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I. Introduction and framework

The legal basis for debt management in Finland is derived from a
parliamentary authorisation through which the Ministry of Finance submits a
proposal to the Council of State authorising the State Treasury to carry out
borrowing as an agent of the Ministry of Finance on behalf of the Republic of
Finland.

Borrowing volume limits, in terms of the maximum allowable central
government debt outstanding, are delegated through this same decision
making process to the State Treasury. Likewise the Ministry of Finance is
authorised to issue instructions and guidelines to the State Treasury related to
budgetary debt management. The Ministry also monitors compliance.

Government debt management operations are carried out by the Finance
Division of the State Treasury. In addition to debt management operations, the
Finance Division is responsible for management of cash assets as well as
administration of loans granted from central government funds, interest
subsidy agreements and central government guarantees.

The State Treasury also carries out borrowing for extra-budgetary funds
in cooperation with other authorities. The largest of these funds is the
Housing Fund of Finland, for which the State Treasury gets separate borrowing
instructions from the Ministry of Finance.

The overall objective for budgetary debt management as stated in the
guidelines of the Ministry of Finance is the minimisation of the debt servicing
costs, while keeping the relevant risks at acceptable levels. In this context,
costs are defined as the long-term costs on an accrual basis. The State
Treasury is responsible for cash management in addition to government
borrowing and debt management, so risk management encompasses both
debt and liquid asset positions. Risk management is based on a new debt
management benchmark adopted at the beginning of 2005.

Risk indicators related to the budgetary debt are reported to the
internal management and to the Ministry of Finance. The overall strategy
for risk management is imbedded in the Ministry of Finance’s guidelines
for debt,  cash and risk management. Tactical  decisions on debt
management are made in the ALCO committee of the State Treasury, which
meets once a month. This committee is headed by the director of the
Finance Division.
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The Finance Division of the State Treasury is are organised along the

following six lines: the Front Office carries out funding and cash
management; the Middle Office is responsible for risk control, risk reporting,

upkeep of the debt management benchmark, and risk management policy;

Business Support includes information services and the Back Office, which
handles payments, settlements and bookkeeping; the IT unit is responsible

for maintenance and development of the data systems; Legal Affairs is

responsible for general legal matters; and the Lending unit is responsible for
administering the government’s lending and interestrate subsidies. There

are currently two persons in the Finance Division’s risk control team at the

State Treasury. There are also two persons working full time on development

of risk management policy. Other persons from the Middle Office, Front
Office and Legal Affairs are also actively working on projects related to risk

management.

Finland has taken a fairly straightforward approach to risk management

and this is reflected in the instrument toolbox available to debt managers. The
instruments that the State Treasury may use in its operations are stipulated in

the guidelines of the Ministry of Finance. In the 1990s the State Treasury stuck

primarily to use of plain vanilla instruments in debt management: benchmark

bonds, Treasury bills, retail bonds, interest rate swaps, cross-currency swaps,
and repos. On the asset side, the main instruments have been bank deposits

and CDs. There are plans, however, subject to the approval of the Ministry of

Finance, to broaden In the last couple of years the range of derivatives in the
toolbox for debt management has been broadened to include FRAs,

spreadlocks, bond futures and money market futures.

II. Overall risks and risk management

In general it has not been the goal of risk management to minimise risk
per se, but rather to find a suitable balance between the risk/return trade-off,
taking into account the risk bearing ability of the central government. The
main risks faced are market risk, refinancing/liquidity risk, credit risk,
operational risk and legal risk.

The term market risk is used in Finland to denote the potential of a
negative impact on the cost of servicing the debt stemming from the debt
repayment or interest expenses. The main market risk derives nowadays
comes from interest rate risk as there is only a negligible amount of currency
risk.

Liquidity risk is the danger that the State Treasury’s liquidity sources are
insufficient for covering outflows related to servicing the debt or other
expenses or that these outflows have to be financed in an unfavourable
situation owing e.g. to market disturbances. Refinancing risk can be
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considered to be a subcategory of liquidity risk stemming from the need to roll
over the debt. Liquidity risk is a broader concept since it entails also non-debt
related expenditures. The time horizon for liquidity risk is internally defined
to be less than one year, while the time horizon for refinancing is longer.

Credit risk is the threat of a loss stemming from the insolvency of a
counterparty. Credit risk stems from investments of cash assets and use of
derivatives.

Operational risk is the risk of a loss resulting from inadequacies or
failures in processes due to technology, personnel, organisation or external
factors. Operational risk has traditionally been managed in a decentralised
fashion at the level of the relevant functions, but in the last couple of years
there have been increased efforts to evaluate and control operational risk in a
more systematic and analytical fashion.

Finland has enjoyed a relatively strong fiscal position with regard to its
budget balance, and this has not constituted a major constraint on debt
management in recent years. The projections from the budget department of
the Ministry of Finance are taken as given in debt planning. The State Treasury
performs stress testing and scenario analysis but macroeconomic growth or
its impact on tax revenues have not been incorporated into our simulation
models.

III. Market risk

The main market risks faced in debt management are those stemming
from currency risk and interest rate risk. In the 1990s risk management was
focused primarily on currency risk. Finland was a heavy borrower on
international markets in the early 1990s owing to the severe recession.
Finland’s currency risk was managed using a foreign currency benchmark
based on bands for each individual foreign currency. Each foreign currency
had a band within which its market value was allowed to fluctuate. New
borrowing and cross-currency swaps were used to keep the component
currencies within the bands.

After Finland entered the monetary union in 1998, the amount of foreign
currency debt fell to some 14 per cent. The remaining foreign currency debt
consisted of only four currencies and there was less active management of the
remaining debt. The amount of foreign currency debt was allowed to decrease
naturally in line with the redemption schedule.

The exposure to currency risk decreased substantially in 2003. The share
of foreign currency debt fell in line with redemptions and hedging activities
from 13 per cent to 2 per cent in the first half of 2003. The remaining foreign
debt was hedged almost completely toward the end of 2004 when the share of
foreign debt fell below 0.1 per cent.
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At the end of the 1990s attention became focused increasingly on interest

rate risk. Before Finland was a member of EMU, the domestic market was too

small for the government to use interest rate swaps in the domestic currency.

There were some cross-currency swaps into floating rates, but there was no

systematic target or benchmark for the overall interest rate risk exposure.

In the late 1990s the exposure to interest rate risk in terms of cost at risk

was fairly low. It was therefore decided to increase the share of floating rate

debt in order to get cost savings. In the year 2000, the guidelines of the

Ministry of Finance included bands for the share of floating rate debt. In 2002

the method of calculating the floating rate debt was switched to a net debt

basis by including cash assets.

In addition to the floating rate debt indicator, the exposure to interest rate

risk has been monitored according to other indicators as well. The State

Treasury has used duration, for example, as a way of deciding in which

maturities interest rate swaps are done. Other indicators that are monitored

include the average time to the next fixing and basis point risk as well as their

respective bucket-based profiles.

The Ministry of Finance and the State Treasury decided to launch a

project on development of a new debt management benchmark in 2001. In this

connection, we have been working on simulation models that could be used to

simulate interest rate risk in conjunction with this new benchmark. The

simulation models allow use of a variety of interest rate models, for instance

CIR (Cox, Ingersoll, Ross), Nelson Siegel, principal component analysis and

BGM (Brace-Gatarek-Musiela).

Figure 11.1. Currency risk: composition of foreign currency debt
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These stochastic simulation models are not macroeconomic models as

such, since the amount of the outstanding debt is determined exogenously.

The amount of the debt is normally kept constant, with the horizon being

10 years or longer. The simulation models can be used to assess alternative

funding strategies from a cost at risk perspective as well as to optimise the

interest rate risk strategy within certain constraints.

The new debt management benchmark was adopted at the beginning of

2005. Broadly speaking, a reference portfolio for debt management defines a

Figure 11.2.  Interest rate risk: share of floating rate debt

Figure 11.3. Interest rate risk: modified duration
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more precise target for interest rate risk management compared to the previous
approach based on the share of floating rate debt. It also enables increased
quantifiablitity of the State Treasury operations as regards debt management.

The new target with regard to interest rate risk is defined by utilising the
average fixing of the debt indicating the weighted time to repricing the debt.
With regard to actual debt portfolio management, the State Treasury may
within authorised limits deviate from the benchmark portfolio’s interest rate
risk exposure. The deviation is interpreted as the State Treasury’s interest rate
risk position. The difference between the costs of the actual debt portfolio and
the benchmark portfolio is the result of the State Treasury’s debt
management. The performance of the realised transactions versus the
benchmark is measured on a total return basis.

The pilot year for implementation of the new benchmark is still in progress
so it is premature to go into much detail about the experiences gained so far.
Nevertheless, the approach to managing interest rate risk has undergone some
fundamental changes. According to the former approach, some of the debt was
swapped into floating rate debt in line with the desired share of net floating rate
debt. According to the new approach a certain portion of the debt is first
swapped into floating rate debt, some of which is re-swapped back into fixed
rates of interest. The aim of this strategy is to obtain the desired interest rate
risk exposure as well as obtain a smooth fixing profile, thereby diversifying
interest rate risk related to issues and buybacks of bonds.

For a small country like Finland with a comparatively small public debt,
this type of debt management may be a more efficient way of separating the
strategy of issuing benchmark bonds in the 5- and 10-year segments of the
yield curve from the strategy of managing duration. This strategy would
enable us to take advantage, for example, of lower interest rates at the short
end of the yield curve in the 2-3 year sector without having to issue debt with
such short maturities.

IV. Refinancing and liquidity risk

Liquidity risk has traditionally been the most important variable in the
risk management process. The State Treasury is obliged to safeguard the
liquidity of the central government under all circumstances.

Short-term liquidity is managed with the aid of a cash forecasting system
maintained by the Ministry of Finance. This system includes forecasts from
more than 100 government agencies for inflows and outflows of up to one year
in the future. The forecasts are generally very reliable in the short-run (e.g. less
than one month), but they lose precision the farther we go into the future.
Government agencies are obliged to make the forecast of an expenditure one
day prior to the due date at the very latest.
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The State Treasury is not allowed to have a negative balance in its
checking account at the Bank of Finland at the end of the day. The State
Treasury has sought to invest its funds as lucratively as possible, but it has
also typically matched sizable future cash outflows with investments of the
same maturity.

The guidelines of the Ministry of Finance include stipulations on liquidity
risk under a one-year horizon. Liquidity risk is assessed in terms of the
government’s net cash position, i.e. its own assets and liabilities as well as
forecasted revenues and expenditures.

Refinancing risk was deemed one of the most important risks in the early
1990s, when tiny Finland was one of the world’s heaviest borrowers on
international markets. Even today the parliamentary resolution authorising
borrowing activities includes a stipulation that the short-term debt cannot
exceed EUR 10 billion. The short-term debt is defined as the debt with an
original maturity of less than one year.

In addition to short-term liquidity risk, the guidelines of the Ministry of
Finance include stipulations on refinancing risk for the redemption profile
exceeding a one-year horizon. Refinancing risk over a medium- and long-term
horizon is managed by keeping a smooth redemption profile. In practice this
means benchmark bonds are issued so that they mature at certain intervals
spread out over the future. Refinancing risk is typically managed by buybacks
or switches of benchmark bonds prior to maturity. The largest benchmark
bond is currently the one maturing on July 4th, 2006, with an outstanding
amount of EUR 7.1 billion.

Figure 11.4. Refinancing risk: redemptions within one year
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V. Credit risk

Credit risk has gained increasing attention in recent years as the banking
industry has come under increasing stress and the ratings of counterparties
have edged downwards. The State Treasury has therefore taken further steps
to reduce and diversify its exposure to credit risk.

Credit risk is measured with regard to investments of cash funds as well
as derivative positions. The exposure is divided into short-term risk (under
one year) and long-term risk (over one year). The total exposure consists of the
current market value, supplemented by the potential movement in the market
value, i.e. the potential future risk. This potential future risk is measured in
accordance with the corresponding BIS add-on factors.

The limits for counterparties can be allocated between short-term and
long term exposures in accordance with the rating of the counterparty. For
example, some counterparties are given only a short-term limit if they are
used only for cash investments. The minimum requirement for long-term
transactions is a rating of AA- while the minimum for short-term
uncollateralised transactions (under one year) is A-.

Much of the work on reducing the exposure to credit risk has been
focused on implementation of collateral agreements in the form of Credit
Support Annexes. It is the goal of the State Treasury to have CSA agreements
with all Primary Dealers and other major counterparties.

The CSA agreements are one-way agreements so that only the
counterparties of the State Treasury pledge collateral. It has been the goal to

Figure 11.5. Refinancing risk: redemption profile
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discourage use of cash collateral from the counterparties by negotiating
pricing that favours the use of bonds. In practice however, the share of cash
collateral has exceeded that of bonds because some counterparties have
difficulties in pledging bonds.

In the future, efforts will be focused on reduction of credit risk exposure
on the asset side as well. After Finland joined the monetary union, the number
of counterparties that can be used to place funds has increased and diversified
geographically significantly. Finland is no longer solely dependent upon
domestic banks for its liquidity management. This means that it is no longer
necessary to keep large amount of cash assets as a buffer against unforeseen
expenditures. It is nowadays possible to borrow large amounts of funds on
short notice, if necessary.

VI. Operational risk

In connection with the ongoing development of the risk management

framework, several projects have been undertaken in recent years to establish
a more systematic approach to management of operational risk. The main
emphasis on reducing operational risk in practical terms has been focused on

the implementation of a new Treasury IT system, Finance Kit from Trema. The
new system allows straight through processing of trades, which significantly
reduces the chance of potential errors from trade entry. Before adoption of the

new system in January 2003, trades were ordinarily entered manually into
three IT systems. 

In conjunction with the adoption of the new Treasury IT system, a project

was undertaken whereby all major processes and working instructions were
re-documented, taking into account the changes in work flows. A review of
work flow processes and related documentation is carried out nowadays on a

semi-annual basis.

In addition to upgrading the Treasury IT system, there have been
increased efforts to mitigate operational risk via internal controls. In this

connection a new scheme for internal control was introduced in the Finance
Division in 2003. Twice a year the Finance Division makes a comprehensive
report on the most important targets of its internal control. For each control

target the objective and control procedures are determined, and they are
assigned a quality assessment based on a five-point scale.

In 2004 an operational risk committee was set up to monitor and make

recommendations for mitigating operational risk related to the Treasury
operations of the Finance Division. One of the tasks of the op-risk committee
is to periodically review potential or realised operational risk events. The

method of collecting information on operational risk and reporting to the
Ministry of Finance has also been made more systematic.
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VII. Future plans and open questions

Finland’s entry into EMU at the beginning of 1999 brought with it
fundamental changes in debt and risk management. Liquidity and refinancing
risk as well as currency risk are now considered to pose less of a threat than
before, and the focus of attention has shifted more toward interest rate risk
and credit risk.

Major challenges for the future in the case of Finland revolve primarily
around the new approach to interest rate risk management described above.
The pilot year for implementing the new debt management benchmark in
cooperation with the Ministry of Finance is still in progress, so it is too early to
say how this will affect our borrowing activities precisely. Based on the work
so far, however, it appears that there are clear advantages to be reaped from
steering debt management via indicators such as average next fixing and
duration instead of the share of floating rate debt.

One of the main operational changes related to the new debt
management benchmark is a clearer separation of the borrowing strategy
from the interest rate risk strategy via derivatives. The importance of credit
risk management is growing as a consequence of this shift in strategy.
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