturns. On the downside, there is a 20 per
cent probability that the compounded return willlégs than 3.75 per centin 2002. However, on
the upside there is a 2.7 per cent probability teatrns will be greater than 13.5 per cent.
Looking at the standard deviation of returns, we that they are much higher than before, with
the possibility of substantial negative returnsowdver, the expected value of total wealth is
higher, as the rate of return on the euro is higher

° The latter integration is an extension of the technique propmsEischer Black and Robert Litterman, Global
Portfolio OptimizationFinancial Analysts Journal, September-October, 1992.
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Table 7: Standard deviation of rates for a strongeeuro

Asset Class 2000 2001 2002
Euro short rate 0.89 1.88 2.23
Euro long rate 1.39 291 3.27
US dollar short ra 1.1C 1.6t 1.9

US dollar long rate 1.31 241 2.79
Japanese yen short rate 0.16 0.30 0.39
Japanese yen long rate 1.48 1.79 1.63
Euro exchange re 0.3¢ 0.4¢ 0.62
Japanese yen exchange rate 19.80 22.53 27.07

Table 8: Optimal solution with a stronger euro

Item 1999 2000 2001 2002
% Euro 92.83 92.71 92.74 92.76
% US dollar 7.17 7.29 7.26 7.23
% apanese ye 0.0C 0.0C 0.0C 0.01
Expected yearly return in UB 6.87 6.36 6.72
dollar

Standard deviation of return 11.10 11.63 11.92
Weighted average matur 5.8C 5.4¢ 5.2k 4.9¢
Probability of returns 3.75% 52.00 18.95 20.85
Probability of returns 7.5% 54.00 56.98 42.28
Probability of returns 9% 54.00 71.22 65.69
Probability of returns 13.5¢ 6.0C 2.23 2.7C

Table 9 provides more detail of the effects of #trenger euro assumption on the optimal
asset allocation. It is no surprise that the medisolution produces a large position in euro (89

per cent in euro long assets).

Table 9: Percentage expected asset allocation fois&eonger euro

Asset Classes 1999 2000 2001 2002
Euro short 3.77 7.82 11.89 15.88
Euro long 89.06 84.89 80.85 76.89
US dollar liquid portfolic 7.17 5.3C 4.8t 3.7

US dollar short 0 1.99 2.41 3.48
US dollar long 0 0 0 0
Japanese yen short 0 0 0 0
Japanese yen lo 0 0 0 0

As noted, volatility was assumed to almost douthias raising the riskiness of the rates
of return, including the possibility of negativaeas of return. In order to examine solutions with
less volatility in returns, we use the techniquesréstricting the density function of returns. We
adopt an objective functidhthat weighs not only the expected value of thelthehut also the
uncertainty surrounding the distribution. We wiléo include, as required by the Central Bank, a
constraint on negative returns. As noted, the @eBank faced the legal restriction that there

9 The objective is a piecewise linear-quadratic preferamuetibn of total final expected wealth. It tends to push the
probability mass into a region defined by function pararegtietermined exogenously.
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should be no loss of principal. We will apply amegative-returns constraint to the total returns
on the basket currency. This is most natural insmiting, since it captures all currencies at
once. The solution, which we call the constraiseldtion, is given in table 10.

Table 10: Optimal solution of a stronger euro withconstrained density

Item 1999 2000 2001 2002
% Eurc 19.31 19.1¢ 18.8: 18.8¢

% US dollar 75.69 75.88 76.24 76.22
% Japanese yen 5.00 4.97 4.88 4.89
Expected yearly return in US dollgr 5.54 6.41 6.74
Standard deviation of rett 2.1¢ 2.6¢ 3.0t
Weighted average maturity 5.18 4.86 4.58 4.34
Probability of returns 3.75% 4.00 5.66 5.03
Probability of returns 7.5% 98.00 100.00 99.74
Probability of returns 9% 100.00 100.00 100.00

Now the asset allocation proportions are closer the 80/15/5 split for US
dollar/euro/Japanese yen, as given in the Base (Qdeesover, on the downside, the probability
of returns being less than 3.75 per cent is now brger cent as compared to 20 per cent before.
However, on the upside, there is now only a 0.3ceet probability that returns will be greater
than 7.5 per cent, whereas before, the probabalag 58 per cent. All in all, the standard
deviation of returns has dropped considerably,ctsa of lower rates of return.

In order to get a better understanding of whataigpening, we examine various density
functions. The first graph of figure 7 is the whah basket terms. The second graph in figure 7
shows the dramatic “squishing” of the density fimttof returns, leading also to a lower
variability of wealth. Whereas wealth varied frdnto 20 billion in the baskEtcurrency, it now
varies between 13 and 16 billion. However, this esrat a cost, as noticed in the expected value
of wealth of about 56 million.

Figure 7: Density functions of wealth in 2002 — stnger euro versus constrained
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" We could have also graphed the returns in $US but theseamuch different.
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Figure 8 presents the densities of the returndyerassets. The base case basket returns
vary from — 50 per cent to 20 per cent in all yearsereas under the constrained solution the
densities of the rates of return vary from 0 pertde around 10 per cent. This then maintains
the no-negative-return requirement.

Figure 8: Densities of percentage returns - strongesuro versus constrained
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We also examine the maturity structure of the ptdf Comparing tables 8 and 10, we
see that the average maturity of the constrainkdisp is less in every year than the base case.
This is consistent with a portfolio with less vdligg. Moreover, the average maturity decreases
in each future year within each solution under toastrained solution. To examine these
phenomena, we plot the graphs of the densitieeeofiverage maturity of the portfolio in figure
9.

Figure 9: Densities of average maturity — strongeEuro versus constrained

Density Function for Stronger Euro on Solution Neutral

Density Function for Stronger Euro on Solution Constrnd
25
8r —— 2000
— 2001
7k — 2002 —— 2000
20}k —— 2001
—_— 2002
6F
Zst 15
= 2
< £
2
S af g
o =
& 10t
3k
2t
5k
1t
0 T r\ ) 0 R )
0 1 2 3 4 5 6 1 1.5 2 2.5 3 3.5 4 4.5 5

Maturity Maturity

We notice that the densities are very narrow i watses in the year 2000. However, in
2001 and 2002, the densities are much wider. Als®average maturity decreases over time.
One way to examine these issues is to look atxpeated cash flows over time, given in table
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11. We see that, to obtain a lower maturity, theedeh suggests selling some long assets and
purchasing short. We see in table 11 that the &l of assets (US$ 135 million) takes place in
the year 2001. A further breakdotfof the line items of the cash flow statementstiiersale of
assets and for new assets acquired shows thataimesale of assets takes place in long dollars
and the main purchase is in short dollars.

Table 11: Expected cash flows for the constrainechse
(Expected sources of funds in millions of US dd)ar

Category 1999 2000 2001 2002
Liquid assets matured 1100.00 821.19 655.31 640.17
Other matured asst 1714.3! 2522.1! 3373.3
Return on assets 569.55 638.60 701.80
Sales of assets 159.50 10.29 134.90 0.11
Total sources 1 259.50 3115.38 3 950.96 4 715.45

The question is, why does this happen? If we lalgure 9, we notice that the density
of the maturity in year 2001 has a long tail. Whatwould like to know is what the scenarios
look like corresponding to that long tail (i.e. @ndvhich interest rate scenarios did the model
suggest to sell long and purchase short?) Foy wWesexamine all scenarios with an average
maturity of less than 3, as shown in figure10The chance that these scenarios will occur is
only 1.8 per cent. From the figure, it is cleaattthese scenarios correspond to States of the
world where there is a yield curve inversion. histcase, it makes perfect sense to sell long
dollars and purchase short.

Figure 10: Scenarios for maturity < 3 for constraired case
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12\We omit the details of that table and we omit théetalp applications of funds.
13 within RisKontroller, we have the facility to speciflice of any density function. That slice can then bel tse
generate scenarios, cash flow statements, new densitaasy other functions for those scenarios.
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iii) A combined scenario

One other scenario of interest is the one whereamstrain the densities, yet still wish to
allocate currency in the ratios 80/15/5. Moreogeippose we always rebalance the portfolio to
maintain the same ratios? How do the solutionspase? There is much less left to optimize,
but there is still freedom to choose the maturifigure 11 graphs the densities of wealth lost
due to the policy decision to adopt an 80/15/5enty composition instead of that suggested by
the constrained case. In looking at these dessitte note that the distribution is almost centred
on 0, with a potential for losses of up to 800 imill compared to the constrained solution.
However, the probability of such losses is smallevertheless, there are opportunity costs to
having additional constraints imposed.

Figure 11: Densities of wealth lost due to policyetision
to enforce 80/15/5 ratios (in millions of US dollas)
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Table 12 provides a more precise answer for thtgilolision of costs. The expected loss
varies from 16 to 24 million. In 2002, there i8 ger cent probability that the loss due to the
difference is more than 399 million. On the othand, there is a 3 per cent probability that the
80/15/5 currency composition will give a $ 290 ioifl gain over the solution suggested by the
constrained solution.

Table 12: Probability distribution for losses
due to policy decision to enforce 80/15/5

Probability | 200C 2001 2002

3 94 -206 -290
16 38 -10z -157
50 16 20 24
84 67 137 193

97 95 21¢ 39¢
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5. Conclusions
(i) ALM-modelling

The analysis demonstrates how to make informedsibes under uncertainty for debt and
asset management. It shows that a rigorous pradeasalysis and the structured framework
provide significant gains in modelling and insighit.also shows that one needs to investigate the
whole spectrum of distributions of asset returnghange rate returns, and their effects on
uncertainty of wealth currency composition, magyrénd asset composition to understand the
reasons for their volatility, or lack thereof. Whmany have used simpler measures, such as
value-at-risk, standard deviations, partitions bé tdensities, or probabilities on achieving
specified intervals, these are most often onlyiglameasures and less informative than the full
density measures.

Applying the model to the problem of risk managetrien a reserve manager, we can
analyse in more depth the currency compositionraaturity choices. Using various “cuts” of
the solution and different sensitivity analyses,fauend robust support for the preferred choices.
We also showed the trade-offs from making othericgothoices, and provided statistical
measures for different choices. On investigathmg sensitivity of the solution to the stochastic
processes used, we found that the results were stahyle. More generally, the dynamic
stochastic optimization approach leads to solutitveg are quite robust to assumptions on
underlying stochastic processes. The theoretmahdations for this model actually guarantee
the stability of the proposed solutions under (artessive) perturbations of the underlying
stochastic processes.

The model can be extended to address more complxes with active reserve
management. One extension is the problem of liupbrtfolio size and the allocation of a part
of reserves to active management. In this cagembdel can be used to determine levels of
reserves to go to active management, either inehausthrough external managers with pre-
specified risk profiles, with a desired overalkrigrofile of the portfolio. The model can also be
extended to analyse disaster scenarios (with l@aiility and high impact).

(ii) More complex ALM models

The application to the management of a central 'sdiokeign exchange reserves shows
both the ease of usage and some of the gains dbteaed from using this approach compared
to approaches that are more traditional. It iy ¢a®xtend the model to more general problems,
which reveals all the features and advantages wigua dynamic stochastic programming
approach. One such more complex problem is that sdvereign debt manager, for which the
approach can be expected to be even more useélit rBanagers are likely to have to consider a
much broader range of objectives and constraits tbserve managers. They will, for example,
have to incorporate the evolution of fiscal revenaad the relationship between these revenues
and external risk factors. They will also havectmsider the risks coming from contingent
liabilities, including government guarantees to t&tand/or private enterprises, and other
contingent liabilities (most often these are noérewudgeted or evaluated). In addition, the
range of legal and policy constraints is likelyomgreater. Furthermore, liabilities, be they fan
from banks or bonds, are generally less easilyealtéhan reserves, where short-term assets are
generally liquid and can be easily marked to maaket sold. The market for altering long-term
liabilities is much less liquid, and, while theynclae swapped in principle, this can often only be
done at high costs.
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(i) Implementation

As with all models, their values depend on thepl@ation and on the context of usage.

It is clear from many experiences with debt anémess management that a proper institutional
framework is key, including the availability of gbgersonnel, data, reporting and accounting
procedures, and accountability. Second, proper Akluires a very careful analysis of the real
underlying objectives and constraints. Often saiclanalysis will indicate underlying problems,

which need to be fixed first before any ALM can uoedertaken. And the analysis, as well as
institutional weaknesses, might well suggest that hest way forward is to use very simple
models to analyse specific areas of concern.

This does not necessarily mean that most courghesld not pursue an ALM approach
as laid out here. There are undoubtedly some desnirhich have addressed most of the pre-
requisites. For those, a strategic ALM approacly tm@ a useful tool. And even for those
countries that do not yet have all the prerequssiteplace, a strategic ALM approach allows
them to evaluate the opportunity costs of the agsapproaches. Regardless of the level of
institutional development, the elements of a stjiatapproach provide a conceptual framework
against which managers may wish to compare théstieg approaches and assess whether they
can be expected to address the underlying objectind constraints. All too often, managers will
“buy” very expensive technology or advice that oatidresses a sub-set of their problems. It can
then well be that the proposed solutions are famfroptimal or even suggest a totally
inappropriate position! It will often be more inmpant to go through a rigorous process, in the
government agencies and debt and asset managegemies, of identifying risks, constraints
and objectives, than to adopt a technology forbasgi of the overall problems.
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RISK MANAGEMENT AT THE SWEDISH NATIONAL DEBT OFFICE

Lars Kalderen

1. Introduction

Assessment and management of risk has always beessantial element of banking.
Modern portfolio theory has made it possible fovestors to develop, together with their
bankers, instruments for the management of theietas During the past 10-15 years, these
techniques have also been adopted by liability mersa In some countries, such as Denmark,
the risk control is effected simultaneously for Bevernment’s external assets (i.e. the exchange
reserves) and its liabilities in the form of curgroans. The central bank is in charge of the
administration of both. In other countries, sushSweden, risk management is undertaken
separately by the bank and the Ministry of FinafMeF) or by a special debt office. Initially,
sovereign borrowers considered only their liat@8tin foreign currency, but, increasingly, risk
management techniques are spreading to the domeaticportfolio, to State guarantees for
loans raised by other borrowers, and to the Govems on-lending activities.

2. Sweden

Risk management is an essential part of the aesviof the Swedish National Debt
Office (SNDO) in the fields of:

* Borrowing and debt management;

» Raising funds in the domestic retail market;

» Deposit taking and lending to State corporationst a
* Issuing and administering State guarantees.

Thus, all departments of the SNDO are giving higbrpiy to risk management, for which
the Government has established the following goal:observe best market practice, in
accordance with legislation and the regulationsigdsby the Swedish Financial Supervisory
Authority.

The SNDO gives special attention to three kindssid:

(1) Market risk: To measure this risk, the SNDO has adopted tHeevat Risk method, and
has developed analytical tools to apply it to therency debt. Moreover, the new back
office system now being implemented will facilitatee application of this method. The
currency portfolio is marked to market daily anahits are applied for the exposure to
currency and interest rate risk. As of 1 Janu@§02 the portfolio has been split into an
active and a passive part with regard to manageme&he former is to be vigorously
managed with the aid of derivatives to obtain eostimization, while the latter will be
adjusted so as to correspond to the "benchmarkigtioft as regards currencies and
interest rate types.
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(i)  Operational risk: This is defined as the risk that weaknessesgararation, systems and
routines could lead to less than complete achieméwfethe goals set by the Government
and the Board of the SNDO. The organization of Btebt Office is now judged to be
satisfactory from the standpoint of good risk cohtwith a strict separation between front
and back office. As for systems, a major overtnad recently been concluded, with the
aim of improving back office work in particular. dveover, a series of comprehensive
product programmes are being undertaken in ordanadyse each step in the handling of
various debt instruments, to make sure that dtbrage identified and covered. To reach
standard market practice of risk minimization, thesganizational measures must be
supplemented by process thinking as well as quahity competence in management; to
achieve this, internal training programmes areiefpl

(i)  Credit risk: The SNDO is mostly exposed to such risks throdhl choice of
counterparties to derivative contracts. Longemtéransactions are done with borrowers
who have at least an AA rating, while A is suffidigfor short-term deals. The risk
incurred is calculated as the risk-exposed amouultiplied by the probability that
payment under the contract will be suspended. SNBO applies certain limits to the
risk which is acceptable on the basis of such ¢aticms. In general, the Debt Office uses
best market practice to assess and determine cigdit

The broad guidelines for debt and risk managemenset annually by Parliament on the
basis of proposals from the MoF, which receiveskfemund material and requests for
authorization from the SNDO. Parliamentary decisiare then handed down to the Debt Office
by the MoF as part of the budget process. Thedogo&elines concern the duration for the total
nominal debt during the following fiscal year, witinits for permitted deviation from the target,
either way. The Government also establishes gueelfor the proportion of foreign currency
debt in the total debt and for the share of indekdd debt.

After receipt of the Government’s decision, theaded framework and guidelines for risk
management are set by the Board of the SNDO, whosetor-General is responsible for their
implementation. There is a credit committee armbmmittee for operational risk, to take the
lead and push progress in these two areas, ingudiminding department heads of their
responsibility to enforce the directives. A cehtmait for risk control, comprising a director and
four officers, has been set up with the task of meoimg financial and operational risks, as well
as for initiating limits to financial risk. The urreports to the Board on a monthly basis. The
SNDO reports every six months to the Ministry afidce and annually to Parliament.
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HELPING COUNTRIESDEVELOP THEIR DOMESTIC DEBT MARKETS

Thomas P. Briggs

This summary, which represents my personal expegienhelping a number of countries
to develop their domestic debt markets, will foars operational issues. My views do not
necessarily reflect the experiences of the UniteteS Treasury debt managers, nor do they
represent Treasury or United States policy on drlgeosubjects addressed. These remarks were
made at a panel comprising a number of other expeaich of whom took a separate part. This
contribution should therefore be viewed in conrattvith the remarks made by my colleagues
on the Risk Management Panel. Finally, this surymeas created after the fact and may contain
additional material, although | attempted to lithié written summary to the oral original.

The great management consultant, W.P. Deming, wke to fame in Japan following
the Second World War, noted that managers shouddclwwhat you measure, because what you
measure you will manage.” Lawrence Summers, Sagref the Treasury, said the same thing,
just more economically, “What you count, countsThe point is, that the selection of a risk
measure or benchmark is serious business. Thetisael®f the measure itself may direct the
course of policy implementation in ways that weot contemplated or planned. Paul Sullivan, a
senior debt manager in Australia, noted at a redéortd Bank conference that “All benchmarks
should carry a government health warning. Wronglgd, benchmarks can be dangerous. With
care, benchmarks can be very useful. Benchmaeksantrivial.”

The problem is that without formal benchmarks, hom@ature seeks informal
benchmarks. People naturally try to find a reafwntheir decisions. These reasons can be
selected, on the one hand, in a process charamleby great analytical rigour or, on the other
hand, on the spur of the moment as a thought stiike One example is a country that sold five
securities with different maturities on the samg daauction. It had no formal benchmarks for
decision-making. The yield curve was positive. eTMinister of Finance, rationally seeking
some basis for decision-making, selected the loyietding securities, often resulting in
rejection of all bids for longer maturity securitie Over time, this practice could have led to an
assumption of significant refunding and interede rask, as portfolio duration diminished.
Another example of inappropriate outcomes fromldéok of a policy-making framework is that
decisions are made at the wrong level in the omgdion. Ministers are burdened with
operational-level decisions, or policy is made tigto practice initiated by operational-level staff.
Either of these can be disastrous to public aceduiity and to debt management.

One additional principle to be considered is thetbtdnanagement is risk management.
Debt management is not accounting. A sound acowurgystem that delivers accurate
information on time to the appropriate user is pdirthe institutional framework necessary for
debt management. It is not an end in itself.

Many sovereign debt management observers statehinatitical risk to be managed is
volatility in cost. Obviously, volatility is imp¢ant. State budgets suffer from the tendency of
expenditures to remain fixed when revenues dedfingn economic downturn. That can put
pressure on debt service capacity. At a minimuelt écnanagers should deliver a steady and
predictable stream of cost to the budget authorBut debt managers have another important
role: providing liquidity to the State so that tepending plan in the budget can be fulfilled.
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There are both short - and long-term aspects soghue. Over the long term, we must be able to
redeem, either through repayment or refunding s mhédt obligations. In the short term, we need
to be able to fill cash flow gaps. Accordinglyyvould like to suggest a second critical risk to be
managed, that of illiquidity in the State treasury.

Risk Analysis

A Sovereign faces two fundamental risks:

. volatility in cost
. illiquidity in the state treasury

There are three main categories of the
decomposition of these risks:

1. Market Risks — risks that arise from
normal operations in the market.

2. Operational Risks — risks that arise from
administrative operations in the debt
issuance, trading and redemption
processes.

3. Country Risk — risks arising from the
overall financial, economic and political
status of the country.

Issue:
Reconciliation of Conflicting Objectives

Conflicting objectives
* Itis impossible to minimize both
cost and risk simultaneously.
Trade-offs among objectives
* minimization of funding risk increases
interest rate risk
» minimization of currency risk (hedging)
introduces counterparty risk
« refunding risk minimization increases
cost
» support to the market may increase cost
« focus on cost raises macroeconomic
stability risk
» an embedded option increases the price
in the IPO but increases the all-in cost
of a financing instrument
e ...andsoon
Risk cannot be eliminated.
* Risks can be measured, monitored and
mitigated but never eliminated.

These two fundamental risks of
volatility and illiquidity can be disaggregated.
One disaggregated list includes interest rate,
currency, funding and refunding instrument,
counterparty, and internal control. All are
subject to measurement and benchmarking.
Focus on risk is a useful organizing principle
for sovereign debt management operations.
Debt managers and their political superiors
must comprehend that not only must they
understand each individual risk, but they must
also understand and analyse the trade-offs
between risks and between risk and cost. For
example, currency risk usually is mitigated
through transfer via a hedging operation. The
transfer is to another party that may have to
perform on the contract at a point in time in the
future. This process creates counterparty risk.
In a positive-yield curve environment,
reduction of refunding risk through extension of
duration will increase cost. Decreased cost
through shortened duration will expose the
issuer to refunding and interest rate risk.
Funding risk may be increased in the effort to
reduce interest risk if long-term investor
capacity is approached or exceeded. An
embedded option may increase the price of a
security when it is issued, but exposes the
issuer to increased all-in cost if the option
comes into the money at a later time.

Typical reference points focus on the
stock of debt. If one is to consider illiquiditg a
a risk, additional focus should be placed on
flows. My experience is that the most useful
market feedback will occur from observing the
reactions of market participants to funding and
refunding operations. Such feedback is crucial
to validating benchmarks derived from models
or other sources. Thus, our experience is that
construction of benchmarks should focus on

two areas: the classic one of a set of referendetgpdor the portfolio, and a second set of
measures of efficiency and durability of debt issusoperations.
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Benchmarks provide a number of important benedgdpllows:

* Benchmarks quantify the sovereign’s debt managesteategy. This provides guidance to
government debt management officials for their apens, and transparency to the
government’s financing operations for market pg#ats. The reduction of uncertainty
provided by the transparency usually produces laasts over time than opportunistic debt
management methods.

» Benchmarks provide a means of holding governmdittiais accountable for their actions.

* Benchmarks do not change with staff. Many debtagament offices suffer from high staff
turnover. Benchmarks may bridge this turnover mmide consistency to operations.

» Benchmarks should reinforce a culture of risk managnt.

» Written benchmarks tend to force debate, hopeiafiyrmed by analysis, when changes are
proposed. This is a more deliberative means atpaohaking that should produce superior
results and more predictable debt management peacti

* Benchmarks can help focus officials at various lewe the Government on the issues that
are appropriate to their level. Benchmarks shalldw policy formulation, programme
development and transaction management to occdiffatent levels of government in an
appropriate and orderly manner.

The latest trend in debt management is to focusgset/liability management (ALM)
techniques. This trend mirrors and imitates tiweligion in bank management that has occurred
over the past 30 years. The problem is that Statence sheets and bank balance sheets are
significantly dissimilar. Bank balance sheets doginated by financial assets and financial
liabilities. Sovereign liabilities, on the otheard, tend to be financial, but sovereign assets are
both financial and non-financial, and the non-ficiahassets are substantial. State non-financial
assets are much greater in proportion to totaltsskan those for banks, and the non-financial
assets can be both physical and non-physical.ol &b the State budget for education and health
shows that these often dominate expenditures. Thegte human capital — extraordinarily
difficult to measure but crucial to success in tegthgically-advanced economies. | was told by
a former United States debt manager that the Treatort to implement ALM foundered on
the issue of including human capital on the balasteet. Countries with which | am familiar
that have implemented ALM have not included humeapital.

The creation of a balance sheet for ALM is difficul presents enormous challenges of
measurement and definition. The Republic of S@ftica is committed to adopting an ALM
framework, but overtly recognizes that constructadrthe balance sheet cannot be completed
before 2005. This raises the issue of what isetddne in the meantime. My answer is that we
can find significant useful information from thehdeportfolio itself, without reference to the
asset side of the balance sheet, and we shouldheogfore, abandon sound debt management
practice simply because creation of the ALM framdwmay take several years. We should not
let the perfect be the enemy of the good.

Another issue is that ALM does not provide inforrmatabout funding and refunding
instruments or counterparty risk. As | travel arduhe world and visit debt managers, | have
observed that these managers spend far more ofatbekiing day solving funding and refunding
problems. In most cases, interest rate and cwresk are reviewed infrequently, such as
quarterly or annually, while debt managers makasimts almost daily about their funding and
refunding operations in the weekly or monthly aoicti Obviously, interest rate and currency risk
is important. But, judging from the behaviour e debt managers, so are refunding, funding
and the other risks. (There was a misunderstanainthe part of at least one member of the
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original audience who got the impression that & g¢hat refunding and funding risk cannot be
modelled. Obviously, they can be modelled, just imoan ALM framework.) ALM offers
important insights into currency and interest ragk and should be exploited. Other risks
should not be ignored simply because they do ntiidi ALM model.

Asset/Liability = MPT/Market Depth
Management Framework
Framework

Securities
« Domestic debt
* RX debt

Markets
« Conditions
« Participants

Assets:

* FX reserves

* PV of income
flows

* Marketable

securities Currency Risk Funding Risk
« Equity in SOE
* Onlending Interest Rate Risk Refunding Risk

« Investment

Reputational Risk Instrument Risk

Liabilities

* PV of expenditure
obligations

» Market value of
sovereign debt

» Equity

Commaodity Price Risk Counterparty Risk

Technical Risk

In conclusion, | go back to Deming and Summers telwavhat you measure because it
will drive your results. Sole reliance on ALM cdube dangerous, because it does not measure
risks that are faced every day in debt managemeatatons. ALM is a great tool that offers
enormous promise for debt managers. However, Abfil can be fully implemented, modern
portfolio theory and analysis, based on first pptes, offer useful information that can be used
immediately. Together, analysis based on modertfglio theory and first principles can be
combined with insights gained from ALM to develop@mprehensive source of information for
debt management policy-making and implementation.
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DEBT MANAGEMENT IN THE AFRICAN CONTEXT

Trevor de Kock

1. Introduction

My aim is to provide a perspective of debt mamagnt from the African context. The
extent of the debt management problem in Africguiantifiable through the following figures:

. Of the approximately 36 countries qualifying faebd relief under the enhanced Heavily
Indebted Poor Countries (HIPC) Initiative, 30 axani Africa;

. At the end of the 1970s Africa’s external debt wame US$ 31 billion, accounting for 79
per cent of exports and 21 per cent of gross domesiduct (GDP), and debt service was
taking up 7 per cent of export earnings;

. During the 1990s the external debt was at some 312$billion accounting for 220 per
cent and 57 per cent of exports and GDP respegtogghpared to the average of 175 per
cent and 36 per cent for all developing countries.

Since 80 per cent of African external debt is owedbilateral and multilateral creditors,
the debt problem relates basically to official delth some cases, the concessional resources
from the multilateral development banks, rathentpeoviding the solution, became part of the
problem. Much of the increase in debt from the 18980s related to concessional lending by
multilateral institutions for policy reform progranes, which provided quick-disbursing balance
of payments support. The extent of the debt probias been well analysed; the question is,
therefore, how it is to be tackled.

2. Risk management

As with many things in life, debt management isierasaid than done. Many aspects of
debt management may appear obvious, but when we ¢conmplementing them in the real
world we often run into difficulties. The same daasaid about risk management. This is even
more so in the developing than in the dustrialiteh in the economies.

Debt management requires the balancing of a nuotbasnflicting objectives relating to
the reduction of the cost of debt over time, butjesct to a number of risks and constraints.
Indeed, the best debt managers are not those whevacthe lowest cost of borrowing. Very
often a low cost hides a high level of risk whichymot be glaringly obvious. A puttable bond,
for example, gives the bondholder the right to #edl bonds back to the issuer, a right for which
the issuer obtains a lower cost. Such a struchoweever, puts the power in the hands of the
lender, which he may exercise when the borrowerleast afford it. Callable bonds, on the
other hand, give the borrower the right to calld®issued and such a right is paid for through a
higher borrowing cost. This higher cost may, hogrebe worth more to a borrower than the
exposure created by the puttable bond. It is ofterth paying more for a structure that is robust
under a range of scenarios rather than one tlogtiimal under one particular scenario.
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So how can risk management help us to manage daieteffectively? Risk management
conjures up ideas of complex derivatives structlgading to the problems experienced by the
likes of Metallgesellschaft, Barings and others. owdver, details of various derivative
instruments that may be used is beyond the scofiesgbresentation.

3. Special challenges of emer ging markets

The design and implementation of a risk managersgstiem for use in an emerging
region poses significant additional challenges hdyiose normally associated with the process
of measuring and managing risk. These challengesde:

. The absence of developed markets from which it ldvdae possible to construct
meaningful yield curves;

. The absence of reliable forward markets;

. The absence of deep and liquid derivatives maskitkslow transaction costs;

. The increased potential for foreign-exchange-tigeuptions due to changes in currency
regimes or currency devaluation;

. The existence of political risk; and

. The existence of foreign exchange controls.

It has even been said that emerging-market debgems need to be better than their
counterparts in industrialized countries becaustn@fease with which industrialized economies
are able to access sophisticated instruments anketsa In fact, only five African countries —
Egypt, Mauritius, Morocco, South Africa and Tunisiare currently rated by any of the major
international ratings agencies. These countrieggeaerally, to a greater or lesser extent, borrow
from the international capital markets. In additithese five countries have domestic financial
markets, albeit at varying degrees of developmesitich would enable them to enter into
hedging agreements with suitable counterpartiesder to manage market risks.

But good risk management does not only mean thefuderivative instruments. In many
developing countries operational risk may be thestnimportant risk factor inhibiting effective
debt management. Institutional capacity in debhagement and risk management has been
determined as being the main constraints faceddwefBments in surveys conducted both by the
World Bank and the African Development Bank. Aklad capacity leads to deficiencies in such
areas as policy formulation, data recording, meomtpand analysis, all of which increase the
risk of something going wrong when one can lea&irdfit. It is safe to say that the more
sophisticated the risk management instruments toskd, the more complex the organizational
set-up would need to be. In addition, more compiestruments would also probably require
tighter administrative procedures.

4. Developing domestic markets

In my view, one of the areas of importance for d@vie@g economies to better manage
their debt is the development of their domesticiteamarkets. Once again, this is easier said
than done and is a long-term process. In manyloewve economies, there is the illusion that
because the local interest rate is higher thanfdheign interest rate, the local debt is more
expensive than the foreign debt. Sharp currengyetéation can make foreign currency debt
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much more expensive than local currency debt. dalle to borrow locally means developing
local markets, and, over time, pushing out thedygeirve by issuing longer-term debt. Without a
developed domestic market, countries will alwaysddant on foreign sources of finance and be
exposed to the risks of foreign currency fluctuasio Well developed domestic markets would,
over time, make the use of derivative instrumentserpossible. Currency risk between the
local and foreign currency can only be managedutjindhe ability to price into the future, which

requires a well developed interest rate market ahohger-term yield curve. Needless to say,
while these developments are important, they cdp loa achieved in a framework of sound

monetary and fiscal policies.

5. Managing liguidity risk

One of the most important lessons to be learned fle debt crisis of 1997-1998 was the
importance of managing liquidity risk. Liquiditysk relates to the ability to roll over maturing
debt and the cost at which it can be rolled ovEnis is one area where derivative instruments
are not necessary. General strategies for manéguidity risks are:

. Extending portfolio maturity;

. Avoiding bunching of maturities;

. Pre-funding and the generation of large cash lbakin
. Diversification of funding sources; and

. The development of liquid bond benchmarks.

Many developing countries also have to contend tighrisks associated with fluctuating
commodity prices, which are often the major souofeforeign exchange. While many
commodities have deep and liquid derivatives markadt all producers are able to access them
for the reasons stated above. An internationdll fiage under the leadership of the World Bank
is currently investigating ways in which commoditsice risk for developing countries can be
managed.

6. Conclusion

In conclusion, | believe that the use of sophiséidarisk management tools and
instruments are undoubtedly beneficial to debt marsbut their accessibility is limited to the
more developed economies. As with any powerfulstdmowever, they need to be correctly used
and they require adequate controls.
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PUBLIC DEBT MANAGEMENT:
THE BELGIAN EXPERIENCE

Louisde Montpellier

1. Introduction

In 1995, the Belgian Treasury, started workingaoframework and methodology for
establishing the public debt portfolio structurattiminimizes the financial cost of the public
debt at an acceptable level of risk, while takimgoiaccount the constraints imposed by
budgetary and monetary policies. This was two yeaefore the Government formally
established the Debt Agency within the Treasurythes centre of public debt management
expertise. The Belgian Debt Agency has now refitiesl method in several technical respects
and is continuously attempting to improve it. Theper seeks to explain the reasoning which
supports what has become, for several years, an@ahgement tool for the public debt.

2. Trendsin Belgian public indebtedness

This undertaking is the last step of several fumel@al reforms in public debt
management implemented since the beginning of 880sd. These reforms were especially
crucial given Belgium’s high public indebtednedse ttauses of which are briefly mentioned
below.

The Belgian public sector has traditionally expeded rather high indebtedness, in
contrast to the private sector. In this respeeigiBm differs from other European countries,
such as Denmark or the United Kingdom, where tierse is true. At the end of the 1960s,
Belgian public debt as a percentage of gross dampsbduct (GDP) was already twice the
European average. The accumulation of budgetitieticring the 1970, following the energy
shocks, exacerbated this trend. In 1981, the Belgublic deficit stood at 13.5 per cent of GDP,
debt service cost was close to 8 per cent, antideld stood at 82 per cent.

The cost of debt service had by then reachede teat generated a snowball effect, that
IS to say, an automatic increase of the debt dubedinancing of the cost of the existing debt.
This effect, combined with lower economic growttdanflation and higher interest rates in the
1980s brought the public debt to a level of 130 gent of GDP at the end of 1987, where it
stabilized following a first period of public sectausterity from 1982 to 1987. By 1987, the
deficit was restored to a level of 6.8 per cenG&fP. The economic recession at the beginning
of the 1990s, which threatened to inflate defiaitsl debt once again, prompted the Government
to take a drastic new set of austerity measunes.993, the debt to GDP ratio peaked at 135 per
cent, while the deficit stood at 7.2 per cent. ré€aéter, the debt to GDP ratio declined by 21.5
per cent to 114.5 per cent of GDP at the end 08,188d the deficit was 0.9 per cent that year.
The fall in debt ratio was achieved by buildingaufarge primary budget surplus (over 6 per cent
of GDP in 1999). This policy of high primary surpks is set to continue in the coming years, as
prescribed by the Stability and Growth Pact.
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Foreign debt increased in the late 1970s anddHg £980s due to continuing balance of
payment and budget deficits. The National Bankdedeto replenish the stock of its reserves
during several periods of weakness of the Belgrand, and the Treasury met these needs by
issuing foreign currency debt. As a proportiortaifl debt, foreign debt grew from 1 per cent
in 1978 to 24 per cent in 1984. As a result of éffflerts to stem the budget deficits at the
beginning of the 1980s, the return to a balancpaginent surplus and the formal peg of the
Belgian franc to the strongest currencies of theopean Monetary System (EMS), particularly
to the deutsche mark, the proportion of foreigntaidzreased regularly between 1985 and 1992
to reach 12 per cent of the total debt. DuringBEMS crisis of 1993, intervention in the foreign
exchange market by the Belgian National Bank wasgtlg financed by borrowing abroad. The
foreign debt proportion hedged back up to 17 pet o 1993. Since then it has been brought
back regularly, to represent, at present, less4haer cent of the total debt.

For the last 15 years, Belgium has been pursuitighd budgetary policy and a stable
anti-inflationary monetary policy, reversing theerid of the two previous decades. These
policies have been mainly motivated to prevent asustainable public debt accumulation,
which would have prevented the country from meetimge fundamental challenges: in the long
term, the ageing population and the resulting gngwiension liabilities; in the medium term, the
recovery of budgetary freedom to meet new or ré@ogipublic sector or society needs; and in the
short term, accession to the European MonetaryrJ(EdU). The establishment of economic
policies necessary to meet these challenges haglewty redefined the macroeconomic context
in which public debt management is being operated.

3. Market reformsat the beginning of the 1990s

At the beginning of the 1990s a fundamental refofnthe Belgian capital markets was
undertaken. New fully computerized instrumentsensatroduced in the money market (short-
term Treasury Certificates at 3, 6 and 12 monthsl) ia the capital market (linear bonds with
maturities ranging from 1 to 20 years). The bagkaonsortium system was abolished and
competitive auction systems were introduced.

From the point of view of debt management, thennedfect of these reforms was to
significantly reduce the financial cost of the delhile allowing for a diversification and a
lengthening of the maturities of the debt portfoliBrom a broader macroeconomic perspective,
these reforms improved the efficiency of the monetpolicy (by enabling open market
operations), established a clear dividing line leetav monetary and budgetary policies, and
allowed for more controlled budgetary managemehhe reforms also substantially improved
the general context of savings and investment igige, which benefited economic activity as
a whole.

At the same time, the authorities embarked upotructsral adjustment of the public
debt portfolio to reduce budget vulnerability todncial changes; they started to lengthen the
debt maturity spectrum and reduced, whenever pesglie proportion of the foreign debt. In
order to refine this broad debt portfolio stratethe Treasury decided to develop a benchmark
debt portfolio.
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4. Defining a public debt management strategy

In embarking upon such a thorough strategic egerdt is crucial, first, to define clearly
the objective pursued by, and the risks involvedtiwe exercise of public debt management.
Second, the question arises as to whether publit danagement should be approached as an
asset/liability management problem or a portfolianagement problem. Third, the public debt
manager should have a clear understanding of tromeonomic context and the constraints
imposed by that context. All these elements hasgtutional implications, and clear knowledge
of these objectives and constraints should adsestestablishment of an efficient institutional
framework.  However, historical developments specifo a country should never be
underestimated when an institutional frameworkisswussed.

5. Objectiveand risks

Since 1997, the objective of public debt managentes been defined in the law
establishing the annual budget as being "...to mggnthe financial cost of the public debt,
while maintaining market and operational risks mtagceptable level, taking into account the
general objectives of the budgetary and monetaligips'".

Several concepts of this definition should be emspted. First, the objective of the
Belgian administration is to minimize the financiming-term cost of the debt, and not only the
current budgetary cost. A financial long-term costasure of the public debt should adequately
capture the cost of debt servicing on all futurddmis.

Second, it is crucial to define the precise natfr¢he risks run by the sovereign debt
manager. It is useful to distinguish two typesisik. As any market participant, the manager of
the public debt is subject to financial risks (nearket risks, credit risks and operational risks).
However, the manager of the public debt is alsgesttho risks, specific to funding a sovereign
State, which could be qualified as "macroeconomisks. This is the risk that public debt
management runs contrary to, or endangers somejoedo policy objectives of the
Government.

As an example, take the case of an extremely sie&gbcurve, as was the case in Europe
in 1995-1996 (the difference between the six-maautidl 10-year rates was about 300 basis
point). In such an environment the sovereign delbnhager could be tempted, even in a
conservative financial risk management framewarkntintain a sizeable proportion of floating
rate debt in order to save costs to the taxpaydmvever, when the sovereign is running a high
debt to GDP ratio and is following a stable exclearage policy, the proportion of floating rate
debt should be limited to leave full freedom to tleatral bank to raise short-term rates rapidly in
order to defend the parity of the currency in cafsspeculative attack, without endangering the
current budgetary objective of the Government. thié interaction between sovereign debt
management, and monetary and budgetary policiemairdully understood, quantified and
integrated into the public management frameworklipumanagement may run into conflicting
objectives, possibly with disastrous consequences.
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6. Financial approaches

Two financial approaches spring to mind when it esnto managing public debt. The
first one starts by defining the State’s respecfimancial assets and liabilities, and tries to
establish a risk-neutral position by matching thie.t Albeit simplified, this is what any financial
intermediary does, and there is no reason why dgdbbt manager should not try the same
ploy. After all, tax receipts can well be consgtktras cash flow returns from assets. The
Treasury could then manage both tax receipts abticpdebt. The snag is that tax receipts do
not show the same sensitivity to financial varigbkuch as interest rates and currency exchange
rates.

While impractical, the approach of managing botisess and liabilities offers a few
valuable hints:

. Tax receipts are, for the greater part, in theomati currency. Logically, debt ought to be
denominated also mainly in the national currency;

. Tax receipts occur year after year and have reqa#terns and levels. They are, in a
sense, long-term cash flows. Logically, debt ougtie long-term fixed-rate debt;

. In the case of a diversified, market-based econ@nigrnal revenues are commercial

surpluses, which, when accumulating into currereserves, provide foreign currency
cash flows. The public debt manager should thersider a match between foreign debt
(if any) and foreign exchange reserves.

But these considerations are clearly insufficieat build a thorough public debt
management strategy. The public debt manager ghthdrefore, resort to a second approach:
that of managing public debt pretty much as a pbaffund manager would do in reverse. Fund
managers try to maximize their return by takingedain risk. The risk they take will depend on
the risk aversion or appetite of their clients. pAblic debt manager, as opposed to a fund
manager, does not strive to maximize return buhiteimize cost, and this under the constraint
of maintaining risk at an acceptable level.

But what level of risk? A public debt manager wdotry to assess the risk aversion of
the Government and the public in general to fingindsks, and to “macroeconomic” risks, in
particular. By definition, the risk profile will é very conservative; not necessarily towards
financial risks of which the Government and taxpage not have a clear idea, but towards
“macro-economic” risks. It is the latter which Wiilnpose the greater constraint on public debt
management.

7. Policy constraints
Two policies impose constraints of a macroeconamicre on public debt management:

monetary policy and budgetary policy. The consteare best explained by taking a specific
example — that of Belgium before EMU

! The example is out of date, and given the current comtexglways relevant. Nevertheless, it is more appatgri
than, for example, taking Belgium after EMU.
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We first look at monetary policy. Before EMU thelBian National Bank’s monetary policy
consisted of closely pegging the exchange ratbeBilgian franc to the strongest currencies of
the EMS, and, in particular, to the deutsche méhe effect on debt management was twofold:

. It affected the proportion and composition of theefgn debt; and
. It affected the proportion of floating rate debtlwe domestic debt.

First, a monetary policy aiming at stable excharages influences the proportion and the
composition of foreign debt, as such a policy nsitates a sufficient level of foreign exchange
reserves and a smooth access to the internatiomatyrand capital markets. The surest way to
meet these constraints was to maintain a certaial lef debt in the markets for reserve
currencies. On the other hand, the proportiorodign debt could not be too high. If the central
bank needed to intervene, the foreign debt wouwldemse. If the proportion of foreign debt were
already high, central bank interventions could hdestabilized the debt portfolio.

Two additional economic factors have led the Tueaso gradually reduce the proportion
of foreign debt in Belgium’s total debt. On theeomand, the country had been accumulating
reserves for several years in the form of sizebblance-of-payments surpluses. Borrowing in a
foreign currency had lost much of its sense. @nathmer hand, once Belgium had joined EMU,
the management of international reserves for iete&ien purposes was to disappear as a priority
at the national level. Taking these considerations account, it was unlikely that the actual
proportion of foreign debt would be increased ia thn up to EMU, and so it turned out.

Second, a monetary policy aiming at stable exchamges limited the proportion of
domestic floating rate debt to assure the centiaklihe greatest possible flexibility to influence
short-term rates through open market operatiortss dbjective is difficult to quantify. It is to
meet this constraint, as well as to improve budgetantrol, that the Treasury progressively
reduced the proportion of domestic floating ratbtdeom 35 per cent at the end of 1990 to 20
per cent at the end of 1999.

8. Budgetary policy, a second constraint?

Two specific objectives of the Belgium’s currenidgetary policy are major determinants
of its debt management: the annual budgetary abgedimiting the public deficit as a set
percentage of GDP, and the annual reduction of rpovent debt as a percentage of GDP. The
first objective imposes constraints on the averdgeation of the debt portfolio, on the
fix/floating ratio and on the amount of annual refing. The second objective imposes a
constraint on the volatility of the euro-value béttotal debt.

First, the Government's budgetary objective déstat maximum amount per year in euro
devoted to servicing the debt. It is intuitivelgar that the shorter the average duration of the
debt portfolio, the larger the refunding amount® duthin the year, and, consequently, the
greater the volatility of the annual budgetary cafsthe debt. Therefore, the budgetary objective
imposes a minimum average duration on debt managemd-urthermore, the budgetary
objective is more likely to be met if the proportiof floating rate debt is not too large. Finally,
the budgetary constraint will apply in any futuesy. It is therefore crucial to ensure a “smooth
profile” to the debt repayment schedule till maturi

2 Of the two constraints mentioned this one has lost none reflétgance.
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Second, the objective to gradually decrease deli/@io will be assured over the years
by a combination of a continuous primary budgepkis (targeted at about 6 per cent over the
next several years), normal economic growth, regulliminishing interest charges on the debt,
and shrinking public deficit.

Though this objective is not quantified in terniSGDP percentage points, it is clear that
it imposes a constraint on the volatility of théatovalue of the stock of debt expressed in euro.
Therefore, this constraint aims at limiting the gwwdion of foreign debt in the total debt and at
favouring foreign debt in currencies which havedrisally experienced low volatility vis-a-vis
the euro.

9. Institutional implications

A clear conceptual framework defining the objeetof public debt management and the
cost and risks inherent to it, and organizing titeraction between sovereign debt management,
monetary and budgetary policies, is crucial to éffecient conduct of public policies and debt
management. A proper conceptual framework shoaldfglrespective tasks and responsibilities.
The actual institutional arrangements then becoewrglary, though some are clearly more
conducive to an optimal public management thanrstheThe most obvious example, now
largely adopted as a model across the industralizerld, is an independent central bank to
conduct monetary policy.

In Belgium public debt management is run by thétD&gency within the Treasury. It
operates independently from the other functionsaainomic policies (mainly the budgetary and
fiscal) within the public administration. Annuallg strategic review takes place to determine a
benchmark debt portfolio as a reference for theagament of the public debt in the coming
year. The benchmark portfolio quantifies the mportfolio parameters used by the Debt
Agency in managing the portfolio during the comyear: currency exposure, average duration
of different currency components and the levelubdife refinancing for each maturity.

This exercise has also enabled a clarificationsofe aspects of the institutional
framework of public debt management. A relativetsaightforward definition of the objective
and risks of public debt management has been mitsgyrinto the annual budget law, together
with an explicit reference to the context of momgetand budgetary policies in which this
management has to take place. The law makes metete General Guidelines relative to the
management of the public debt during the budgabgerThe Minister of Finance adopts these
Guidelines based upon the benchmark debt portédlithe beginning of the budgetary year on
the basis of a proposal put forward by the Debtnkge

The Debt Agency is expected to optimize the filanmanagement of the public debt,
with reference to the benchmark debt portfoliopesscribed by the General Guidelines. This
transparent framework has strengthened risk maragelend performance assessment. |t
should also present decisions and operations pengaito public debt management, convey
signals about the government’s macroeconomic @sljcand thereby improve the transparency
and efficiency of the domestic financial market.
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THE IMPACT OF THE INTRODUCTION OF THE EURO ON DEBT
MANAGEMENT IN HUNGARY

Mr. Laszl6 Buzas

1. Introduction

Before trying to assess the impacts of the intrtdocof euro, | would like to draw
attention to one specific aspect of Hungarian dedmhagement. For the past 30 years, Hungary
has been an active participant in the internatieagital markets, having issued more than 100
public bonds in 13 different markets, includingsbmf the so-called legacy currencies (deutsche
mark, Austrian schilling, Netherlands guilder, Frenfranc, Luxembourg franc and Spanish
peseta). Due to this active fund-raising from itternational capital markets, Hungary has a
relatively high share of foreign currency debt, evhconstitutes 36 per cent of the public debt
portfolio.

In line with the debt management strategy of the@@Bmment debt management agency
the budget deficit, including interest paymentseaternal debt and the maturing domestic debt,
is exclusively financed by the domestic market. oldy the maturing principal of the foreign
currency debt is being rolled over in the interoadl capital markets, the share of the foreign
currency debt will gradually decrease. A more galddecrease of this part of our debt portfolio
IS not contemplated.

2. Roleof theeuro

So what role does the euro play in our debt managé&m First of all, the euro is the
major component of our benchmark. When the Goveniis debt management agency started
to manage external debt, having taken over thistfom from the central bank in 1997, the major
objective was to limit the foreign exchange risk search of the least risky solution, we had
come to the conclusion that swapping the foreidst deo the structure of the currency basket of
our domestic currency — the Hungarian forint — wlolimit the foreign exchange risk to the
extent of the crawling peg devaluation of the HURt that time, as the currency basket
contained 30 per cent US dollars and 70 per caunisdee mark, (the latter was replaced by the
euro in 1999), cross-currency swaps were usedpiicage that currency structure. As from 1
January 2000, the HUF basket contains 100 per examat, all existing non-euro debt has been
swapped into euro, and all future issues in USadelbr Japanese yen have to be swapped into
euro as well. This also gives us the possibilitcemnpare different financing alternatives on a
euribor basis.

As frequent issuers, we had expected that theioreaf the euro and the consequent
elimination of the foreign exchange risk for Eurapenvestors would enable us to widen the
existing investor base by issuing large liquid edemominated issues. So far that has not
happened. The European investor base is still fragmented, and since the pricing of our
issues is driven by our traditional (predominam@lgrman and Austrian) investor base, it makes
it very difficult to reach other European (e.g. ikgle, Spanish or Scandinavian) investors. The
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participation of United States and Asian invesiarsur euro-denominated issues is also below
expectations (to a large extent due to the weal)eur

Hungary, being a convergence country, certainlyahapecial position. Membership of
the European Union (EU) is expected in early of 20fhd of the EMU two years thereafter.
Thus according to this, admittedly, very optimisfarecast, by 2005 the euro will be our
domestic currency, and that has some additiondi¢atfpns also for the domestic market.

With the creation of the euro many European invsstiound that the room for
manoeuver within the euro zone was rather limigadi that they would have to look elsewhere
for diversification of their investments. As a senguence, the convergence countries
experienced a huge inflow of foreign capital inteit domestic bond and equity markets. The
typical maturity preference of these investors- y&ars, which makes it clear that they are the
so-called convergence players, who will move torteet group of EU-candidates as soon as the
first wave are admitted to the EU.

In this context it is important to realize, thatnaestic bonds owned by foreign investors
are by no means domestic debt. In fact these typksbilities may be very volatile and do not
bear the low-risk profile of the domestic debt. isTkeads us to an issue that will become
extremely important for debt managers in convergeoauntries. Is domestic debt free of
foreign exchange risk? To take an example, in d3nli999, Hungary issued a 10-year fixed-
rate HUF-denominated bond and almost simultanepashd-year fixed-rate euro-denominated
bond. If both are repaid in 2009, by which timengary will have become a member of the
EMU, which bond carries a higher foreign exchangle?

3. Implications of EMU member ship

It may seem premature to try to assess the immitsitof the euro as the domestic
currency of Hungary, but preparation for EMU mensbg might be very time-consuming. We
can consider the experience of smaller EMU memp&ustria and Portugal) or the next EMU
candidate (Greece) and make the following conchssio

With the redenomination of our domestic debt at finge of joining the EMU, our
financing needs in euro will suddenly increase fritv@ current 1.0-1.5 billion to 13-15 billion
euro per year. There are arguments that thisnwillbe a problem, as domestic investments will
also be made in euro instead of HUF, and Hungangsnbership in the euro zone itself will
attract additional euro-based investments. Wik tnight be true, it is obvious that, at the
same time, we shall loose a very significant phdus investor base.

On the one hand, domestic investors, who currdntjyHungarian government securities
because of the benchmark status, will have to nio®ie investments into bonds that serve as the
euro benchmarks. They might buy Republic of Hupgssues as credit products. On the other
hand, the so-called convergence players, as meatiabove, will also move to the next group of
potential EU members. Even investors who are coathte with the risk of the HUF-
denominated assets today will look for further agdeersification as soon as the HUF ceases to
exist. This may lead to a situation where the lafssertain groups of our current investor base
will not be compensated by the increase in the stments attracted by Hungary’'s EMU
membership.
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4. Preparing for EMU member ship

Whether these projections will prove to be corchot is difficult to predict. Certain
preparatory measures, however, can be taken. , kKirgirder to maintain, and, to the extent
possible, widen the existing investor base, we aw®ntinue to issue euro-denominated bonds.
These bonds should be of relatively long duratibat twill help us to avoid bunching of
redemptions around the date of Hungary’'s EMU-entijhis seems to be important, as the
duration of our domestic portfolio is still veryat, and about 60 per cent of the domestic debt
will mature within one year.

Second, further development of the institutionainiework for the distribution of our
bonds may also help, and the primary dealer systevnld also include investment banks that
are currently not incorporated in Hungary, but thave significant capacities in distributing
Hungarian papers.

Third, as investor diversification is key to anygeessful financing strategy, we shall put
more emphasis on investor education outside Eurdfide access to the United States and
Japanese capital markets might offer an alternativece of funding in case of turbulence in the
European market

Finally, a gradual decline in financing needs asoasequence of appropriate fiscal
policies and a decrease in the debt in real teriicartainly make the task of the public debt
managers a lot easier independently of the currehfiynd-raising.
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ASIAN DEVELOPMENT BANK'S EURO STRATEGY

JuliaHolz

1. Introduction

On 1 January 1999, the euro became the officiakogy for 11 European countries. How
did this affect the borrowers of the Asian Devel@mtnBank (ADB)? | will present a brief picture
of the ADB's euro strategy and the impact on ADBriwwers. The presentation is divided into
four parts: the first part describes the ADB, whe ave and what we do; the second discusses the
euro and its impact; the third describes ADB’s estmategy; and finally, the results of that
strategy.

2. Asian Development Bank

The ADB was established in 1966 and is how owne8&ynember countries, with all but
16 from the Asian and Pacific region. These 16 s are: Canada, the United States of
America and 14 countries in Europe. The ADB hashgadquarters in Manila, and it has 20
resident missions in the region, plus offices inr@ny and the United States. The mission of the
Bank is to foster social and economic developmethé region through financial assistance in the
form of direct equity investments, technical assise grants and loans. The largest assistance is
in the form of public sector loans and these cammftwo sources.

The main source of funds is from ordinary capitdaurces (OCR). The Bank borrows
funds for its ordinary operations from the capiterkets of the world. The interest rate on these
loans is typically between 6 and 7 per cent. Ttgomcurrencies borrowed and lent for OCR
loans are the yen, US dollar and Swiss franc. Ttmese is no euro impact on OCR lending. The
other source of loans is from the Asian Developmiéabhd (ADF), which carries a service
chargel/interest of 1 to 1.5 per cent and a repaywfeB2-40 years. ADF lending is intended for
the poorest member countries. The source of thesis is voluntary contributions from members
who contribute funds in their own convertible cmcies. It is these currencies, in turn, which are
lent to the poorest countries on concessional teffime ADB lends out these currencies on a pro-
rata basis. As a result, any loan may consistisgifuisements in up to 16 different currencies.
Now let us relate this back to the euro.

LOANS
as of 31 Dec. 1999

= Ordinary Capital Resources (OCR)
e $27.8 hillion outstanding
* 495 loans
* Borrowings

= Asian Development Fund (ADF)
« $15.5 billion outstanding
* 736 loans
* Contributions
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3. The euro

The European Union (EU) is made up of 15 countoésyhich 11 are currently members
of the new European Monetary Union (EMU), or eutocb Of these 11 countries that have
agreed to make the euro their official currencytstg in 1999, eight have contributed their own
currencies to the ADF. Thus, eight of the 16 awies disbursed as loans under ADF, belong to
the euro bloc.

We have seen that the euro mainly affects the AdaRg of the ADB because ADF donors
(including eight of the euro bloc countries) cadntite their own currencies for on- lending. These
same currencies must then be repaid. Let me nglaiexthe particular aspects of the euro which
formed the basis for the Bank’s strategy.

EMU Composition
European Union Economic and Monetary ADB Members
(EU) Members  Union (EMU) Members of the EMU

Austria Austria Austria
Belgium Belgium Belgium
Denmark

Finland Finland Finland
France France France
Germany Germany Germany
Greece

Ireland Ireland

Italy Italy Italy
Luxembourg Luxembourg

Netherlands Netherlands Netherlands
Portugal Portugal

Spain Spain Spain
Sweden

United Kingdom

There are three important features of the impath@feuro: a three-year transition period,
fixed exchange rates and no compulsion/no probibiti Regarding the transition period first,
during the three-year transition, period, payery mse the national currencies or the euro for
settlement of accounts. By June 2002, the legacyational currency units (NCU), will be
withdrawn from circulation and will no longer becapted as legal tender. The adoption of the
euro is, therefore, predictable and inevitable.

The second impact is a result of the fixed exckamages. There is no financial gain or loss
from converting NCU to euro at the beginning or ¢fiehe transition period. Why? Because the
exchange rates for each NCU to euro were fixed dslanuary 1999.

Fixed Conversion Rates

Austrian Schilling  13.7603 Irish Punt .7875p4
Belgium/Lux. Franc 40.3399 Italian Lira 1,936p7
Finnish Markka 5.94573 Neth. Guilder  2.20§71
French Franc 6.55957 Portug. Escudo 201482
German Mark 1.95583 Spanish Peseta 16§.386
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The third impact, which determines whether the eurthe NCU will be used to settle
accounts, is called "no compulsion/no prohibitioiThis means that the payer can neither be
forced to pay in euro nor prohibited from payinguro. The choice lies with the payers. Now let
us relate these three aspects to ADB strategy.

4. Euro Strategy

The ADB euro strategy offered borrowers the coneersption of eight NCU to one euro
currency to achieve the following benefits:

. To consolidate and simplify ADF borrowers' outstagdloan balances by reducing the
number of currencies on each loan;

. To minimize borrowers' transaction volume and eslafees for repayment settlement
through this consolidation; and

. To provide the technical services and expertis@B to implement the conversion on the

borrowers' behalf at the earliest opportunity (Ldanuary 1999).

The strategy was implemented through an awarersmspaign using letters, visits and
technical presentations. As a result of this feduand consistent effort, there was a 99 per cent
success rate of conversion. Of 26 borrowers, Bieated their acceptance of the ADB's offer to
consolidate their legacy currencies outstanding étro. The one borrower who did not respond
was Afghanistan, with two loans outstanding. SiAd@B only acted on the basis of positive
acceptance, this country's outstanding loans ithain in the various legacy currencies until
conversion is mandated in June 2002.

The strategy

» Offer borrowers a conversion option at the begigrafhthe transition period:
. To consolidate their account;
. To simplify their loan service payments; and
. To minimize the transaction fees.

Implementation Process

« Prepared conversion programs
e Sent letters on 31 July 1998
* Visited borrowers

¢ Organized technical sessions
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5. Results

I would like to close by noting some key successdis. It was not sufficient for ADB to
just state a euro strategy. This had to be treetsiato action. What was the action plan to abtai
acceptance of the conversion option from ADF boexs® ADF borrowers are diverse countries,
some quite remote and others newly establishedy wnisophisticated and highly bureaucratic
institutions. ADB has to take a proactive lead dad three lessons to share as key success
factors, which are applicable when introducing aew change:

» Start early. In the case of the euro strategy, the ADB statiesdplanning in May 1998;

* Involve stakeholdersADB did this through targeted visits, lettersl]dw-up communications,
and explanations to ADF borrowers of the benefitsasly conversion; and

* Provide technical supportThe ADF borrowers were devoting their resouraces strategy to
Y2K preparedness and did not have the budget ohtinean capital to dedicate to the euro
conversion. The ADB, therefore, used its own etiperand resources on the borrowers
behalf.

The Bank believes its early and proactive respdrasefacilitated debt settlement for its
borrowers and facilitated better debt management.
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INTERNATIONAL USE OF THE EURO ASA FINANCING CURRENCY

Ettore Dorrucci

This presentation on the implications of the adwainthe euro for debt managers will
focus on the track record of the euro asraernational financing currency, that is, a currency
used by private and official borrowers who residesmle the euro area.

First a few general remarks: by severing the tiaiil link between money and State
sovereignty, the euro has become one currencyddsy®ne central bank in an area of, for the
time being, 11 States. In this respect, they leee®me one economy — the euro area. Although
the single largest country in the euro area acsotort slightly more than 4 per cent of world
GDP, the euro area as a whole accounts for 15.&q@r This is less than the share of the
United States, at 20.8 per cent of world GDP, Mhdua twice that of Japan, at 7.4 per cent.
Moreover, the euro area has the highest share d wade, with a ratio of area-wide exports to
total world exports of 19.6 per cent, well aheadhef shares of both the United States and Japan,
at 15 per cent and 8.5 per cent respectively.

Given the weight of the euro area in the world eroyn and the legacy of the former
currencies of the euro area countries that have g#aced by the euro, it is no surprise that
euro is the second most widely used currency at the international level. In this regard, the stance
of the Eurosystem, consisting of the European @eBiank and the national central banks of the
euro area, is based on two basic principles. ,Fiate the internationalization of the euro is
mainly a market-driven process, the Eurosystem tadameutral stance, neither fostering nor
hindering the international use of its currencyec&d, the implications of the international role
of the euro for domestic monetary policy will noepent the Eurosystem from maintaining price
stability as its primary objective. Price stalilis also a key precondition for a currency to
develop an international role. It is a necesseguirement for investors outside the euro area to
be confident that their purchasing power will begarved over time, since price instability
constitutes one of the main factors which caus@axge-rate and asset-price volatility.

Although residents outside the euro area make Lifgeceuro for several other reasons
(e.g. payment, as a vehicle in currency exchangessiment, pegging, holding of foreign
reserves)irends in the international use of the Euro as a financing currency have been the most
significant development so far. This holds true for both international bank lidies and
international debt securities, but it is much mianpressive for the latter.

In the field of international debt securities isscg, in 1999 the euro was more widely
used than its legacy currencies up to 1998. Thierges from the database of the Bank for
International Settlements (BIS), which allows singl out the truly international (i.e. non-
domestic) component of issues denominated in ean@u(d 10 per cent of total euro issues).
According to this statistical source (see tableii)1999 euro-denominated gross issues of
money market instruments, bonds and notes by mgsideritside the euro area accounted for 28
per cent of total issues denominated in a curreticgr than that of the geographical area where
the borrower resides. By comparison, in 1998, ¢chembined share of the former national
currencies of the euro area and the European Guyrignit (ECU) was only 18 per cent of total
gross issuance. The euro’s growth was mainly atditriment of the US dollar, the share of
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which declined from 58 per cent to 48 per cent leetw1998 and 1999. The comparison is even

more favourable to the euro if one focuses on:

» shares calculated at constant exchange rates, tjigatepreciation of the euro;

» the bond and notes segment of the market, whed€98, the share of the euro (33 per cent)
was just slightly below the share of the US da(&# per cent).

Of course, one-off factors may partly explain texelopment of the euro in 1999: for
instance, some international issuers may haveatalibly postponed deals arranged in 1998 until
after the “changeover weekend”. However, intermatioissues in euro have been growing
continuously throughout the year. In the second d&all999, in particular, euro-denominated
bond issues have exceeded those in US dollarsabatinstant and current prices.

Tablel - Debt securities' issues denominated in a cusyrertber than that of the
geographical area where the borrower resides
TOTAL of which: EUR of which: USD
bn USD ___ bnUSD % oftot®  bnUSD % of tot'?
1998 Total 1027.1 181.1 18% 590.6 58%
Bonds and notes 618.8 143.7 23% 290.6 47%
Money market instruments 408.3 37.4 9% 300 13%
1999 Total 1182.5 329.1 28% 570.1 48%
Bonds and notes 709.2 232.8 33% 264.9 37%
Money market instruments 473.3 96.3 20% 305.2 4%

Source: Bank for International Settlements.
@
Percentage share at current exchanqe |

Besides one-off factors, other factors are theeefilely to have played a role. One of
these factors maye market expectations concerning the future devel opment of the domestic euro
area financial markets. The introduction of the euro, in fact, involvesragess of integration of
national financial markets of the euro area int@ega-wide single market, the size and liquidity
of which will exceed that of the constituent masketThis implies a reduction in transaction
costs and greater choice of financial instrumentsich make the euro attractive as both a
financing currency and a vehicle for portfolio disdication. A virtuous circle may therefore
develop — the increasing international use of tlm® @s an investment and financing currency
may feed back into the depth and breadth of Eusommestic financial markets, thus
encouraging further restructuring of the euro aréaancial system.

Evidence shows that the euro area money markdteiady highly integrated and liquid.
Significantly higher trading volumes in this marketve already led to lower bid-ask spreads for
very short-term maturities. Efforts to integratational securities markets and settlement
systems are under way. The euro is also leadicrgased to competition in the banking sector,
thus strengthening existing trends towards seezatitin. Securitized financial instruments are
easier to trade internationally. Furthermore, uhprecedented size of mergers and acquisitions
within the euro area is encouraging the developroérat large domestic market for corporate
bonds.

It should be acknowledged, however, that a nurbebstacles to the full integration of
the euro area’s financial markets still remain: asafe national fiscal policies lead to
discrepancies in credit and liquidity risk premiuatsoss the area; equity markets and securities
settlement systems are still segmented; and difte® in financial market conventions persist.
Hence, the short-term liquidity and efficiency gaiare smaller than a simple aggregation of
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national markets would suggest. Most of the padémfains will only materialize fully over
time.

I would like to conclude with some remarks abdwgtgeographical composition of euro-
denominated issuance of bonds outside the euro area. | will base my remarks on the data made
available by the European Commission, which cokergeriod from January 1999 to February
2000 (see chart 1).

First, during this period, around 75 per cent of noreearea bond issuance originated
from the industrialized countries, mainly other Edlintries (Denmark, Greece, Sweden and the
United Kingdom), which accounted for 44 per cerittodal issuance, and the United States (26
per cent). EU accession countries (10 per cend)Latin America (10 per cent) made up the
bulk of the remaining issues by developing coustard economies in transition.

Second, issues from industrialized countries stem maiilngm the corporate sector,
whilst those from emerging-market countries areicglty sovereign issues. Since the first
months of 1999, countries, such as the EU accessiontries, Brazil, Argentina, South Africa
and the Philippines, have launched euro issuedgmfisant amounts in order to reallocate
towards the euro the currency composition of tfeeiign debt.

Third, the geographical composition of euro-denominabedd issuance indirectly
mirrors the euro’s capability of acting as an amdiao many currencies in the so-called “Euro-
time zone”, which comprises non-euro-area counineBurope, as well as Mediterranean and
African countries. Out of 87 countries belongirg the euro-time zone, currently 36 are
somehow linking their currency to the euro (e.gotigh currency boards, pegs, crawling
fluctuation bands, and in the context of managedtiihg). In particular, Lithuania is the only
EU accession country that currently does not inwdlve euro in its exchange regime. It is
therefore no surprise that about 56 per cent ofewn-area bond issuance originates from the
Euro-time zone.

Chart 1

Euro-denominated bond markets: gross issues by borrowers residing outside the euro area

(January 1999 - February 2000; % of total issues outside the euro area)
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PREPARING FOR THE EURO IN THE PHILIPPINES

Cristina Orbeta

The impact of the euro on the Philippines is natipalarly significant considering only
about 1.2 per cent of the country’s liabilities denominated in euro. However, it has required
the same amount of preparation in terms of repgp@m in terms of introducing awareness about
the euro. And in this respect the Central Banlébtdffice was at the forefront of all of the
preparations for the euro. We were responsiblarfi@nging orientation seminars on the euro for
Central Bank officials, for banking system managerd for the public, and we issued several
news releases for the benefit of the public. W® adsued a circular letter, which outlines the
mechanics of the euro and the rules to be followid regard to the reports that would have to
be submitted by banks. We also sought to orieatpiliblic on the new format of our foreign
exchange bulletin.

Every day the Central Bank would issue a foreigohexge bulletin, which indicates the
conversion rate of all the currencies. There weredifications to this bulletin, because
previously, it would only indicate the conversiate of the currency to US dollars and to our
local currency, the peso. We therefore added a&natblumn — the conversion rate of each
currency to euro.

From the debt-monitoring standpoint, nothing hatbécamended in our system, because
it is already original-currency-based, but we d®hthe currency library to include the euro.
As for corporations, we notified them of the corsien and requested them to indicate to us
whether they had received notifications from theeditors, or the official conversion of their
liabilities to euro so that we could also effece tAppropriate changes in our own database.
Considerable effort was required for actually réipgr banking system liabilities, because their
reports were more balance-sheet-oriented and ntaretiged, also, they were denominated in
US dollars and converted from original currenciesUS dollars. Thus, there were some
modifications to the system that involved a chaingd&e reporting format to incorporate the euro
as a currency.

With regard to the accounting system, the Cent@hkBhad to maintain, and is still
maintaining, four records: one in original currenope in US dollars, one in pesos and one in
euro. Accounting and bookkeeping of our own olilages are somewhat complicated, butl think
it is also important that the Philippines is onela# first, if not the first, country to have issue
euro-denominated bonds in the market, in April 1999ior to that had been in the market for
foreign currency bonds, mainly United States capitarkets, but this was the first time that we
were issuing in the Euro market. And since we wbeefirst, it was difficult to analyse the
structure of the market — whether the market wesylito accept the amounts and the maturity.
We had problems in determining and assessing hewrilce would (take off) from the existing
United States bond market in terms of our own isgoe corresponding maturities. Thus there
were some difficulties in determining and sizing tng market. Although we had a lot of
experience in the United States market, we had stiffieulties in the Euro market. While we
welcomed the opportunity to extend our investorebas was also more difficult; when
promoting bonds in a new currency for the firstdjna number of questions are going to be
asked and there are concerns that are different fhmse that apply to United States investors.
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But bond issuance was successful, and from thaleenmed an additional experience that we
really need to tap the euro market as a sourcenalfifig on a continuing basis.

That was last year and there has not been any sse denominated in euro since then.
And, as far as | know, there is no intention to tia@ euromarket at this time (not even for the
purpose of realigning the Central Bank’s internagioreserves for instance). They have not
issued or adopted any policy concerning a morev@nd greater share for the euro as far as
international reserve realignment of currenciesiscerned.

In addition, since we had a lot of Paris Club gdiions, we wrote to the different Paris
Club creditors to advise us of the conversion @&irtbwn records so we could be consistent. | do
not think that most of the Paris Club creditors éhaonverted their own accounts to euro,
probably because some of the accounts are mathyir@p01; they, have therefore, chosen to
refine the obligations in legacy currency rathemttho make an effort to convert to the euro.
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INTERNATIONAL USE OF THE EURO ASA FINANCING CURRENCY

Ettore Dorrucci

This presentation on the implications of the adwainthe euro for debt managers will
focus on the track record of the euro asraernational financing currency, that is, a currency
used by private and official borrowers who residesmle the euro area.

First a few general remarks: by severing the tiaiil link between money and State
sovereignty, the euro has become one currencyddsy®ne central bank in an area of, for the
time being, 11 States. In this respect, they leee®me one economy — the euro area. Although
the single largest country in the euro area acsotort slightly more than 4 per cent of world
GDP, the euro area as a whole accounts for 15.&q@r This is less than the share of the
United States, at 20.8 per cent of world GDP, Mhdua twice that of Japan, at 7.4 per cent.
Moreover, the euro area has the highest share d wade, with a ratio of area-wide exports to
total world exports of 19.6 per cent, well aheadhef shares of both the United States and Japan,
at 15 per cent and 8.5 per cent respectively.

Given the weight of the euro area in the world eroyn and the legacy of the former
currencies of the euro area countries that have g#aced by the euro, it is no surprise that
euro is the second most widely used currency at the international level. In this regard, the stance
of the Eurosystem, consisting of the European @eBiank and the national central banks of the
euro area, is based on two basic principles. ,Fiate the internationalization of the euro is
mainly a market-driven process, the Eurosystem tadameutral stance, neither fostering nor
hindering the international use of its currencyec&d, the implications of the international role
of the euro for domestic monetary policy will noepent the Eurosystem from maintaining price
stability as its primary objective. Price stalilis also a key precondition for a currency to
develop an international role. It is a necesseguirement for investors outside the euro area to
be confident that their purchasing power will begarved over time, since price instability
constitutes one of the main factors which caus@axge-rate and asset-price volatility.

Although residents outside the euro area make Lifgeceuro for several other reasons
(e.g. payment, as a vehicle in currency exchangessiment, pegging, holding of foreign
reserves)irends in the international use of the Euro as a financing currency have been the most
significant development so far. This holds true for both international bank lidies and
international debt securities, but it is much mianpressive for the latter.

In the field of international debt securities isscg, in 1999 the euro was more widely
used than its legacy currencies up to 1998. Thierges from the database of the Bank for
International Settlements (BIS), which allows singl out the truly international (i.e. non-
domestic) component of issues denominated in ean@u(d 10 per cent of total euro issues).
According to this statistical source (see tableii)1999 euro-denominated gross issues of
money market instruments, bonds and notes by mgsideritside the euro area accounted for 28
per cent of total issues denominated in a curreticgr than that of the geographical area where
the borrower resides. By comparison, in 1998, ¢chembined share of the former national
currencies of the euro area and the European Guyrignit (ECU) was only 18 per cent of total
gross issuance. The euro’s growth was mainly atditriment of the US dollar, the share of
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which declined from 58 per cent to 48 per cent leetw1998 and 1999. The comparison is even

more favourable to the euro if one focuses on:

» shares calculated at constant exchange rates, tjigatepreciation of the euro;

» the bond and notes segment of the market, whed€98, the share of the euro (33 per cent)
was just slightly below the share of the US da(&# per cent).

Of course, one-off factors may partly explain texelopment of the euro in 1999: for
instance, some international issuers may haveatalibly postponed deals arranged in 1998 until
after the “changeover weekend”. However, intermatioissues in euro have been growing
continuously throughout the year. In the second d&all999, in particular, euro-denominated
bond issues have exceeded those in US dollarsabatinstant and current prices.

Tablel - Debt securities' issues denominated in a cusyrertber than that of the
geographical area where the borrower resides
TOTAL of which: EUR of which: USD
bn USD ___ bnUSD % oftot®  bnUSD % of tot'?
1998 Total 1027.1 181.1 18% 590.6 58%
Bonds and notes 618.8 143.7 23% 290.6 47%
Money market instruments 408.3 37.4 9% 300 13%
1999 Total 1182.5 329.1 28% 570.1 48%
Bonds and notes 709.2 232.8 33% 264.9 37%
Money market instruments 473.3 96.3 20% 305.2 4%

Source: Bank for International Settlements.
@
Percentage share at current exchanqe |

Besides one-off factors, other factors are theeefilely to have played a role. One of
these factors maye market expectations concerning the future devel opment of the domestic euro
area financial markets. The introduction of the euro, in fact, involvesragess of integration of
national financial markets of the euro area int@ega-wide single market, the size and liquidity
of which will exceed that of the constituent masketThis implies a reduction in transaction
costs and greater choice of financial instrumentsich make the euro attractive as both a
financing currency and a vehicle for portfolio disdication. A virtuous circle may therefore
develop — the increasing international use of tlm® @s an investment and financing currency
may feed back into the depth and breadth of Eusommestic financial markets, thus
encouraging further restructuring of the euro aréaancial system.

Evidence shows that the euro area money markdteiady highly integrated and liquid.
Significantly higher trading volumes in this marketve already led to lower bid-ask spreads for
very short-term maturities. Efforts to integratational securities markets and settlement
systems are under way. The euro is also leadicrgased to competition in the banking sector,
thus strengthening existing trends towards seezatitin. Securitized financial instruments are
easier to trade internationally. Furthermore, uhprecedented size of mergers and acquisitions
within the euro area is encouraging the developroérat large domestic market for corporate
bonds.

It should be acknowledged, however, that a nurbebstacles to the full integration of
the euro area’s financial markets still remain: asafe national fiscal policies lead to
discrepancies in credit and liquidity risk premiuatsoss the area; equity markets and securities
settlement systems are still segmented; and difte® in financial market conventions persist.
Hence, the short-term liquidity and efficiency gaiare smaller than a simple aggregation of
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national markets would suggest. Most of the padémfains will only materialize fully over
time.

I would like to conclude with some remarks abdwgtgeographical composition of euro-
denominated issuance of bonds outside the euro area. | will base my remarks on the data made
available by the European Commission, which cokergeriod from January 1999 to February
2000 (see chart 1).

First, during this period, around 75 per cent of noreearea bond issuance originated
from the industrialized countries, mainly other Edlintries (Denmark, Greece, Sweden and the
United Kingdom), which accounted for 44 per cerittodal issuance, and the United States (26
per cent). EU accession countries (10 per cend)Latin America (10 per cent) made up the
bulk of the remaining issues by developing coustard economies in transition.

Second, issues from industrialized countries stem maiilngm the corporate sector,
whilst those from emerging-market countries areicglty sovereign issues. Since the first
months of 1999, countries, such as the EU accessiontries, Brazil, Argentina, South Africa
and the Philippines, have launched euro issuedgmfisant amounts in order to reallocate
towards the euro the currency composition of tfeeiign debt.

Third, the geographical composition of euro-denominabedd issuance indirectly
mirrors the euro’s capability of acting as an amdiao many currencies in the so-called “Euro-
time zone”, which comprises non-euro-area counineBurope, as well as Mediterranean and
African countries. Out of 87 countries belongirg the euro-time zone, currently 36 are
somehow linking their currency to the euro (e.gotigh currency boards, pegs, crawling
fluctuation bands, and in the context of managedtiihg). In particular, Lithuania is the only
EU accession country that currently does not inwdlve euro in its exchange regime. It is
therefore no surprise that about 56 per cent ofewn-area bond issuance originates from the
Euro-time zone.

Chart 1

Euro-denominated bond markets: gross issues by borrowers residing outside the euro area

(January 1999 - February 2000; % of total issues outside the euro area)
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PANAMA - INVESTMENT GRADE POTENTIAL

Richard Fox

The aim of this presentation is to give a rating agency perspective on Panama and to
discuss credit ratings in general, and Fitch IBCA’s rating process in particular. Panama presents
an interesting case study. Fitch IBCA takes a positive view of Panama, having signalled that we
were thinking of upgrading the country to investment grade in February 2000. One of the
reasons for that decision is Panama’s very successful debt management strategy.

1. Introduction

Credit rating of emerging markets is a fairly recent development. For ourselves, even
though Fitch and IBCA, which merged in 1997, have been around for decades, we published our
first sovereign rating only six years ago, and our prospective partners, Duff and Phelps (with
whom a merger is due to be finalized soon), have been rating sovereigns only since 1997. But
we think there are advantages to that. Emerging markets are constantly changing and we think
that by being new, we are a bit more open minded. Latin America in particular — with a range of
very distinct economies and a spectrum of policy regimes — often challenges our way of thinking
about ratings. We therefore attach great importance to having a dialogue with our clients. When
we visited Panama in November 1999, there were some important policy debates going on, and
discussing these with the authorities certainly helped focus our mind.

Secondly, although the final product of the rating process is the rating, this is just our
opinion. Rating is as much an art as a science, and it is very difficult to summarize a whole
range of complex judgements on different aspects of a country’s political and economic make-up
in the familiar letter score (BB+ for Panama). Thus, as important as the rating is, so is our
explanation of why a country is rated where it is. Our reports are therefore very comprehensive.

This presentation looks at Panama against this investment grade yardstick, as a way of
explaining the reasons behind our decision to consider an upgrade. Without going into what
investment grade means, it is useful to review the implied default probabilities. Unfortunately,
the only long run of data refers to United States corporations. Here the ex post incidence of
default over 10 years at BB+, where Panama is now, is 15 per cent. At the lowest investment
grade (BBB-) level, it falls to 10 per cent. Investment grade does not, therefore, mean that
investors are certain to get their money back — not even AAA guarantees that — but the
probability of default is 5 per cent less. That is the hurdle Panama has to jump to achieve
investment grade status — it is significant, but not huge.

So what does an investment grade country look like?
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2. Fitch IBCA rating distribution

Of the 63 countries we rate, 43 are Fitch IBCA Rating distribution

investment grade and 20 are sub-investment
grade. So that is 43/63 or just over two thirds of

Investment Sub-investment

. . grade grade
our ratings at investment grade. All countries 43 20
High income 29 nil
The table divides countries into high Low/middle income 14 20
income (World Bank definition) — mainly the Latin America 2 6
. . g . . . Asia 3 2
industrialized countries, but it also includes Hong Europe 6 g
Kong (Ching) and Singapore and a.few Middle M. East/Africa 3 4
East countries — and the low-/middle-income
countries, more commonly called emerging
markets.

Two facts stand out: First, Latin America has the lowest proportion of investment grade
countries of any region — only two out of eight, namely Chile and Uruguay. That is a quarter
compared to about a half for the non-Latin American emerging markets. Secondly, over two
thirds of the investment grade countries (29/43) are high-income countries. Indeed, of the 29
high income countries we rate, none are below investment grade. That does not mean a country
has to be high income to be investment grade — there are 14 emerging markets which are
investment grade — but being high income certainly helps. This is partly because richer countries
can sustain a higher level of debt, and because high income levels tend to be associated with
more developed social and business infrastructure — better education and health systems, better
legal systems and basically better places to do business. So how does Latin America look in
terms of income?

3. Per capita gross national product

In order of declining creditworthiness,
we raFe as ﬁrst the two investment grade Per copita GNP
countries, Chile and Uruguay; then Panama, USD PPP, 1998
which we are reviewing for investment grade,
followed by Colombia, which only recently
lost its investment grade rating. Mexico,
Argentina and Peru are all at BB; Venezuela at
BB-; Brazil at B+, and finally, Ecuador is
currently in rescheduling negotiations. (For
comparison, dotted line shows the average for
the 12 countries in the BBB range, which is the
lowest investment grade range). A mixed bag
of Czech Republic, Egypt, Estonia, Greece, Hungary, the Republic of Korea, Latvia, Malaysia,
Poland, Thailand, Tunisia and Uruguay are in the BBB range, Chile is rated A, which is above
this comparator group.

Thus in Latin America we find that two investment grade countries have per capita
incomes higher than the BBB average, and at the other extreme, Ecuador is amongst the poorest.
But although the trend is clear, there are exceptions. Peru is just as poor as Ecuador, but is rated
higher. Mexico, Venezuela and especially Argentina all have per capita incomes higher than the
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BBB countries but are rated sub-investment grade. These exceptions remind us that the rating
process looks at a whole range of variables and these other variables, which are discussed later,
are what keeps Argentina, Venezuela and Mexico below what might be expected from just
looking at their relatively high per capita incomes, and which, by contrast, support the ratings of
Peru, despite its relatively low income. Panama comes out slightly poorer than the BBB
average. That does not preclude investment grade because there are a number of poorer
countries than Panama at investment grade, such as China and Egypt. But it does mean that we
look for a stronger performance in other areas to compensate.

Probably the most important consideration in the rating process is the strength of the
policy regime. Unfortunately, this is very difficult to measure. There are some specific
indicators, discussed later, but an alternative approach is to measure policy outcomes.

4. Inflation

Consistently low inflation tends to reflect a strong policy regime, and investment grade
countries generally have low inflation — 4 per cent on average for BBB countries. Thus the low
inflation of Chile and Uruguay is consistent with investment grade, and at the other extreme, it is
no coincidence that weaker credit-rated countries — Venezuela and Ecuador — have the highest —
inflation. But again there are outliers, such as Argentina, with the lowest inflation in the region,
and Mexico, which has the highest inflation among the stronger rated Latin American countries.

Panama does very well. As already

Inflation mentioned, Latin America often challenges
gl conventional rating wisdom, and Panama’s US
- dollar-based system is a good example. Panama
2 cannot print money as it has no central bank. It
40 . .

i has no monetary discretion and faces the
20- discipline of having to run a budget in line with
10 . .

5 = BB a available finance. This amounts to a very strong
e PSP e PP policy regime and certainly supports Panama’s

S S S

rating.

5. Per capita gross domestic product growth

Per capita GDP is the other major outcome variable we look at. In the past five years,
only Chile comes anywhere near to matching the growth performance of the BBB countries.
The Andean countries have performed very badly. That is partly because the past two to three
years have been very difficult due to falling
- Per capitaGDP growth commodity prices. But Peru has faced just as

%, annud average 1995-9 harsh an external environment, as has Chile. And
it should be remembered that these two also have
very good inflation records. Their experience
shows how important a strong policy regime is in
overcoming other handicaps. This is not to say
that Peru did not have a bad time during the Asian
crisis, but without its strong policy regime it could
have fared as badly as its Andean neighbours.
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Panama has been the third fastest growing country in the region over this period. We
would like it to be stronger, because that would bring its per capita income closer to that of the
investment grade peer group and help tackle some of its problems of poverty. Looking ahead,
we expect that to happen, as the increased investment in the Canal zone, since its reversion to
Panama, raises medium-term growth potential. However, that is not the main trigger for the

rating review. For that we have to look at the debt position.

6. Net external debt/exports

A country’s external debt burden, not
surprisingly, gets a high weight in the rating process.
We prefer to look at net debt, netting off official
reserves and banks’ foreign assets. We measure net
debt in relation to current external receipts, which
include merchandise exports, services and transfers.
Because external receipts are, for the country as a
whole, the main source of foreign currency for debt
service, this ratio is a key measure of external debt
sustainability. It increases along the rating spectrum,
from Chile, with one of the lowest ratios (close to the

BBB average), to the weakest credit ratings, Brazil and Ecuador, with the highest ratios. This
highlights the key constraint on Argentina’s rating, and, to a lesser extent, Uruguay and
Colombia. By contrast it reveals a key support for Panama, with the lowest net external debt
burden in Latin America and one that compares well with BBB countries.

Venezuela also do well on this criterion.

~ Net externd debt

% current externd receipts (CXR), end-1999
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There are two components to this ratio — debt and exports — discussed below.

7. Exports/GDP

Panama obviously stands out with regard to
this criterion. No other country in the region can
match the 50 per cent export/GDP ratio of the average
BBB country; even Chile and Mexico only manage
just over 30 per cent. A key reason why the
debt/export ratios of Argentina and Brazil are so high
is because their exports are barely 10 per cent of GDP.
Panama is slightly unusual because of the size of its
duty free zone, based on the Canal, which is similar to
Mexico’s maquiladora sector. And it is no coincidence
that these are the only two countries to have
significantly diversified into manufactured exports.

8. Commodity dependence

E xports /SDP
%, 1999

Manufactured exports constitute over 80 per cent of exports in both countries, which is

even better than the average BBB country. By contrast, the rest of the region still gets about

Mexico and
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threequarters of its exports from commodities, compared to only a third for the BBB countries.
Brazil is the only other country with reasonable diversification into manufactures. The problem
with commodity exports is that , an average, they do not grow as fast as manufactures and they
can be quite volatile from year to year. Thus manufactured exporters tend to be less vulnerable
to external shocks.

Commodity dependence The 90s — net externd debt
% exports, 1997 % CXR ™
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9. The 1990s: Net external debt

This figure shows how successful Mexico and Panama have been in reducing their debt
burden over the past decade. Peru has done even better, which is a testament to its economic
revival. Chile continues to make progress; Argentina and Ecuador have not done badly, but their
debt burdens are still very high. Brazil’s debt burden has increased, however, which shows that
a strong manufactured export base does not automatically reduce the debt burden. Traditionally,
sovereign risk analysis has looked at the external debt of a country as a whole — both public and
private sector. That is because, in a crisis all debt claims compete for the same scarce foreign
exchange. And this is often a source of misunderstanding between rating agencies and debt
managers, since the latter are obviously focused on public debt. But the Korean crisis showed
that even where a State has little debt of its own, private sector debt can bring the State to the
brink of default if official reserves are used to support private sector claims. However, this does
not mean that the specific position of the Government should be ignored. Sovereign risk is, after
all, about the payment capacity of a Government. The further the country is in the investment
grade spectrum, the less likely it is either to need or be willing to support corporates and banks
in the event of external shocks. So in investment grade countries we tend to attach more weight
to the position of the sovereign State.

10. External debt structure

Comparing the gross external debt burden of

E xternd debt structure a country as a whole with that of the Government, in
e some countries the distinction makes little difference
- — in Argentina, Peru and Venezuela for example, the
§§§ g sovereign is the biggest debtor. However, in Chile
= especially, but also in Uruguay and Panama, the
100 ﬂ private sector’s external debt is bigger than the
% : public sector’s. In Chile, it is the foreign-owned

\:@&”’:#"ioe‘é‘” P &é‘& <z°‘°°y“\° & ef‘" corporations, and in Uruguay and Panama it is

mainly non-resident deposits in offshore banks that
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we classify as external debt. But in these three countries, where private sector debt has been
stable despite external shocks, the rating attaches more weight to the relatively lower debt
burden of the Government.

Panama’s public external debt is second lowest in the region after Chile, and Mexico’s is
almost as low. But a big difference between Mexico and Panama is that Mexico’s banks are
much weaker than Panama’s. We can, therefore, be more relaxed about Panamanian banks’
external debt than we can about the debt of Mexican banks. Thus for Mexico, we continue to
attach more weight to the external debt of the country as a whole and less to the relatively low
public external debt. All the recent emerging-market crises — in Mexico, the Republic of Korea,
the Russian Federation and Brazil — have been triggered by short-term debt. Consequently,we
pay particularly close attention to this.

11. Short-term debt by debtor

This confirms that Uruguay’s and Panama’s

short-term debt is overwhelmingly non-resident bank = $hort-term externd debt structure

deposits. Indeed, for most countries, short-term debt is
mainly inter-bank deposits. We therefore spend a lot of
time analysing banking systems, and include a section
on the banking system in every sovereign report.

Argentina is a very useful case study, where
the authorities have worked very hard, since 1995, to e k‘@ « s
strengthen the banking system. And this paid off —
when, in contrast to the tequila crisis in Mexico, when
bank deposits fell by a third, last year they continued Short-term externd debt structure
to grow, despite the problems caused by Brazil’s e
devaluation. By contrast, in Brazil, the authorities had 50

40

to negotiate with international banks to keep inter- 3

30

bank lines rolling over. 20

Bank short-term debt i gL. - ML

is a much lower

. . . . c}\\z R e S 4;\"0 &S 19@\ (é.’\\ ,2‘6(
proportion of the total in Chile, Mexico, Peru and e e s
Venezuela. However, the reasons are different. In o e ey

Mexico, weak banks mean foreign banks are more

comfortable lending direct to corporations — particularly the big exporters; in Venezuela, private
sector external trade is very limited; in Chile, inter-corporate loans are more prevalent since the
internationalization of the private sector; and in Peru, with the banking system 80 per cent
dollarized, the need for external US dollar credit is limited.

Note that short-term government debt is generally very small. The tequila crisis saw to that.

12. Short-term external debt

In absolute terms, Mexico has the highest level of short-term debt, which we have been
watching very closely recently. This is because while short-term debt gets rolled over in normal
times, as soon as there is a crisis it causes problems, as we saw last year in Brazil. As mentioned
earlier, we are comfortable with the relatively high level of bank debt in Argentina, Panama and
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Short-term externd debt
% CXR, end-1999

250

= % CXR BBB mean

Uruguay. We are also getting more comfortable
with Mexico’s short-term debt. As we have seen,
most of it is corporate debt, held by exporters, and
the reason it is so high in absolute terms is because
Mexico’s trade is also high. We have a 25 per cent
rule of thumb for a comfortable level of short-term
debt in relation to trade and this also happens to be
the average in BBB countries too. Mexico’s short-
term debt has gradually fallen closer to this ratio and
is not that far off from Chile’s ratios.

This chart brings home the size of Panama’s and

Uruguay’s IBCAs in relation to their trade. And the high level of bank debt also swells the

ratios in Argentina and Brazil.

13. Debt service ratio

With regard to debt service ratio
(DSR), a traditional measure of sovereign
risk, there is quite a strong correlation
along the rating spectrum. Panama’s DSR
is as low as Chile’s and equal to the BBB
average. Mexico and Venezuela also have
relatively low DSRs for their rating level,
which supports their ratings. Splitting the
ratio into interest and principal one sees
that in the countries with higher DSRs,
Colombia, Argentina, Ecuador, and
especially Brazil — the problem tends to be

high amortization rather than high interest.

Debt service ratio
% CXR, 1999
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That is something an active debt management

strategy can help alleviate. Thus, a successful debt management strategy can certainly raise a

country’s rating. However, a problem with

14. External liquidity ratio

the DSR is that it only includes amortization of debt.

We have constructed a vulnerability measure that expresses international reserves,
including banks’ liquid foreign assets, as a ratio to all debt service, including short-term debt. A

100 per cent ratio means a country can pay

- Externd liquidity ratio*
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all its interest, amortization, and pay off all its short-
term debt in a year. That puts Panama and Peru in a
very comfortable position. But BBB countries have
an even higher ratio, of 150 per cent. Chile and
Venezuela do better still.  On the other hand,
Mexico, Brazil and Ecuador come out quite weak, at
just over 50 per cent.

As with any summary measure, this is only a
starting point. Just because a country has a weak
liquidity ratio does not mean it cannot be investment
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grade. Most developed countries have appalling liquidity ratios. That is because external
confidence is higher, so they do not need such high reserves as emerging markets. Ultimately, a
detailed analysis of the debt structure of the banks, corporations and the Government is a key
part of the rating process — and not a summary liquidity ratio or debt service ratio.

The next section takes a closer look at government debt, as it is sovereign debt that is
being rated, after all.

15. General government debt/GDP

This measure is one of those used in the Maastricht Treaty to judge the appropriateness
for entry into the euro area. General government includes local authorities but excludes public
enterprises; thus, although one may not be familiar with our numbers, they are comparable
across countries. Many Latin American Governments do better than the Maastricht criterion of
60 per cent. Many of them also match or come close to the 42 per cent average for BBB
countries. The exceptions are the weaker credit-rated countries — Brazil, Ecuador, Panama and
Venezuela. This is the first real weakness we have identified for Panama.

Note also the different proportions of
domestic and external debt.  Panama’s . Generd government debt/SDP
external public debt/GDP is one of the %, 1999
highest in the region. By contrast, in Chile, %

public debt is overwhelmingly domestic, a 8

Il External
] Domestic
- - Average BBB

result of its long standing pension reform 60
which has created a big domestic investor el — B B e
base. Investment grade countries can usually 2
finance themselves domestically. I

Elsewhere, only Brazil and Mexico have
higher domestic than external debt. Their
better access to domestic finance is important
for their foreign currency rating, but not for
their overall rating_because their domestic finance is fairly short term, especially in Brazil. This
contrasts with the situation in Argentina, which has hardly any short-term public debt. This is
because it makes more use of external finance, which is cheaper, with longer maturity and avoids
rollover risk. The downside is that it puts Argentina at the mercy of volatile foreign sentiment.

The scope for domestic finance is becoming a key issue, especially for Latin American
ratings. In Argentina and Mexico, for example, growing pension funds are gradually increasing
the scope for domestic finance.

I wish to emphasize the fact that it is Panama’s relatively high public debt burden that
has been the main constraint on its rating.

16. Public debt/revenue

Panama’s high public debt burden may not seem that high by European standards, but the
higher debt levels we see in Europe are more sustainable because they go alongside a higher tax
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base. This chart measures debt in relation to the
tax base, which is particularly relevant in
developing countries because there are often
weaknesses in collecting tax revenue.

- Public debtfevenue
%

There is a strong correlation along the
rating scale. Only Uruguay comes anywhere
near the BBB standard; Ecuador Mexico and

Panama come out with particularly high public
debt burdens.

17. Public debt interest/revenue

This comes out even stronger if you look
at interest on the public debt in relation to
revenue. So given this constraint on Panama’s
rating, obviously we are very interested when we
hear that the Government is contemplating a
major debt buyback.

18. Public debt/GDP

Generd government debt/GDP

This chart shows the possible impact on ol
the public debt ratio of Panama’s proposed " [ it ofbuyback
buyback; this could fall by around 20 per cent of ° B Domeste
GDP, bringing it below 50 per cent of GDP — to EE
the sort of level seen in most of the rest of the .
region, and not far short of the BBB average. ﬂ i I :
& &QS"'&\Q é\o‘io\oép\ 4 e?"(; &<@& ‘2"};&;19@\0 0"&\@0&60‘

19. Public bonded debt

Since it is sovereign bonds we are rating, there is an impact here too — public bonded
external debt would fall from 35 per cent of GDP to less than 15 per cent of GDP, which will be
one of the lowest in the region. However, there is no magic level of debt that triggers an
investment grade rating. Brazil, Colombia and Peru already have lower debt on this measure
than Panama will have. But because, in Fitch IBCA’s view, the debt level is the only major
constraint on Panama’s rating, in combination

Wlth other' factors, which might support an even Bkl b o
higher rating, we feel comfortable proposing the % GDP
upgrade, provided the buyback goes ahead.

But we would also expect Panama to 2
pursue policies that stabilize the debt burden at the .
new lower level. The buyback proposal has
stimulated an important debate about the
appropriate use of the proceeds from privatization.
We treat privatization receipts as a financing item
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rather than as a revenue item; therefore, we would be concerned if privatization proceeds were
used to finance current spending, simply because privatization receipts are non-recurring. If we
thought current spending was rising to unsustainable levels, then, obviously, that would be
negative for the rating. The beauty of debt reduction, of course, is that it brings a permanent
reduction in interest payments.

20. Budget deficit

We have been impressed by the progress
made by the new Government of Panama in
reducing the budget deficit. These figures again
are for the general government, and so are on a 12
comparable basis, but not necessarily those most i
familiar to you. Brazil’s high budget deficit has Z
long been its Achilles heel; Colombia’s deficit is a
one of the reasons it is no longer investment : H i I i [ |
grade. By contrast, Panama’s deficit is one of b
the lowest in the region. However, it should be
borne in mind that the deficits of Chile and Peru
have been swelled by recession. Panama has been less hard hit by the regional crisis and so has

not been under so much fiscal pressure. Its deficit has been more prone to political cycles, and
we would hope that, in future, fiscal policy will be set in a more medium-term framework.

B udget deficit 1999
% GDP, generd government

21. Savings ratio

“Savings ratio
% GDP, 1999
Obviously public savings can make an "
important contribution to overall savings in a 2
region where saving ratios have traditionally been 20
weak. Again, Panama scores well; only Chile and .

Panama beat the 24 per cent average for BBB 5
countries. Higher domestic savings reduce the
reliance on foreign savings.

22. External market finance

Finally, looking at dependence on private
external market finance is a way of judging E xternd market finance
countries’ vulnerability to loss of market access. % GDP, 1996
This indicator is the current account deficit, plus
amortization payments by all sectors, less foreign
direct investment (FDI) and credit from official

C=HNWLAOIN®

sources (fairly stable). What remains is
borroyvmg . from banks, bond markets and & @@»"“ 27 ﬁp @{&‘” & f & &
suppliers (i.e. external market finance). The g ¥ - i

figures are for 1998, which is deliberate, to
measure vulnerability going into the Russian and —
Brazilian crises. Excluding Chile, where the
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current account deficit was swelled by an unusual combination of overheating and low copper
prices, the stronger credit ratings, as for Panama and Uruguay, are less vulnerable to disrupted
access to external credit. Other things being equal, that would be reflected in a higher rating,
whilst the higher vulnerability of, say, Argentina would be reflected in a lower rating. But it is
important to distinguish between a “lower rating”, reflecting vulnerability to loss of market
access, and a rating which moves around with market mood swings. Our ratings are not cyclical,
and have changed very little despite waves of pessimism and optimism in the markets.

23. Conclusion

I have outlined the reasons for our decision to review Panama for investment grade and
in so doing, I have identified some of the key variables we look at. There are others, more
subjective ones, which are difficult to measure. These include the strength of the policy regime;
the strength of institutions, administrative capacity, business climate, and last, but not least, debt
management policy. All of these variables can change and can change in opposite directions. A
rating change is usually the result of a critical mass of changes in several indicators in a
particular direction. It is unusual for a specific event to trigger a rating change as it may do in
Panama. But this is because, as I hope is clear from my presentation, the debt burden is the main
constraint and is something that may change significantly, assuming the proposed buy-back goes
ahead. Thereafter, the key to maintaining the rating will be maintaining a sound policy regime.
In the case of Panama, because of its unique monetary arrangement, that boils down to fiscal
policy — maintaining a sensible budget, over the medium term, that stabilizes the prospective
lower debt burden. If we were not confident of that, we would not be contemplating an upgrade.
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SECURITIESISSUANCE ON THE EUROPEAN UNION MARKET:
OPPORTUNITIES AND CHALLENGES

Erkki Vehkamaki

1. Introduction

The introduction of the euro — which meant thetaaled transfer of monetary power
from the member States of the European Union (BlUhé¢ European level — was a significant
event in the recent history of Europe. Europe&egrration was founded on the strong desire of
post-war Europe to sweep away nationalist tensiofise continuing problems in the Balkans
remind us that peace cannot be taken for granted.

Today, goods and capital can move as freely betd#émember countries as they can
anywhere in the United States of America. Europemmetary Union (EMU) is the natural
result of this economic integration process, whitterwise would not be sustainable.

_ |r_1 this  context, _the LISTED SHARES IN FINLAND: TOTAL MARKET
integration of the securities CAPITALIZATION AND NON-RESIDENTS' HOLDING ™
systems' infrastructure will be on ket coptalaton f non retdets oldngs (efhand scale)
Of the most |mp0rtant elements | Market capitalizat‘iorll cflnon—(esidenls' heldings as a percentage of

3 . 400 total market capitalization (right-hand scale) a0
supporting a single of the EUR bilion %
European financial market, and it~ 3% 0
as a result, a necessa 3 60
contribution to the Europear 2o A, | 50
project. The project will not be 40
an easy one, but it will M| o
substantially increase competitio . L] .

between the players on th

’ . . il
financial market, which only a * l °

few decades ago was tightl DS e woor e e oon
controlled by the authorities. O e ewen Pavite Fosco e
Figure 1

2. Changesin the market

In Helsinki, Finland, the most notable changeshim $ecurities market have taken place
on the equities side, as shown in Figure 1. Thetdtearly shows that, at least from Finland's
point of view, the market has become extremelyrirettonal. Non-residents hold almost 70 per
cent of the total shares of Finnish enterprisesirifig the period from early 1996 to end 1999,
not only has the market capitalization jumped, toatling volumes have also increased in the
same proportion.
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However, this development cang )

only partly be explained by the creation o “§# N - -

a single currency. The Finnish econom &= GDP GROWTH
has boomed following a deep recession
the early 1990s. Annual average GD
growth (Figure 2) has, for many years
been over 4 per cent, and in some years
has been close to 6 per cent. The GDP g
capita has increased from US$ 19, 000
well over US$ 22, 000.

The success of Nokia Corporatio
has probably been one of the key facto
in attracting new investors to the Finnis
equities market. Other factors, such as
privatization of some State- owned
companies and mergers between Finnish
and Swedish corporations, have also_
contributed to this growth. Finland's ®&, ¢ Py
membership of the EU and EM has als 'GOVERNMENT DEBT
played an important role, as it has give
Finland the necessary creditworthines
and increased outsider’s general kno
ledge about the Finnish economy.

1994 1295 1996 1997 1998 198" 2000
i ] “forecast

Figure 2

If we look at how the public debt
has developed, the picture is not as rosy =
yet, amazingly, the stock has begun t¢ - ]
melt down in recent years. This has le¢ = BTEEE RN
to rather good liquidity on the market,| = :
and because State finances are in goc
shape, the bond market has not grow
any further.

3 199 1995 9% 1997 1998 1999
2 Winforeign currency semin EMU currencies

Figure

Although the new euromarket is
still evolving rapidly, some observations Bond market volume in Helsinki, in millions of euros
can already be made. The euro has
multiplied investors’ opportunities to sooo
diversify their portfolios, as investments ™
throughout the euro area are free from ™
exchange rate risks. Investors can now,,,, .
buy government bonds or other securitieSo o |
denominated in the same currency in all*®
11 EMU countries. In 1999, the European "’
market witnessed a significant growth in b s s v s o s s mom s 5o
corporate bond issues, a phenomenonE;ﬁZ:}iiiZi:ﬁ e b on o [ i B [0S [ v [
which is expected to continue. The
average size of bond issues since the
launch of the euro has considerably increased. sHmee phenomenon has been observed for
trades in the money market in general, althoughmBtnland.

Feb Mar Apr May

Figure ¢
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Average size of trade, bonds The total amount of issues of euro-
denominated bonds in Europe accounted
for about 50 per cent of the total issues in
the first quarter of 1999. This was more
than the total amount of dollar-
denominated bonds. For the former
European currencies, the share of bonds
accounted for only 24 per cent of the total.
In many European countries the re-
denomination of existing bonds into euro
has probably been the primary reason
behind the development of this market.

Because of these developments, the issuers are facwg increased competition.
Liquidity of instruments seems to play an importaoke and is also a major reason for a
significant increase in the size
of new issues. Almost 10

WLOHG'TERM INTEREST RATES ¥» times as many issues with a
-0 mascafos  total value of over two billion
% euros took place in 1999
M . compared to 1997. For a
*‘"‘l?}‘.*f.-_:-ﬁ{ ﬁ’l == relatively small borrower, it
9 s& P < might be necessary, in order to
8 —% ensure liquidity, to offer to
T *\‘-\J[f'\ L swap less liquid small bond
mv\u/ GERWANY N\~ N issues with other larger and
ol ] H\_\ J more interesting issues. As far
i XS as government bonds are
@ = concerned, the competition to

4983 184 196 196 1o 1me 1990 obtain benchmark status, is
e keener than before, and
depends on the duration of the

Figure 6 issues. Liquidity has always

been important, but the launch
of the euro gave it added significance. Poor tdyiis also costly in terms of interest. Besides
liquidity, it is also important to emphasize theeddor marketing, unless the borrower is widely

known, as on a large market small issuers areydasgotten.

3. Thesupportinginfrastructure

Though rapid development in the bond market has be&lent, private bond and equities
markets in Europe are still fairly fragmented. fehare still 20 - 30 exchanges and “national”
securities settlement systems left in Europe, oholy two international central securities
depositories (CSDs), namely Euroclear and Cedehe Wword “national” should be put in
guotation marks because a number of them are prigat profit seeking corporations and
because there is often more than one CSD and amaege in a country. In Spain, for example,
there have been, at least until recently, six CSDs.
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The solutions in different countries vary considdya The systems operate under
different conditions, laws, regulations and sumgori. Market conditions also differ. Some
CSD’s have a monopoly in their country. Howevgpidally they are very tightly controlled by
local banks or brokerage companies, which sometgaeshem as competitors or even a threat.

The euro is rapidly changing the European finanaiadiscape. A common feature of the
securities market infrastructure providers is theiss-border competition has become more
obvious. Current trends include financial deregoig alliance arrangements and technological
developments that facilitate market access. Thimeelopments imply that location will
gradually cease to be important. With continuigglameration development, some specialized
centres might survive in competition against thgomaentres, which, in all probability, will
anyhow attract the majority of trading volumes. rtRer centralization is, however, going to
happen and networking effects can only postpong&liis trend is clearly suggested in a study by
KPMG. According to the study, some 23 per cenintérnational banks have centralized their
back offices, and an additional 50 per cent platiaso.

From the regulatory standpoint, current marketslkegion has removed barriers between
markets with implementation of the Investment Smrirective (ISD) and the codes on free
movement of capital of the Organisation for Ecoro@o-operation and Development (OECD).
The primary effect of the ISD on market infrastiuret can be seen in equity and derivative
markets, where the role of exchanges has beerfisarii In the bond markets, trades have been
executed on an over-the-counter (OTC) basis. Eoerslary market now functions within a
competitive regulatory structure. The requestedises could, to a large extent, be provided via
electronic networks. On the primary market, howevre order to be successful, contact with
investors cannot be avoided.

The development of service providing infrastructhess so far been in the hands of the
service providers themselves. Because of thigrpss has been slow, and only some alliances
have been formed: (i ) between the nine exchamg&ermany; (ii) between the exchanges of
Oslo, Copenhagen and Stockholm in the Scandinaoantries, (iii) between the exchanges in
the Benelux countries and France; and (iv) the ¥aystem, including exchanges from Austria,
Germany and Finland. These arrangements are ndesoperational. As mentioned earlier,
the alliances are formed on the conditions accepyatie exchanges. However, it seems obvious
that much closer cooperation is to be expected.mdfor banks are centralizing their own
operations, they are unlikely to accept a situaiiowhich they are forced to be in contact with
several exchanges.

A similar development is obvious with regard to @entral Securities Depositories. The
CSDs formed an association in 1978 which is expetdesolve the technical problems created
by cross border trading and securities settlenTdr.driving force behind this development was,
however, the European Central Bank (ECB) and natrket forces”. The ECB’s predecessor,
the European Monetary Institute (EMI), publisheaenistandards for the use of securities
settlement systems. The ECB’s/[EMI’s goal was tdlifate the use of adequate collateral in the
credit and monetary policy operations of the natiarentral banks that form the Eurosystem,
which is the European version of the Federal Resseygtem. These standards give advice on
settling legal, custodial, operational risk managetmand disclosure issues. They also cover
issues such as regulation, and use of central ipamiey.

The Eurosystem has created a unique list of edgitssets, divided into two tiers. Tier
one assets are the most liquid and marketablele war two assets are non-marketable and more
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domestically oriented. Given the principle of egtraatment between banks located in the
different European countries, the ECB decided tih laalhere to the principle of uniqueness of
the list and to accept the cross-border use oatashl.

What is more, in response to ECB requirements, Eoeopean Central Securities
Depositories Association (ECSDA) was establisheih whe purpose of strengthening co-
operation between the European CSDs. In March,118@8ECSDA published its first report on
collateral management for the credit and monetaficy operations in the Eurosystem. The
report presented a model for cross-border, frepagfnent transfers of securities that are to be
used as collateral in credit operations betweeditcnastitutions and central banks outside the
country of issuing. ECSDA members are currentlpleamenting the recommendations offered
in the report. For example, the Finnish CentralUBiies Depository has established links with
Frankfurt, Paris and Amsterdam.

The next step in the ECSDA's development is toesidand respond to the needs of the
private sector participants in an environment wheeoss-border securities trades have increased
remarkably in recent years. In particular, the B831as to provide a safe and efficient solution
for settling cross-border transactions, based divedg versus payment (DVP). The solution
must comprise transactions that are the resulver-the-counter trading (OTC transactions) and
trading at an electronic exchange (exchange trdongag.

The ultimate goal is to create a network of CSD#is would provide domestic issuers
access to the larger European market without tleel ne be in contact with markets in other
countries. In fact, this has already become atyealnhong issuers in those countries that have
established links according to the ECSDA’s reconaaéions. The links developed from
Finland have quite successfully been used to bathster foreign bonds to Finland and to
transfer Finnish bonds to other countries. Thedlitso take care of redemptions, interest
payments and transmission of some market informatial market events.

%" GOVERNMENTANDEURO &I
g MARKETS e
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Figure 7
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Plans for competitive alternatives to the netwddoaxist. Cedel and Deutsche Borse
have agreed to create the European Clearing Housk Euroclear invited national CSDs to
participate in its hub and spokes model. In than8mavian countries, the CSDs are seeking
cooperation,and a plan to create a joint CSD ajremdsts. From the issuer’s point of view,
these links or hubs do not take away the need taahthe new, and the old, issues of bonds or
other instruments. However, thanks to the links, issuers and investors do not have to worry
about legal differences, payments and other pictiatters. Instruments issued in the home
country can, with the help of these links or othiure arrangements, be made available in other
countries for trading and for use as collaterahe Tinks also facilitate the diversification of the
borrowing portfolio; and nothing; prevents issuétsn outside the euro area from benefiting
from these links and getting their debt instrumemsultaneously on all major European markets
after having issued them in one of the membeeStat the euro area.
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FROM THE PARIS CLUB TO THE CAPITAL MARKETS:
PANAMA'S SUCCESS STORY

Aracelly Mendez

1. How it all started.

In the early 1980s, many countries, including Pamasnffered from a shortage of funds,
which led them to seek additional borrowings, thgrereating a problem. Furthermore, since
much of the borrowing was done at floating interas¢s, when rates began to rise, this further
hindered the capacity of these countries to setthie debt obligations. Eventually, commercial
banks refused to continue lending, and in Augus82]19Mexico declared a temporary
moratorium on its debt payments. Soon afterwaadyther developing countries followed suit,
an international debt crisis erupted. This resulte many commercial banks being left with
large amounts of defaulted syndicated loans wiiely tvere not able to write off even partially
due to their large exposure and their limited ciase.

Starting in 1987, many banks began to set asidwes against their exposure to least
developed countries (LDC), and were then able atsese loans at a discount. In order to find
a solution to the debt crisis, many debt reliefifalas were implemented:

* Debt buybacks;

» Swapping loans for exit bonds; and

« Converting of loans into local currency for equityestment, including in newly privatized
enterprises.

Finally in 1989, the then Secretary of the Treasltigholas Brady, announced a new
coordinated restructuring plan. The so-called Briathn offered official credit in return for the
implementation of IMF-sanctioned structural reforni@ebtor countries were required to make
fundamental changes, which would foster investnagt internal savings, and promote capital
repatriation. At the same time, the official cteafi the Brady Plan would be used to help reduce
debt levels through Paris Club restructuring areliisuance of a new class of securities, thus
enhancing the creditworthiness of the debtor caestrin other words, the Brady Plan required
countries to establish an IMF-sanctioned stabitimaplan and negotiate its Paris Club debt prior
to renegotiating its commercial bank debt. Furtime, the plan required banks and debtor
countries to resolve or negotiate arrears in istgpayments.

The Brady Plan recognized that the problem of dmieh country debt was one of
creditworthiness and liquidity. Therefore, onelw# fundamental tenets of the new plan was the
provision of guarantees for new securities that ld/dne exchanged for the existing commercial
bank loans. In the process much of the creditwiak transferred from the commercial banks to
the multilateral lending agencies. In contrasth® Baker Plan, the Brady Plan focused more on
obtaining debt reductions than on providing newditse and very flexible debt reduction
mechanisms were negotiated on a case-by-case Hdsy.also were allowed to take the form of
buybacks, swaps for new instruments and debt-eguigps. The World Bank and IMF agreed
to set aside 25 per cent of their funds for deftroeturing programmes. Finally, several creditor
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countries agreed to make changes to their domleste in order to facilitate the reduction of
debt levels.

2. The story of Panama

In 1987, Panama ceased payments of its externa| aslnlting in interest accruing and
the debt stock climbing, from US$ 3.8 billion aetbnd of 1987 to US$ 5.8 in 1991; the country
was declared ineligible for new financing by théemational finance institutions, including the
World Bank and the Inter-American Development BADIB).

In 1990, Panama initiated the process to normékzeelations with its foreign creditors.
In 1992, its defaulted bilateral debt of US$ 18dlioni was rescheduled under Paris Club
agreements. At the same time, the country enteateda standby agreement with the IMF and
contracted loans with the World Bank and the IDHitance the economic development plan
proposed by the Government.

In 1995, the country began negotiations with itsmoeercial banks creditors. The debt
stock owed to commercial banks was US$ 3.9 billiocluding US$ 1.9 billion of arrears in
interest payments. Creditor banks were provideth véi menu of three options for the
restructuring of commercial debt, under the BrathnP This set of options allowed banks to
exchange loans for a series of new sovereign boBdsks could either exchange the original
face value of the loans for new 30-year par boihds$ paid fixed (but below market) interest
rates. Otherwise, the banks could exchange tlm@ulded amount of the loans, at 45 per cent
discount, for new 30-year bonds that paid a fleptimerest rate based on the London Inter-Bank
Offered Rate (LIBOR) plus 13/16th, or exchangedhginal face value of the loans for new 18-
year bonds that paid fixed, below market interas¢s for a 7-year period, and then a floating
interest rate of LIBOR plus 13/16th.

Bank or creditor preferences were not only contimiggoon institutional constraints, such
as whether they would be penalized for acceptisbaap discount of the face value of the loan,
but also on what the outlook was for future interases. For example, institutions expecting a
decline in interest rates would tend choose thedfirate option because the value of their bonds
would increase as global interest rates

UD A" declined and prices of fixed-rate

The "Rise” of the Braqy Market securities increased. Those institutions
Couhtry Issue Date Billions of US Dollars expecting an increase in global interest
X0 cn Moy, 1500 2o rates, however, would prefer to lock
Venezuela December, 1990 14.60 into floating-rate instruments in order
Uruguay February, 1991 1.10 : :

Nigeria January, 1062 510 to obtain rate protection.

Philippines December, 1992 3.40

froentina pprl 1993 s 2020 Finally, on 17 in July 1996, the
Brasil April, 1994 40.90 country issued US$ 3.2 billion worth
Bulgaria July, 1994 5.10 H i

Dominican Republic ~ August, 1994 0.50 of Brady bor_]ds’ with an eStImat_e(_j net
Poland October, 1994 8.00 debt reduction of US$ 1.2 bhillion.
g;zzgfaf jjgf”f;gélg% g;g During that same year, under the San
Peru March, 1997 4.90 José Accord, the country also
Vietnam March, 1997 0.90 cancelled its arrears with Mexico and
| 1997 4. .

ory Coast June. 199 % Venezuela, which totalled US$ 307
\Y

Total 151.30 m||I|on
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After successfully closing its Brady deal, Panamasadered increasing its presence in the
capital markets and further reducing its debt aebt dervice levels. The Brady deal signalled
Panama’s re-entry into these markets. Since th@topwas in the process of implementing
several structural market-oriented reforms, investoisk perception of Panama improved
significantly. In early 1997, Standard & Poor'sdabloody’s gave Panama a BB+/Bal credit
rating.

It was clear for the economic team at the MinisifyfEconomy and Finance, that debt
management has become increasingly complex withgkbigalization of the world economy,
exacerbated by liberalization of the capital maskabd large-scale capital flows. The team
realized that there was a need to develop the posiapacity to manage risks associated with
increased currency and interest rate volatiliteessyvell as liquidity risk. Without a formal public
sector debt management scheme to identify, quaatiiymanage financial risk, a debt problem
can easily turn into a major macroeconomic cridisPanama, the debt management objectives
sought to:

. Maintain government solvency;

. Avoid seemingly cheap but high-risk debt;

. Issue debt that does not lead to sudden increasiebi costs or a need to refinance large
volumes in short periods;

. Suggest long maturity, fixed rate, US dollar bo(ldgal tender in Panama since 1904);

. Smooth debt servicing over time;

. Assist in developing domestic bond markets, whidubld reduce the vulnerability of
private sector borrowers; and

. Manage the risks of contingent liabilities, whiclanclead to sudden increases in

government debt.

These objectives were implemented when the cowecyded to take advantage of the
complexity in valuation of the Brady bonds. Th@mplexity derives from the fact that these
bonds are hybrid instruments and their valuatiolbased on an analysis of the three basic
components: the United States Treasury zero-coygimtipal guarantee, the rolling interest
guarantee (RIG) and the pure, unenhanced soversign Because of this, Brady bonds offer
higher spreads when compared to non-Brady bondisecame duration, giving an opportunity
to:

. Capture the arbitrage between the Brady markedyiahd the international bond market
funding levels;

. Eliminate artificially high-yielding, inefficientistruments from the yield curve;

. Reduce outstanding nominal amount of debt, whigbrawes credit ratios;

. Reduce current debt service, and, therefore, reclucent financing needs;

. Replace floating rate Brady bonds with fixed-ratstiuments, which eliminates exposure
to rising interest rates;

. Extend the maturity profile; and

. Widen distribution and improve secondary markatitiity of benchmarks.

In trying to take advantage of this opportunityn®aa issued its inaugural five-year
Eurobond on 13 February 1997. This issue was dereil one of the most successful for a
BB+/Bal country since the 1982 debt crisis. Thsiéswas oversubscribed by more than three
times and paid a lower spread than the United Stateasury benchmark. The main purpose of
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£

the issue was to fund a series
open market buy-back operations tf Qutbreak of “Inaugural” Eurobond Issueg
retire and cancel collateralizeg
Brady bonds due to their
“cheapness” relative to the new
issue. During a period of two

U7

Amount Spread Maturity
(US$ MM) (bp) (years)

[ Jamaica Jul-97 200 345 10

months, US$ 505 million at facel . ., Apr-97 500 470 c
value in Brady bonds were retired - Mar-97 200 73 5
using only 79 per cent of the newW .., Feb-97 300 80 5
issue, with real cash flow savings o Panama Feb-97 500 175 5
US$ 77 million. Khazakstan —Dec-96 200 350 3
Russia Nov-96 1,000 345 5

To take further advantage of  govenia Aug-96 305 58 5

the arbitrage between Brady bond | donesia Jul-96 400 100 10

and the international bond market
in September of the same year,

Panama offered to exchange Brady bonds for a nelablbond maturing in the year 2027.
Submitted offers amounted to US$ 600 million, fdrieth US$ 713 at face value in Brady bonds
were exchanged. An offering for cash was also nfad¢he new bond, raising an additional
US$ 100 million. This additional cash was useccéocel the debt of the commercial bank
creditors that decided not to participate in thehexge of the Brady bonds. This operation
resulted in real savings of US$ 30 million.

Market conditions deteriorated drastically in 1988owing the Asian and Russian crises,
and the devaluation in Brazil. Consequently, tiveas a rapid reduction in the expected benefits
of any open market operation. That called fonalheation of tactics and so the country focused
on optimizing its indebtedness by,

. Reducing vulnerability to swings in portfolio flows
. Lengthening maturity;
. Maximizing secondary market liquidity and monetgwolatility.

In that sense, Panama entered a reverse repoiopeaxaiock in the prices of the Brady
bonds it intended to cancel and to adopt the pafaysing a portion of every new issue to retire
debt from the secondary markets, thereby minimizivgy budgetary impact of the new issues.
The refinancing risk has been minimized by extegdihe duration of the debt portfolio.
Whenever the market conditions have prevented $Baance of long maturity bonds, the
decision has been to maintain at least a two-yeaiogh between maturity dates, to further
minimize refinancing risks. Following this printdp Panama issued a US$ 300 million 10-year
Yankee bond in 1998 and a US$ 500 million 30-yelab@&@ bond in 1999 to fund the budget and
to further retire Brady bonds from the markets.

Recently, the Government favours the use of thelduteposited in the Trust Fund for
Development (established in 1995) to retire alt®butstanding Brady debt, in order to:

* Generate savings to finance high priority investopgngrammes;

» Maintain fiscal discipline consistent with econoraitd financial goals;
* Invest US$ 2.1 billion during 2001-2004;

» Generate an increase in the overall surpluses; and

» Obtain investment grade status from rating agencies
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THE ROLE OF INTEGRATED FINANCIAL MANAGEMENT SYSTEMS
IN PREVENTING FRAUD

Jim Wesberry

1. Introduction

There are two major governance eruptions thatssng in the twenty-first century: the
“Corruption Eruption,” so named by Moises Naim gair the last decade, and the “Anti-
Corruption Eruption,” the former’s logical counteraction, as citizens across the planet
repudiate and reject growing fraud and corruptiongovernment. Historically, since the
beginning of recorded civilization, fraud and cgtion have erupted cyclically, to then be
counteracted by citizens aroused to reform tho$ectiein the prevailing governmental system
that permitted the first eruption. At times therroption-reform eruptions have involved
revolutionary changes in the form of governance.

The present fight against global organized crime @rruption, the twin eruptions of our
era, has already been described by United Statest@eJohn Kerry, as the Third World War.
Professionally qualified financial managers strgnglupported by top management are
indispensable soldiers in the global fight agafreatd and corruption in government.

One of the most powerful, yet least recognizedi;@rruption weapons at the command
of those who govern is the establishment of soumantial management and internal control
practices within an Integrated Financial Managem®gstem, made credible by punctual,
professional review by internal and independenttarsl

Often, where plans are made to combat fraud amdimion, legislators, government
commissions and officials place great emphasis ulegial and prosecutorial mechanisms
together with punitive measures. Many personsatageslize that, in business, one of the major
purposes of a sound financial management systéoncembat and disclose internal white-collar
crime, and so it should be in government. Otheitakenly think that the requirement of an
annual audit is all that is needed, not realizingt tauditors’ hands are tied where inadequate
accounting systems obscure the “audit trails”, Whpermit auditors to find irregularities and
determine who is responsible for them. Poor, disected and untimely accounting systems and
disintegrated approaches to financial managemewige opportunities for fraud, serve to cover
it up, and, worse yet, if fraud is discovered gpamed, make it impossible to determine and
punish the person(s) responsible.

The tools of the trade of professional governnfergncial managers, sound integrated
financial management and internal control systemd practices — including timely and
professional internal and external audit — coumtecarruption in many ways. Perhaps even
more importantly, in these days of wide media expef fraud and corruption, theyotect
honest employees from unjust accusation by makpassible to quickly identify the guilty.



168 Secondnter-regional Debt Management Conference

2. The threat of “narcocybercryptocorruption”

Corruption in cyberspace will challenge corruptfayiters of the twenty-first century on
a scale greater than we can possibly imagine. bHttee between “Transparency International”
and “Opaqueness Intergalactic” World War Il — will be fought digitally with subatomic
particles in a cyberjurisdiction never visited bynfens, which has no laws and is not on any
map.

Here is a flashforward to the possible future:
April 5, 2034 - The New York Times — Dateline, Cypace:

Cybercorruption has created a new class of eletitese richer than all the kings,
emperors and billionaires since time began. Thinteaupermagnates now control all economic
transactions on earth. They are the creaturesybeccorruption, which, beginning early in the
new millennium, began to bypass all jurisdictiomsl &orders, move at the speed of light, be
cryptologically impenetrable, and defy tax collestoauditors, criminal investigators and
prosecutors.

The originally illicit proceeds from narcocorruptip pornocorruption,
gamingcorruption, eroscorruption, and armscorruptio passed through  multiple
cyberlaundromats across the planet instantaneowsig, within a few seconds, were available
for reinvestment in legal enterprises, which reiplitd profits through cyberevasion, until
ultimately, the group of individually sovereign eyhillionaires came to economically dominate
the earth and control all organized affairs.

The decline in strength and eventual division amgintegration of the nation State
created the opportunity to maximize the economiegoaf the most lucrative transactions of the
free economy democracy — those involving crime emduption. Transparency has been
opaqued by the “cybernarcocryptocorruptors”. Batioline: crime and corruption now
pay...and pay better than ever.

Now fastscan back 39 years.

December, 1995: Dateline, Buenos Aires. Argentifigcials today confiscated a
computer from the home of a 21-year-old Argentindent. The United States Attorney General
publicly charged him with illegally entering computsystems at the United States Defense
Department and the National Aeronautics and SpadmiAistration (NASA), including the
Naval Command, Control and Ocean Surveillance @eimrSan Diego, California, the Naval
Research Laboratory in Washington, the NASA Jepylsion Laboratory in Pasadena,
California, the NASA Ames Research Centre at Méfifeld, California, and the Los Alamos
National Laboratory in New Mexico. He obtained @& to unclassified information about
satellites, radiation and engineering but appargntdid not access any classified
information...(or at least, if so, it was not admad publicly by the Government).

He first gained access through the Internet tammputer system at Harvard University's
Faculty of Arts and Sciences, then moved into thi#ed States government systems. He was
also reported to have gained access to computetBeaCalifornia Institute of Technology, the
University of Massachusetts, and North-Eastern esity as well as others in Brazil, Chile,
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Mexico, the Republic of Korea and Taiwan, Provin€€hina,...all without leaving his parents’
home in Buenos Aires.

The United States Attorney General used cyberglawee, through court-ordered
wiretaps, to gather evidence on the Argentine hadke he is not extraditable under existing
treaties.

Many of the world’s countries are invaded dailyotlgh the invisible border of
cyberspace, defying all possibility of the maintece of controlled national territorial
boundaries.

One of the major problems of the Information Agehat most people do not feel as if
they are doing anything wrong when they are justrftwing”, perhaps not even printing out,
electronic data from across the world that soméefmenprotected.

Now forward to today, 2000:

« An accountant alters accounting records in ordecémceal inventory shortages or accounts
receivable kiting or diversion.

* A Finance Ministry staffer obtains access to futpreject budget or tender records and
communicates this information to a bidder.

* Aclerk issues bogus cheques or cheques to phopdiess.

» A purchasing manager buys from a colluding vendonftated prices.

» A payroll clerk sows disaffection amongst the digifélisclosing executive salaries.

* Vehicle use records are altered to conceal unefficse.

* A hacker impersonates a legitimate client or orgation and fraudulently obtains products,
materials or confidential data.

* A debt manager wire transfers the proceeds of &ermational loan to an offshore account
and flees to a safe jurisdiction where he cannogxteadited.

There is not too much that has not been inventddarfraud department, but computers
facilitate new and innovate ways to implement titmed methods.

Today, here are some ways the computer can befarspobtection:

* Force the selection of complex non-word passwomlghst dictionary-based password-
cracking algorithms cannot be used. And of coursgyire that passwords be changed on a
regular basis. This can be done automatically.

» Activate a password-enabled screen saver that kitkhen you leave your computer
unattended for 5 or 10 minutes.

* Encrypt all sensitive files and their backups.

« Use hierarchical permission structures to limitheataff member's access and even the
content of their computer screens to the areadhibgitare authorized to work in.

» Incorporate into all applications comprehensivetdrical audit trails that help identify users
who make improper entries or manipulate data witlpooper authorization.

What will we do tomorrow, when all transactions aathmunications are digitalized and
opportunities for cybercorruption multiply fastéah techniques for protection?
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What will we do tomorrow, when cyber-rich “supem@crooks” are able to buy whole
Governments at a single purchase instead of thevaydof bribing one official at a time?

What will we do tomorrow when proliferating new aro-States cater to the whims and
needs of the cyberwealthy while larger Governmemtds bankrupt due to electronically
diminishing tax revenues, which escape jumping fooma tax-free jurisdiction to another?

What will we do when cybercorruption becomes a wlagovernance?

3. Some frightening lessons from current events
Here are a few statistics and the lessons thetgaohing:

1. Electronic bank robberies average a quarter mofllion dollars each. Only 2 per cent of
the cyberrobbers get caught and only 1 per ceribgail. Old fashioned pistol-toting
bank robbers average about US$ 7,500 and 80 peapeimprisoned, if not shot in the
act.

LessonCybercrime is more efficient and less risky thap ather type.

2. Bank robbers are estimated to grab about US$ 6ldomi year in the United States, of
which about US$ 10 million is recovered. Cyberralybprofits cannot be so readily
measured, but could be about US$ 10 billion. Téweyalmost never reported, nor is the
money ever recovered.

LessonCybercrime is almost unmeasureable, unspeakablaiastbppable, even today.

3. Of the Fortune 500 companies surveyed receAfyper cent reported unauthorized
penetration of their security systems. Of majosibess and public entities polled
recently, 75 per cent reported computer fraud Bbsgeexcess of US$ 100 million, but
only 17 per cent reported the crimes to public gcasors.

LessonCybercrime is often quickly covered up and forguotte

4. The United States Defense Science Board’'s TaskeFon Information Warfare has
warned of a potential national security disasteedting that, by the year 2005, attacks
on United States information systems by terroristugs, transnational organized crime
syndicates and foreign espionage agencies arg tikéde “widespread.”

LessonWatch out! “The Sendero Electronico” terrorists ateming

The Third World War is being fought today againsiobglly organized
“narcocybercryptocorruptors” capable of paying emous tax-free salaries to obtain the services
of the best accountants, lawyers, economists antpeter specialists available on the planet.
Only one thing stands in their way to total victerythics and integrity in the public service in
support of the peoples’ anti-corruption eruption.
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4. How financial managers counterattack fraud and orruption

Professional government financial managers arfcpot in the techniques and practices
of sound accounting, budgeting, cash and debt nesmegt, including the required internal
controls which must be built into such systemsesentechniques and practices inhibit, disclose
and help confirm and identify fraudulent practieesl their perpetrators in the following ways:

1. Impose discipline. Financial manager supported practices and proesdiorce a
disciplined, on-time approach to public activitydafinancial reporting, as opposed to
laxity permitting long delays in presenting infortioa, thus impairing its usefulness and
making its acceptance long after the fact pradyi@ltomatic, since to question it would
be to waste time on long-past transactions. Psafeal financial managers set up
requirements that all transactions adhere to theesales, eliminating the loopholes and
alternative mechanisms that foster and cover upupbactivities.

2. Strengthen probability of detection. Strong internal managerial controls put in plage
professional financial managers, including appegriaudit trails (requisites of sound
financial management), increase the probability twarupt practices will be discovered
and identified as such, permitting more prompt stigation.

3. Create a disadvantage for the corrupt A professionally directed financial management
system surrounds the potentially corrupt persorh witernal control mechanisms and
vehicles which promote and require transparency tmeliness in reporting. They
thereby place that person at a real disadvantagetbese working in situations where lax
controls and/or “false controls” provide cover. Ideacontrols are those controls, often
legally imposed, which appear to impede criminahdiect, but actually foster and
camouflage it. They are abundant in developingnties and often are designed
intentionally to aid the corrupt, or are well intled, but facilitate corruption. They now
seem to be growing in the developed countries, arel also often found in the
international financial institutions themselves.

4. Protect highly vulnerable areas. Internal managerial controls are implanted by
professional financial managers, especially asrdsgaiscretionary power over those
resources and expenditures which are typicallyesitlip a high degree of vulnerability.
Typical areas of abuse are travel expenses, camguontracts — often subdivided to
come below thresholds of review — particularly adille or attractive and portable assets,
such as vehicles and portable computers, not taiomethe inevitable temptation for
kickbacks posed by very large capital expenditurejegts or acquisitions in large
amounts.

5. Permit proper management and oversight. Proper and timely managerial reporting on
financial operations produces the feedback necg$saupervisory and oversight levels
within the organization.

6. Facilitate audit. Professional and timely internal and independeiit, which focuses
upon highest risk areas, is made possible wheendial managers are present to insist
upon adequate systems, especially accounting systieat comply with internationally
accepted professional standards.
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7.

Provide psychological control. It has been well established that fear of disppead
punishment is a prime factor in discouraging cadrrppactices. The knowledge that
internal managerial controls are in place, constarging emphasized and improved by
financial managers and subject to selective aediew is a powerful disincentive to the
potentially corrupt.

5. The anti-corruption advantage of integrated finacial management

In the United States, the Office of Management Badget reguires Integrated Financial

Management Systems (IFMS), a term first coined asdd to describe the new systems
developed after the near financial collapse anceimdng bankruptcy of both the City and State
of New York due to financial management inadequaoyl fragmentation in the 1970s).

Professionally directed IFMS provide powerful neighitechnology tools, which can be applied
in the fight against financial fraud and corruptaswell as mismanagement. The following are
some of the ways that IFMS counteract fraud andupdion:

1.

Multilevel budgetary control. Budgetary review and control may be exercised at th
operating, supervisory and central levels basech u@oying thresholds of activity or
other factors. Automatic flash points may be biniltto call attention to deviations in
areas of high vulnerability and to repetitive ineggriate budgetary manipulations.

Avoidance of cash flow “surprises”. Actual cash flows can be monitored at appropriate
levels through effective and timely cash managerpeattices (as is done in business),
cash flow forecasts can be prepared, and the typ&sh unavailability “surprises”,
causing draconian austerity crises that destroysipitises of achieving budgeted
objectives, can be avoided.

Spotlighting weaknesses.Exception reports can be designed by professitmancial
managers to provide prompt feedback to operatingagers in areas where weaknesses
are arising.

Internal validation of integrity. The appropriate internal validation of the intggof
transaction data is provided for at each key stemd the processing of transactions, and
duly documented electronically, so that internahtools do not delay execution, and
external controls may be limited to the post-atutiction.

Accounting control over resources. The accounting system maintains general-ledger
controls over all valuable resources which are pedelent of the operational level. Many
Governments (both for internal purposes and pr@gecbuntability) have, hitherto, been
unable to control or account for important asseishsas receivables, land, buildings,
other fixed assets, vehicles, computer equipmeaitware, and all types of electronic
equipment.

Transparency in public reporting. Complete and timely monthly, quarterly and annual
financial reports are available for disclosure sisappropriate to legislative oversight
committees and their staff and to the public ajdaras provided for in most national
constitutions, but rarely accomplished. Once ansncy is achieved, it is hard for
officials to cover up "bad news" when it is contrin financial reports. The tendency to
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10.

11.

12.

ensure that “bad news” is never published has beemjor reason why disciplined and
transparent financial reporting has long been asahid

Consistent enforcement of criteria. The consistent policies and practices requised b
professionally directed IFMS as regards resourcgroh such as a single Treasury bank
account for all public funds and the prohibition "off budget" expenditures, inhibit
corrupt and collusive practices, and even wherg gegsist, result in the entry into the
accounting system of non-acceptable transactionshvdre labelled and reported as such
(unless responsible officials are fired, which,itgelf, results in disclosure of corrupt
practice). In the United States we have been entabprevent off-budget expenditures,
and even manipulations, to move items “on and € budget in different years to suit
non-professional needs, thus proliferating incaesisy. However, at least we do record
all such items in our accounting systems and plybteport them. In many countries,
“off budget” also means “off accounting.”

Decentralization of authority and accountability. All unit or activity chiefs are in
charge of financial planning and transaction augation within their specific areas of
responsibility; original transaction entry is aetbperating level and managerial reports
are immediately available. Thus, they may be regdountable for the planning and
execution of their own financial transactions, ge¢ subject to either online, or very
timely, supervision and oversight from higher lesvel

Reduced need for accountants. Typical and repetitive transactions are precoded
according to type and amount entered, and therefmgropriate accounting entries are

made automatically, thus reducing the need for @uiog expertise, while at the same

time reducing the possibility that transaction daa be manipulated.

Immediate audit capability. Timely entry of transaction data at point of arigermits
immediate attention of the internal auditors toaarand kinds of activity identified as
vulnerable to corrupt practice.

Disclosure through comparability. High-speed computer comparison of data available
in comparable format (such as double salaried, stffees also drawing remuneration, or
duplicate payments to suppliers) can disclose pett®f corrupt practices and their
overall impact.

Computer-assisted audit. Computer audit software may be utilized in sehect
transactions for audit sampling, vastly decreasiadit costs and increasing attention to
areas which demand more frequent audit coverades i$ an anti-corruption measure
which has traditionally been unavailable in deveigp countries due to the
incompatibility and disintegration of any existiogmputerized systems.

6. Advantages to the honest

Finally, there is a tremendous need to protecelbemployees from temptation as well

as from any shadow of suspicion, which falls oveent where corruption is suspected or
discovered, involving either international projeotspublic sector activities in general. Every
professional government financial manager has aldaiuty to do everything possible to protect
other public servants, i) from temptation to peamodishonest acts; and ii) from damage to
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personal reputation due to unproven or unprovaltégations of wrongful acts, by ensuring that
internal managerial controls are adequate. Herbois professional government financial
managers provide an integrity safety net for theyrdedicated and honest public servants:

0] Limit the number placed under suspicion. Professionally directed, sound financial
management and internal control systems, especiBMS, establish clear lines of
responsibility and authority, provide for appropeissegregation of incompatible duties
and provide for clear audit trails which limit tmmber of individuals placed under
suspicion during investigations where irregulasitéee discovered.

(i)  Appropriate documentation. Professionally designed, appropriate paper-baset a
electronic documentation of evidentiary matter whsapports financial flows assures the
eventual exoneration of the honest, even when thay temporarily be placed under
suspicion.

(i)  Discouragement of pressure and executive ovede. Pressure may be applied directly
(by higher officials or peers) upon financial maeeg staff or others to act in
disobedience to established standards and potleasnhibit corrupt practices. Pressure
may also be indirect, in that they are urged toréwarded for) do nothing, where duty
demands action or reporting of irregularity. Insthsituation, professional financial
managers can appeal for professional organizatisapport and resist such pressures.
Tragically, honest staff soon leave public senifcthey have no means to resist undue
pressures. A cadre of professional government diahnmanagers, backed by a
professional organization which supports them,steangthen their resistance capabilities
and give those under attack the courage to reBistfessionally directed IFMS provides a
disciplined control environment and a series ofc#mecontrol practices, which act to
diminish the force of corrupt official and/or pgaessure upon financial staff. This, in
turn, makes their professional career service npersonally rewarding, as opposed to
being an unbearable burden upon their conscience.

7. Conclusion

The Treadway Commission and the Committee of Sgamg Organization in the United
States, the Cadbury Commission in the United Kimgdmnd the Criteria of Control Board in
Canada have focused private sector attention onirttportance of internal controls for
safeguarding resources and assets. But internaéilot® still need emphasis in the industrialized
countries, and are basically in their infancy instndeveloping countries, the Governments of
which have, so far, preferred to rely upon falsd arternal controls, thus fomenting fraud and
corruption.

The concept of internal control, which originatedhe accountancy profession during the
1940s, has been expanded to now encompass the sobipe of managerial responsibility. It
forms today's generally accepted framework for shéguard and maximization of limited
resources in the private sector, and should deadhee for the public sector and for international
development projects.

Fraud and corruption can never be eliminatedthey can be substantially counteracted,
and, hopefully, diminished by professional governtrfeancial managers, duty — bound to insist
upon sound, integrated financial management paliaied practices. They can be accompanied
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by appropriate internal managerial controls, apptegether with other disciplinary measures in
the criminal prosecutorial and justice fields.

Finally it is imperative that the areas of governmmauditing, criminal investigation and
justice administration be completely de-politicizalthat they can be independent, effective and

credible in our global society.
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THE PUBLIC CREDIT SYSTEM IN GUATEMALA

Osvaldo Albano Landesa

1. The community and the public sector

A process of State reform has been launched ineGea, the first stage of which
consists in strengthening the financial manageroapacity of the Government. This reform is
based on a new approach to the role played in tyobie the public sector and by the civil
service.

THE COMMUNITY AND THE PUBLIC SECTOR

PUBLIC SECTOR > PUBLIC SERVICES ‘

QUANTITY EFFECTIVENESS
QUALITY EFFICIENCY
l l COST ECONOMY

CONTROL BY RESULTS

A

ACCOUNTABILITY

The goal is to bring the public sector closerit® tommunity, which means interpreting
what citizens want of the Government to improvertiy@ality of life, while at the same time
involving them in a joint endeavour to achieve it.

Citizens assess public management according tcsehdces they receive, including,
amongst others security, health, education anécgistThey assess the quantity of services they
receive, their quality and their cost and from thedance of this equation will emerge the
community’s degree of satisfaction. The systemseldped for the reform of financial
management are, therefore, based on a series o€igles aimed at strengthening the
above-mentioned objectives:

. The principle of effectiveness, in terms of the mjis of services which the public sector
makes available to the population in fulfilmenttafgets established by the Government,
linked to implementation of the peace accords &uif agreement;

. The principle of efficiency, based on an optimunmbination of human, material and
financial resources used for providing the services
. The principle of economy, that is, seeking the munin cost in the combination of

resources; and
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. The principle of normative centralization combinetih operational decentralization, in
order to take financial management to wherevericesvare provided and projects are
implemented, in order to stimulate social contifgbwblic management.

If these principles are applied, we should achiesults-oriented public administration
and enhanced performance by public managers, whaddition to being assessed for the
rectitude and honesty of their management accorttirthe principle of accountability, will be
under an obligation to account for their actionghi@ light of the results obtained.

2. Integrated public management system

The goal of the reform process in Guatemala isotigenization and implementation of
an integrated public management system, consigifng series of subsystems, handled by
different players, but all developed according tanplementary conceptual and technological
models, in an effort to generate synergy and optimuse of resources and technological,
computing and communication tools.

2.1. Integrated financial management system (SIAF)

Operating under a unified computing system, thAFSlintroduced in 1998, has
decentralized the financial management of the Nwi®f Finance, transferring it to the
ministries and departments of the President’'s ©fficThe SIAF is composed of budget,
accounts, treasury and public credit modules.

The budget system: The budget is drawn up according to results,béistang physical
and financial targets for the services offeredit® tommunity during the financial year; it is
implemented through a dynamic system of quartegyagramming of budgetary allocations, the
fixing of quotas for the execution of revenues gagments; and a process of monitoring and
evaluation, including physical and financial penfiance indicators. The General Income and
Expenditure Budget includes all the expenses aweniees of the central administration, while
each ministry prepares its own budget on a dedemgdabasis, uploading it to the Ministry of
Finance, where it is consolidated for submissiothéoCongress of the Republic.

Integrated Gover nment accounts: Thirty-six entities execute their budgets in reale;
data are transmitted to the Ministry of Financedimjital optical fibre channels; there they are
validated and automatically converted to the Stateounting system by double entry, and the
liabilities generated are processed for paymenthiey Treasury within 72 hours through the
banking system. The system in turn provides infdrom to the lower levels of the public sector
in the form of aggregated data; data originate fribv@ executing units on the level where
services are provided and projects implemented,amadorwarded up to higher levels, where
they are aggregated for the preparation of nati@walounts and to supply information to
international organizations.

The effect of the SIAF is to decentralize the ficial management of the internal
Financial Management Units (UDAFs) towards the mnpénting units (e.g. hospitals, health
centres, educational departments). A Governmeminuanication network has been set up to
operate the SIAF in Guatemala City.
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The treasury system, organized on the basis ahglesTreasury account, each day
programmes expenditure and income flows, coordindte execution of the General State
Income and Expenditure Budget according to tax mege with the Technical Budget
Directorate, and proceeds to pay moneys owed bysthge to suppliers and civil servants by
crediting cash accounts.

The system of public credit is being organizeddtiicient management of the internal
and external public debt. Operations are beindrakred, and procedures and relations with
external and internal credit agencies improved.e $istem relies on an information system,
which guarantees the timely payment of liabiliteasd registration of disbursements made by
financial entities.

As of 2000, the SIAF is being applied in the jualicsystem and by decentralized,
independent entities (including the Guatemalan &o8ecurity Institute, Directorate of Tax
Administration, National Technological Training titste and port enterprises). SIAF Il is
currently at the design stage; it is intended ke thhe decentralization of public administration a
step further by introducing the SIAF into municifigs. The communications network is being
extended nationwide to all departmental centresrdaugly.
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2.2.  Integrated administrative systems (S| AD)

As reforms in financial management were introdydedas found that the ministries and
government departments were very weak in termslmiigstrative capacity. This meant that the
full application of the SIAF would be jeopardizedless financial programming was backed by
appropriate programming of material and human nessun the various ministries.

An effort was therefore made to strengthen thestrias and government departments by
providing the financial management units (UDAFs)thwiorganizational handbooks and
functions, subject to the rules of the Organizatldmaw of the Executive. The UDAFs were
provided with job profiles and administrative prdaees for their main functions. They were
also given staff training, model organizational esgnents, as well as computer and
communications equipment with the necessary softwar

Software was developed to operate the Integratdchidistrative Systems (SIAD),
covering procurement, storage and government ayséems, all integrated within the SIAF.
The system starts with the procurement of an itgrarbadministrative unit within the system; it
ensures the administration of stores, using difterinventory evaluation systems and the
establishment of maximum and minimum values; ituees compatibility between store items
and budget classifications, and inventory movemargsreflected in budget and asset accounts.
The procurement system provides for the monthlgm@mming of purchases within the budget
and registration in the SIAF on the basis of puseharders for goods and contracts. The
movements of inventoried goods are reflected in dbeinistration of State assets and the
accountability records of those in charge of théiministration and maintenance.
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2.3. Tax administration system (SAT)

From 1999 onwards, the collection of domestic $amed foreign trade dues by the
Ministry of Finance was decentralized and transférto a Tax Administration Supervisory
Office (SAT). The systems developed for the SATreveonceptually and technologically
coordinated with the SIAF. Treasury accounts hbgen opened at each of the public and
private collecting banks; within 24 hours, informat is received concerning tax collections
from the SAT through the private banking communaanetwork for automatic registration in
the integrated SIAF accounting system. Within fiays, the Bank of Guatemala receives the
corresponding cash transfers, in accordance wéltdmtracts signed with the banks.

24. Human resour ce administration system (SINARH)

As the public sector's human resource managemgsiers in Guatemala is fairly
outdated, a plan has been drafted to modernizent 2001, based on a new Civil Service Act.
The Ministry of Finance has already initiated a rissign of the payroll settlement system to
start the process.

2.5. National public investment system (SNIP)

The General Planning Secretariat (SEGEPLAN) aedMimistry of Finance are jointly
organizing the SNIP, for which a project informatisystem is being developed as part of the
SIAF, as well as new methodologies for the appraa@ininistration, monitoring and evaluation
of projects, in order to standardize procedurethefmany public bodies participating in project
management. In addition, a SNIP Bill is being trdf defining the roles of ministries,
secretariats, social funds, entities and otherrorgdéions that invest in the Guatemalan public
sector, and the role of management bodies.

2.6. Project management system (SIGEPRO)

INTEGRATED PROJECT MANAGEMENT SYSTEM SIGEPRO

SIAF ORGANIZATIONS
e Budget e World Bank
e Accounts ¢ Inter-American
e Treasury Development Bank
e Public Credit »  European Union

e Othel
/
SNIP DMFAS
SIAD

Human Resources
Procurement and contracts
Stores

Fixed assets

1: Debt Management and Financial Analysis System
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SIGEPRO is a software for the administration eéiinational projects, designed to meet
a series of objectives common to the whole integraystem.

In the first place the SIGEPRO system will allowfieéént administration of project
resources arising from loans and donations, bywgierthe budget of the different investment
components and categories, registering transactiobsidget and asset accounts, and handling
cash flows. As these tools are provided by theFSIall transactions will automatically be
reflected in government accounts, while the necgdséormation output will be generated for
international financing organizations (such as W8, IDB, USAID, etc.) using their own
methodologies. SIGEPRO is a multi-project, multirency system. It records loan and
donation operations, thereby maintaining intercatinas with the DMFAS and the SNIP, since
most projects involve public investment.

Lastly, in order to improve project managemerg, $AD provides procurement systems
to monitor purchases, tenders and contracts, thenétration of administrative personnel and
consultants, and the handling of project inventard fixed assets.

2.7. Control systems

The development of administration and financeesystdepends on strengthening control
tools. The organization and procedures softwadehamdbooks, according to which the systems
operate, contain the legal rules and requiremessled to ensure conformity with legal norms
and the principles followed by budget, accountinggasury and administrative systems.

A further effort is being made to strengthen theednal Audit Units (UDAIS) of the
ministries and secretariats, providing them withipment and training auditors in the handling
of the new tools. The Comptroller General’'s offisealso being restructured to adapt it to the
new administrative changes and to enable it toldpv@odern external auditing tools.

3. Public credit system

PUBLIC CREDIT SYSTEM

Government
DEBTORS Munmlpqlltles
Companies
Loans
OPERATIONS Donations
Bonds
World Bank

Inter-American Development Bank
Central American Bank for Economic|
Integration

Kreditanstalt fir Wiederaufbau
OPEC
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Within the framework of the SIAF, the Ministry Binance has undertaken to strengthen
the system of public credit. A Directorate of Ralredit is being set up to take charge of the
integrated handling of external and internal pudebt. Legislation is being revised to establish
institutional responsibilities. Procedures arm@®verhauled to achieve greater efficiency in all
processes related to the receipt of informationceaming disbursements and to monitor the
execution of loans and donations by the variougeptamplementation units. At the same time,
procedures involving the Bank of Guatemala arededvised to enable the Ministry of Finance
to assume responsibility for the handling and catgh of operations formerly delegated to the
Bank.

UNCTAD’s Debt Management and Financial Analysisst8yn (DMFAS) is being
introduced for the proper monitoring and registmatiof all operations. So far information
concerning the external debt has been incorpoiatéide DMFAS and the same is being done
with discounted debt. It is hoped to complete ¢helsanges by the second half of 2000 so as to
incorporate donations thereafter.

SYSTEM LINKED TO PUBLIC CREDIT

INTERNATIONAL ORGANIZATIONS

A l T

DISBURSEMENTS

DEBT SERVICING

DMFAS
(UNCTAD) > INTEGRATED
) FINANCIAL
MANAGEMENT
il l SYSTEM (SIAF)
SIGEPRO >
PROJECTS

To complete the system, a further DEUDASIAF sysierbeing developed, integrating
the DMFAS and SIAF, which will automatically receiinformation concerning disbursements
and the programming of maturities. In this way BMFAS will become a significant support
for the preparation of the General Income and Edjpere Budget and the quarterly and monthly
execution programme. It will also generate datale Multi-Annual Budget.
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Within the integrated public management systerhsydtems are interrelated. Thus,
when a disbursement occurs, the necessary resoareesansferred to the projects and the
information is captured in the DMFAS, either thrbughe Internet or by fax, from the
international organizations, and subsequently obedtkrough bank transactions. The DMFAS
automatically generates the accounting entriegHerSIAF and at the same time informs the
projects through the SIGEPRO.

The DMFAS also provides data on maturities, sa tha Treasury can include them in
payment schedules, which are then implemented difrarders of the Bank of Guatemala.
Payment data are provided by the SIAF and DMFAGtHe monitoring of individual loans.

At the same time as it registers budget executlmm SIGEPRO processes entries in the
SIAF so that they are reflected in government antowand informs the lender or donor
international organizations.

SNIP RELATIONS

EXTERNAL
COOPERATION

]

)

DMFAS
PUBLIC
CREDIT

SIAF
> ——

Through the SIGEPRO and SIAF, data concerningettecution of public investment-
related projects are registered in the SNIP projeantitoring system.

The DMFAS maintains close information exchangehvaill the systems: with the SIAF
for the programming of disbursements and debt-sinyiand subsequent execution thereof; with
the SNIP because financing is generally involvethuestment projects; and with the SIGEPRO
for the execution of projects run by implementimgtsl In addition, it is a source and receiver of
information concerning operations related to exdeocooperation.
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THE ASTER PROJECT IN COTE D'IVOIRE

Christian Michd

1. Ministry of Foreign Affairs’ stake in the project

(i)

Partnership and transparency in public finances

In the various design phases, th
countries concerned get together to validaj
both the information technology (IT) and thq
operational aspects: preliminary study
operational specifications, technical solutio
chosen.

ASTER should facilitate rapid acces
to all nationwide statistics, making it easier t
assess the effects of public finances on t
domestic economy and to plan investmen
when the State budget is drawn up.

(ii)

Support for regional integration

The project proposed for Céte d’lvoirg

Aster project

The objective of the Aster projed
(formerly  called Integrated Financig
Applications Programme-Public Accounting)
to design and develop a software package
manage the general accounting of the State
to monitor its expenditure and revent
auxiliary accounting. Currently, it is planng
for six countries that signed an assistar]
agreement or asked to be involved from t
beginning. The programme is now entering
its development phase and wil b
progressively implemented in the followin
countries: Benin, Burkina Faso, Céte d’lvoir
Gabon, Mauritania and Senegal.

is based on legal texts prepared in the West
African Economic and Monetary Union (WAEMU). ASTERould, of course, be suitable for
use by other legal and accounting systems, buhouldg certainly be a tool for promoting
regional reforms, and thus supporting regionahagtis to better harmonize budgetary policies.

(iif)

Integrity of an IT system for public accounting

The government authorities should retain long-teaonomic and technical control over
the software package; they have an exclusive t@hse the software, and can make free use of
the results of the services provided for in theti@ot. The intention is to ensure that French

cooperation is independent of suppliers.

(iif)

Facilitate the exchange of budgetary and accountindata

Installing the software should make it easier to:
» Develop an integrated accounting process, frominitel entries (in the networked
terminals) to the centralized collection of natibdata, in order to produce the various
public-finance performance indicators (including Btate flow-of-funds table);
» Consolidate relationships with the officials whdlaarize expenditure, by:
» Standardizing schedules;
» Simplifying budgetary and accounting payments; and
» Preparing for auditing operations.
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For all these reasons, training is also a vital pathe process and should be included as
a prerequisite for the success of the projectrimgi both administrative and IT staff).

For each country, all these conditions are spalleédn an assistance agreement covering,
among other things:

» Organization of the project;

» Description of the services to be provided: praieny studies, supervision of
installation, parameter-setting, validation, testsning of trainers, top-level support;

« Each party's commitments: methodology, provision sfaff, assistance to
organizations in the country; and

» Each party’s financial responsibilities.

2. Main features of the project

The ASTER project is akin to an institution aretjuires strong political will in each
country, as well as long-term technical commitmentthis sense, it is a global undertaking; it is
not, strictly speaking, an IT tool. The processuti involve all concerned in the management
of the project, particularly in defining a moderarhework for State accounting procedures.

ASTER provides a structural framework: While each applicant country is free to set
its own administrative rules, the project contaansinimum number of requirements that are
essential to the functioning of the software:

* Not all the accountants can create new accountgooe central actor can do this.

» The functions are based on the double-entry priacipThe software can only be
installed in the secondary accounting terminalsanntries that use the single-entry
system after a modern accounting system has béeep $er the whole country.

ASTER technology: The tools used conform to the latest internatidlahorms and
standards; the system is designed using the objemited approach, and making use of
standard, reliable IT tools (Oracle database manage system, Oracle development tools,
UNIX and Windows NT operating systems and Intetaehnology).

Before ASTER is installed, a number of steps nestaken to ensure its optimal use, its
effectiveness in managing public finances and utsility. This requirement involves revising
legislative and regulatory provisions (directives loudget law, general regulations on public
accounting, functional and organizational provisiohudgetary and accounting schedules) and
modernizing the country’s financial institutionsarder to:

» Rationalize information or decision-making procasseproduce a common system;
» Improve the reliability of overviews and publishesults; and
* Encourage multilateral supervision.

Experience with this kind of process has shown #hd¢ast two years of preparation are
needed before this type of software can be installe
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3. Project design
3.1. Scope

The aim of the project is to handle the State’s kkeeping and to monitor the
implementation of the budget, through:
» Bookkeeping for both centralized and non-centrdlifieance departments;
* Exchange of information among officials who autheriexpenditure and other
financial administrators; and
* Production of the documents needed to manage plifdicces.

3.2. Software features

» Origins: The software package grew out of a prelary study carried out in
Cote d’lvoire (the pilot country) and in the fousuntries associated with the project
from the start Burkina Faso, Gabon, Mauritania &adegal.

* On the basis of this study, specifications weravdrap and provided a road map for
the automation process. Thanks to the specificatian adaptable high-performance
IT tool can be supplied.

» Multiplatform: The software package is configuredas to comply with international
norms and standards. This is essential given tkhersity of countries, which,
nevertheless, have a public accounting systencasmaion factor.

« |t is flexible: In addition to the core productetie will be modules adaptable to the
administrative arrangements of each country. ,ltherefore, not a fixed software
package, but one that allows each country to nie€ifferent needs.

e Itis multilingual.

* It sends and receives information: It should allopstream and downstream links
with other actors — officials authorizing expendiuother financial administrators
and public decision-makers.

3.3.  The functional modules

The system has six functional modules:

(1) The reference management modhotengs together the elements for setting pararaeter
shared by all the software modules: specializatpeountry, description of the network
of finance departments and officials authorizingpenditure, authorizations, budgetary
and accounting schedules and technical elemenik® afperation.

(i) The third-party management modhiandles general data on creditors and debtors.

(i)  The general accounting modutandles the bookkeeping: capture of accountirigesn
transfers between finance departments, accouehstaits and publication of accounts.

(iv)  The auxiliary accounting moduler expenditure and revenue records, budget feteca
and budget use, and credit controls.

(V) The standard-exchange moduékes into account the exchange of data betwetensac
files received or to be sent, and storage of te&shanges.

(vi)  The packaging moduleontains the systems added to the installatiodifigrent sites:
automatic installation procedures, maintenance iegimns and associated data
migration.
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3.4. Technical architecture proposed

* A central system — a transactional client-servestesy operating on a local area
network;
» Two specialized sub-systems, comprising:

(i) The stand-alone work station correspondingh®ftnance departments connected
to the main system. They comprise either a singlk station or are connected
to local area networks; and

(i) Distant computers (Web client) that can bedubg officials to consult summary
publications.

Conclusion

The ASTER project is a good example of project ewafion. Cobte d’lvoire is
sufficiently advanced in its preparations to beedblhost the new system in mid-2000.

It is a system downstream of debt management, @dlécts global information on debt
for inclusion in a State’s overall accounts. Frdhis point of view, ASTER perfectly
complements the Debt Management and Financial Amalgystem (DMFAS) developed by
UNCTAD.

The project will gradually be extended beyond Saltraran Africa to cover geographical
areas such as the Maghreb and Central and Eastespec
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PLANNING FOR DEBT MANAGEMENT: A COMPUTER-BASED
DECISION SUPPORT TOOL FOR ANALYSING DEBT CAPACITY

Leonard P. Wales

1. Introduction

In 1992, Fairfax County in Virginia, the United &8 of America, faced a recession
resulting in, among other negative effects, a dutian of its debt capacity. At that time the
County's authorized and planned Five-year Capitaprbvement Program (CIP) projected
requirements for new debt of almost US$ 975 millibrough 1997. These requirements
reflected capital needs for schools, roads, a ra@lparks, storm drainage and various other
public improvements. Its existing debt was alreaggr US$ 940 million, and debt service
claimed 9 per cent of the general fund budget. plaened programme was projected to increase
debt service requirements to well over 11 per oétihe budget if carried out as planned. It was
believed that increasing levels of debt would jedjz the County’'s coveted triple-A bond
rating. As a result, long-standing County managenpeinciples and objectives were closely
examined for continued relevance and effectivenesier the new fiscal realities.

Since 1975, Fairfax County’s financial managemexs been governed by a set of firm
principles, designed to ensure the long-term stalof its finances. These policies, known as
the Ten Principles of Sound Financial Managememewdeveloped as part of an effort to
transform the county from a weak AA to a stronglé&4A credit rating, in the words of its then
financial adviser. In fact, since 1978, the legdiating agencies have granted Fairfax County
the triple-A rating which is, the highest ratingsgible. This rating gives Fairfax County bonds
an unusually high level of marketability, and emabthe County to borrow for needed capital
improvements at low rates of interest, therebyizeej significant savings in debt service.
Among the County’s financial management principgea self-imposed limitation placed on net
debt, and restricting the share of debt servid@aneral Fund expenditures. At the time, net debt
stood at 1.2 per cent of assessed value compare@oard-established limit of 3 per cent. The
crucial factor, however, was a 10 per cent limiabBkshed for debt service in order to ensure that
sufficient resources were available for essenéalises such as schools and public safety.

In order to plan appropriately in this situationdaationally address potential conflicts, a
more effective decision support mechanism was reduio blend the capital planning process
and financial forecasting in such a way as to ma&enthe application of resources within the
constraints of fiscal reality.

2. Planning

The County uses two planning systems for finangiahagement governed by the Ten
Principles:

» The Five-year Financial Forecast, which focusesamurring tax revenues and operating
expenditures; and
* The Five-year Capital Improvement Program.
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During the growth years of the 1980s, only a loaseociation between the two was
necessary. Management of bond sales was accoewblifirough analysis of cash flow
requirements, and by matching projected debt seriocprojected revenues and expenditures.
During this period, the financial forecast had alsvarojected more than enough revenues to
fund all operating requirements, pay-as-you-go teapieeds and bond programmes so that the
debt ratios were never approached. In light of nke fiscal situation of the 1990s, a new
process was required to achieve closer coordinatidime two plans.

Using the Ten Principles as the basis for the pmogne, the planning processes were
merged to analyse cash flow patterns, match boledasaounts to construction needs (a just-in-
time method of planning sales), and balance defeidewith the current and projected revenue
patterns.

3. Themodd

A personal computer model was developed to prothéedecision support tool for this
new process. Utilizing Lotus 123, a series ofdidlspreadsheets was developed by County staff
(with much consultation of the user’'s guide) tocoddte the ratios generated by various
combinations of demographic, financial forecast aagital projects data. Primary inputs and
resources included:

* Projected cash flow for authorized projects andipdal sales (under the CIP);
* Projected new referendums (as part of the CIP);

» Five-year revenue and disbursement projectionarftiral forecast);

* Interest rate assumptions (variable).

The model itself calculates changes in debt serfbased on bond sales and interest rate
projections and compares those calculations toudsgiments as a simple ratio. The model is
also capable of generating other valuable ratiosh @1s projected net debt as a percentage of
market value, net debt per capita and net debt@eita as a percentage of per capita income,
based on inputs from demographic and tax baseqii@js. The primary product was a debt
capacity projection (table 1), which starts witlliaplay of the current planned programme of
sales and the ratios generated by those saless(lAne D.) The chart then displays the
adjustments to the current plan (plus or minus}easary to achieve the desired target (Lines E -
F.) During this first round of decisions, the mbdeas programmed to calculate for the 10 per
cent debt service limit. For any given projectedtgrn of disbursements and programmed sales,
the model will calculate the minimum changes t@salecessary so that total debt service will
not exceed 10 per cent.

The primary advantage of the model is the easalouiation and flexibility offered by
changing assumptions, and its adaptability to cesaumg policy or economic conditions.

4. Thedecision-support process

When applied against the projected economic camditiand the demands of new
referendums, the model established that a totavef US$ 220 million of projected sales from
fiscal year (FY) 1993 through 1997 would be neasstaeliminate or defer from the nearly
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US$ 1 billion proposed five-year CIP, a decreasaesrly 25 per cent. This was based
on a projected average annual revenue increase2qbie€s cent. Reasonable manipulations of
interest rate assumptions, and projections usinge mptimistic revenue projections failed to
improve the picture significantly, or justify a gramme in excess of the US$ 750 million five-
year sales limit established by the Ten Principle$988. The assumptions finally agreed upon
and used were consistent with the observed behawefdihe economy and reasonable economic
forecasts.

In order to consider the options available for iempénting such a large curtailment of the
capital programme, a process was created to sdrpaaoritize among the competing demands.
A team of County managers from the key financi&@nping and public works departments met
to prepare a report to the Board and set critettia which to establish project priorities.

As a first step, the committee initiated a revieialb projects then under way or under
contract, determined the next logical stopping p&on each (e.g. completion of design or land
acquisition), and projected costs to that poinssu#ming all projects were curtailed and deferred
at the next logical stopping point, the committeent used the model to calculate the total value
of projects which could be continued while remagnimithin the five-year target of US$ 750
million. This figure actually overshot the targgtUS$ 220 million, resulting in a reduction of
US$ 291 million from the proposed plan. Armed wtitks figure, the committee then proposed
four criteria with which to assess and prioritizejpct restoration up to the limit permitted — a
total of US$ 71 million under this scenario. Thitecia used included the following:

» Legal: Projects which are affected by current deptal legal action.

« Alleviating threatening conditions: Projects desidnto protect property or persons.
Federal/state commitments: Federal/state-grantejeqis funded by a combination of
County bond funds and Federal/state matching fufzadsihich application has been made
and commitments received.

* Maintaining expertise: Project activity sufficietd retain some County staff; and contract
expertise to minimize loss of time, efficiency offeetiveness when programmes are
recommenced.

When these criteria were applied to the list ofeptitlly deferred projects, projects
proposed for continuation included parks, tranggmm facilities and roads, storm drainage,
human services facilities and public safety faedit Cash flow from new referendums for
transportation and schools was analysed and salksled. Any project additions to be restored
would require additional deferrals to balance.

The econometric data, the financial forecast aedréisults of the model were presented
to a newly-elected Board of Supervisors in Janaéry992, along with staff recommendations.
After two work sessions, at which additional datrevpresented and project priorities discussed,
the Board adopted the staff recommendations witbraiments. The tangible results have been
that the County was able to trim over US$ 220 wonillof intended CIP projects, some of which
had already received voter approval, while at #Hraestime seeking new voter approval for
US$ 130 million of new Transportation ImprovemeBtnds in 1992, and US$ 140 million of
new School Bonds in 1993. Major projects, suchraagls and transportation improvements,
schools and a new jail, are continuing to move &vdyv

Management in this fashion has permitted a bondddrcapital construction programme
totalling US$ 753 million in the five-year period993-1997, to proceed despite the worst
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economic recession and curtailment of County regenior the last 30 years. The stated
priorities of the Board, to focus on school consfian and renovation, transportation
improvements and the construction of a new jaikewaet.

5. Futureapplications

In each year since that historic decision, the dapacity model has been used to reassess
the County's debt position against the projecteduricial forecast. Each time the Board has
upheld the Ten Principles of Financial Managemeanth& policy basis for management of the
County’'s debt. Except for minor adjustments, ttenpestablished in 1992 has remained intact,
and over US$ 130 million of authorized projects agnmdeferred, even in the face of tremendous
political pressure to restore or increase allocatifor pressing needs. In FY 1994, for example,
in the face of continued lacklustre revenue pertoroe, construction of the new jail was delayed
for yet another year. However, the use of the mpeemitted other County priorities to be
funded, including $204 million of new School borafgproved in 1995, the single largest bond
guestion ever on a County ballot.

The model has also proved to be adaptable to charegionomic conditions and policy
emphasis. During the early 1990s, as the Countkeubits way through the recession, it was
hoped that revenue growth would rebound to a lekat could sustain a restored capital
programme and an increasing demand for servicesa aesult of population growth.
Unfortunately, revenues did not rebound, as hopad,remained relatively flat. The operating
budget during this period was cut back, showingjcets in 1993 and minimal growth thereatfter,
in line with revenue projections. The real estatarket showed minimal to no growth in
residential values and continued to show what exalytbecame six straight years of decline in
commercial values. During this period a total (F1P jobs were lost, representing13.5 per cent
of the workforce.

However, this period was also one of continueditjtaas commitments to new facilities
were honoured for human services, libraries, fie#¢iens and public safety and 1,023 positions
re-established for these high priority areas. R meoss-connecting county parkway was built,
the regional mass transit rail system expandedimittie County and a new regional commuter
rail service instituted. The County was by no nseiandire straits, but the effect of the recession
was to slow or stop actual growth in services, ehiemand from new and ever diversifying
population pressures continued to increase.

In the latter half of the 1990s extraordinary growtas expected in the school system,
which accounts for 50 per cent of the County’s ganeperating funds. Increased demand for
juvenile and family services and new technology deds also were anticipated. There was also
recognition that much routine maintenance, whicb deferred early in the decade to balance the
budget, could no longer be put off without jeopaimty the value and safety of the facilities.
Transportation demands continued to increase asafhal use of all County services. In all
these changes, the operating and capital budgetsimextricably linked.

Slow growth was reflected in the capital programaseyiewed through the model. The
good news is that projected growth in disbursemeotspled with the completion of some major
projects, primarily the parkway and jail mentioreatlier, has resulted in potential restoration of
projects previously deferred, and accommodated npate new referendums for schools,
transportation and other areas. It should be nditeatl the County has not had any new
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referendums for any area other than schools am$goatation since 1990. The bad news is,
according to the financial forecast, the Countyncdrafford the increase in debt service, even
though the programme would fall well within theioat Specifically, the projected growth rate
of debt service exceeds the projected growth ratevenues, thereby directly competing with
funds for needed services.

TEN PRINCIPLES OF SOUND FINANCIAL MANAGEMENT

1. Synchronize the Planning System with the Capitglrovement Program (CIP), and capifal
and operating budgets. Review land use plansat &very five years.

2. Reflect fiscal constraint in the Annual Budgeiintaining a managed reserve of not lpss
than two percent of combined General Fund Disbuesgsn

3. Reduce appropriations and/or increase revewnussff off any forthcoming deficit.

4, Ensure that the County’s Net Debt as a percentssfedsed Value does not exceed tljree

percent, and the Debt Service as a percent of GmdbGeneral Fund Disbursements dpes
not exceed 10 percent. Bond sales shall not eXd&&d750 million over a five-year period
5. Maintain a Cash Management System, and continugatoer support from all facets of
County government.
Employ management by objectives as in integral @f the budget process.
7. Continue to streamline operations and increaselugtivity and efficiency of Count
programs and staff.

o

8. Reduce redundancy and overlap in functionalsarea
9. Keep “underlying” debt to an absolute minimum.
10. Continue to diversify the County’s economic base.

Accordingly, as the Board of Supervisors delibetdtee FY 1997 - 2001 CIP, a number
of planning guidelines were adopted by the Boamdtlfie years 1998 - 2000. The primary
principles adopted were that growth in debt serghall not exceed growth in revenues, and,
perhaps more importantly, the planning horizon watended from five to eight years. This
permitted a larger view of capital needs and a meadistic projection of cash flow and sales
requirements for multi-year projects. In additiotine eight-year planning horizon also
corresponded to a sunset provision in Virginia lawhich limits voter-approved debt
authorization.

The County’s innovation in integrating the finann@ad capital planning processes
through the debt capacity model has been recogmiygeavards. As shown through constant and
highly visible use, it has proven to be a flexitdel, adaptable to changing economic conditions
and policy demands. With minor refinements ancgtatans to new software, the model should
continue to be useful for quite some time.

6. Programme detail (Figure 1)
A master spreadsheet was created, which receipessifrom the results of the financial

forecast: demographic data such as populationcag@tal income and tax base data. Most of the
calculations are based on simple formula relatipsshvithin the master spreadsheet. For
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example, debt service for each year of the praads divided by the disbursements for that year
and expressed as a simple percentage. More complewever, are the calculations
consolidating the debt service projections resglfiom variable sales over five years. Starting
with current debt service an underlying spreadsieebnstructed which records outstanding
principal and interest payments for each year. ok for each year is extracted by the master
spreadsheet as a part of the cell formulas.

Debt service schedules are constructed for eagiegbed year, each in an underlying
spreadsheet (up to five.) Sales data fed by the&tenapreadsheet are used by the underlying
detail sheets to construct the principal and istepayments for each sale. In order to simplify
the programme, the standard County serial patseused which is level principal over a 20-year
term. The master spreadsheet also contains teeegttrate assumption for each year, allowing
the user to vary interest rates if desired. THa dervice payments, which result in each year of
the projection, are aggregated by the master sgineatland recorded as the total debt service for
that year. Net debt is calculated in the same avalyextracted from the detail sheets for display
on the master spreadsheet.

Sales data is generated in two different ways.a eparate file, linked to the master
spreadsheet through a desktop file, the resulteeotash flow analysis are recorded. The cash
flow analysis is generated through a series ofcharts (Figure 2) which show the engineers’
estimates of expenditure for each project by quantel type of expenditure (land acquisition,
design, or construction). The totals are aggezbdity purpose and recorded in a summary
spreadsheet. Grand totals by year are the basteddond sale projections which in turn feed
the master spreadsheet. Results from the masteadgheet are fed back to a summary chart
(table 1).

Another method for calculating sales is simply mbee the totals directly into the master
spreadsheet. This may be necessary to generas ifiloptions. A useful feature available in
the spreadsheet programme called “Back Solverdwallthe user to employ the programme to
calculate sales by varying any other potentialalde.

As already mentioned, the early calculations sofeedhe 10 per cent debt service limit
through the simple formula: make cell <ratio> equab.99 per cent by varying cell <sales>.
Later, as economic circumstances changed, the farmas changed to focus on the rate of
disbursement increase as the key variable.

The spreadsheets were developed by an averagefuser programme with no special
training. Diligent use of the user’s guide and sa®perimentation over two or three afternoons
produced the desired result. Numerous minor mgatibns in format and new links to minimize
data entry have occurred through constant usauréutodifications may include electronic links
to a new financial forecast model and cash flowplies programmes. Maintenance is relatively
simple, primarily through advancing column headeng year at the turn of the fiscal year.
Much of that effort is minimized if generic yearseaused in the detail sheets. Changes to
demographic data, tax data, and the results ofabstales also must be monitored, and the
spreadsheet updated to reflect the most curremtnivation.
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Cip Fnancial
Forecast Population
Interest Rate
Assumption +
Disbursements
Sales
v Income
Projected Data
Debt Service /
Debt
Capacity \
Summary * Tax Base
Data
Current Debt
Fgure 1 Service
9 Schedule

Sales Capacity Summary
(millions)

1993-1997 AUTH.
Unissued 1992 1993 1994 1995 1996 1997 TOTAL REMAIN.

Sales Limit $150.00 $150.00 $150.00 $150.00 $150.00 $150.00 $750.00

County Total 519.345 56.00 163.24 126.76 87.11 17.50 4.22 398.83 64.5

Schools' Total 245.730 94.00 80.00 71.73 0.00 0.00 0.00 151.73 (0.0)
A SUBTOTAL 765.075 150.00 243.24 198.49 87.11 17.50 4.22 550.56

NEW REFERENDA

Schools' Referenda 300.000 0.00 0.00 10.27 82.00 82.00 82.00 256.27 43.73

Parkway Referenda 117.000 0.00 22.84 44.54 36.25 8.10 5.27 117.00 0.00

METRO Referenda 100.000 0.00 0.00 0.00 4.61 25.68 19.59 49.88 50.12
B GRAND TOTAL 1,282.075 150.00 266.08 253.30 209.97 133.28 111.08 973.71

DEBT RATIOS CURRENT PROGRAM

C Net Debt % of Market Value 3% 1.20% 1.70% 2.00% 2.12% 2.07% 1.83%
D Debt Service as % of Gen Fund 10% 8.97% 9.50% 10.60%  11.18% 11.64% 11.35%
NECESSARY ADJUSTMENTS
E Maximum Sales Permissible
To Remain Within Ratios 150.00 170.00 150.00 150.00 135.00  148.00 753.00
F Deferral Necessary 0.00 96.08 103.30 59.97 (1.72)  (36.92) 220.71
Net Debt % of Market Value 3% 1.20% 1.55% 1.70% 1.75% 1.74% 1.54%
Debt Service as % of Gen Fund 10% 8.97% 9.50% 9.85% 9.86% 9.99% 9.99%
Operating Costs of New Facilities 0.00 3.79 25.73 2229  $43.94

Table 1
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DEBT MANAGEMENT IN SUBNATIONAL GOVERNMENTS
THE CASE OF ARGENTINA

Marcelo Tricario & Emilio Nastri

1. Thecircleof subnational public debt
11. Decentralization of spending

During the last 20 years there has been a growsngency worldwide for central
Governments to devolve their responsibilities tcaloand regional governments. About 70
countries in Latin America, Central Europe and otparts of the world, with more than five
million inhabitants, have adopted decentralizapoficies.

Opinions differ with respect to the advantages disddvantages of this process. There
are those who maintain that decentralization presatmore efficient allocation of resources for
the provision of public services and, consequeritlgt it requires greater accountability; this
forces subnational governments to be more resplenaiben entering into debt. Others, citing
the symbolic case of the Brazilian crisis in 198&ue that decentralization can have an adverse
effect on a country’s macroeconomic stability, #&cials can use their new powers to borrow
irresponsibly and use the debt as a means of piregdhe central Government into transferring
more resources.

Despite the continuing debate about the necessatyctions and the level of access to
capital markets that should be granted to subratigovernments, and the degree of
participation of the central Government in the @ss; the trend towards more decentralization,
during the last 10 years, has led to a significamdrease in subnational governments’
participation in the capital markets and in pulfill@nce.

In the particular case of Argentina, the provina@sd municipalities have almost
complete responsibility for public administratianthe fields of education, security, justice and
health, and concentrate 80 per cent of consolidateenditure on those services. Consequently,
the provincial public sector as a whole managespend about US$ 36 billion a year, which
represents over 40 per cent of Argentina’s totdlipiexpenditure. The year 1999 closed with
an estimated deficit of around US$ 2.8 billion angublic debt of about US$ 18 billion, with
maturities heavily concentrated over the following years.

1.2. Impact on thefiscal accounts

In addition to decentralizing spending, in the [E8 years Argentina has been engaged in
carrying out a series of structural reforms, bdsiaesigned to exclude those activities which
are unconnected with the core responsibilitie®oél government, to enable it to function better.
Together, these measures have given rise to ansystdiscal and financial arrangements that
has made many of the reforms irreversible. Neviatise not all the subnational governments are
in the same fiscal situation, since, in some juctsohs, unresolved structural problems continue
to exist. As a result, the fiscal situation in Angea as a whole is not without its risks.
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Accordingly, in analysing the fiscal accounts, IMF follows a line that reflects the
arithmetic of the capital markets by considering tountry’s global deficit, which is made up of
three separate components: national, provincialmuadicipal. Thus, for example, the letter of
intent and economic policy memorandum signed byAtgentine Government and the IMF in
connection with the standby arrangement of Febrd@ég included, for the first time, guidelines
for the provincial public sector deficit and bindigrowth targets for the public debt of the
consolidated public sector, involving both the calndind provincial governments.

Clearly, the fiscal deficit is all one, althouglbrh the institutional standpoint, in a federal
system of government, the nation cannot interferehe public accounts of the subnational
governments, and nor can the IMF negotiate witmthgnce its own internal regulations prevent
it from doing so. In short, the national Governmeain negotiate fiscal targets with the
provinces, but only within the framework of volurntaagreements. The impact on the public
finances can no longer be considered in isolafitve. central and provincial governments are all
in the same boat, and when one subnational eragypnoblems, it generates turbulence, with
adverse effects on public credit as a whole. Thwsubnational government can finance itself
reasonably in a country that is not financing ftsel

If we also take into account the fact that theaiteis highly pro-cyclic — just as spending
is pro-cyclic, because, when the fiscal deficitr@ases, so does the risk premium — then, from a
long-term standpoint, it becomes essential to @utaw basic strategies:

0] create the conditions necessary to establish cliggiland
(i) hierarchize fiscal policy as an instrument of egoiopolicy so as to offset the
effects of endemic budgetary imbalances.

In this connection, Dillinger and Webb of the WoBdnk have made an analysis the
fiscal behaviour of subnational governments in Atge and Brazil during the 1990s. One of
their basic conclusions is that if we want gooddisbehaviour, we must provide institutions that
offer proper incentives.

1.3.  Financing through subnational treasury debt

In addition to decentralizing spending, it will hecessary to define the responsibility of
each tier of government with regard to authorizegeaditure, allocated resources and tax
collection, a combination of which will determinbet level of self-financing by each local
government and the need for it to resort to otlmrrees of financing to cover its costs and
investments.

The case of Argentina is an example of “lack istdl correspondence” since, on
average, the taxes raised by the provinces thepwsdbarely cover 40 per cent of their
expenditure (in the OECD member States, the coeeigver 70 per cent) and the provincial
governments are not exercising strict fiscal resfmlity, as their management of their
expenditure appears to be largely detached fromeffet and risk of collecting their own
resources from their taxpayers.

! Dillinger W and Webb S. Fiscal Management in Federal Deswées (undated) . Policy Research Working Paper
2121: The World Bank, Washington DC. - www.worldbank.org/hted/Bublications/Workpapers/home.html.
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Within this context, in order to meet the Argertiprovincial public sector’s financing
requirements in the year 2000, which amount to @pprately US$ 6 billion, smooth access to
sources of financing and less onerous loan redempierms are essential. Thus, better
administration of the public debt will make a dé&ncontribution to improving borrowing
conditions, especially in the more deeply commitigdisdictions which find themselves in a
weak negotiating position.

14. The dilemma of centralized or decentralized decison-making and control of
subnational government debt

It is not the main purpose of this study to detesmthe best model for controlling
subnational debt; in fact, it is important to ursland that there are various possibilities
depending on each country’s institutional orgamnizat

There can be no doubt that decisions on subnata®ia should be subject twntrols.
However, opinions differ as to which is the mospraypriate method of control in each particular
case, how the control should be exercised and lmymwhFor example, under a unitary system of
government, the subnational governments do not haa autonomy of resources or
expenditure, and it is therefore advisable thatrtdebt be strictly controlled by the central
Government, which is the ultimate guarantor offtli&iment of their financial obligations. On
the other hand, under a federal system of goverhniems debatable whether a nation can
regulate the borrowing capacity of the provincdgoaigh in situations of crisis or imbalance,
federal remedies are generally available for priogdelief to subnational governments.

There are those who question the effectivenessoafrols; for example, one of the
conclusions of the Dillinger and Webb study is ttte objective of fiscal discipline is better
achieved by the central Government adopting a ‘fa€upolicy, rather than a policy which
makes it responsible for what the subnational govents are doing and for monitoring their
debt and bailing them out when they run into treublThe study describes how, in Brazil, the
subnational debt was under the direct control ef &®nate which was susceptible to political
pressure, and how the controls which the federatetie tried to establish were ultimately
evaded by the states.

Eggeré (1999), commenting on the study by Dillinger andiW, notes that under a
federal system of government, central paternalismdc be counterproductive since it deters
subnational governments from shouldering their aaspbilities. Eggers also points out that, in
general, the central Government cannot preventatidsmal governments from obtaining access
to all types of debt. At best, it can prevent ascesly to certain types of debt, such as that
arranged through government securities or bankslobnfact, it would always be possible to
borrow in other ways, for example by giving undkirigs to suppliers and contractors or
guaranteeing third-party debts which, as a redulbe principal defaulting, end up by reverting
to the subnational government. In this case, cttmould simply have the effect of worsening
the quality of the debt.

Ter-Minassian (1996) presents a broad panorama of the variotlaue of controlling
the debt of regional and local governments in aewig@nge of industrialized and developing

2Eggers F. Control of subnational debt. The experiencegeitina and Brazil in the 199@svista ASAP No 34.
December 1999.

% Ter-Minassian T. Subnational government debt. Problemigemational experience. PPAA/96/IMF working
paper, International Monetary Fund, Washington DC, April 1996.
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countries. She points out that the nature and egeerof these controls vary considerably
depending on the history of the country, the reéapjower of the different levels of government,
the macroeconomic and fiscal conditions and thie stdevelopment of the financial markets.

There are four main methods, which range from itep\almost everything to the
discipline of the market, to direct control by ttentral Government over every public borrowing
operation carried out by subnational governmernitiestby way of intermediate policies, such as
cooperation between the different levels of govesnimin controlling debt and rule-based
controls.

In the above-mentioned study, Ter-Minassian ntitas central government control over
the debt of subnational governments could be jastif:

0] Debt policy is linked with other macroecononaied exchange rate policies;

(i) A unified method, which could result in bettarms than a fragmented one, is
used for raising loans;

(i)  The deterioration of the credit rating of albmational borrower might spread
contagion and there is a risk of a default by afmational government, affecting
all the rest; or

(iv)  The lenders require an explicit guarantee frihv@ central Government or, at the
very least, are counting on an implicit guarantee.

Among the principal conclusions is a recommendatalling for greater transparency
and the dissemination of information on the finanoé subnational governments, increased
cooperation between all levels of government witheav to slowing or reversing the growth of
public debt, and the maintenance of effective malitand intellectual leadership by the central
Government, as a natural next step in the evolutibthe central Government’'s traditional
administrative controls in an increasingly decdizea world.

It is clear that, regardless of the different aaghes described, when the data on the
finances of subnational governments in developogntries are analysed, all these countries are
found to be suffering from serious deficienciesha coverage, quality and up-to-dateness of the
debt information availableThere can be no question that any method adoptmddsiprovide
transparent and reliable information on the pudébt, should solve the problem of information
asymmetry, and should ensure that everyone inaime £ountry speaks the same fiscal language.

15. Proposalsfor achieving fiscal solvency in subnational gover nment

In a federal country, progress towards transpgrand fiscal responsibility on the part of
Governments requires the establishment of agremudatds, approved and accepted by the
parties involved and, of necessity, governmenteaiigt which is indispensable if the political
signal is to be reflected in the national accounfghat has been the common denominator in
cases such as those of Italy and the United Statesse the financial situation has been brought
under control? Confidence, a serious policy, cledé#xecutants, a time horizon and certainty. A
study of the experience of other countries cleaeyeals that the search for the necessary
agreement between the national and subnationahigmesnts mainly involves:
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(1) The need to achieve fiscal balance, which requires the provinces and municipalities t
make progress with the adoption of a regulatorsnéaork that places limits on the imbalances
permissible.

(i) The generation of anti-cyclical contingency funds as a means of offsetting possible
economic shocks and reducing the risk premium,giveat expenditure does not necessarily
increase at the same rate as income.

(i)  Greater transparency in public administration and transformation of the management of
the State to improve the quality of public servicd$is includes the need for a public
information system covering such areas as finandelst, procurement and the allocation of
funds, based on the possibilities offered by adeariic communications.

(iv)  The organization of provincial public investment systems which systematically evaluate
investment projects, using internationally recomdezh methods, with a view to steering
borrowing towards projects that yield a social netu

(V) The establishment of integrated financial information systems to improve the quality and
timeliness of information on resources, expenditame public borrowing. In this connection,
UNCTAD’s Debt Management and Financial Analysist8ys (DMFASY or another equivalent
information system, together with an appropriatgutatory and structural framework, could be
transformed into a powerful tool at the service fistal policy and the management of
subnational public debt.

All these factors, plus all the other initiatiibsit point in the same direction, will help to
improve transparency in public administration, atismately make it easier for the public in
general, its representatives in the legislaturethagress to exercise control.

To sum up, economic growth and fiscal order, iregieg with the golden rule of
financing all current expenditure out of currentdme, together with that other golden rule of
public spending — a high degree of austerity onnew®nt — require, inter alia, good debt
management with the following principal objectivéisst, the fulfilment of obligations and the
reduction of financing costs and, second, the reaarice or extension of the average life of the
obligations.

2. Thecaseof Argentina: the situation and the legislation adopted
2.1. Thepublic debt situation in the Argentine provinces

At the end of 1999, the consolidated debt stockhef24 jurisdictions that make up the
provincial public sector amounted to about $18duill or approximately 55 per cent of the total
resources of the corresponding provinces for theesgear, and could be broken down according
to type of creditor and type of debt instrumentaiiows:

* DMFAS has been installed in more than 40 countrieshiaptrpose of providing those facing large external debt
balances with a tool for managing and organizing their debpablic finances.
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Breakdown of provincial delit stock by type of instrument

(as a percentage of the globial delit of the 24 provincial jurisdictions]

B LOANS FROM LOCAL B OTHER CONSOLIDATED DEBT AND LOANS
BANKING AND FINANCIAL FROM THE NATIONAL GOVERNMENT
INSTITUTIONS 12%

32%
- B GOVERNMENT SECURITIES
i 23%
[0 LOANS FROM [l FLOATING DEBT
INTERNATIONAL 15%
ORGANIZATIONS
18%

Source: Based on data compiled by the Regionalr®nuging Sub-Secretariat of the
Ministry of the Economy for the year 1999

In the year 2000, because of the concentratioruefdhtes within a short period of time,
the provincial governments will have to go out asekk approximately US$ 6 billion in
financing, that is somewhat more than in the pnesigear. This will have a considerable impact
on the local financial market, since it representsgnificant proportion of the creditworthiness
of the system.

2.2.  Principal components of the subnational public sector debt stock

This section describes the characteristics ofrtbee common debt instruments that make
up the public debt of the subnational governments.

Loans from local banking and financial institutions: According to the figures
available, there is strong interest among jurisoins in this type of debt, which accounts for
about one third of the total. It takes the formbahk loans guaranteed by the legal assignment
under the federal revenue-sharing scheme of taglscted by the national Government and
transferred to the provinces on a proportionaisbas accordance with the laws in force. In
general, these are three-to five-year loans atasteates which vary according to the negotiating
capacity of the province concerned. Agreementsisf tiype are made with a large number of
eligible banks and are based on a wide varietyoah$ with a complex legal and financial
structure.

In most cases repayments of principal and intggagiments are made under the “daily
drip”™ system. The fact that this is a variable proceakas it impossible to calculate exactly
when the debt will be completely paid off. In geaieit is possible to observe an acceleration of

n5

® Regular daily deduction of the percentages ordfixmounts transferred by the province to the avedintil the
debt has been completely paid off. The deductionstensfers are made by Banco de la Nacién Angerats the
payments agent for tax and revenue sharing resawurce
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the process leading to a decrease in the average (le3 years), which is causing serious
reconciliation problems and making it difficult ftine debtor to monitor the state of the loan.
This is because the effective amount of federakmee-sharing income allocated to each
province depends on the levels of tax collectisnyliimately variable and remains closely linked
with the debt stock. This type of guarantee is alsed for loans from international
organizations, for government security issues anduwety for third-party operations with, in
some cases, different orders of priority or prafeee depending on the terms of the various
agreements with the creditors.

Government securities: the “provincial government securities” categoastgrown the
most rapidly in recent years and now accounts Bmut 23 per cent of the total debt of the
provincial jurisdictions. These operations haventeithat range from 6 to 16 years (including
grace periods) and generally pay a variable raietefest.

Within the provincial securities category, there avo groups clearly differentiated with
respect to the way in which they are placed omtheket, namely, forced placement securities,
(i.e. those issued compulsorily as a means of gagirears of wages or debts owed to suppliers),
and voluntary debt issues (placed by direct supson, auction, sale on the securities markets,
or through financial syndicates, for example forghase by investors who are not obliged to
accept them).

Some jurisdictions, such as, for example, the gowent of the City of Buenos Aires and
the provinces of Buenos Aires and Mendoza, hawgedsecurities without assigning specific
provincial resources. In the event of default theseld be backed by the Provinces’ assets. On
the other hand, most provincial issues have besadban the allocation of resources from the
federal revenue-sharing regime or from other sausceh as oil royalties.

Floating debt: The floating debt consists of obligations origing in arrears in
payments to suppliers, contractors and employeésesfers not made to the municipalities. It
differs from financial debt in having matured arat having a fixed due date. This type of debt
is reaching significant levels for the provinciatigdictions as a whole (about 15 per cent of the
total).

Strictly speaking, until such time as a propersodidation and/or refinancing mechanism
is established, the floating debt will remain exigdd from the classical definition of the use of
public credit. Nevertheless, in many provinces, nvHarge instalments of financial debt,
generally guaranteed by federal-revenue shariniy, dize, they are often paid from these
resources by delaying regular payments for a tintetaus increasing the floating debt.

In this way, the floating debt is being transfodriato a more or less non-transparent
mechanism for increasing the public debt, sincevédes the legal requirements relating to its
composition, makes no provision for proper recaydamd is threatening to become one of the
most expensive forms of debt. This is because iitceals price markups by suppliers and
contractors who pass on their financial costs, mode, in the face of the repeated adoption of
this practice by the Government.

Loans from international organizations. The provincial debt, corresponding to
resources obtained through loans from internati@mganizations such as the Inter-American
Development Bank and International Bank for Reawnesion and Development, accounts for
approximately 18 per cent of the total; it is shogvia tendency to increase as compared with
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previous years. In general, these funds are bg@egt®n infrastructure projects and on reform of
the provincial accounts.

From the standpoint of the provincial administrasi, there are two kinds of modalities
for these loans. Less common are loans made direxithe jurisdiction by the international
organization, generally with a national governmgmérantee. The more usual arrangement is a
subsidiary agreement applicable to a number oflddigurisdictions and signed by the provincial
and national governments the latter assuming thgation to the international organization.

In this latter case, the information on disbursetsierepayments and loan conditions is
handled by the central project implementation umftich makes it difficult for the provinces to
obtain access to precise information about thesaamvhich they are involved.

2.3. Main Legislation adopted

Under the Constitution, Argentina is a countryhwé federal system of government in
which the provinces retain all the powers not dafed expressly to the federal Government.

The right to control the provincial debt is noeoof the functions delegated. Thus there is
no legal way in which the federal Government cajulate the capacity of the provinces to enter
into debt, although, in practice, it generally pd®s the assistance to a province threatened with
financial collapse.

Nevertheless, in view of Argentina’s fiscal deffieind debt crisis, and because of the
commitments made to the IMF, a number of jointtetyees designed to strengthen the fiscal
policy of the governments are currently being pub ieffect. These include, in particular, the
approval of a national fiscal solvency act whiclvies the provinces, to adopt similar
provisions, and an act ratifying the federal agreetrsigned by the governors and the central
Government, described below.

Fiscal Solvency Act (No 25.152): Promulgated in September 1999, thisestablishes
the framework within which the powers of the natibGovernment for administering public
resources must fit. To this end, it lays downftiwing basic rules:

Limits to be placed on the fiscal deficit (as agesttage of GDP) until financial balance is
achieved in the year 2003;

The real rate of growth of primary public spendimg to be allowed to exceed the real
rate of growth of GDP;

Strict limits to be imposed on the maximum increiasthe national debt as a function of
the national non-financial public sector deficitlasther variables;

Creation of an anti-cyclical tax fund;

Establishment of a series of guidelines for themef of the State and an expenditure
guality assessment programme.

In addition, the Act requires documentation produwedthin the national administration
to be classed as public information, freely acd#sdp any interested institution or individuat. |
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also requires the national executive to invite pinevincial governments and the autonomous
government of the City of Buenos Aires to adoptdiegion consistent with its provisions.

Act ratifying the Federal Agreement (No 25.235): Promulgated in December 1999, this
Act ratifies the agreement signed by the goverobdthe provinces and the central Government
laying down guidelines for the implementation ofaseres designed to contribute to balanced
national growth and to avoid the adverse effectproduction and employment of a high level of
global public sector debt.

To this end, it encourages the incorporation ef fiilowing principles in the national
and/or provincial legislation to be adopted in filtire:

0] Transparency of fiscal information;
(i) Ratification in the year 2000 of the new fealerevenue-sharing act;

(i) Creation of an anti-cyclical fund financetbim revenue-sharing resources, similar
to that created by Act 25.152;

(iv)  Coordination of the public credit and proviacdebt systems; and

(v) Rationalization and improvement of interjuitttbnal tax administration and
establishment and strengthening of a federal fizatiority.

In this connection, the federal Government, thevjorcial governors and the head of the
government of the City of Buenos Aires agree to:

Submit a federal-revenue sharing bill in which #lle provinces assume greater
responsibility for the determination and control mfimary and secondary resource
distribution criteria;

Promote, in each jurisdiction, the passage of letys that adopts principles similar to
those laid down for the nation in the Fiscal SobyeAct (No 25.152) with a view to
reducing the fiscal deficit, holding down publicesling, establishing self-imposed
limits on indebtedness and ensuring fiscal trarespay.

Establish procedures for facilitating the broadseimination of their fiscal accounts,
including the budget, its implementation, debt dett service projections, using systems
that employ the new technology provided by compnégworks.

Within the framework of the Federal Agreement, iebfuary 2000, the first specific
agreements were concluded with the provinces oumémn, Tierra del Fuego, Catamarca and
Rio Negro. It is expected that agreements witkerogrovinces will be signed in the course of
the year. In these agreements, the provinces tak@eto reduce their fiscal deficits and the
national Government undertakes, through a trusl,ftmnegotiate banking sector loans to cover
short-term obligations on terms more favourablentithose available to the provinces
individually. At the same time the central Govesmh undertakes to establish a system of
quarterly monitoring of the fulfilment of the undskings given.
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2.4. National strategy for management of the public debt

The State strategy with respect to the manageonfahe public debt was brought within
the framework of the Government’s financial adnti@igon reform programme and began to be
implemented with the promulgation of Act No 24.1&8he end of 1992. In this context, at the
beginning of 1993, the lack of accurate informatwnthe public debt made it necessary to set
up, as quickly as possible, a recording systemwioaid provide reliable information about the
nation’s financial commitments and which, at theneaime, would contribute to the due and
timely fulfilment of its obligations to creditors.

Accordingly, at the end of 1993, with the assistanf the UNCTAD project on the
creation of a debt registry and the strengthenihgublic debt management in tiAggentine
Republic, it was decided to install version 4.1sphd the DMFAS in the National Public Credit
Office, the agency in charge of the public cregigtem. Regular updating of DMFAS, together
with the incorporation of the network processingdaldy, made it possible in 1996 and 1997,
to develop a connection module linking DMFAS ane timtegrated Financial Information
System (SIDIF). This involved procedures relatioghe servicing of the debt and the recording
of the receipt of funds in connection with publredit operations.

On the basis of the experience acquired, and v vfethe requests from some provinces
stressing the need for reliable and transparefdrnmation on the debt assumed, a projecttier
installation of DMFAS in subnational administratiowas drawn up and signed on 16 February
2000 with a view to improving the management of plublic debt by local governments and
strengthening the administration of their publinainices. The installation of DMFAS in the
provincial administrations calls for strategies afoperation and coordination between the
different levels of government. The strategies @esigned to consolidate policies of fiscal
discipline and transparency in the use of publgouveces by establishing common rules and
exchanges of experience in financial administrationhe particularly sensitive area of public
debt management.

3. Project for theinstallation of DM FASin subnational administrations

3.1. Aim of the project

The main aim of the project is to strengthen thiditalof subnational governments to
manage, record and administer the provincial andicipal public debt by installing, providing
training in, and bringing into operation, the congrized DMFAS developed by UNCTAD,
suitably adapted to the realities and needs ofitivernments concerned.

3.2. Theparticipants, their basic roles and responsibilities

Responsibilities of the Ministry of the Economy: These include: national project
management; establishment of a framework agreemeétit UNCTAD; definition and
coordination of framework agreements with subnaiogovernments and project financing
conditions; and maintenance of the central faesiof DMFAS Provincial.

Requirements to be met by each of the subnational governments involved:
Establishment and/or designation of a special publedit working group and allocation of
personnel suitable for providing training in opargtand administering DMFAS; provision of
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suitable premises and operating conditions for eéjeipment; and agreement to create the
conditions necessary for gathering the reliable ddébrmation which the system requires.

Responsibilities of UNCTAD: Supplying of the system; development of the
modifications necessary to adapt the system to siheation prevailing in the provinces;
supervision of the preparation of special systemmuabs; provision of system updates; and
general follow-up and technical support for thejgct

Responsibilities of the project coordinator: General coordination of the project; general
coordination of the installation and training ogenas in the provinces; and general coordination
of the training programme in Buenos Aires.

Responsihilities of the working group: Installation of DMFAS and provision of training;
analysis of the necessary adjustments to the syataincoordination with UNCTAD on its
development; technical assistance with the inpunfairmation into the system and its correct
use; and direct help for the users in maintainimg) @perating DMFAS.

It is important to point out that the programmelwik administered on a national
implementation basis with the active participatioh the United Nations Development
Programme (UNDP) office in Buenos Aires, which gudees the participating provinces
transparency and internationally accepted standBmdghe administration of the assistance
provided to each subnational government in impleatary the project.

3.3. Expected outcome

At the end of the project, the participating subral governments will have at their
disposal a technical team whose main task willdoeménage, record and administer the public
debt, supported by the National Directorate forc&isCoordination with the Provinces of the
Ministry of the Economy and the technical expertéhe National Public Credit Office, backed
by the DMFAS Group at UNCTAD.

With this in mind, it is considered that the magsults expected to be achieved by the
end of the project are as follows:

(1) Strengthening of the capacity of subnationalegoments to manage, record and
administer the public debt;

(i) Establishment in each jurisdiction of a teatali group, department or office
responsible for carrying out public credit-relatadks, with proper training in the
operation and maintenance of DMFAS;

(i) Installation and commissioning of DMFAS, undihe supervision of the offices
mentioned in (ii);

(iv)  Incorporation in the database installed inhe@arisdiction of particulars of the
loans outstanding and debt service schedules;

(V) Establishment within the National Directorate Fiscal Coordination with the
Provinces, in the Ministry of the Economy, of awoto provide support and
technical assistance for subnational governments;
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(vi)  Adaptation of DMFAS to the realities and ne@edfishe subnational governments;
(vii)  Preparation of special DMFAS user manualsgmvincial administrations; and

(viii) Initial study of the feasibility of a link-p between DMFAS and the Provincial
Financial Administration System.

At the same time, the use of the same debt managemd administration tool in all the
different jurisdictions will help to ensure greatgansparency and standardization of the
information on the subnational public sector délitis will make it possible to improve the
coordination and consolidation of provincial andiowaal fiscal policies. In addition, it should be
noted that the present project forms part of aesenf fiscal policy and public resource
administration measures and instruments. Insafathase are consolidated, they will help to
improve the perception and characterization of drelit risk, on the part of both the central
Government and subnational governments, with aemprent improvement in financing costs
and conditions.

34. Description of the project

The project for the installation of DMFAS in thebsational administrations will be divided into
five main phases or stages as described below:

() Setting up the project and detailed work programme: This stage consists of
negotiating and drawing up the necessary agreemeitts the participating provinces,
establishing the infrastructure and a working teaitable for providing training in and installing
DMFAS at headquarters and in each of the provinaed, developing and updating a detailed
project work plan. The activities to be undertakeriude recording, analysing and reporting on
the situation in each province and preparing spesanuals, adapted to the conditions in the
provinces. The manuals will include definitionscoimmon terms and explanations of the use of
the system in conformity with the particular chaeaistics of the provinces and their legislation.
This stage will also include a feasibility studytbé development of a link-up between DMFAS
and the Provincial Financial Administration System.

(i)  Trainingin DMFAS: This stage covers all the training activitiesessary for the
proper installation of DMFAS in the provinces. ficiudes general training in public credit at
project headquarters, training in database admatish and training for the future DMFAS
users in each province in the use of the systemthadentry of debt information into the
database.

(i)  Installation of DMFAS and input of information into the provincial debt
database: This stage involves the installation of DMFAS designated computers, with a
corresponding functionality test, together with thstablishment of a debt database in each
province. To this end, in each case it will beessary to establish a cutoff date for the system,
enter the loan balances and corresponding scheduldsdentify the sources of information on
individual transactions from the date in questiorthie present, in addition to reconciling the
balances on the cutoff date with the respectivditmes.

(iv)  Localization of DMFAS: This stage includes the adaptation of DMFAS te th
particular characteristics and requirements of fevincial debt instruments and the
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incorporation of these modifications in to the imi@tion system. The main activities to be
developed involve recording the particular termstlod provincial contracts, designing and
programming the new functions, preparing the docuat®n, testing, and incorporating the
modifications in the installations in each province

(V) Technical assistance: This phase of the project comprises ongoing tiechn
assistance for provincial users in aspects relaongublic credit, in general, and DMFAS, in
particular, and technical support for the workiegrh provided by UNCTAD. This stage also
includes the necessary updating of the speciatsystanuals and the provision of new versions
of DMFAS developed during the course of the project

35  Work plan

Schedule of activities (in months)

Results and activities Entity responsible 123456789

Allocation of personnel and resources, | National coordinator ﬂ

headquarters

Allocation of personnel and resources, | Provinces H

provinces

Recor ding of situation in provinces National coordinator o

Work programme and report, by | National coordinator —

province

Preparation of special manuals UNCTAD/work team f—

General training at headquarters National coordinator -|

Technical DMFAS training in each | Working team |

province

Training in the use of DMFAS and data | Working team

input in each province —

Advanced training in each province Working team — |

Installation of DMFAS in each | Workingteam —

province

Establishment of database Provinces and working I ———
team

System adaptation survey UNCTAD —

Global design for system adaptation UNCTAD —

Programming of system adaptation UNCTAD —

Testing and modificationsto manuals | UNCTAD/work team —

Support for usersin the provinces Working team P —————

Technical support for working team UNCTAD P ——————

Updating manuals UNCTAD/work team —

Updating DMFAS versions UNCTAD ——

3.6. Project organization and cost estimates

Initially, the project has been designed for arrall period of nine months. It envisages
the installation of DMFAS in three local governmenwith the support of a central facility under
the Ministry of the Economy. On the basis of thgeotives and scope of the project,
transparent, economical and efficient means of atering the resources allocated by the
provincial administrations for achieving these chjees have been devised. Thus, in view of the
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fact that the debt problems of the various subnatiggovernments are similar in nature, a
shared-cost project that ensures the maximum gesstonomies of scale has been drawn up.

It is estimated that under the above-mentioned foa the project, the overall cost per
subnational government will be about US$ 75,00@, inoluding the cost of the computer
equipment and software licences.
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