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I. Introduction and background
Developments of public debt management since 1989

Public debt management in Poland has a relatively short history. It begins
with the political and economic transition started by the collapse of the
communism in 1989. Since then, the structure of public debt and its
management, including the institutional and market environment, have
changed dramatically. In 1989, State Treasury debt consisted only of vast
amount of foreign debt in a form of bank loans. The majority of this debt was
not serviced due to solvency problems in the 1980s.

Since 1989, the development of public debt management was guided by a
consistent and carefully planned process, moving from passive debt servicing
to active debt management, including by managing the various risks involved.
This included the restructuring and reduction of foreign debt (in 1991 and 1994
debt owed to official creditors associated in the so-called Paris Club, in 1994
debt owed to commercial banks associated in the so-called London Club),
creation and development of the domestic market of treasury securities (first
bond issue in 1989, regular T-bills auctions since 1991) and borrowings in the
international markets (first bond issue in 1995). Related changes in
organisation, legal framework, technical infrastructure, methodology and
available instruments followed in parallel.

Volume and structure of the State Treasury debt

In 2002, State Treasury debt amounted to EUR 81.6 bn (42.5 per cent of GDP).
Approximately 2/3 of the total debt was domestic, mainly in marketable treasury
securities that can be a subject of active risk management. The foreign debt,
constituting the remaining 1/3, consisted of four different groups. The main part
was the non-marketable debt owed to creditors from the Paris Club. Other three
groups were the (non-marketable) loans from international financial institutions,
granted for various purposes connected with supporting the transition of Polish
economy, the (marketable) so-called Brady bonds issued to restructure the debt to
the London Club creditors, and new issues of bonds in international markets.

The structure of State Treasury debt changed significantly since 1990, as
a result of a strategy to broaden the scope of choice for debt management
instruments so as to be in the position to influence the cost and risks
characteristics of the debt portfolio. This resulted in a reduction of the share
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of non-marketable debt, a developed domestic debt market and credibility in
international markets. The following table illustrates changes in the volume
and structure of the State Treasury debt:

1990 1992 1995 1999 2002
State Treasury debt (% of GDP) 95.1 86.7 54.3 43.0 425
State Treasury debt (total = 100)
Domestic 13.1 26.0 39.6 50.9 66.9
Marketable 0.1 10.8 321 36.9 59.7
Non-marketable 13.0 15.2 7.5 14.0 7.2
Foreign 86.9 74.0 60.4 49.1 33.1
Marketable 0.0 0.0 9.5 11.8 8.9
Non-marketable 86.9 74.0 48.7 39.5 24.2

Organisational framework

Management of the State Treasury debt is carried out within the Ministry
of Finance. A separate Public Debt Department was established in 1994. At
first, it dealt solely with domestic debt. In 1998, domestic and foreign debt
activities were merged into a single department. Organisational changes
resulted in a move from focusing on instruments to functions. Accordingly, a
separate unit for foreign debt, as well as front, middle and back offices were
created. These organisational changes reflect the transition from simple
borrowing operations to active debt management. In 2002, foreign debt was
separated once again and now moved to the Foreign Policy Department.

Sureties and guaranties granted by the State Treasury are managed by a
different department of the ministry.

Debt instruments

There has been feedback relation between the stage of development of the
financial market in Poland and the set of instruments available for public debt
management. The introduction of new instruments depended to an important
degree on the increasing stability of Polish economy and growing maturity of the
financial market. These reforms resulted in the demand for particular financial
instruments. Together with the related supply of these instruments a market was
created. The range of instruments has been gradually broadened, which resulted
in new opportunities for risk management.

The most important developments in the domestic market of treasury
securities were:

e 1989 - first (non-marketable) treasury bonds;
e 1991 - treasury bills;

e 1992 - first issue of 1 year inflation-linked bonds;
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1992 - first issue of 3 year floating rate bonds;

1994 - first issue of 2 year and 5 years fixed rate bonds;
1995 - first issue of 10 year floating rate bonds;

1999 - first issue of 10 year fixed rate bonds;

2001 - introduction of switching auctions of treasury bonds;
2002 - first issue of 20 year fixed rate bonds;

2002 - introduction of primary dealers system and electronic market of
treasury securities.

Retail instruments have been also introduced as an additional, stable
source of financing.

In order to gain access to core international markets, foreign issues have

been also made since 1995. The basic rationale is to ensure a cost effective
source of refinancing the maturing part of the non-marketable stock of foreign
debt. Future membership in the euro zone as well as a proper diversification
of exchange rate risk have been taken into account in choosing foreign

currency markets. The most important developments in issuing in
international markets were:

1995 - first USD bond denominated issue;
1996 - first DEM bond denominated issue;
2001 - first EUR bond denominated issue;
2002 - first GBP bond denominated issue;
2003 - first JPY bond denominated issue.

Debt management strategy

Since 1999, the public debt management in Poland has been carried on

the basis of a formal policy document on public debt management. Under the
Public Finance Act (1998), the Minister of Finance submits each year the Public
Sector Debt Management Strategy to the Council of Ministers for approval and,
next, forwards this document to the Parliament, together with the
justification of a draft Budget Act. The strategy covers normally a 3-year
horizon but a longer time horizon is possible. It includes:

the assessment of the past implementation of the previous strategy’s
objectives;

macroeconomic and budgetary assumptions;
risk analysis;
objectives of the strategy and corresponding tasks for a three-year horizon;

new instruments of implementing the strategy;
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o forecasts of debt volume and debt servicing costs;

analysis of influencing the debt of the public finance sector;

« threats to the implementation of the strategy;

e conclusions - expected effects of implementing the strategy.
The principal objectives of the debt strategy® are:

a) To maintain the amount of public debt at a prudent level.

b) To minimise debt servicing costs over the long-term subject to an
acceptable level of risk (see below).

Long-term is determined by the longest maturity of those debt
instruments that have a significant share in the financing of the borrowing
needs; currently this means 10 years.

Risk management

Because of uncertainty regarding the macroeconomic-, budgetary- and
market environment, risk management is an integral part of public debt
management. The control of risks emerged as a key part of active debt
management, a development facilitated by the increase in the number of
available debt management instruments. The importance of risk
management is also reflected in changes in the organisational structure such
as the creation of a middle office in 1999. The objectives and corresponding
tasks of debt management were formulated in both cost and risk terms,
including the identification and measurement of the key risk components.

The highly non-optimal debt structure of Polish debt in the early 1990s
made it quite easy to formulate the desired overall changes in this structure in
terms of risk parameters. For example, foreign exchange rate-, refinancing-,
and interest rate risks were all considered too high. The strategic (qualitative)
objectives were therefore to decrease the share of foreign currency
denominated debt, the development of the domestic market so as to improve
its efficiency in order to be able to finance borrowing needs on the domestic
market, as well as to increase the average maturity and duration of domestic
debt. Over time, the question arises what the desired cost and risk balance
should be in terms of more precise quantitative criteria. This calls for a formal
framework of risk management, which includes translating the qualitative
objectives of the strategy into quantitative targets.

Reporting and staff considerations

Currently, the basic risk indicators are used in two ways. Firstly, they are
published in monthly State Treasury debt bulletins. Secondly, their expected
future values are published as forecasts in the strategy of debt management.
Every year, they are analysed in a context of executing the previous strategy’s
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objectives. There are no strict quantitative targets; risk indicators are used as
input into an informal decision process. Such a system was considered
satisfactory during the market development stage. More recently, a start has been
made with the development of a more formal framework of risk management.

In doing so, in 2002 the debt management unit was split into two: 1) one
dealing with current debt management and borrowing operations, and 2) the
other with strategic planning and risk management. The strategy and risk
management unit has 4 persons? with knowledge of debt management and
good theoretical knowledge of risk management (although, thus far, not much
practical experience). Their qualifications have been improved through an
extensive training programme and study visits to foreign institutions with a
more advanced methodology.

II. Overall risk management strategy

The debt management strategy addresses the main risks related to debt
management. Analysis of these risks forms a basis for formulating objectives
and tasks of debt management. The various risks have been divided into three
groups:

Risk related to the volume of debt

This risk is defined as the risk that the volume of debt will exceed a
prudent level. Neither theory nor practice determines what the exact prudent
debt level is, because it depends on the specific situation of the economy in
question. Generally, the more developed the economy, the higher the critical
prudent level of debt can be set. A prudent level is understood as a level that
would allow the timely servicing and refinancing of debt in a longer-term
perspective. An excessive level of public debt can have a negative impact on
the state budget itself (high debt servicing costs and crowding out of other
expenditures), the economy (crowding out of private investment), and
monetary policy (via pressures on interest rates).

Polish law provides for prudential and remedial procedures if the ratio of
state public debt to GDP increased by expected payments under sureties and
guarantees granted by entities of the public finance sector exceeds thresholds
of 50 per cent and 55 per cent, as well as the constitutional limit of 60 per cent
based on the Maastricht criterion.>

Clearly, the debt manager has limited means of influencing the level of
public debt as this is to a great extent determined by the net borrowing needs.*
However, in a broader context, public debt management is an integral part of
economic policy of the government. Since the strategy of debt management is
approved by the Council of Ministers, it is incorporated into the overall
strategy of public finances.
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Risks related to the structure of debt and (volatility of) debt servicing costs

These risks constitute constraints to the objective of minimising debt
servicing costs over the long term. The main risks are defined as follows:

e Refinancing risk. Due to structural differences between domestic and
foreign markets, refinancing risks in local and foreign currencies are being
distinguished.

e Foreign exchange risk. The risk of changes in the value of foreign debt

volume and debt servicing payments resulting from changes in exchange
rates.

e Interest rates risk. The risk of changes in debt servicing costs resulting from
changes in interest rates.

e State budget liquidity risk. The risk that state budget cannot settle current
liabilities and pay for current expenses.

e Credit risk.
e Operational risk.
e The distribution of debt servicing costs over time.

In contrast to the risks related to the volume of debt, which is managed
mainly by higher-level policymakers, risks related to the structure of debt and
volatility of debt servicing costs can be addressed directly by debt managers.”

Risk related to sureties and guarantees granted by the State Treasury

Sureties and guarantees constitute a contingent debt; they increase the
risks related to both volume and structure of the debt. Under Polish law,
expected payments under sureties and guarantees add to the debt to GDP ratio
(which is subject to limitations under the Public Finance Act), while executed
sureties and guarantees are debt servicing costs.

III. Assessing policies and trends in managing risks
Risk related to the volume of debt

Macroeconomic and budgetary risks related to control of debt level are
important but usually not directly addressed in debt management strategies.
However, in Poland this was done for the first time the debt strategy for
2003-2005, by setting a macroeconomic objective of maintaining the public
debt volume at a prudent level. This move reflected concerns about the
possible negative consequences of a higher debt level for the economy and the
state budget.

In the period 1991-1994, the level of State Treasury debt (as the principal
component of public debt®), moved downward, reached 54.3 per cent of GDP
and since then gradually decreased to 38.9 per cent in 2000. The main reasons
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were fast economic growth, moderate budget deficits and high proceeds from
privatisation (a one-time source of financing for meeting the borrowing
needs). This trend was reversed in 2001. The structural deficit of public
finances was exacerbated by the economic slowdown, while the significance
of privatisation decreased. This resulted in a considerable increase in the
debt-to-GDP ratio from 2001 onward. Pressure on government expenditures
will continue in the near future due to the co-financing requirements related
to entering the European Union in 2004.

The strategy of bringing the debt volume down to prudent levels is
dependent on a sustainable path of fast economic growth as well as reform of
public finances, especially on the expenditure side.

Risks related to the structure of debt and volatility of debt servicing costs
Domestic currency refinancing risk

The main risk indicators are the average time to maturity (2.80 years
for the marketable debt’ in mid 2003; Table 17.1 contains details from 1999
onward) and share of debt maturing within a year (34.1 per cent for
treasury securities). These levels of risk are still considered too high
although the situation has improved considerably by developing the
domestic market, in particular the introduction of new instruments with
longer maturities, ranging from treasury bills with maturities varying from
4 to 26 weeks in 1991, to 20-year fixed rate bonds in 2002. This has resulted
in a significant decrease in refinancing risk. The pace of the decrease in
refinancing risk by increasing the average maturity was to some degree
determined by cost considerations. However, very high priority was
attached to the reduction of refinancing risk, even if higher borrowing costs
had to be accepted at the beginning of the development of new market
segments.

Table 17.1. Average time to maturity and duration of PLN denominated
marketable debt (in years)

ATM Dec. 1999  Dec. 2000 June 2001  Dec.2001  June 2002  Dec.2002  June 2003
T-bills 0.36 0.35 0.48 0.52 0.48 0.47 0.47
T-bonds 3.38 3.17 3.17 3.12 3.33 3.36 3.42
T-securities 2.52 2.60 2.58 2.51 2.61 2.73 2.82
DURATION Dec. 1999  Dec. 2000  June 2001  Dec.2001  June 2002  Dec. 2002  June 2003
T-bills 0.35 0.34 0.47 0.51 0.48 0.47 0.46
T-bonds 2.04 2.05 2.10 2.14 2.45 2.61 2.77
T-securities 1.55 1.69 1.72 1.76 1.96 2.16 2.32
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In the beginning stages, bond issuance was aimed mainly at achieving
a smooth distribution of redemptions in terms of months. In 2002, when
the capacity for dealing with refinancing risk was sufficiently developed, a
new issuing policy was introduced, aimed at the creation of large liquid
benchmark issues. The strategic objectives were to reduce borrowing costs
(via the liquidity premium) and to prepare the Polish treasury securities
market for the integration with European markets (on 1 May 2004, Poland
became a member of the European Union). Since late 2001, the refinancing
risk of these benchmarks is managed via switching and buy-back
operations.

Other reform steps included the introduction in 2002 of a primary
dealers system and electronic treasury securities market. These
institutional reforms contributed to the improvement of the efficiency,
transparency and liquidity of the market, contributing to the reduction of
both debt servicing costs as well as refinancing risk.In the debt strategy for
2004-2006, the following targets have been set to reduce the domestic
currency refinancing risk:

e increasing the average maturity, determined by the market situation;

e achieving a smooth distribution of maturing and serviced debt over time;
and

e decreasing the share of treasury bills in domestic debt.

Foreign exchange risk

The main risk measure is the share of debt denominated in foreign
currencies in total State Treasury debt. In mid-2003, foreign debt accounted for
34.0 per cent of the total, while at the beginning of the transition this was 100
per cent. The steady drop in the share of foreign debt was the result of
reductions and restructuring of the foreign debt (in 1991 and 1994, about
50 per cent in net present value terms) as well as the adoption of a policy
guideline for net foreign financing to be non-positive.

The complete elimination of exchange rate risk is not possible because of
the structure of the foreign debt (a large amount of the foreign debt is non-
marketable, namely the Paris Club part and loans from international
institutions; they accounted in mid-2003 for 57.5 per cent and 11.0 per cent of
foreign debt, respectively) but also on the grounds of borrowing cost
considerations. The costs of these outstanding non-marketable loans is lower
than similar market loans under current market conditions.

The active management of foreign debt includes the use of call options
and buy-back operations for Brady bonds. Risk management includes volume
considerations and currency structure. The foreign debt used to be
denominated in a great variety of currencies. In the past, the foreign debt

ADVANCES IN RISK MANAGEMENT OF GOVERNMENT DEBT - ISBN 92-64-10441-0 - © OECD 2005 271



111.17. RISK MANAGEMENT OF GOVERNMENT DEBT IN POLAND

portfolio could be characterised as follows: 1) most of it was in non-
marketable form (and this could of course not be actively managed); 2) it was
relatively cost-effective (due to high spreads between yields in the Polish
market and foreign markets as well as costs below market rates); and 3) it was
self-hedging (due to diversification of currencies). The following
developments have changed this situation: redemptions of the debt; the
introduction of the euro; the issuing of new debt in international markets; and
convergence of PLN rates to EUR levels. Currently, the bulk of the debt is
concentrated in two currencies: EUR and USD, while the low yields of foreign
issues do not seem to compensate for risk generated from exchange rate
volatility.

In this situation, our debt policy consists of further reducing the share of
foreign debt, concentrating the issuance in the EUR market (as a future domestic
currency market), as well as properly diversifying exchange rate risk
(opportunistic, cost-oriented issues are executed in non-EUR markets). The
share of EUR-denominated debt is rising, accounting for 55.5 per cent of the
foreign part of the State Treasury debt in mid-2003. Besides exchange rate risk
considerations, there are also strategic reasons for using foreign loans for
financing certain activities such as for restructuring the economy. Loans are
mainly for financing infrastructure projects and provided by international
financial institutions (such as the World Bank and European Investment Bank).

In the debt strategy for 2004-2006, the following guidelines were set to
reduce the foreign exchange risk:

e continuation of the policy rule to borrow abroad mainly to refinance the
existing foreign debt;

e using loans from international financial institutions for financing
investment and restructuring projects as well as for the pre- and co-
financing of European Union projects;

» using other non-marketable sources for financing special purposes projects
of particular importance for Poland.

The maturity profile of the State Treasury domestic debt is presented in
Figure 17.1.

Foreign currency refinancing risk

The main risk measure is average maturity of foreign debt. It is relatively
high (6.0 in mid-2003 for the whole portfolio), although there has been a
decreasing trend in recent years. This is mainly the result of the long original
maturities of Paris Club loans and Brady bonds, which were designed to help
restructuring the Polish economy after the fall of communism. There will be
significant changes in the maturity profile in coming years, as the peaks of
Paris Club debt that needs to be refinanced will be in the years 2004-2009. As
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Figure 17.1. Maturity profile of State Treasury domestic debt, as of mid 2003
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preparation, starting in 1995, the Polish state is present in crucial® foreign
markets. At first, small issues were executed once a year; subsequently,
the volume and frequency of issues increased. In the coming years, at least
2-4 issues per year will be executed in international markets.

In the debt strategy for years 2004-2006, the following guideline was
adopted to manage the foreign currency refinancing risk: the maturity dates of
the existing foreign debt will be taken into account, while issuing new foreign
debt in other currencies than euro.

The maturity profile of State Treasury foreign debt is presented in
Figure 17.2.

Interest rate risk

The main interest risk measure applied for domestic debt is average
duration of debt, which is a measure of sensitivity of debt servicing costs to
changes in interest rates. In mid-2003, the duration of marketable debt stood
at 2.32 years (a rise from 1.55 years at the end of 1999; see details in Table 17.1).
The improvement was the result of developing new segments of the yield
curve and introducing fixed rate instruments with longer maturities, while
moving the bulk of borrowing to the longer end of the maturity spectrum.
Currently, the most important instrument is the 5 year fixed rate bond, with

273 ADVANCES IN RISK MANAGEMENT OF GOVERNMENT DEBT - ISBN 92-64-10441-0 - © OECD 2005



111.17. RISK MANAGEMENT OF GOVERNMENT DEBT IN POLAND

Figure 17.2. Maturity profile of State Treasury foreign debt, as of mid 2003
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2 year zero-coupon bonds the second most important one, while treasury
bills still constitute a considerable portion of domestic debt (18.5 per cent in
mid-2003).

The interest risk measure applied for foreign debt is the share of debt
with interest rates that need to be refixed within a year (that is, the sum of
floating rate debt and debt maturing within a year). Such debt accounted for
43.1 per cent of foreign debt (of which 40.2 per cent was a floating rate debt).
This generates considerable interest rate risk, but not as significant as
exchange rate risk generated by the high volatility of exchange rates
(influenced by changes on the Polish currency market and from cross-
currency changes).

In the strategy for 2004-2006, the following policy targets were set to
reduce the interest rate risk:

e increasing the duration of domestic debt in line with market conditions, in
particular the demand for fixed rate bonds with medium- and long-term
maturities and further convergence of domestic interest rates to European
levels;

e the issuance of mainly fixed rate debt in foreign markets.
Liquidity risk

The main instrument for managing this risk is holding sufficient liquid
assets to shield the state budget from temporary market distortions that
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would prevent the state from acquiring funds at reasonable cost. There are
two main aspects of liquidity management:

e Setting the volume of liquidity at the lowest prudent level (due to
alternative costs of keeping liquid assets) through careful planning and
monitoring of cash flows via improving the technical infrastructure (which
includes government plans for introducing a unified budget account for all
public sector entities as well as monitoring the sub-accounts in an on-line
mode).

e Managing liquid assets in a most profitable way, which includes
government plans for widening the instrument range (deposits in
commercial banks and other transactions on the money market).

In 2002, the average amount of liquid assets at the end of a month was
96 per cent of monthly gross borrowing needs. Liquid funds assured financing
for 9 to 31 days in particular months (on average 25 days). There was no need
to issue short-term treasury bills (with maturities below 13 weeks). Switching
auctions were used to reduce both the liquidity and refinancing risks, thereby
significantly decreasing volumes of bonds outstanding with closest
maturities. In 2002, a system for managing foreign currency liquidity was
introduced. This system has a foreign account of state budget and revolving
credit facilities, allowing short-term (bridge) financing until the proceeds from
a foreign bond issue or privatisation (in foreign currencies) become available.

In the debt strategy for 2004-2006, the following objectives were set for
managing liquidity risk:
e maintaining a prudent level of state budget liquidity, while ensuring the
efficient management of liquid assets;’

o further development of the system of foreign currency liquidity
management.

Credit risk

Currently, there are no sources of credit risk related to debt or liquidity
management. But the framework of credit risk management will need to be
prepared as new instruments are planned to be implemented. This includes
deposits in commercial banks (and possibly repo transactions) for state
budget liquidity management!® as well as derivatives for interest rate and
foreign exchange risk management, especially interest rate- and currency
swaps. The system for credit risk management is likely to include the creation
of lists of approved counter-parties for entering into transactions with the
State Treasury, as well as setting limits on volume of transactions, depending
on the counter-party’s rating and risk involved in a particular kind of
transaction.
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In the strategy for 2004-2006, the following policy guideline was
formulated to manage credit risk: only transactions with foreign and domestic
entities with a high credibility are allowed.

Operational risk

Operational risk is the least quantitative of all risks considered.
Increasing complexity and sophistication of debt management instruments,
as well as the international integration of markets, necessitate adjusting the
institutional and organisational structure of debt management so as to
reduce operational risk. Actions include the creation of a more robust
infrastructure of the market but also adjustments in the organisational
framework of debt management such as closer co-ordination between the
domestic- and foreign debt units. The development of the market creates
new challenges to operational risk management that require the use of more
sophisticated methods, as well as a more flexible and active approach to debt
management using a technical infrastructure compatible with that of
market participants. It is also important to avoid possible conflicts between
the short-term objectives of the fiscal policy and long-term strategy of debt
management.

Operational risk can further be reduced by developing a more
sophisticated methodology for supporting key debt management decisions.
The Polish Public Debt Department is currently working on the introduction of
a benchmark methodology for assessing the volume and structure of debt.
Another project is the implementation of an IT system for increasing the
safety and integrity of data bases, for strengthening our analytical capabilities,
as well as for supporting middle office functions.

In the debt strategy for 2004-2006, the following objective was formulated
to reduce operational risk related to the technical infrastructure and
organisational structure of debt management.

Other risks

Other risks include the risk of changes in debt volume and structure
originating from legal obligation to take over the debt of other entities than
State Treasury or meeting the obligations of State Treasury resulting from
other reasons than financing the borrowing needs. Clearly, legal and political
sources of risk are hard to predict and therefore difficult to manage. However,
procedures are in place for converting this type of debt (usually non-
marketable) into treasury securities, since such operations were already
executed in the past.!’ Another risk of a similar nature is related to possible
financial operations on assets, liabilities or future proceeds of State Treasury,
such as securitisation.
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The distribution of debt servicing costs over time

Debt servicing costs should have a smooth distribution over time, in order
to avoid distortions in constructing the state budget. In budgets prepared
using cash- based budgetary accounting rules,'? the debt servicing costs of
securities issued with deep discounts are concentrated at their future
maturities. Issuing them might be tempting to policymakers because they
reduce current debt costs (but, of course, their debt servicing costs are higher
in the future). Since these securities were issued in the past, they are likely to
increase our debt servicing costs in the coming years. In order to smooth their
distribution over time, the use of debt management instruments such as buy-
backs and switches is required. In the future we plan to use derivatives as well,
especially interest rate swaps.

In the debt strategy for 2004-2006, the objective is to better manage
and distribute debt servicing costs (as a ratio of GDP'3) over time. For
domestic debt, we aim at a decrease in the cost to GDP ratio, as a result of
the decrease in interest rates and growth of GDP, despite the projected
increase in debt volume. This should reinforce issuing bonds of medium
and long maturities with payments smoothly distributed over time. In
contrast, an increase in the cost to GDP ratio is possible for foreign debt,
due to the need of refinancing maturing non-marketable debt (which is
relatively cheap), at market rates. Issues with substantial discounts will in
the future be avoided.

Risk related to sureties and guarantees granted by the State Treasury

The State Treasure granted more sureties and guaranties recently.
Accordingly, the risk that potential debt will become actual debt has
increased. Expected payments associated with guarantees and sureties as a
percentage of GDP rose from 1.3 per cent in 2001 to 1.6 per cent in 2002. The
following rules are to be followed in order to reduce or contain the risk related
to sureties and guaranties while retaining their advantages:

e Focus on selected sectors crucial for sustained economic development such
as infrastructure and protection of the environment (including projects co-
financed by the European Union).

e An overall limit of expected payments of 2 per cent of GDP. This includes
avoiding that sureties and guaranties will generate substantial risk,
especially the ones granted via special (political) “sector” Acts.

e But sureties and guaranties to support traditional sectors of the economy
should not be granted either.
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IV. Assessment of the current quantitative risk management
framework

The simulation model

Efficient management of public debt requires taking into account cost
and risk considerations. This in turn calls for a formal modelling framework.
Currently, we use a simulation model, which includes the modelling of the
impact of various issuance strategies'# (under different budgetary and market
scenarios) on the volume and structure of debt as well as the implications for
the debt servicing costs. The model allows for stress testing and sensitivity
analyses.

The annual plan of financing the borrowing needs is translated into
monthly plans and adjusted monthly to the market and budgetary situation,
while assuring the coherence with the state budget act and the overall Debt
Strategy. Various cost and risk measures are currently in use to support the
debt management decisions. The current framework, although quite
comprehensive, has many limitations. The most important ones are:

e Lack of an integrated database (data is either fragmentary or highly
aggregated; no straight-through processing takes place, resulting in high
operational risk).

e A low degree of automation of data processing. This means that more
sophisticated analyses would be very time consuming, thereby limiting the
capacity and scope of the analyses currently carried out (for example in
terms of the number of different scenarios).

e The framework lacks quantitative targets which makes assessing
compliance with debt objectives difficult.

e There are no formal procedures for linking the outcome of analyses with
decisions.

e Every non-standard project requires a separate model, usually using
simulations.

e The lack of a generally agreed theoretical methodology hampers the
development and use of mathematical support models.

Conclusions and plans for the future

Against this backdrop, a more formal approach to public debt
management should cover the following elements:

1. Quantitative targets for debt parameters (for translating qualitative
strategic objectives into detailed, operational targets).

2. A solid theoretical framework (for determining the desired values of debt
parameters).
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3. Formal procedures for decisions and evaluating (the formalisation of debt
and risk management on the operational level).

4. An efficient infrastructure (an information system with an integrated
database that can provide the information needs of debt managers).

The following projects are based on the above diagnosis:

e The implementation of an IT system (the implementation of a front and
middle office system customised to specific needs of public debt
management was completed in September 2003).

e The introduction of a benchmark portfolio (a pilot version is to begin this year).

e The development of a debt management model (planned).

V. Risk management based on benchmarks

In order to introduce more formal debt and risk management procedures,
the Public Debt Department of the Ministry of Finance is working on the
introduction of a benchmark portfolio. The benchmark methodology consists of:

e a set of (quantitative) parameters of the State Treasury’s debt; a target
steady state benchmark (the desired values of debt parameters);

e a path for reaching the benchmark (consistent with the time horizon of the
debt strategy);

e limits on the values of the debt parameters (these are quantitative bands
reflecting risk preferences); and

e a periodical revision of the benchmark portfolio, to adjust for new
information in the environment.

Unresolved questions concern the level of acceptance of a benchmark
portfolio and whether it should be announced to the market. The benchmark
could consist of the following parameters: duration (for domestic debt, EUR
denominated debt, other debt); average maturity; share of debt maturing
within 1 -, 2-, 3 years; share of foreign debt (or possibly currency distribution);
share of floating rate debt; share of retail instruments.

Two benchmark portfolios would be distinguished: a medium term
reference benchmark corresponding with a 3 year horizon of the strategy and
a long term steady state target benchmark. Reference benchmarks would be
subject to annual adjustments to new information in the environment, while
target benchmarks would be adjusted rarely (for example as new research
knowledge would become available). An integrated debt model is to be developed
as a conceptual framework for decision-making. An important question to be
addressed is whether to develop a model using in-house resources or external
expertise. On the basis of the experiences from other debt offices, the best
solution seems to be a compromise between these two options: the
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development of an in-house model in close co-operation with external
experts; the latter experts need to have excellent knowledge of modelling
techniques and financial markets.

Implementation of an integrated IT system is a sine qua non for the
development of a more advanced methodology for supporting debt
management decisions. This system should make available reliable data from
an integrated database, automatically calculate cost and risk measures, as
well as create reports.

The main objective of the new system is to support front- and middle
office functions, budgetary planning, and reporting functions. The new
system will enable strategic planning functions and scenario analyses of both
existing debt and simulated transactions. It is envisaged that the data
generated by this system will be used in the new debt management model.

Notes
1. As formulated for the years 2003-2005 and confirmed for the years 2004-2006.
2. The strategy and risk management unit is also involved in other responsibilities.

3. The Polish methodology of calculating public debt is more restrictive than the
European Union methodology, resulting in a higher debt to GDP ratio. In 2002, this
ratio was 47.2 per cent according to Polish methodology, in comparison with
41.6 per cent according to ESA 95 methodology.

4. For given borrowing needs, the nominal debt volume can to some extent be
influenced by the use of debt management instruments such as buy-backs or
derivatives. When such instruments are used, there is usually a trade-off between
debt volume and debt servicing costs. Also an efficient secondary market can
contribute to a reduction in debt servicing costs.

5. The State Treasury debt is directly managed by the Minister of Finance. Other
government debt components, such as debt of the remaining central government
sector (including health care units and social pensions fund) and of local
governments, are subject only to indirect influence with respect to both volume
and structure.

6. At the end of 2002, State Treasury debt stood at 93.0 per cent of public sector debt.

7. ATM was higher for overall treasury securities due to long maturities of non-
marketable bonds issued on various occasions for special purposes. The
importance of non-marketable domestic debt is decreasing, in mid 2003 it
accounted for 5.0 per cent of domestic debt.

8. EUR and USD markets are considered crucial, although JPY, GBP and CHF are also
of importance.

9. This includes the introduction of a unified account of the state budget, allowing
for complete information on liquidity at the end of each day. An on-line system of
monitoring and managing the accounts of all budgetary entities will be introduced
after that.
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10. Currently, liquid assets are invested in a form of short term deposits in the
National Bank of Poland only.

11. Such as the restructuring of the debt of health care units.

12. Cash basis accounting rules are currently used in budgetary accounting, as well as
in liquidity risk management. Accrual basis accounting rules are used
simultaneously as they give a better measure of the distribution of the cost burden
over time.

13. In 2002, this ratio stood at 3.1 per cent, of which domestic debt 2.7 per cent of GDP.

14. This also includes buy-backs, switches and swaps.
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