Sovereign Debt: Managing the Risks

MARCEL CASSARD AND DAVID FOLKERTS-LANDAU

Many developing countries
that have borrowed heavily in
foreign currencies are now
faced with an important pol-
icy challenge: how to manage
the currency, interest rate,
and maturity risks associated
with these debts.

REATER ACCESS to the interna-
tional financial markets has
bestowed many benefits on devel-
oping countries, but it has also
exposed them to the vicissitudes of these
markets. In addition to the macroeconomic
challenges posed by large, potentially
volatile flows, the sizable external foreign

currency debt of many developing coun-
tries makes them vulnerable to swings in
international exchange rates and interest
rates and, often, to speculative currency
attacks (see “Capital Flow Sustainability
and Speculative Currency Attacks” in this
issue). Indeed, prudent macroeconomic
policies have at times been compromised
by the fiscal consequences of losses associ-
ated with these exposures. What is needed
is a debt-management strategy and the
establishment of appropriate institutions to
implement such a strategy.

Risk exposure

The exposure of developing countries to
currency risk can be broadly gauged by
the amount of external public debt they
have incurred. In 1996, the outstanding
stock of sovereign debt issued or guaran-
teed by developing countries amounted to
$1.5 trillion, or 25 percent of their total
GNP, and to 300 percent of their foreign

currency reserves. Roughly one-half of
their external debt was exposed to foreign
interest rate risk: one-fifth of this was short
term (maturities of less than one year), and
two-fifths of the remaining long-term debt
was at variable rates.

During the past two decades, a number
of emerging markets have been hurt by
adverse movements in exchange rates and
international interest rates. In the early
1980s, the debt-servicing burdens of some
countries in Africa, Southeast Asia, and
Latin America were severely affected by the
dollar’s appreciation, a worldwide increase
in interest rates, and a decline in commod-
ity prices. And several Asian countries saw
significant increases in their debt burdens
in the early 1990s because of their large,
unhedged exposures to Japanese yen. A
third of the increase in the dollar value of
Indonesia’s external debt between 1993 and
1995, for example, was attributable to
cross-currency movements, particularly the
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steep appreciation of the yen. At the time,
37 percent of Indonesia’s external debt was
denominated in yen, while about 90 percent
of its export revenues are denominated in
dollars. (The depreciation of the yen in 1996
offset some of the losses incurred by these
countries.)

The maturity profile of public debt con-
tributes as much as the total volume of
the debt to a country’s vulnerability to
external shocks, as the Mexican crisis
demonstrated. Mexico’s public debt was
relatively low by Organization for
Economic Cooperation and Development
(OECD) standards—51 percent of
GDP, compared with an average of 71
percent for the OECD countries. The
Mexican crisis underscored the diffi-
culty and cost of refinancing a sub-
stantial volume of foreign currency
debt maturing in turbulent foreign
exchange markets. The Mexican econ-
omy'’s vulnerability to a financial crisis
was exacerbated by the fact that
Mexico’s foreign exchange reserves
totaled $6.3 billion at the end of 1994
and that fesobonos (short-term securities
indexed to the dollar) worth $29 billion
were due to mature in 1995.

Background

The large foreign currency exposure of
emerging markets can be explained by a
number of factors, including low domestic
saving rates; the lack of domestic borrow-
ing instruments; and the high proportion of
official financing (multilateral and bilat-
eral), which tends to be denominated in
donor countries’ currencies. Governments
also issue debt in foreign currencies to sig-
nal their commitment to a policy of stable
exchange rates or prices; the credibility of
their policies is enhanced by raising the
cost of reneging on their commitments.
Alternatively, policymakers may signal a
commitment to stable prices by issuing
inflation-indexed bonds.

More recently, as emerging markets have
regained access to international debt mar-
kets, the choice of currencies and maturity
structures of their external borrowings
have often been driven by a desire to reap
the immediate fiscal benefits of borrowing
in currencies with low coupon rates.

Such debt strategies underestimate the
risks associated with unhedged foreign cur-
rency borrowing for several reasons. First,
the capacity of governments to generate
foreign currency revenues to repay their
obligations is generally limited, as govern-
ment assets consist predominantly of the
discounted value of future taxes denomi-

nated in local currency. Second, it is
unlikely that the costs—in terms of output,
welfare, and reputation—that a developing
country may incur in the event of an
adverse external shock are fully taken into
account in emerging markets’ external bor-
rowing strategies. Although the likelihood
of crises is small, their potential disruption
to an economy is substantial. Indeed, a net
foreign exchange exposure exacerbates the
economic impact of external shocks and
limits the policy options available during a
financial crisis. For example, a country
with a large net foreign currency exposure

“The maturity profile
of public debt contributes
as much as the total
volume of the debt to a
country’s vulnerability to
external shocks.”

would have difficulty pursuing an expan-
sionary monetary policy during a financial
crisis because it might cause a sharp
decline in the domestic currency. A depreci-
ation of the currency would worsen the
country’s indebtedness and risk profile and
magnify the financial crisis. In the event of
a real exchange rate shock, a government
may be faced simultaneously with the esca-
lation of its external debt-servicing costs
and a decline in the foreign currency value
of its revenues. In addition to the potential
capital losses that a government may incur
on its debt portfolio, its ability to access
international markets to refinance its
maturing debt is likely to be hindered.
Furthermore, the lower cost of foreign
currency debt vis-a-vis domestic currency
debt reflects not only the creditworthiness
of sovereign borrowers but also a presump-
tion on the part of external creditors that
their claims have implicit seniority over
domestic claims, because of a covenant
structure granting external creditors exten-
sive legal recourse. For example, cross-
default clauses covering a wide array of
lenders and instruments may make it
impossible for a sovereign borrower to
restructure obligations in the form of a
single narrow but particularly pressing
instrument—such as short-term notes—
that are falling due, without causing the
due dates of most other short- and long-
term issues to be advanced. Even in the
absence of an agreement, creditors have
extensive rights under existing statutes to

seek legal recourse in relevant jurisdictions.
Such a step could significantly impair trade
and financial flows involving debtor coun-
tries as well as their external debt.

Risk management

The risks associated with a large net cur-
rency exposure and the existence of deep
and liquid domestic capital markets are the
main reasons why the governments of most
industrial countries have limited their
issuance of foreign currency debt. Among
large advanced economies, Germany, Japan,
and the United States do not issue foreign

currency debt, while France and the
United Kingdom issue only a small
fraction of their debt in ecus. In
Canada, foreign currency debt repre-
sents about 3 percent of total public
debt (reflecting debt accumulated in
the past and debt issues to finance
foreign exchange reserves), and the
budget deficit is funded entirely in
domestic currency. In recent years, a
number of small advanced economies,
including Belgium, Denmark, and
New Zealand, have stopped issuing foreign
currency debt, except to replenish their for-
eign currency reserves. In Ireland, gross
foreign currency borrowing is limited to
the level of maturing foreign currency debt.
Spain and Sweden issue foreign currency
debt but hedge their currency risk through
swaps or swap options.

In developing countries, however, gov-
ernments often need to access international
debt markets to offset a shortage of local
savings, lengthen the maturity of their
debt, diversify their interest rate risk expo-
sure across various asset markets, accumu-
late foreign exchange reserves, or develop
benchmark instruments enabling domestic
private entities to issue abroad. When
derivative markets in the domestic cur-
rency are available, governments can
immediately hedge their foreign currency
borrowing, thereby limiting their exposure
to foreign exchange and interest rate move-
ments. The foreign currency can be
swapped into the domestic currency, or,
when this is difficult, into a currency that is
closely correlated to the domestic currency
and for which liquid derivative markets
exist. Issuing currency-hedged foreign debt
would preclude a borrowing strategy tar-
geted solely at reducing interest rates and
softening internal budget constraints.

As the international derivative markets
have grown in sophistication, the possibili-
ties of hedging the risks associated with
borrowing in foreign currencies have
greatly expanded. Borrowers can respond
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to opportunities to exploit market niches
and expand their investor base without
incurring exchange rate risk. Similarly,
they can use the interest rate swap market
to manage the maturity structure of their
external debt. The amount that can be
hedged is limited, however, because coun-
terparties are usually subject to a ceiling on
total exposure to any individual country.

Institutional framework

Management of the risks associated with
external exposures requires significant
technical expertise, sophisticated informa-
tion technology, and strictly controlled
internal management procedures,
with disciplined enforcement of inter-
nal trading and exposure limits. These
requirements are difficult to satisfy in
the best of circumstances; they are
particularly difficult in emerging mar-
ket countries. Some emerging markets
have found it hard to attract qualified
and experienced staff, build adequate
information and control systems,
and develop the administrative con-
trols necessary to manage overall
exposures.

In the past few years, there has been a
heightened awareness among governments
of the importance of sovereign debt man-
agement, particularly in an environment of
increasingly mobile and volatile capital
flows and integrated international capital
markets. Several OECD countries and some
emerging markets have undertaken ambi-
tious reforms. Three principles emerge
from their experiences. First, debt manage-
ment should be shielded from political
interference to ensure transparency and
accountability. Second, debt management
should be entrusted to portfolio managers
with knowledge and experience in risk-
management techniques, with the perfor-
mance of these managers measured against
a set of criteria defined by the ministry of
finance. Finally, sufficient resources should
be allocated to hiring high-quality staff and
acquiring sophisticated support systems.

To achieve these objectives, a number
of countries, including Austria, Belgium,
Ireland, New Zealand, Portugal, and
Sweden, have concluded that it is necessary
to set up debt agencies with some auton-
omy from the political sphere and to es-
tablish benchmarks for the currency
composition and maturity structure of pub-
lic debt, as well as limits on the amount of
debt that can be exposed to market risks.
Granting a debt agency a separate struc-
ture and autonomous status enables the
government to charge it with a clearly
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defined objective and to organize it accord-
ingly, without being hampered by either the
management structure or the pay scale of
the public sector. Typically, debt agencies
have been mandated to use modern risk-
management techniques, hire experienced
portfolio managers, and provide incentives
for their staffs to lower borrowing costs.

In 1990, Ireland’s government assigned
the department of finance’s borrowing
and debt-management functions and the
central bank’s domestic government bond
market operations to the National Treasury
Management Agency. The establishment of

“The most pressing issue

confronting governments is

the need to reform the

institutional arrangements

governing debt policy.”

an autonomous debt agency was justified
on the grounds that the agency would be
given clearly defined performance objec-
tives and a degree of independence from
other government objectives, and that the
concentration of resources and expertise
would result in better risk management and
lower debt-servicing costs. The agency’s
main objective, defined with reference to a
low-risk, medium-term benchmark portfo-
lio, is to fund maturing government debt
and annual borrowing requirements at a
lower cost than that of the benchmark port-
folio while containing the volatility of
annual fiscal debt-service costs. The cur-
rency composition of the Irish foreign cur-
rency debt benchmark is not made public,
but deviations of the actual portfolio from
the benchmark tend to be small.

New Zealand’s debt-management strat-
egy has been implemented by the New
Zealand Debt Management Office since
debt-management policy became disentan-
gled from monetary policy objectives in
1988. Although the debt management office
is located within the treasury, it is to some
degree independent of the rest of the gov-
ernment and has its own advisory board.
Its objective is “to identify a low risk port-
folio of net liabilities consistent with the
government aversion to risk, having regard
for the expected costs of reducing risk, and
to transact in an efficient manner to achieve
and maintain that portfolio.” To minimize

its net risk exposure, the debt management
office has gradually matched the duration
and currency profile of the government’s
liabilities with those of its assets. As
most of the government’s assets are denom-
inated in New Zealand dollars, this strategy
entailed a gradual elimination of net
public foreign currency debt, completed in
September 1996, and a lengthening of the
maturities of domestic public debt.
Sweden’s National Debt Office, which
was founded in the eighteenth century, was
moved from under the authority of the par-
liament to that of the ministry of finance in
1989. Its primary objective is to mini-
mize the costs of borrowing within the
limits imposed by monetary policy
and to finance the day-to-day govern-
ment budget deficit at the minimum
possible long-term cost. Its board
establishes separate benchmark port-
folios for domestic and foreign cur-
rency debt and determines permitted
deviations from the benchmarks.
Within these broad guidelines, the
debt office manages the currency allo-
cation, maturity structure, and market
risk of the debt portfolio.

Emerging markets

In the past two years, a small number of
emerging market countries have also
reformed their debt-management practices
and introduced benchmarks for their exter-
nal debt. Colombia’s Ministry of Finance
and Public Credit recently authorized a sub-
stantial increase in the staff responsible for
managing and hedging Colombia’s external
debt portfolio, modernized its data sys-
tems, and consolidated the external bor-
rowing strategies of the central government
and the parastatals. Particular attention
has been paid to attracting staff with the
appropriate knowledge and experience in
portfolio analysis, and to offering competi-
tive remuneration to retain good staff. Most
important, the sovereign liability portfolio
is now managed with respect to a set of
low-risk benchmark parameters specifying
exchange rate, liquidity, and interest rate
risks. The benchmarks are based on struc-
tural economic factors and the govern-
ment’s risk tolerance. The restructured
portfolio will include a higher proportion of
dollar-denominated debt (80-85 percent
instead of the current 72 percent), in line
with the currency exposure of government
revenues, and a longer maturity profile of
external debt.

In early 1997, Hungary's Ministry of
Finance took over the cost of servicing
Hungary’s net foreign debt. While the



National Bank of Hungary will remain for-
mally responsible for interest payments on,
and amortization of, the foreign loans
issued under its name, it will receive trans-
fers from the ministry of finance broadly
equivalent to the cost of servicing that part
of external debt in excess of foreign
exchange reserves at the end of 1996.
Benchmarks for external debt management
have been established, and the currency
composition of external debt has been
aligned through hedging operations with
that of the currency basket to which the
national currency is pegged (70 percent
deutsche mark, 30 percent US dollars).
There is an emphasis on lengthening the
maturity of the debt and evenly spreading
debt redemptions to avoid a clustering of
debt maturities.

While some developing countries—
including Argentina, Mexico, South Africa,
and Turkey—are currently reviewing their
debt-management practices, others lack
a separate debt-management office, formu-
late their debt-management objectives in
general terms, and have not established
formal guidelines on the currency com-
position and the maturity structure of
public debt.

Need for a strategy

In a world of large and volatile capital
flows and integrated international capital
markets, the sound management of sov-
ereign liabilities is an important element in
safeguarding a country’s economic stability.
As a first step toward reducing their expo-
sure to external shocks, countries should
aim to improve the management of their net
foreign exchange exposure. The choice of
the currency denomination of external debt
should not be driven by the level of nominal
interest rates—instead, borrowing costs
should be calculated on a hedged or risk-
adjusted basis. Lowering currency risk
does not preclude sovereigns from tapping
international markets to broaden their
investor bases, lengthen their maturity pro-
files, or develop benchmark debt instru-
ments. Rather, it implies that unless
governments have access to foreign cur-
rency revenues, sovereign foreign currency
borrowing should, as far as possible, be
hedged against currency risks.

Limiting the currency risk exposure of
emerging markets’ sovereign debt and
lengthening the maturity profile should be
viewed as a medium-term strategy and a
gradual process. The most pressing issue

confronting governments is the need to
reform the institutional arrangements gov-
erning debt policy, so that the technical
expertise and experience required to man-
age the risks of external debt competently
and transparently can be applied. Pro-
fessionalism and accountability can best be
achieved when debt management is
assigned to an agency that is separate and
autonomous from the political process.
Within this framework, the ministry of
finance formulates and makes public the
strategy for debt management while the
debt office implements the strategy and
manages the daily risk exposure of the
sovereign portfolio. This type of arrange-
ment signals to the financial markets and
the general public a country’s commitment
to a transparent and accountable debt-
management policy.

This article was adapted from a draft IMF
Working Paper by the authors, Risk Manage-
ment of Sovereign Assets and Liabilities; and
Sfrom Chapter 5 of International Capital
Markets: Developments, Prospects, and Key
Policy Issues, World Economic and Financial
Surveys (Washington.: International Monetary
Fund, 1997).
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