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Foreword 

The management of domestic debt is becoming a major policy issue 
in many Commonwealth countries. As part of its advisory services in 
debt and development resource management, the Economic and 
Legal Advisory Services Division (ELAS) of the Commonwealth 
Secretariat has held three workshops on Effective Domestic Debt 
Management: in June 1996 for the Caribbean region, in December 
1996 for countries from the Asia-Pacific region, and in March 1998 
for African countries. Their object was to help developing 
Commonwealth countries to manage their domestic debt more 
effectively by discussing the issues involved and learning from each 
others' experience. 

This report is a compendium of the discussions and papers read at 
these workshops. The first two parts review the issues involved in 
domestic debt management for countries whose financial markets are 
not fully developed. The third part is a checklist of measures that 
the delegates agreed should be taken to improve domestic debt 
management in their countries. While acknowledging that a sound 
analytical framework must be the basis for any thorough discussion 
of domestic debt management, we have generally tried to avoid a too 
theoretical approach. The emphasis is on practical issues. 

This compendium is prepared to influence both thought and action 
at a time when the future conduct of domestic debt management 
operations in many developing countries is in a state of change. We 
hope that the policy makers in the central banks, and ministries of 
finance will find this compendium useful. We would welcome any 
comments on this publication. 

M. A . Mali k 
Director 
Economic an d Legal Advisor y Service s Divisio n 
Commonwealth Secretaria t 

5 



Acknowledgements 

The compendium was put together by Shekhar Das under the 
guidance of a staff team of the Economic and Legal Advisory 
Services Division of the Commonwealth Secretariat, comprising Raj 
Kumar, Ranee Jayamaha, Dev Useree and Andrew Kitili. Besides 
ELAS staff, inputs for the background papers commissioned by 
Economic and Legal Advisory Services Division were from H. K. 
Pradhan and Colin Kirkpatrick, resource persons from other 
institutions, as well as from country papers. 

This publication has been funded through the operational arm of 
the Commonwealth Secretariat, the Commonwealth Fund for 
Technical Co-operation. 

6 



1. Effective Domesti c Debt 
Management in Developin g 
Countries 

In the 1980s the major problem facing many developing countries 
was how to deal with external debt. Domestic debt was relatively 
insignificant and little discussed. This situation has changed. 
Domestic debt levels have risen, often in the very same countries 
which faced acute external debt problems. This has implications for 
both stabilisation and policies aimed at dealing with external debt. 
How to manage domestic debt, therefore, has become an important 

Domestic deb t transfer s 
resources within a 

country 

It doe s not increas e rea l 
resources 

Public domestic debt is the debt a government incurs through 
borrowing in its own currency from residents of its country. 
Government bonds or bills represent assets to their holders, but they 
are simultaneously a liability to the taxpayers who must ultimately 
redeem them. This basic idea admits of considerable variations: 

• The definition could be widened by including the debt not just of 
central government, but also that of local or provincial 
governments, state-owned enterprises and agencies whose 
borrowing is guaranteed by central government. This would be 
the consolidated debt of the public sector, including the monetary 
authorities. 

• One may wish to exclude the central government's debt to the 
central bank, which in practice is often not repaid, and is a 
measure of monetisation. 

• One may wish to make a distinction between gross debt and net 
debt, where we net out of gross debt capital assets of the 
government and its loans and advances to other sectors. 

The key distinction is between internal borrowing by the state 
authorities and external borrowing. Internal borrowing does not 
increase the real resources of the country: residents of that country 
merely give up purchasing power in return for government securities. 
There is therefore a transfer of purchasing power within the country 
over the same stock of real resources. External borrowing, on the 
other hand, allows the import of real resources from abroad. Internal 
borrowing leads to domestic debt. 

However, this clear distinction is somewhat complicated by the fact 
that foreign investors sometimes invest in the domestic debt 
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instruments of the government. The government's obligations, 
therefore, are to foreigners, but in its own currency. 

Governments use a number of instruments to raise funds. They 
include the following: 

• Treasury bills: these are short-term obligations of up to one year. 

• Government notes and bonds: these are debt instruments over 
one year or more. 

• Loans: many governments borrow from banks and residents in 
their countries. 

• Promissory notes: these are conditional promises to pay a specific 
sum on specific dates which some governments in developing 
countries issue to their creditors and suppliers. 

• Overdrafts or advances from the central bank: in some countries 
this can constitute a large proportion of the debt. 

• Savings certificates: these are non-marketable debt instruments, 
usually for the retail public. 

Government debt is typically held by the central bank, the 
commercial banks, institutions such as insurance companies and 
pension and provident funds, and private individuals. 

Why domestic deb t level s have risen 

The external debt crisis is There are a number of reasons why domestic debt levels have risen 
one reason why domestic to dangerous levels. The external debt crisis has been an important 

debt has grown source of the problem for many countries. Governments have had to 
squeeze domestic demand in order to generate surpluses on the 
current account of the balance of payments in order to service large 
external debts. This has led to lower wages and profits, and thus 
lower tax revenue. Many governments have also encountered deep-
seated problems in levying and collecting taxes. Moreover, the 
moves many have made to liberalise their financial markets have 
entailed paying higher interest charges on their existing debt, thus 
exacerbating the pressure on public finances. Finally, many countries 
have a vast portfolio of loss-making and heavily indebted public 
sector companies; this puts an additional burden on government 
debt. 

Consequences of excessiv e borrowin g 

It is not sound to assume that because domestic debt is owed by the 
government to its own people and its servicing therefore simply 
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The debt burde n can slow 
down the economy 

entails a transfer of income from one group to another within the 
country, it has no undesirable economic consequences. Excessive 
government borrowing and debt can have a number of bad effects: 

• If the cost of servicing the debt accounts for a large part of 
government revenue - as it does in many countries - the scope for 
public spending on desirable items such as health, education and 
infrastructure is correspondingly diminished. 

• If the government pre-empts a large part of the savings of its 
residents, it may reduce the amount the private sector can borrow 
or raise in the capital market, thus crowding-out private 
investment. 

• Excessive borrowing can also increase interest rates, thus deterring 
investment by making it more expensive. 

• If the government finances its deficit by borrowing too much from 
the central bank - through money creation - it stokes up 
inflation. 

• The building up of excessive debt today entails higher servicing 
costs on future generations who thus suffer higher taxation. 

• Excessive domestic debt can affect a country's credit rating and 
therefore the cost of its future borrowing. 

• Finally, domestic debt levels can be built up to levels where they 
become unsustainable, precipitating an economic crisis. 

Objectives of debt management i n developing 
countries 

Domestic debt 
management ha s 
different goals in 

developed an d 
developing countries 

It is therefore important for developing countries to learn to manage 
their domestic debt efficiently. They cannot do so, however, by 
setting themselves the same objectives as those of debt managers in 
the advanced countries. Most developing countries are in a radically 
different situation from advanced countries. In advanced countries, 
markets for debt securities are highly developed; independent 
investment institutions have the purchasing capacity and the 
appetite for government debt; and although there too domestic debt 
levels have generally risen, macro-economic indicators of fiscal 
deficits and inflation are not so daunting. 

In advanced countries, it is possible to set debt managers a relatively 
straightforward objective: to cover the government's borrowing 
needs at the lowest cost. They need not concern themselves with 
other objectives of government, such as price stability. In practice, in 
many advanced countries debt management and monetary policy are 
conducted by the central bank, and the goal, therefore, for debt 
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A number of objectives 
have to be reconciled 

Close co-ordination wit h 
monetary polic y is 

essential 

managers is to minimise the cost of government debt without 
jeopardising the aims of monetary policy. But in principle at least the 
two can be separated, and there is a strong argument for thinking 
that they should be separated institutionally: that the responsibility 
for debt management should be placed on an independent debt 
management office and the responsibility for monetary policy should 
rest on the central bank. In such an arrangement, which exists in 
Ireland, Sweden and New Zealand, the debt management office aims 
to minimise the cost of the government's debt, and the central bank 
aims to keep inflation down to a specified target. They act 
independently of each other, using different instruments to achieve 
their ends. Their objectives can be reconciled optimally through the 
operation of market forces. 

Such a system is not possible in developing countries, where 
financial markets are undeveloped, and instruments of both debt 
management and monetary control are primitive. There will 
typically be a conflict between borrowing for the government as 
cheaply as possible and keeping inflation down. Often the right 
thing to do is to raise interest rates and thus the cost of borrowing. 

Moreover, in many developing countries managers cannot simply sell 
a given quantity of stock of varying maturity and organise the 
government's portfolio so as to minimise cost and reduce risk. 
Primary markets for debt securities, if they exist at all, tend to be 
only for very short-term instruments, such as Treasury bills. Interest 
rates are typically controlled by the authorities. Secondary markets 
rarely exist, so there is a lack of the price information that deep and 
liquid markets provide. The investment institutions such as pension 
and insurance funds tend to be captives of the authorities: being 
government-owned, they hold its debt because they are told to. The 
commercial bank is undercapitalised, bloated with bad loans and 
typically state-owned. 

In these circumstances, the operation of debt management is bound 
to be intimately linked to the operation of monetary policy. Both 
will initially use the same instruments. Their objectives, therefore, 
need to be co-ordinated institutionally. That is not all. As remarked 
above, in many developing countries debt and money have to be 
managed in an environment where public budgets and inflation are 
far from stable, and where financial markets are undeveloped. 
Therefore debt management and monetary policy must also support 
the common objectives of stabilisation and market development. 
Specifically, debt managers in developing countries, apart from their 
primary objective of selling government debt at least cost, should: 

• ensure the liquidity needs of the economy are met, as debt 
management operations have the potential to disrupt the money 
markets causing short-term interest rate fluctuations; 
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Both need to suppor t 
stabilisation and marke t 

development 

• support monetary policy by limiting the inflationary impact of 
deficit financing; 

• promote the development of money and capital markets; 

• not jeopardise investment by crowding-out the private sector; 

• encourage saving by households; and 

• act in harmony with external debt management. 

Conflicts are bound to arise between these objectives. Policy makers 
need to formulate a clear strategy, taking into account their macro-
economic situation and the stage of their market development. And 
as the situation changes and markets develop, their objectives should 
change too. Debt management is not a once-and-for-all affair, but an 
evolving enterprise. 

Functions of debt managemen t 

Debt management involves a number of inter-related functions: 

• Plannin g o f financin g requirements : projecting government 
borrowing requirements in the context of fiscal and monetary 
targets and sustainable levels of debt. 

• Policy : formulating debt management objectives and strategy; 
deciding on volume, type of instruments, timing, frequency and 
selling techniques; where feasible, developing a benchmark debt 
structure. 

• Primar y marke t organisatio n (ne w issues) : organising 
distribution channels and selling procedures; managing debt 
operations including auctions, subscriptions, etc; maintaining 
close contacts with the market. 

• Secondar y marke t organisation : actively managing the secondary 
sales of government's outstanding portfolio; developing these 
markets; maintaining contacts and intervening in them; 
encouraging the dealing and dealer systems. 

• Issuance/Redemption: administration of new and old issues, e.g. 
delivery and redemption of securities. 

• Administratio n an d accounting : maintaining an accounting 
system for debt operations; managing records of debt holders and 
stock; servicing of government debt; maintaining a register of 
government debt instruments. 

• Establishin g systems : establishing efficient payments systems, 
trading procedures and smooth clearing and settlement systems. 
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Linkages between public debt and fiscal deficits 

The source of public debt lies in budget deficits. If a government 
spends more than it gets in revenue, it has a deficit. It meets this by 
borrowing. The cumulative total of its past borrowings is its debt. 
This is a simple schema, but for practical purposes we need to 
employ somewhat more complex ideas. To begin with, there are 
several related concepts of fiscal deficits: 

• Fiscal deficit: This is the difference between total government 
spending and total government receipts except those that come 
from borrowing. On the expenditure side it includes all current 
non-interest payments, interest payments, capital spending, and 
net lending. On the income side it includes all tax and non-tax 
revenues, grants, and receipts from the sale of public sector assets. 
In other words, it does not distinguish between capital and 
current income, nor between interest and non-interest 
expenditure. 

The primary deficit i s a The scope of 'government' is unclear in the definition. Is it just 
key policy target the  central government, or does it include other parts of the 

public sector? The World Bank recommends that the borrowing 
requirement of the whole non-financial public sector should be 
taken into account, that is, it should include not just the central 
government, but state or provincial governments, public sector 
enterprises and the central bank, but exclude financial institutions 
such as commercial banks which might be owned by the 
government. This is the measure of deficit adopted by the 
International Monetary Fund (IMF) as its policy target in its 
Structural Adjustment Programmes. 

• Revenue or recurrent deficit: This leaves out from the 
expenditure side capital items - expenditure which creates assets 
for the government. The idea is that while current spending and 
interest payments should be financed from current revenue, 
capital spending could safely be financed by borrowing. 

• Primary deficit: This excludes interest payments - the cost of 
financing past borrowing - from expenditure. This is a key 
concept in assessing whether a country's debt is sustainable, an 
issue discussed below. 

• Operational deficit: This adjusts the fiscal deficit for inflation. 
Inflation reduces the real value of debt and therefore the interest 
cost does not reflect the true cost to the government. The 
operational deficit is the fiscal deficit minus the government's 
outstanding debt at the beginning of the year multiplied by the 
inflation rate during the year. This concept is relevant for 
countries with high rates of inflation where the difference 

Several sorts of deficit s 
should be distinguished 
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between the fiscal deficit and the operational deficit can be large. 
(For example, in 1985 Brazil had a fiscal deficit of 27.1 per cent, 
but an operational deficit of only 3.5 per cent.) 

Ways of financing deficits 

Fiscal deficits can be financed by borrowing abroad, printing money 
or borrowing domestically. The sum of these three in any particular 
year necessarily equals the fiscal deficit for that year. Each of these 
methods of financing, if carried to excess, can lead to a crisis: 

There are three ways of • External borrowing from, for example, foreign governments, 
financing a  deficit multilateral organisations or private institutions, allows a country 

to import real resources to consume or invest. But the servicing of 
the debt generated in this way involves transferring resources 
abroad. Thus the country has to generate an export surplus or 
borrow further. If the country cannot pay the interest or return 
the principal when it falls due, it faces a crisis. This is what has 
happened to several countries during the debt crisis that began in 
1982. 

• Borrowing domestically, within moderate limits, is not 
inflationary, nor does it have the problems of external borrowing. 
However, the consequences of excessive domestic borrowing are, 
as we have mentioned above, undesirable. Moreover, the 
accumulation of domestic debt as a result of persistent domestic 
borrowing could reach unsustainable levels. Then the government 
would have to take painful measures on taxation and spending to 
bring the debt back to a sustainable level or be plunged into crisis. 

• Borrowing from the central bank through the sale to it of 
government securities or other ways such as overdraft advances is 
a form of money creation: it is just like printing money to pay 
one's bills. 

Carried to excess each There is a degree to which a government can do this without cost 
leads to problems and with no bad consequences. In a growing economy the demand 

for money increases, typically, in proportion to the growth. The 
government usually has a monopoly over issuing money. It can 
satisfy this increase in demand by printing money. The profit it 
makes on this is called seignorage. If, however, it prints more 
money than the increase in demand for money resulting from 
growth, it will cause inflation. 

To the extent the public accepts this inflation and adapts to rising 
prices by saving more and increasing its money holdings, the 
government can get away with this. In effect, the public is willing 
to be taxed in this way - it is willing to pay an inflation tax. But 
governments would be foolish to use this form of taxation to 
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excess, for three reasons. First, there is a limit beyond which the 
yield on this tax falls because the public starts to economise on its 
money balances. Secondly, high rates of inflation can easily slide 
into hyper-inflation. Finally, even relatively low rates of inflation 
disproportionately hurt the poor, an important fact for developing 
countries. 
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2. Key Issues for Developin g 
Countries 

Domestic deb t 
management -  par t o f 

overall economi c strateg y 

Revenue reform -  par t o f 
domestic borrowin g 

strategy 

Need for appropriat e 
borrowing strateg y 

Need to develo p deb t 
securities marke t 

The experience of developing countries in managing domestic debt 
shows that there are some pervasive problems which left untackled, 
or tackled badly, have extremely undesirable consequences. 

1. Domestic debt management is often treated in isolation from the 
rest of macro-economic management. Debt management influences 
and is influenced by fiscal and monetary policies and the balance of 
payments. An expansionary fiscal policy, for instance, could raise 
interest rates and inflation, and thus the cost of public debt. 
Therefore, at the policy level, debt management should be 
integrated into an overall strategy which is appropriate for the 
country. 

2. Governments face rising fiscal deficits and increasingly rely on 
domestic borrowing to finance them. Attempts to reduce the deficit 
run into limitations in the tax base and the demands of spending on 
development. Tax reform, therefore, has to be implemented at the 
same time as fiscal adjustment. In the meantime, reliance on bank 
borrowing boosts money supply and inflation. Attempts to control 
this produces high real interest rates. Eventually, the public loses 
confidence in the government's ability to honour its debt 
obligations. 

3. Debt managers often fail to formulate an appropriate borrowing 
strategy. Borrowing is carried out in a haphazard fashion, without 
prior deliberation over the alternative methods of funding and a 
careful consideration of the consequences. As a result, debt managers 
run into a number of problems which typically include an excessive 
monetisation of debt, a maturity profile which is very short-term, 
and a bunching of payments which cause cash flow difficulties. 

4. Markets for domestic debt instruments are undeveloped. In many 
countries there is a paucity of debt instruments, the markets for 
selling them are primitive, mechanisms for trading them inefficient 
and unreliable, their prices regulated by the government, and the 
institutions that invest in debt weak. These weaknesses enormously 
hamper not only debt management, but also monetary management. 
Debt managers should therefore have an interest in developing 
markets for debt securities. 

15 



Better co-ordinatio n 
between deb t an d 

monetary managemen t 

Better deb t monitorin g 

5. There is a lack of co-ordination between debt management and 
monetary management. There should be close co-ordination 
between the two because they are intimately linked. One reason lies 
in the fact that monetary financing of the fiscal deficit is an 
alternative to debt financing. Another arises from the use by 
monetary policy of indirect methods of control such as sales and 
purchases of Treasury bills, which are debt instruments, for its open 
market operations. Yet in many countries debt managers operate in 
disharmony with monetary managers. 

6. There is a lack of data and a proper mechanism for monitoring 
debt. This is a serious problem in many countries. Its importance is 
obvious. Without accurate information available in an appropriate 
form, effective debt management is not possible. 

These problems manifest themselves in a number of ways. Often the 
stock of debt becomes unsustainable or so large that servicing it 
entails huge costs to the economy, such as the crowding-out of the 
private sector, high inflation and a lack of resources for social 
spending. How to deal with these problems is discussed in detail 
below. 

Six areas for actio n 

A framework fo r 
alternative mean s o f 

financing fiscal defici t 

1. Integrate  debt  management  into  a  macro-economic  strategy 

The debt management policies the government of a country should 
adopt depend on the situation of the country: on its fiscal and 
monetary position; its existing stock of debt, both external and 
domestic; the stage of development of its debt securities markets. 
What is appropriate for one country will not necessarily be 
appropriate for another. So the first thing policy makers need to do 
is to take a good look at their debt in the context of an overall 
macro-economic framework. 

The framework that is usually adopted is that of the national 
accounting system where excess savings over investments must 
finance the excess of public spending (including public investment) 
over its revenue. Excess spending by the whole economy is possible 
only when it is financed by the rest of the world. On this basis policy 
makers can establish an overall projection of fiscal deficits. From this 
they can derive a borrowing programme, after taking into account 
estimate of the supply of financial resources in the system, the 
private sector's demand for credit and the amount of resources 
available for the public sector that is consistent with the 
achievement of macro-economic targets. An appropriate assessment 
of alternative means of financing the deficit must be analysed in 
detail. 
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A borrowing strategy which emerges from such a process involves 
close co-ordination at the policy level between the main institutions 
involved in economic policy, particularly the ministry of finance and 
the central bank. They need not only to define objectives of fiscal, 
monetary and debt management but to prioritise them according to 
the situation of the country. They should aim to end up with a plan 
all of whose aspects are consistent with each other. 

2. Assess debt sustainability and need for fiscal adjustment 

One of the key assessments policy makers have to make concerns the 
sustainability of their country's existing stock of debt. There are 
several theoretical models dealing with this subject. One approach 
analyses the public sector's balance sheet, listing its assets and 
liabilities, calculating the present values of future government 
revenues and expenditures and, on the basis of this, estimating the 
government's net worth. If it is negative, the debt is unsustainable, 
and fiscal adjustment necessary. This approach is presented in 
Appendix I. 

Another approach raises the issue: would a given fiscal policy result 
in a stock of domestic debt that is stable? Or would it grow to a level 
that is insupportable? The key concepts it uses are (a) the stock of 
debt in proportion to the size of the economy (debt/GDP); (b) the 
primary deficit, that is fiscal deficit minus that part of expenditure 
that goes to paying interest on the existing stock of debt; (c) that 
part of the deficit that can be safely financed by money creation; (d) 
the inflation-adjusted or real rate of interest on government debt; 
and (e) the rate of growth of the inflation-adjusted or 'real' GDP. 

The theory says that the sustainability of debt is a function of the 
primary deficit, the real rate of interest, and the growth rate of the 
economy. Generally speaking, a low growth rate, a high rate of 
interest and a large primary deficit tend to increase the debt-to-GDP 
ratio. 

Specifically, it says that the debt-to-GDP ratio will be on a rising 
trend if the real rate of interest exceeds the growth rate unless this is 
offset by a primary surplus. If the debt-to-GDP ratio is on a rising 
trend from an initial position that is sustainable, fiscal policy must 
be adjusted or there will be a crisis. This approach is used to assess 
the sustainability of fictitious country X's domestic debt in the box 
on page 18, and a mathematical exposition of the theory is presented 
in Appendix II. 

What this approach makes clear is that debt is never too high in 
itself, but depends critically on other factors, particularly the growth 
rate. A debt-to-GDP ratio of, say, 80 per cent, may be unsustainable 
in a country that is growing relatively slowly, but manageable in a 

Debt sustainability linked 
to budget deficit, interest 

rates and growth rates 
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Box 1: Measuring sustainability: simulation for Country X 

Background 
In the 1970s, fiscal deficits and public debt did not create much of a problem in 
Country X, as real interest rates were low and the government could finance 
the deficit by money creation without much inflation. However, in the 1980s 
the level of domestic debt in Country X grew rapidly. By 1991-92 interest 
payments were claiming about half of the central government revenues and 
inflation was running at 14 per cent. At the same time, Country X's economy 
got into a balance of payment crisis and it had to embark on an IMF structural 
adjustment programme. How large a fiscal correction was needed? 

Basic formula 
The basic formula in the method mentioned above is: 

db = z - s + b(r ~ y) 

Where 

b = ratio of debt to GDP 

z = ratio of the primary deficit to GDP 

s = that part of the deficit that can safely be financed by money creation 

r = the real rate of interest on government debt 

y = the rate of growth of real GDP 

d = symbolises change over a period which in this case is one year. 
The formula says the change in the debt ratio is equal to the primary deficit to 
GDP minus the safe level of seignorage and inflation tax plus the debt ratio 
multiplied by the real rate of interest on debt minus the real rate of growth. 

Applying the formula to Country X's circumstances 
In 1991-92, domestic debt of the non-financial public sector was 54 per cent of 
GDP, so b = 0.54 

• The primary deficit was 4.4 per cent of GDP, so z = 0.044. 

• s is an estimate of seignorage and acceptable inflation; a credible estimate is 
0.012. 

• A credible growth rate of GDP is 5 per cent a year, hence y = 0.05. 

• Finally, the real rate of interest on debt could be put at 4 per cent, so r = 0.04. 

Thus: 

db = 0.044 - 0.012 + 0.54(0.04 - 0.05) 

or db = 0.0266 

This means that on these assumptions, the domestic debt ratio will be growing 
at over 2.5 per cent a year. The terminal value of b can be calculated by setting 
db = 0, and solving for b: 

b = ( z - s ) / ( y - r ) 
or b = (0.044 - 0.012) / (0.05 - 0.04) = 3.2 

This means that the domestic debt ratio will end up at 3.2 times GDP. This is 
clearly unsustainable. Interest charges alone at a 10 per cent nominal interest 
rate would eat up 32 per cent of GDP! 

Adjustment required to achieve sustainability 
One can also derive from this method the degree of adjustment needed to make 
debt sustainable. By making db = 0, and b = 0.54, we can solve for X to 
calculate the required reduction in the primary deficit: 

z = s - b(r - y), which works out at 0.017. 

This means that the primary deficit should be reduced to 1.7 of GDP from 4.4 
per cent to keep domestic debt stable. 
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country that is growing rapidly. That said, it is worth bearing in 
mind that the future growth rate of an economy is not necessarily 
independent of the amount of debt its government accumulates. If a 
country with a relatively large debt but a rapidly growing economy 
continues to borrow a large proportion of the country's savings, it 
may affect the growth rate by crowding out private sector 
investment, and thus make a debt that might have been sustainable, 
unsustainable. 

Value judgements i n 
ascertaining deb t 

sustainability 

Rules of thumb to defin e 
debt sustainabilit y 

Prudential rules of thumb and credit risk 

The example in the box opposite illustrates an important point: an 
assessment of debt sustainability cannot carry the certainty of 
mathematics. One needs to project future tax and expenditure 
patterns, future inflation and interest rates, and the future economic 
growth. This necessarily involves a great deal of judgement, and 
judgement can be fallible. 

Nor should one conclude from the proposition that debt that is 
sustainable is optimal. The best level of debt depends on a number 
of specific characteristics of the country, such as its people's 
propensity to save, their tolerance of inflation, how efficiently they 
employ its capital, its taxable capacity, and, most importantly, the 
ability of its debt and capital markets to absorb government 
borrowing. Many developing countries save little; the tolerance of 
inflation varies considerably; and hardly any have capital markets 
capable of accommodating large government borrowing. 

Partly because of the inevitable uncertainty in this area, it is prudent 
to adopt rules of thumb rather than rely on precise calculations. 
They may seem somewhat arbitrary, but can be of more practical 
value. This is the approach embodied in the Maastricht Treaty of the 
European Union. Countries that have signed up to it are required, 
before they can adopt the common currency, the Euro, to meet 
certain criteria. Two of them concern debt and deficits: (a) their 
fiscal deficits should not exceed 3 per cent of GDP, and (b) the gross 
debt of the government should not exceed 60 per cent of GDP. 

Developing countries too should consider adopting similar rules, not 
just for prudential reasons, but because they are becoming widely 
used in calculating the credit risk of debt instruments of countries. 
Here are some rules worth considering: 

• Aim to have fiscal deficits below 3 per cent of GDP. 

• Public debt service should not exceed 15 per cent of government 
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Dangers of financin g 
persistent fiscal deficits 

How to deal with a debt 
overhang 

• Public domestic debt should not consistently be higher than 200 
per cent of domestically generated government revenue. 

Crises, emergenc y measure s an d fisca l adjustmen t 

The case for fiscal prudence, therefore, is strong. However, many 
countries, for a variety of reasons, have found themselves with a 
level of debt that is unsustainable and have had to endure a crisis. 
The route to it is well-marked. The problem begins with persistently 
large deficits. To bridge the gap between spending and revenue, the 
government resorts to a combination of borrowing abroad (if it can), 
borrowing from the central bank (printing money), and borrowing 
from domestic institutions. Since in many developing countries 
these are government controlled, they borrow from them at below 
market rates. But as large fiscal deficits persist, this source is not 
sufficient to plug the gap. So they borrow from others at higher cost, 
or (more typically) rely more on the central bank. This money 
creation fuels inflation, which eventually increases the cost of credit. 
The government may then impose higher statutory ratios on its 
banks, forcing them to hold a higher and higher amount of its debt. 
This reduces their profitability and their ability to lend to productive 
enterprises. The banking system is thus weakened and becomes 
prone to crisis. If the government can resort to external borrowing, it 
probably will, but this will eventually result in balance of payments 
crises and an inability to service its external debt. Finally, there will 
be a loss of confidence, a flight of capital, and a general crisis in the 
economy. 

Once a crisis is upon a country, it will have to embark on a long 
term programme to reform its tax and spending policies to reduce its 
fiscal deficits and bring its debt to a sustainable level. But in the 
short term it could consider measures to reduce the immediate 
pressure: 

• A combination of external debt reduction and rescheduling to 
ease budgetary pressure arising out of a persistently high debt 

• Obtaining quick disbursing grants and concessional borrowing to 
support the budget. 

• Selling public sector assets to the private sector. 

• Restructuring debt by issuing securities with longer maturities and 
change in the terms of domestic debt service. 

But such measures are no substitute for reform of government 
finances. The nature of these reforms falls outside the scope of this 
compendium, but they are spelt out in detail in several reports of the 
World Bank and the IMF. Some points are worth noting: 
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• The sequence of the reforms is important because some of the 
measures - less reliance on captive borrowing at controlled 
interest rates, for example - will actually increase the fiscal deficit 
in the short run. 

• The quality of fiscal adjustment is important. The deficit should 
be cut by increasing public savings rather than by reducing public 
investment. In particular, the deficit should be reduced without 
cutting public spending on infrastructure, and on primary 
education and health, as these are vital for both growth and the 
alleviation of poverty. 

3, Evolve  an appropriate  borrowing  strategy 

When policy makers have assessed the sustainability of the 
government's fiscal stance and decided on the degree of fiscal 
adjustment required, debt managers need to formulate a credible 
borrowing strategy. As a first step, they need good forecasts of the 
borrowing requirement of the government. Then they need to make 
an assessment of the likely take-up of government securities by the 
public, the banks and other financial institutions. They should be 
careful to limit borrowing from the central bank - financing the 
deficit through money creation. In many countries legal limits and 
institutional barriers to excessive monetisation have proved useful. 

In drawing up a schedule of borrowing, debt managers should be 
careful to avoid an excessive reliance on short-term debt. The 
schedule should chime in with the redemption dates of maturing 
loans, the cash needs of the banks and financial institutions and the 
overall state of liquidity of the economy. It is obvious that this 
requires close co-ordination with the operation of monetary policy -
an issue discussed in more detail below. 

Once a schedule of borrowing has been decided, debt managers 
should be conscious of the benefits of transparency and 
predictability. Capricious changes to the schedule or unpredictable 
behaviour by debt managers increases the risk of holding 
government securities, which in turn ultimately raises their cost of 
debt to the government. 

4. Develop  markets for government  securities 

Properly functioning markets for government securities are 
necessary both for effective debt management and monetary policy 
management. For this reason it is important that the authorities -
particularly the central bank - take the initiative in developing 
them. Initially, they will concentrate on developing primary 
markets for debt securities, and at this stage they are likely to use 
the same instruments for debt management and monetary control. 

Avoid excessive reliance 
on short-term debt 
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Goal is to separat e deb t 
management an d 

monetary polic y 
operations 

Creating a market fo r 
government securitie s 

Later the authorities should seek to develop secondary markets in 
government securities. When this has developed, the operations of 
debt management and monetary policy can be more easily 
separated. 

At its most undeveloped or primitive stage, there is virtually no 
market of government debt. The government's deficit is almost 
entirely financed by the central bank, except that part of it which 
the government can borrow abroad. There is therefore hardly any 
domestic debt held outside the central bank. If the government 
incurs a deficit, it is monetised. This is an inherently inflationary 
situation. 

Some of the debt then tends to be sold by the central banks to 
commercial banks. They are obliged to hold a proportion of their 
assets in the form of government securities. The interest they earn 
on it is set by fiat of the central bank - it bears little relation to the 
market and is usually low. These banks are in effect captive lenders 
to the government. They tend to hold the securities to maturity and 
there is little trading. Other financial institutions, usually state-
owned pension funds or insurance companies, are sometimes also 
obliged to hold government debt. As one would expect, at this stage, 
money markets are weak and the interbank markets thin. 

The first step in moving from this situation involves the creation of 
a market for short-term government securities, usually Treasury bills, 
the idea being that a market for longer term securities can be created 
later. The creation of a Treasury bill market can be a powerful spur 
to the development of money markets by encouraging banks to 
manage their liquidity more actively. At the outset, the authorities 
should decide whether the primary market for Treasury bills should 
be used strictly to finance the fiscal deficit or also be a tool for 
monetary management. 

Before the development of secondary markets in Treasury bills, some 
countries have used primary issues of Treasury bills at auctions to 
regulate bank reserves. This is a step towards fully-fledged indirect 
monetary management through open-market operations (OMOs) 
and is called open-market-type operations. As explained in the box 
on page 24, indirect monetary management involves targeting bank 
reserves to control their lending capacity, and short-term interest 
rates to determine the broad structure of interest rates. 

It is possible to do this before secondary trading in Treasury bills has 
developed, but it is difficult. These auctions need to be held 
frequently and at market-clearing interest rates, so that the volume 
of these sales can determine bank reserves and the interest rates set 
the general interest rates structure in the economy. In practice, it is 
not likely that these auctions will be sufficiently flexible to enable 
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the authorities to control sudden feasts and famines of liquidity. 
Therefore, there is a need for refinance/rediscount or repurchase 
agreements (Repos) which the authorities can use to increase or 
decrease liquidity for short periods. In addition, the central bank, 
purely for monetary management purposes, may employ other tools 
to supplement Treasury bills, in particular: 

• Centra l ban k securities : These are bills issued at the discretion of 
the central bank. They pose the danger of overlapping with 
Treasury bills. One way out is to issue central bank bills at shorter 
maturities - say, up to three months - and Treasury bills for 
longer. Although this might minimise competition between the 
two instruments, such a segmentation might retard the 
development of the secondary markets. 

• Centra l ban k credi t auctions : These can be another way in 
which the central bank can regulate bank reserves. In 
undeveloped markets commercial banks tend to be heavily 
dependent on the central bank, and by varying the amount of 
credit it auctions and letting the interest rate be determined 
freely, the central bank can use these auctions as a powerful 
monetary tool. In such circumstances, Treasury bills could be used 
largely as a means of funding rather than for monetary policy. 

• Governmen t deposits : Some countries transfer government 
deposit balances between the central bank and commercial banks 
as another means of influencing the banks' reserves and 
conditions in the money markets. 

It is important to ensure that the Treasury bill auctions as far as 
possible conform to the criteria of free markets, in particular, that 
prices are determined by competitive bidding, that the auction 
mechanism is transparent and that there is a regular and well-
publicised calendar to which the central bank adheres. There are 
two other questions which should be addressed: 

• Shoul d participatio n i n th e auction s b e restricted ? I n many 
countries only certain types of institutions are allowed to bid, and 
in some there are further restrictions arising from the requirement 
that some bidders can enter the auction only through the agency 
of banks. There may be good practical reasons for this, but it is 
important to ensure that the risk of collusion between bidders is 
minimised. In some countries participation is restricted to a group 
of authorised institutions called primary dealers. But this 
arrangement is justified only in so far that this exclusive privilege 
is matched by obligations on primary dealers to act as secondary 
market makers. This is discussed later. 

Treasury bil l auctions -
need for competitiv e 

bidding and transparen t 
mechanisms 
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• Shoul d the central bank itsel f participat e in auctions? In 
general, this is undesirable, but if it is necessary because the 
market cannot absorb the issues, the central bank should be 
careful to participate in a way that does not put itself into 
competition with other bidders. 

Box 2: The operation o f monetar y polic y 

Monetary policy involves the use by the central bank of certain instruments to 
determine short-term interest rates and bank reserves in order to control 
inflation and maintain a stable and adequate level of liquidity in the economy. 
Until recently, central banks of developing countries used direct instruments: 
credit controls, interest rate ceilings, statutory liquidity ratios (whereby banks 
have to place a certain proportion of their deposits in government assets), and 
directed credit programmes. 

In the past few years it has become generally accepted that the economy works 
better if central banks exercise monetary control through financial markets. 
This involves indirect methods of control: open market operations (OMOs), 
reserve requirements and discount operations. Open market operations are the 
sale or purchase of financial instruments such as Treasury bills. The central 
bank can also use repurchase agreements (Repos) - purchase securities under 
contract to resell them at a specified price on a given date - or reverse 
repurchase agreements. These are used to increase or decrease bank reserves. 
Rediscounting facilities are a way for the central bank to lend money through 
rediscounting government securities. Reserve requirements oblige banks to 
hold a specified part of their deposits in the central bank, usually at nil 
interest. 

Many Commonwealth developing countries are in transition in monetary 
management from direct controls to indirect controls. The move to indirect 
controls necessitates the development of markets for government securities. 
The task for many is complicated by the legacy of having to cope with a 
monetary overhang - excess liquidity that has resulted from financing large 
and persistent fiscal deficits by borrowing from the central bank, in other 
words, by printing money. To reduce the inflationary potential of this, the 
central bank needs to mop it up. But this is far from a costless process. If it 
does so through issuing Treasury securities, it will increase the debt of the 
government and hence the cost of servicing it. If it mops up the excess by 
issuing its own securities, its own profits would be reduced, and the cost of this 
will eventually be borne by the government, by way of fewer profits to this 
consolidated fund. 

This tension between putting monetary policy on to a sound footing and 
keeping down the cost of debt runs right through many of the measures 
involved in moving to a market-based system of monetary control. These 
include: 

• stopping ad hoc government borrowing from the central bank and reducing 
the share of central bank financing of government deficits in favour of non-
inflationary sources; 

• developing an active money market; 

• developing a Treasury bill market where the central bank can conduct its 
OMOs; 

• removing direct controls on interest rates and credit allocation; 

• promoting a competitive and strong financial sector; 

• setting up markets for secondary trading in government securities. 
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Deregulating interes t rate s an d strengthenin g bank s 

Banking reform as part o f 
overall financial sector 

reform 

Well-functioning financial markets require a sound and independent 
banking sector in which managers are actively engaged in managing 
their assets to increase the strength and profitability of their 
portfolios. Most Commonwealth developing countries which have 
embarked on the process of reform begin with a legacy of a crippled 
banking sector in which: 

• banks are owned or controlled by the state - their management 
has a civil service not a commercial culture; 

• banks are forced to lend a large part of their loanable resources to 
the government and a significant part to sectors deemed socially 
worthy or to other government-owned enterprises that are failing; 

• lending rates are set by the government. 

Unsurprisingly, many banks are entering a market-oriented 
environment crippled by a portfolio of non-performing loans. 

It is vital to reform the banking sector as part of an overall strategy 
to reform the financial sector. This involves moves to strengthen the 
banks' portfolio and capital base and to reduce and ultimately 
eliminate government direction of credit allocation and interest 
rates. But these moves must be underpinned by a prudential 
framework for bank regulation and supervision. Preparation of new 
banking legislation, conferring greater supervisory powers to central 
banks and ensuring that banks comply with the regulations, is 
essential for success. 

Secondary market s 
necessary for deb t 
management an d 
monetary contro l 

Developing secondar y market s 

As remarked earlier, secondary markets for government securities are 
necessary to achieve the aims of debt management and for indirect 
monetary control. In particular, secondary markets: 

• help fix the terms of new issues; 

• reduce the risk for investors by providing them with a mechanism 
for selling the securities for which they are bidding; 

• are an essential prop for the creation of market interest rate 
structures, thus allowing genuine open market operations for 
monetary policy; 

• encourage the development of new products such as options and 
futures based on government securities; and 

• provide benchmark interest rates for corporate bonds. 

Experience has shown that well-functioning secondary markets -
that is, those in which a broad spectrum of investors participate and 
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Need for reliabl e 
payments, clearing an d 

settlement syste m 

Market maker s ca n 
facilitate tradin g i n 

securities 

Essential rol e o f primar y 
dealers i n secondar y 

markets 

in which they can trade easily when they choose - for government 
securities do not develop without the help of the authorities, 
particularly the central bank. Therefore they should take a number 
of initiatives: 

• They need to create a framework of regulation and supervision. To 
accomplish this, some have created a securities commission, a 
central body which looks after all aspects in this area. 
Governments also need to remove from existing laws any burdens 
on issuing and trading government securities. New legislation may 
be needed to introduce scripless securities if paperless transactions 
are thought desirable. 

• The business of buying and selling stock can be hugely facilitated 
by market makers, principals who provide two-way prices 
whenever the market is open and are prepared to deal at them. 
This can be a risky business, and market makers may need certain 
privileges that compensate them for the risk. The central bank can 
help by authorising a group of market makers as primary dealers, 
giving them specified privileges in return for specified obligations. 
The privileges could include an exclusive access to the auctions of 
government securities or some other advantages, for example, no 
prepayment requirements, telephone or electronic bidding, options 
on additional purchases of stock at non-competitive prices. In 
some countries market makers have access to privileged 
information, in others they receive favourable tax treatment, or 
rights to borrow securities or take short positions. In return for 
these privileges, primary dealers are obliged to make continuous 
two-way prices in government securities. 

Primary dealers can play a vital role in the development of 
secondary markets. By holding inventories of securities, they help 
keep prices stable. Because they stand in the centre of the market, 
they can incorporate all the available information into the prices 
they quote, thus making markets efficient. By taking positions, 
they offer immediacy of execution to market participants. Finally, 
they help educate investors in the characteristics of securities and 
the advantages of holding or trading them. 

Primary dealers can also provide valuable assistance to the central 
bank by keeping it informed of the latest market developments 
and the state of demand, and assisting it in designing new 
instruments. In considering the privileges to offer in return for the 
services primary dealers render, central banks should consider both 
the present stage of market development and the future. Some 
privileges may assist growth in the present but inhibit it in the 
future. Thus some privileges should be granted on a temporary 
basis. Central banks also need to be able to trust dealers and to 
supervise them. 
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Box 3: The role of the Central Ban k In the development o f deb t 
securities markets in Sri Lanka 

The limited maturity structure of market instruments, the absence of market 
making systems and regulatory constraints deterred the development of an 
active secondary market in Treasury bills in Sri Lanka and this, in turn, 
hindered the development of the market for long-term securities. The Central 
Bank initiated a number of improvements which transformed the situation. In 
1992, it appointed a group of approved primary dealers (APDs) consisting of 14 
bank and 4 non-bank primary dealers. The number has now been increased to 
21, comprising 15 banks and 6 non-banks, which were expected to develop 
secondary markets for Treasury bills and government securities. As part of the 
on-going financial sector reform, the Central Bank also strengthened its 
involvement by amending a series of legislation and streamlining activities to 
support the development of the debt securities market. The changes it initiated 
include: 

(i) Amendments to the Monetary Law Act; the Credit Information Bureau 
Act; the National Savings Bank Act; the National Development Bank Act; 
the Development Finance Corporation of Ceylon Act; the State Mortgage and 
Investment Bank Act; the Registered Stocks and Securities Ordinance 
(RSSO); the Local Treasury Bills Ordinance; and the introduction of a new 
section to the RSSO to deal with Scripless Securities. These amendments 
enabled the Central Bank to auction and trade in Treasury bills and 
government securities and to further strengthen the financial sector. 

(ii) Varying the maturity structure of debt instruments and removal of 
administrative and regulatory constraints relating to the issue of debt securities. 

(iii) Issue of guidelines to Approved Primary Dealers setting out their 
privileges and responsibilities in market making and streamlining of their 
operations. 

(iv) Closure of the Central Bank's secondary Treasury bills window, which 
provided short-term funds exclusively to commercial banks and selected non-
bank institutions, and the opening of the Repo Window to all market dealers. 

(v) Publication of the maturity structure of Treasury bills on a weekly basis and 
the issue of long-dated Treasury bonds with different maturities. 

(vi) Issue of investment guidelines to the largest long-term fund holding 
agency, the Employees Provident Fund, enabling it to diversify portfolio 
investments by permitting it to invest 5-10% of its inflow of funds in securities 
other than government securities. 

(vii) Selection of a core group of potential fund managers from contractual 
savings organisations (EPF, ETF and Insurance Companies) and providing 
practical training to them on fund management. 

(viii) Introduction of the Reverse Repo Facility in November 1995 to stabilise 
call money market interest rates and to intensify open market operations. 

(ix) Provision of extensive testing facilities and training for computerised 
trading programmes coupled with visits to other central banks which have 
sophisticated trading facilities. 

(x) Withdrawal, with effect from June 1994, of the withholding tax placed on 
interest on domestic debt instruments to encourage market players to develop 
secondary trading in government debt. 

(xi) Permission for commercial banks to obtain foreign loans up to 5% of their 
capital and reserves. 

(xii) Amendments to the National Savings Bank Act providing a capital base 
and making its operations more market oriented. 

(xiii) Permission for non-Board of Investment exporters to obtain foreign 
currency loans through domestic units and offshore units of commercial banks. 

(xiv) Commencement of Treasury Bond Auctions. 

Source: Central  Bank of Sri Lanka 
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• A reliable payments, clearing and settlements system is an 
essential feature of a good secondary market. Central banks 
should encourage banks or other institutions to develop these 
industries in their countries or provide the services themselves. 
There are four elements involved when a security is traded: (a) 
the trade has to be cleared, (b) ownership has to be transferred, 
usually by a depository, (c) the money has to be transferred, and 
(d) the security has to be kept safely by a custodian. What is 
important is that the transfer of the security by the depository and 
opposite movement of funds should be done simultaneously in a 
way that ensures 'delivery versus payment'. 

The central bank may also need to take the initiative in training. 
When secondary markets in government securities get going, it will 
often be the case that there is a shortage of the skills necessary to 
run such a market. So the central bank may need to establish 
training programmes in securities trading for potential market 
participants, and for its own personnel and those from the Treasury, 
in monetary and debt management. 

When secondary market trading in short-term government securities 
becomes established, the central bank should encourage such trading 
in instruments with longer maturities. This will involve the 
participation of pension and insurance funds who typically need such 
long-term securities because their liabilities are long term. In many 
countries such institutions suffer from the same institutional atrophy 
as do the banks, and reforms aimed at making them more efficient 
will be necessary. 

Clear allocation of 
responsibilities betwee n 

ministries of finance and 
central bank s 

5. Improve  co-ordination between debt and monetary management 

Effective debt management requires close co-ordination between the 
ministry of finance and the central bank, particularly in the early 
stages of market development, when debt management is closely 
tied to monetary management. In most developing countries 
co-ordination is weak. There is often no clear allocation of 
responsibilities, no sharing of vital information, procedures for 
implementing policies are undefined and meetings of key committees 
are irregular. Strengthening institutional co-ordination should be 
given high priority. 

There should be clear and transparent procedures for taking 
decisions and implementing them. As a general rule, the ministry of 
finance is responsible for the size of the fiscal deficit and the broad 
parameters of the government's borrowing programme, and the 
public debt office for raising funds, managing the issue structure, 
retiring or renewing existing debt that falls due. Because of the close 
links with monetary policy, the public debt office is often located in 
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Box 4: Tanzania's key steps relating to government domestic deb t 
operations 

The Economic Recovery Programme (ERP), begun in 1986, aims to improve 
macro-economic management, address the underlying structural weaknesses 
and encourage more active private sector participation. The programme 
involves policies to increase output, reduce inflation and improve the balance 
of payments. Integral to this process are the liberalisation of domestic markets 
and improving debt management, both domestic and external. Presented below 
are events that have relevance to monetary policy, fiscal policy and debt 
management: 

1993 
Jan Issuance of Bank of Tanzania (BOT) certificates of deposit as part of a 

contractionary monetary policy. 
July The BOT removed the maximum lending rate of 31% for commercial 

banks as a step liberalisation of interest rates. 
Aug The BOT commenced Treasury Bill Auctions with 91-day Bills as a tool 

for financing short-term government debt, an instrument of liquidity 
management and as a reference point for the determining of market 
interest rates. 

Sep 35-day Treasury Bill introduced for Treasury Bill auctions. 

1994 
Jan The Capital and Securities Act enacted. 
Jan The Discount Rate, the rate at which BOT accommodates commercial 

banks on short-term basis, was increased from 27% to 50% per annum. 
Thereafter the rate was to be adjusted bi-weekly, on the basis of 
marginal yields in the auction of the 91 -day Treasury Bill. 

Feb The 182-day Treasury Bill was introduced in the Treasury Bill Market. 
Aug The minimum interest rate on 12-month fixed deposits was abolished. 

Before, the rate was positive in real terms. 
Sep Vault cash was included in determining the Minimum Reserve 

Requirements in addition to all deposit liabilities, excluding foreign 
currency deposits. 

Oct The calculation of the Discount Rate was determined on the basis of 
the weighted average of T-Bill Auction yields for all maturities. 

Dec The 35-day Treasury Bills were discontinued from the auctions. 

1995 
Mar The Capital Market and Securities Exchange was inaugurated by the 

Finance Minister. 
July The Bank of Tanzania Act (1995) became effective, empowering the 

BOT with a single policy objective of price stability. 
Aug All banks and financial institutions were required to publish quarterly 

financial statements and audited financial statements in newspapers 
that circulate widely in Tanzania. 
Liquid assets ratio was abolished. 

1996 
Jan The government adopted cash budget system to control inflationary 

spending and reduce the budget deficit. 
Apr The entitlement of commercial banks to hold up to 50% of their 

Statutory Minimum Reserve in Treasury Bills was abolished. 
July The Tanzania Revenue Authority (TRA) was established in a bid to 

improve tax administration. 
Credit ceiling on commercial bank lending was abolished. 

1997 
Apr New Banking and Financial Institutions Regulations were gazetted. 

Source: Bank  of Tanzania 
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Need for debt and 
monetary polic y 

co-ordination 

Need for centra l 
bank autonomy 

the central bank, but sometimes certain aspects of even short-term 
debt management remain in the ministry of finance. In countries 
where markets are advanced and monetary management can be 
completely separated from debt management, the public debt office 
can be made independent of both the central bank and the ministry 
of finance. But this is not possible in developing countries. For them, 
the merits or otherwise of an independent debt office are a 
theoretical matter, albeit one which may become important in the 
future. 

Given the close relationship between public debt management and 
monetary policy, there is a strong argument for establishing a joint 
monetary and debt management co-ordination committee consisting 
of senior officials from central bank and the ministry of finance. This 
would set targets for the sale of government securities in the light of 
the government's borrowing requirement and targets for inflation, 
and see that appropriate policies are implemented. It could also 
guide the development of the markets for government securities and 
co-ordinate policy links between external and domestic debt 
management. A stylised representation of the institutional 
arrangement for monetary and debt management is shown in the 
diagram opposite. 

Close co-ordination between the central bank and the ministry of 
finance is essential, but it is equally important that central banks do 
not become arms of the government. As a long-term goal they 
should become independent of the ministry, but even in the short 
term they should acquire a fair degree of autonomy. As a step in this 
direction, the government could put a limit on the automatic 
financing of the government's cash needs from the central bank. 

Computerisation o f deb t 
data essentia l for 

efficient deb t operation s 
and analysis 

6. Improve  debt data management 

Effective debt management requires comprehensive and up-to-date 
databases. Public debt needs to be categorised into borrowers 
(central government, state governments, public sector enterprises 
and other decentralised agencies); by debt instruments (marketable 
and non-marketable); by maturities (short and long-term) and 
interest structure (fixed and floating). The information system 
should have the capacity to generate borrowing trends, redemption 
schedules, interest payments, and to make projections based on 
planned transactions. 

Since the database is large, computers can be useful for debt 
accounting and statistical reporting. They are also helpful in 
preparing reports and supporting managerial functions. A computer-
based debt management information system can be used for storing 
information related to debt management, retrieving and organising 
information reports, carrying out debt analyses and relating debt 
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Structure o f institutiona l arrangement s fo r monetar y an d deb t 
management 

Joint Monetar y and Deb t Managemen t Co-ordinatin g 
Committee 
(Central Ban k and Ministr y o f Finance ) 
Joint determination of auction programme and parameters for size 
and rate determination to meet operating targets for monetary 
management and debt management goals. Government cash 
balances are endogenous subject to upper and lower bounds. 

Monetary Managemen t 
Committee (Centra l Bank ) 
• Formulate policy goals in 

relation to inflation, interest 
rates, and balance of payments 

• Establish short-term operating 
targets (e.g. reserve money) in 
order to achieve ultimate targets 

Monetary Operation s 
Unit/Committee (Centra l Bank ) 
• Analyse liquidity projections 

and money market 
developments 

• Determine stance of open 
market operations (buy/sell) and 
size of operations to meet 
operating targets set by joint 
committee 

Liquidity Projectio n Uni t (Centra l 
Bank) 
• Monitor changes in the 

accounts of the Central Bank 
balance sheet 

• Project autonomous changes in 
the supply of liquidity 

Auction Managemen t Uni t 
(Central Bank ) 
• Manage auction process -

tenders, acceptance, etc. 

Debt Managemen t Committe e 
(Ministry) 
• Formulate overall debt 

management programme 
including debt instrument, size 
and timing 

• Establish short-term auction 
programme to meet debt 
management objectives and 
maintain positive cash balances 

Treasury Uni t (Ministry ) 
• Monitor fiscal position 

Government Cas h Balance Uni t 
(Central Ban k and/or Ministry ) 
• Monitor and project path of 

government cash balances 

Source: IMF 
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information to other data systems. The system should be able to 
produce standard reports as well as querying and ad hoc reporting. 
The system should be able to provide analytical support tools to 
facilitate policy and strategy formulation. 

Commonwealth Secretaria t programm e of assistance 
in debt and development resourc e management 

The Commonwealth Secretariat has an integrated programme of 
assistance in various areas of debt management for its 54 member 
countries. The programme which was formally launched in 1985, is 
handled by the Secretariat's Economic and Legal Advisory Services 
Division. The advisory services cover the following areas: 

• Strengthening legal and institutional arrangements for 
contracting and managing debt. 

• Provision of the in-house developed computer software -
Commonwealth Secretariat Debt Recording and Management 
System (CS-DRMS). 

• Assisting in the data compilation and recording as well as 
reviewing the quality of debt databases. 

• Capacity-building through training courses and workshops on 
various issues of debt management as well as on the use of CS-
DRMS. 

• Providing direct advice to member countries in areas such as debt 
restructuring, debt strategy and evaluating various loan offers, 
including negotiating with creditors. 

• Providing debt experts on long-term assignment in member 
countries. 

CS-DRMS is more than a computer software - it is a model of best 
practice in debt management. CS-DRMS enables countries to capture 
both external and domestic borrowing, and can also handle grants and 
government lending. It has the potential to analyse borrowing and 
lending operations in an integrated manner. It assists ministers of 
finance and central banks in forecasting and budgeting debt service 
payments, monitoring disbursements, evaluating new borrowing and 
planning reserves. The system has electronic links with the World 
Bank's debtor reporting system as well as with the Debt Sustainability 
Model-Plus (DSM+) of the World Bank. There is a facility to export 
information into spreadsheets such as Excel for further manipulation. 

The software is regularly updated to take account of changes in 
creditor practices, market instruments, user requirements and 
computer technology. CS-DRMS runs both in English and French, 
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and has facilities to accommodate other languages. The CS-DRMS 

software is currently undergoing a three-year modernisation 

programme, with many new features, including expanded facilities 

for debt analysis, new modules focusing on government on-lending, 

the increasingly important area of domestic debt, and improved 

access for a larger number of users with differing needs. Phase One of 

the modernisation was completed in 1997 with the release of 

Version 7.1, which features a new, more user-friendly display, 

including Windows interface. The new version, CS-DRMS 2000+ is 

scheduled for release in late 2000. 

The CS-DRMS  Newsletter,  produced twice a year, describes the 

activities of the Commonwealth Secretariat in debt management. 

Some 2,000 staff from member countries have been trained in 

various areas of debt management and CS-DRMS. Training has 

covered topics such as the interpretation of loan agreements, debt 

data capture and analysis, debt strategies and techniques, debt 

sustainability analysis and effective domestic debt management. 

Box 5: Domestic debt modul e i n CS-DRMS 

Over the years, the Economic and Legal Advisory Services Division (ELASD) 
of the Commonwealth Secretariat has made considerable efforts to improve 
debt management capacity in member countries. The programme of assistance 
comprises policy advice for debt management and technical assistance through 
the provision of the in-house developed Commonwealth Secretariat Debt 
Recording and Management System (CS-DRMS) software, which includes 
both external and domestic debt modules. The software has become a model of 
good practices in debt management and is in use in over 70 sites in 49 
countries, including 7 outside the Commonwealth. 

The domestic debt module in the system allows users/countries to record 
various instruments of domestic borrowing: Standard Loans, Treasury Bills, 
Treasury Bonds, Government Stocks and Savings and Deposit Certificates. The 
system is able to generate forecasts of debt service, monitor arrears and assist in 
guiding debt policies including borrowing strategies. The software provides 
useful domestic debt reports to guide economic managers in decision making. 
Over the years, however, there have been major developments in domestic debt 
markets encompassing: a new range of debt instruments, including those 
specifically to target different types of investors - retailers and wholesale, 
instruments to diversify the maturity structure of domestic debt and facilities to 
promote secondary trading of debt instruments. As markets become 
sophisticated, new systems need to be introduced that can assist in formulating 
dynamic benchmark debt portfolios, transforming them through numerous debt 
management techniques. Towards this end, the CS'DRMS is being modernised. 
CS-DRMS 2000+ which is scheduled for release in late 2000, will greatly 
enhance functionality in the area of domestic debt management. 
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3. Checklist for Action 

The Economic and Legal Advisory Services Division (ELAS) of the 
Commonwealth Secretariat held three workshops on Effective 
Domestic Debt Management in June 1996 for the Caribbean region, 
in December 1996 for countries from the Asia-Pacific region, and in 
March 1998 for African countries. At the end of each workshop an 
action plan based on the discussions was issued to all participating 
countries. A checklist of the action plan is presented below, and 
reflects the areas where further consideration is required on domestic 
debt matters. 

1, Debt management objectives 

• Consider domestic debt operations in the context of the 
economic conditions prevailing in your country. 

• Define the objectives of domestic debt management. 

• Prioritise them according to your country's needs. 

• Define the role of debt managers and encourage them to promote 
the objectives of debt management. 

2, Fiscal  management 

• Improve revenue sources through tax reform. 

• Undertake expenditure and administrative reforms and correct 
fiscal imbalances through fiscal restraints. 

• Analyse sustainability of debt, maintain debt servicing at 
manageable levels and conduct periodic review of interest rates on 
debt instruments. 

• Review borrowing limits, analyse outstanding debt levels and 
streamline government cash flow operations, restore public 
confidence in government debt operations. 

3, Policy  co-ordination 

• Harmonise fiscal and monetary policies. 

• Agree on common goals involved in fiscal, monetary and debt 
management. 
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• Reduce or eliminate government intervention in the operation of 
markets, but introduce regulatory and supervisory systems to 
ensure their orderly development and the protection of investors. 

4. Deficit  financing 

• Analyse merits and demerits of borrowing through various 
instruments. 

• Advise debt managers, where possible, to engage in least cost 
methods of borrowing. 

• Avoid monetary financing. 

• Establish overall government borrowing ceilings. 

• Introduce legislation or amend existing legislation to incorporate 
government borrowing ceilings (if such statutory ceilings do not 
exist). 

• Avoid borrowing for long-term purposes through the issue of 
short-term debt instruments. 

• Review financial positions of sinking funds (if any) and improve 
their ability to redeem debt by allowing them to invest in high 
return investments. 

5. Development  of  debt  securities  markets 

• Central banks to initiate action to develop domestic or regional 
markets for debt securities. 

• Individual countries to ensure that necessary preconditions are 
established to set up regional debt markets. 

• Appoint a reputable and well-capitalised group of institutions for 
market making. 

• Prepare guidelines for market makers, outlining their privileges 
and responsibilities. 

• Deregulate markets by removing administrative controls on 
interest rates and barriers to entry for investors. 

• Design and install systems for cheque payment, clearing, 
settlement and trading systems for debt securities. 

• Remove tax, legislative, regulatory and institutional and other 
administrative constraints on the sale, trading and investment in 
debt securities. 

• Improve primary Treasury bills market and encourage active 
trading in the secondary market. 

• Allow captive institutions to manage their portfolios professionally. 
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• Begin open market operations by central banks. 

• Begin issuing debt securities with different maturity structures and 
in a sequential order to ensure regular supply of debt instruments 
to the market. 

• Promote the issuing and trading of private debt securities. 

• Enhance the role of the central banks in effective debt 
management and delegate responsibilities to debt managers. 

• Issue development bonds for financing of projects. 

• Establish training programmes for staff of the central banks, 
ministries of finance, and contractual savings organisations 
(captive funds), on domestic debt management, portfolio 
management, debt issues and selling techniques. 

6. Contingent liabilities and parastatal debt 
• Establish an effective system of debt operations of parastatals and 

public enterprises. 

• Introduce limits on overdraft facilities given to parastatals and 
public enterprises. 

• Privatise (fully or in part) public enterprises which are dependant 
on budgetary resources. 

• Review criteria for providing government guarantees. 

7. Institutional arrangements and operational co-ordination 
• Set up an appropriate institutional structure, including debt 

review committees to ensure co-ordination of fiscal, monetary and 
debt management operations. 

• Establish close co-ordination among debt management units in 
the ministry of finance, the central bank and the accountant 
general's department. 

8. Data collection, recording  and computerisation 
• Debt management unit to collect, record, analyse information 

relating to domestic debt and submit periodic reports to senior 
staff, policy makers and co-ordination committees. 

• Use computer-assisted data recording and management systems, 
such as CS-DRMS. 

• Provide adequate incentives - involving salaries, training and 
promotion - to staff in debt management units. 
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Appendix 1 : An Analytical Framewor k fo r Fisca l Polic y 
and Publi c Deb t 

Balance sheet o f publi c secto r 

Government assets can be thought of as being composed of two parts: the 
first is the current stock of assets (the conventional definition); the second 
is the present value of anticipated future revenues from tax and non-tax 
sources. Current assets include both domestic and foreign assets. The present 
value of future revenues is the expected stream of revenues discounted back 
to the present using a given discount rate. Thus, revenues expected in the 
future can be analysed in terms of current assets. The notion of present 
value is important, because it underscores a fundamental equivalence 
between the stock and the flow dimensions of fiscal policy: that is, it makes 
it clear that revenues expected in the future are as relevant in determining a 
government's ability to meet its liabilities as current revenues. 

Similarly, corresponding to government assets, government liabilities can 
also be thought of as composed of two parts: ( 1 ) the current outstanding 
stock of debt and other current obligations (the conventional definition), 
and (2) the present value of future expenditures, including subsidies. This 
way of looking at government assets and liabilities is useful, because the 
determinants of both short-term and long-term fiscal performance are 
integrated into a single forward-looking balance sheet. 

The difference between the government's assets and liabilities is its net 
worth. O n the one hand, if assets exceeded liabilities, then net worth is 
positive and the government is regarded as being solvent - that is, it is able 
to meet both its current and future obligations. On the other hand, if net 
worth is negative, then the government is insolvent and, without an 
increase in its assets, it is not able to meet its current contractual debt 
obligations. Therefore, in the ensuing discussion, it is assumed that the flow 
of government revenues from taxes and other sources constitutes the main 
source of funds available to service public debt. The issue of public sector 
solvency is of particular importance when one is dealing with highly 
indebted countries, and it will be examined at length below. 

The implications of the above framework can be seen clearly by using the 
following identity, which schematically presents a government's balance 
sheet in terms of domestic currency: 

EA* + R = G + S + B +EB* + K 

where G, S, and R denote the present values of (expected) government 
expenditures, subsidies, and (tax and non-tax) revenues; A* denotes the 
stock of foreign exchange reserves; B and B* denote domestic and external 
government debt, respectively. E denotes the exchange rate. By assumption, 
B is denominated in local currency while A* and B* are denominated in 
foreign currency. K denotes the government's net worth. Consequently, 
government assets appear on the left-hand side of its balance sheet while 
government liabilities appear on the right-hand side. Because the balance 
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sheet focuses only on those assets which are considered most likely to be 
used to service the public debt, K provides a measure of the government's 
net worth which is relevant in assessing the public sector's ability to service 
its liabilities. Therefore, it is important to stress that for the purposes of the 
discussion below, solvency is defined only with respect to this notion of 
government net worth. 

Implications o f th e balance-shee t approac h 

The forward-looking balance sheet provides several interesting insights. 
First, for a given net worth to be maintained, any increase in debt has to be 
matched by one or both of the following: ( 1 ) an increase in government 
revenues or current assets; and (2) a decrease in expenditures. The changes 
in revenues and/or expenditures refer to their present values and, hence, 
comprise not only current fiscal adjustments but also any expectations of 
future improvements. 

Second, domestic and external debt appear to enter the statement of public 
sector liabilities on an equal footing - that is, domestic and external debt 
have equal claims on government resources. Therefore, if an external debt-
servicing problem exists, it is likely that a domestic debt-servicing 
problem also exists. This simple observation suggests that departures from 
the equivalence of claims should be based on a recognition that the 
characteristics of the two types of debt may be quite different and that, as a 
result, government policies for managing the two types of debt may also 
differ significantly. 

From the above observations, it follows that domestic debt problems may 
occur where the ratio of domestic debt to GDP is low by international 
standards if, at the same time, either the ratio of external debt to GDP is 
high or the current or expected future fiscal position is weak. 

Third, the present value of the anticipated future stream of government 
expenditure and subsidies is also a form of government debt to the extent 
that the stream is perceived as a permanent obligation. This equivalence 
appears to be particularly relevant for subsidies and transfers, because they 
may be thought of as representing promises to provide flows of payments in 
much the same way governments agree to make contractual interest 
payments. By the same token, the stream of future taxes can be regarded as a 
form of government asset. For this reason, solving the debt problem may 
involve, for example, a cut in subsidies or an increase in taxes. In this sense, 
a reduction in subsidies represents a reduction of government liabilities just 
as a reduction in debt would. 

An illustration of the equivalence between debt and the discounted present 
value of government expenditures and subsidies is provided by remuneration 
paid on bank reserves - a government transfer quite often employed in 
developing countries. Paying interest on reserves held against bank deposits 
is an interesting example, because whether such payments are included in 
government expenditure or are considered to be interest on part of the 
domestic debt depends on the government's accounting practices. O n the 
one hand, a straight transfer would take place if the central bank just paid 
remuneration on commercial banks' reserves without acknowledging the 
latter as part of its domestic debt. On the other hand, some countries (for 
example, Argentina until recently) consider part of these reserves to be 
government obligations. In this situation, the central bank's transfer would 
become an interest payment. 

Finally, it follows from the forward-looking balance sheet that whether a 
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government is solvent or not depends on the amount of its expenditures 
(including subsidies), its total revenues, and its debt. On the one hand, a 
government is solvent if its net worth is not negative, or, to put it 
differently, a solvent government does not have a debt problem. On the 
other hand, if a government's net worth is negative, it will not be able to 
service fully its debt obligations. 

What happens when a government is insolvent or nearly insolvent? 
Consider first the case where total contractual debt has reached the 
maximum level that can be serviced and therefore, the government's net 
worth is zero. If solvency is to be maintained, there cannot be any further 
increase in liabilities without a corresponding increase in assets. Thus, any 
increase in domestic debt not matched by an equivalent increase in assets 
should be met either by a decrease in the contractual value of external debt 
(for instance, by debt relief) or by a decrease in the present discounted value 
of expenditures and subsidies. Otherwise, the government will become 
insolvent. 

A government's insolvency has two main implications. First, if the 
government has no other assets to draw on in order to cover a negative net 
worth, the market value of its contractual obligations will have to fall; the 
market value, then, reflects the government's perceived debt-servicing 
capacity. The market value can only fall if domestic and external debt trade 
at less than their contractual values - that is, if they trade at a discount. In 
fact, those discounts will be set by the market at levels where a government's 
net worth will not be negative. Recalling the forward-looking balance sheet, 
this implies that 

EA* + R = G + S + qB + Eq*B* 

where the prices of domestic debt and foreign debt, which are denoted by q 
and q*, respectively, are less than unity, so that the discounts are 1 - q and 
1 - q*, respectively. 

While the market value of total debt (i.e., qB + Eq* B*) has to decline 
when there is the perception of insolvency, the shares of the burden that fall 
on domestic and foreign debt can differ markedly if the characteristics of the 
two debts are different. For example, if domestic debt were perceived as 
having, in some sense, seniority over external debt, q might not fall; hence, 
the brunt of the adjustment would be borne by the market price of external 
debt, q* 

The second implication of government insolvency concerns the issuance of 
new debt. If an insolvent government is able to issue new domestic debt 
without a corresponding improvement in its debt-servicing ability (e.g. by 
increasing assets or by strengthening its primary fiscal stance), then any new 
debt issues are likely to induce capital losses on previous creditors by 
depressing even more the market value of outstanding debt. The question 
then becomes, how can this debt be issued? 

One possible explanation is that the domestic debt provides liquidity 
services to its holders. Such would be the case, for example, if banks were 
allowed to hold new debt as part of their legal reserves against bank deposits. 
New debt could then be taken up even if its market value were less than its 
contractual value. This is similar to the case in which the banking system is 
forced to hold debt at interest rates lower than market rates. The issuance of 
debt is feasible because it is likely to result in lower rates being paid on bank 
deposits, which continue to be held voluntarily by the public because of 
their superior liquidity relative to other financial assets. 
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Even if new debt did not provide liquidity services to the holder, it might 
still be issued if its yield were high enough to compensate bondholders for 
the anticipated capital loss owing to government insolvency. A third 
possibility is that the new domestic debt might be issued if it were perceived 
by the public as being 'senior' relative to external debt - in other words, if 
holders of domestic debt believed that whatever government resources were 
available would be used to service their debt first. Such a perception could 
reflect a belief that the costs associated with default are substantially higher 
when the holders of government paper are domestic residents. The public 
perception of the seniority of domestic debt compared with external debt, 
however, is likely to vanish rapidly if the government faces problems in 
servicing its domestic debt. 
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Appendix II : Conditions for Debt Sustainabilit y 

This is a simplified framework of debt sustainability based on the work of 
Blanchard. It explains when a debt situation becomes explosive and fiscal 
deficits are unsustainable. A fiscal plan can be considered sustainable, if, 
together with a plausible set of assumptions about the key macro-economic 
variables, it results in a terminal value of debt-to-GDP ratio that is equal to 
the initial ratio. This initial ratio corresponds to a year when fiscal policy 
was sustainable, with an acceptable rate of inflation. The target variable is 
the debt-to-GDP ratio, a measure of the debt relative to the size of the 
economy. The following notations are used: 

B 

I 

P 

P 

r 

Y 

y 

z 

b 

s 

= 

= 

= 

= 

= 

= 

= 

= 

= 

= 

Nominal stock of debt 

Nominal interest rate 

Price level 

Inflation rate (i.e. percentage change in P) 

Real interest rate (i.e. I - p) 

Level of real output 

Growth rate of output 

Primary deficit 

Debt to income ratio (i.e. B/PY) 

Monetary base measured as currency plus non-interest bearing 
deposits 

The budget identity of the central government can be written as follows: 

(1) Z + iB = dS + dB 

where d stands for change over one period. 

Equation (1) states that the sum total of primary deficit (z) and interest 
payments on existing debt (iB) should be financed by increase in monetary 
base (dS, which is seignorage) and increase in government borrowing (dB). 
Dividing both sides of equation (1) by the GDP (i.e. PY), the following can 
be derived: 

(2) z + ib = s + dB/PY 

The lower case letters indicate the proportions of GDP. Since b = B/PY, we 
can derive for the change in B (i.e. dB), by using simple fraction rule of 
calculus, as follows: 

(3) dB = PYdb + bPY(dP/P + dY/Y) 

or 

(4) dB = PYdb + bPY(p + y) 
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or 

(5) dB/PY = db + b(p + y) 

Replacing (5) in (2) and rearranging the term, db can be derived as: 

(6) db = (z - s) + b(r - y), since r - I - p 

Equation (6) explains the change in debt-to-income ratio (db) through four 
components: primary deficit to GDP ratio (z), financing of deficits by base 
money (s), the growth rate of GDP (y) and the real interest rate (r). Setting 
db = 0, that is, no change in debt-GDP ratio in the limiting case, we can 
solve for b as follows: 

(7) b = ( z - s ) / ( y - r ) 
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Appendix III : Some Recent Contributions to the 
Academic Literature on Debt Managemen t 

There is increasing research interest in issues relating to domestic debt 
management. For example, Dornbusch and Draghi (1990) contains ten 
papers and discussion, on the management of public debt and its 
implications for financial stability. Contributions focus on the efficient 
design of public debt; indexation and maturity of government bonds; public 
confidence and debt management; confidence crises and public debt 
management; funding crises in the aftermath of World War I; the capital 
levy in theory and practice; episodes in the public debt history; the Italian 
national debt conversion of 1906; fear of deficit financing; and government 
domestic debt and the risk of default. 

In addition, Dornbusch and Edwards (1991) have recently edited a volume 
of proceedings of a conference held in 1989 that deals with problems of 
domestic public debt management and their implications for financial 
stability under conditions of high public debt and deficits. The contributions 
by leading scholars in the field present theoretical, empirical, and historical 
studies of this important policy issue. 

Dornbusch and Edwards (1991) emphasise the risk of confidence crises 
associated with the existence of large public debts. It is argued that as the 
public debt becomes bigger, creditors request shorter maturities (or index 
debt) because of the increased default risk. The ensuing shortening of 
maturities, however, brings a risk of a confidence crisis. While higher 
interest rates might compensate creditors for such risks and avoid a crisis, 
they might also increase the likelihood of a crisis because they lead to a 
higher rate of growth of the debt. Formal models of a confidence crisis are 
presented by Giavazzi and Pagano (1990) and Alesina, Prati and Tabellini 
(1990). It is shown how the optimal management of the debt maturity 
might help to avert one. In essence, the models suggest that the risk of a 
crisis is reduced if the maturities are not concentrated on a few dates so that 
a similar amount of debt matures in each period; this implies that long-term 
debt should be preferred to short-term debt. 

The key issue of institutional co-ordination of public debt and monetary 
management is covered in depth in Sundararajan, Dattels and Blommestein 
(1997). The book contains an essay on co-ordination in transitional 
economies and eight case studies, all of them of advanced economies. 

A number of models of domestic public debt management are proposed in 
the literature. Bertocchi (1993) proposes a model of public debt 
management where government bonds are placed through 'subscription 
issues' and the demand for bonds is not directly observed by the authority. 
The debt manager selects an optimal pricing policy which maximises profits 
subject to an intemporal budget constraint. The ratios produced by the 
discrepancies between estimated and actual demand reveal valuable 
information about unobservable market conditions. By applying results from 
the theory of 'active learning' it can be shown how the price adjustment 
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process reaches a steady state. However, it may not converge to the full 
information price associated with complete learning. In the long run, ratios 
are zero on average. 

In another innovative model, Kesselman (1992) has shown that by 
implementing new methods of debt management, the government of 
Canada could significantly reduce its largest outlay, domestic public debt 
service costs. The model is used to assess the advantages, operation, and 
economics of one such innovation, namely of issuing USdollar denominated 
treasury bills (USDTBs) for domestic debt. It is found that average annual 
savings from USDTBs could range from $250 million to more than 
$1 billion, depending upon how they were applied and economic 
circumstances. Any exchange rate losses would be more than offset by the 
interest savings. Exchange risks would be justified by the reduced risks 
associated with the total public deficit - the sum of debt service charges plus 
the fiscal operating deficit. Reducing debt service costs through USDTBs is 
shown to be more attractive than most other means of curbing the budget 
deficit. 

Another possible model is the cost minimisation model. Boothe and Reid 
(1992) examine the consequences of using cost minimisation as the goal of 
public debt management in a small open economy. Authorities are assumed 
to minimise interest costs subject to constraints on their ability to refinance 
at different maturities, and the information conditioning expectations of 
future interest rates. A numerical simulation model and a highly 
disaggregated Canadian data set for the period 1967-87 are used in the 
analysis. It is found that, conditional on the small open economy 
assumption, savings do result from following a cost-minimising strategy. 
Savings decline as authorities are increasingly constrained in their 
refinancing choices. However, even the gains in moderately-constrained 
cases suggest that cost minimisation is worthy of serious consideration by 
authorities. 

Another useful domestic public debt management model involves exploiting 
the relationship between debt maturities and financing strategies. 
Goudswaard (1990) studies financing strategies that underlie the maturity 
structure of the public debt. Three important objectives for domestic public 
debt management are distinguished: interest cost reduction, economic 
stabilisation, and economic neutrality. The strategies that can be associated 
with these objectives are incorporated in a simple debt management model, 
which has been tested empirically for the case of the Netherlands. 
Variations in debt maturities between 1960 and 1985 appear to be related to 
changes in capital market conditions, investment preferences, and expected 
real interest rates. 

Further, in Calvo and Guidotti (1990), optimal management of the public 
debt is explored in a context where economic policy is continuously revised 
because, when the public debt is non-indexed, policy-makers are tempted to 
use inflation (seignorage and inflation tax) in order to reduce the real value 
of the public debt. The model's implications are explored following two 
approaches. First, the effects of various exogenous disturbances are examined 
by means of numerical simulations. Secondly, the analysis explores if the 
model's implications concerning the maturity structure of government debt 
are consistent with actual experience. 

The literature also presents politically motivated models for manipulating 
domestic public debt. It is argued that governments facing elections may 
strategically manipulate policy instruments in order to increase their re­
election chances. For example, Milesi and Gian (1995) study the incentives 
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for strategic manipulation in the context of a debt management model, in 
which two parties with different inflation aversion compete in elections. It is 
shown that the inflation-averse party may issue nominal debt in order to 
make its opponent 'look bad' to voters, thus getting closer to the median 
voter. Nominal debt artificially enlarges the ex-post inflation tax base, 
causing higher inflation. Conversely, an inflation-prone government may 
issue indexed debt in order to reduce inflation incentives. 

Finally, but most importantly, special attention should be paid to the models 
used in the corporate finance literature for the valuation and pricing of 
bonds in the short-run and long-run (see, for example, Brealey and Myers, 
(1991) ch. 4). These models predict that as time tends to infinity (in the 
long run), the value of the bond (debt) tends to zero, as long as the debt has 
been continuously serviced. Researchers studying international debt have 
applied similar principles to determine the pricing and amortisation of debt, 
and in particular to explore the conditions for national solvency - see, in 
particular, Ghatak and Levine (1994). We believe that these same models 
for bond valuation could be applied to study government instruments issued 
for domestic public debt, in order to get a handle on the parameters for 
interest rate (return) determination, servicing, structuring, and retiring of 
existing debt as well as contracting new debt. 
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