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If you really care how your government manages ifs finances, you
should be living in New Zealand. William Falloon explains

I f governments were to be traded like
futures contracls, which ones would
investors chonse? Everyone has a view
of their country’s worth, but perhaps the
only citizens in the world with an
informed answer to this hypothetical
qnﬂ.ﬁu'rrl are those of New Zealand.

This, after all, is the only country
where the government can boast of pub-
lishing financial staterents and depluy-
ing accrual-based accounting when it
releases an operating staternent of income
and expenses. The frst set of financial
statements was prepared for the six
months ending December 31, 1991, and
they have been published bwice a year
since.

This unique government-goes-rotp-
orate approach to financial reporting
and valuing the Crown's net worth has
not gone unnoticed. Indeed, US Vice-
President Al Gore sought the advice of
former New Zealand Treasury Secrelary
Graham Scott on how to apply generally
accepled accounting practices to make
government more cost-efficient. And
Ross Perol proclaimed a similar objec-
tive during his independent bid for the
US presidency.

Mew Zealand, then, appears to be
well ahead of other OECD countries.
Before the general election (scheduled
for later this year), for example, citizens
will have access to comprehensive eco-
nomic and fiscal updates. “Can  you
imagine what would have happened if
such reports had been published before
the US presidential election?” asks one
banker in New Zealand. "It would give
you something against which you could
measure the pre-election words and
post-election actions of President
Clinton. It wauld he a little casier to
judge his performance with some hard
farts, don't you think?”

Adapting the best private sector man-
agement practices to the public sector
has been a common theme of govern:
ment referm in Mew Zealand.
Established to take over the manage-
ment of the Crown's net debl portfolio in
1988, the New Zealand Debt Manage-
waont MReo INZTIRCT i2 a sbrone advo-

NZTMO asked itself how far the besl
private sector techniques could be
implemented by a country with a large
budget deficit. It developed a framework
for asset/ liability management activities
with acsistance from Southpac (the
investment bank associated with
MNational Bank of New Zealand), JP
Morgan and C5 First Boston, according
to Pat Duignan, NZDMO treasurer until
May this year and now a director in the
investment banking division of C5 First
Boston NZ.

As the branch of the Treasury respon-
sible for managing the Crown's debt and
fixed-income assels, the NZDMO oper-
ates in many respects like a corporate
treasury operation. Acenrding to its cur-
rent treasurcr, Graeme Wheeler, relorm
required a floating exchange rate
(the NZ dollar —
was floated
in April 1985),
the removal of
r.i-l[u'l.ﬂ controls,
deregulation
of the domestic
financial mar-
ket, and an
acceplance
that debt man-
agement goals
should be disen-
tangled from
monetary policy
objectives.

The MNZDMO
is now trying to value real physical
assels more precisely, with the goal of
matching them wherever possible with
the structure of its lHability portfolio, in
order to dampen the impact of interest
rate and currency movements on the
Crown's net worth.

In many instances these real physical
asscls do not penerate cashflow, but
rather strcams of services. This made it
much harder to assess the duration of
assets such as schools, hospitals and
roads than that of the Crown's financial
assets and liabilities (see box on page
107). The NZDMO already marks ils
financial assets and liabilities to markel

In many instances New
Zealand’s real physical
assets do not generate
cashflow, but rather
streams of services. This
makes it much harder to

put a figure on duration

eral taxation, then you don’t have identi-
fiable cazhflows on those assefs”
exnplains Bryce Wilkinson, a director at
S First Boston NZ in Wellington and a
ronsulting adviser to the NZDMO. “But
it’s quite clear that those assets do
impose risks. If those assets are closed
down or made vacant, then that's a loss
for the taxpayer. A loss of net worlh is a
lass of net worth, whether it showsup on
an accounting report or not. As a result,
in managing your liabilities you should
alsa be worrying about the value of your
assels, even if that value is hard to
ohserve or quantif}-."

Three leading academics in interest
rate risk management and duration
analysis investigated the most appro-
priate ways of measuring the durations
of important classes of Crown assels.
Their study,
which also
addressed the
sensitivities of
these asscts and
liabilities to
fluctuations in
exchange rates,
is in the final
stages of prepa-
ration.

The study
aimed lo assess
the feasibility of
measuring the
duration of real
assets and hedg-
ing the Crown's net worth against un-
expected interest rate moves. Advice on
the overall framework was oblained
from Eric Sorenson, director of quan-
titative research at Salomon Brothers in
MNew York, and Michael Baskin, the
chairman of the Council of Tconomic
Advisers during the Bush administra-
Eicen.

Conducting the study from Dal-
housie University in Halifax, Nova Sco-
lia, were Gordon Roberts, Bank of Mon-
treal professor of finance, and Iraj
Fooladi, professor of finance. The other
member of this consulting team was
Gerald Bierwag, holder of the yder Sys-



The knowledge gained from their
work is starting to pay off. "We enlered
this intellectual exercise in an attempt Lo
get a better conceptual [ramework fur
strategic debt management,” says
Wheeler. " As a result, we've got a belter
feel for our overall risk. We've got broad
magnitudes for the durations of a subset
of assets, and the consulting team is
attempting ta derive a duration range for
the total portiolio.”

Wheeler adds that Lhe initial work
suggests that the duration of some of the
Crown's real assets is more than eight
years. While a duration range for the
total asset portfolio is unavailable, the
results are expected to supporl the
NZDMO's elforts to lengthen the dura-
tion of the Crown's domestic debt port-
folio. This is a little over three years,
compared with about 1.5 years in 1990,

In the past three years, the NZDMO |

has issued two five-year benchmark
bonds, together with one seven-year and
two 10-year issues, totalling NZ$10.7 bil-
liom, to create a new domestic debt mabu-
rity profile (see figure on page 106). Its
strategy is Lo issue benchmark bonds in a
predictable fashion in sizes of NZS2
billion-2.5 billion.

NZIDMO's Alex
Jurshewvski (left,
with colleagues
Paul Daley, centre,
and Grasme
Wheealer): “We
would net want te
compebe against
the few players
trying to develop o
viable derivatives
market in New
Zealand, bacause
their participation
will help righten
bid-offer spreads in
the undertying
market”

By encouraging a wide range of deal- |
ers and investors to bid for government
bonds and Treasury bills, it aims 1o
achieve the lowest cost borrowing pro-
file pussible. In a recent move, the gov-
ernment removed a 2% withholding tax |
on interest income for foreign investors
The NZDMO will pay the 2%, expected
to cost less than NZ52 million,

"The reason WNZDMO embarked on
all of these moves,” says Duignan, “was
that the short-term and illiquid charac-
teristics of our bond market in the past
were undesirable to international
investors who were interesied in invest-
ing in New Zealand with the expectation
that the country might develop a rep-
utation as a low-inflatien country with
good returns from investments in |
bonds,”

The attractiveness of MNew Zealand's
bond market to foreign investors has
impruved substantially in recent years as
a result of these changes and the genceral
economic policy. Foreign investors now
hold just over 20% of oulstanding gov-
ernment bonds and over 409 of the 2004

15518,
The academics’ duration study has

piven added insights into the appro

priale maturities for new bond issues,
but hasnot provided the NZDMO witha
means with which Lo hedge the interest
rate risk within its overall balance sheet,

“The report hasn't provided us witha
Roselta Stone that gives us a clear indhi-
cation of the one fsk minimisation point
on our efficient frontier,” says Alex
Jurshevski, head of portfolio manage-
ment at the NZDMO. “But it has given
us a better idea of how our debt manage-
ment process should evolve in the
future, in terms of the types of instru-
ment and maturity structure for the porl-
folic.”

The NZDMO has no plans to become
a market-maker in the domestic swap
market and futures markets, Jurshevski
reveals: “We would not want Lo compete
against the few players trying to develop
a viable derivatives market in New
Zealand, because their participation in
that market will help tighten bid-offer
spreads in the underlying market.” The
department is, however, developing
a policy to cover certain ime-off transac-
tions in the domestic OTC markets
which would complement the efforts of
private seclor participants,

To Highten spreads, the NZDMO sup-




ports the develupment of three- and 10-
year interest rate hutures contracts and
the elimination of the five-year bond
contract at the New Zealand Futures
Exchange (recently bought by the
Sydney Futures Exchange). It also
supports the development of an efficient
repurchase (repo) market.

“Once the repo market gets gning,”
says Jurshevski, “we will see greater
underlying turmmover and also greater
futures tumover, If dealers have to caoss
the spread every time they trade, it can
become very costly. This will assist deal-
ere in quoting prices to offshore and
domestic investors.”

In contrast, the MZDMO frequently
uses the swap market with international
borrowings to manage foreign exchange
and interest rate risk. Jurshevski esti-
mates that 95% of all the NZDMO's
medium-term notes have to date
involved swaps of two or more Crren-

cies, helping it build a sizeable portiolio
of interest rate and currency swaps. At
the end of 1992, the Crown had a net
obligation (at current market values) of
MNZ$305 million on interest rate swaps,
currency swaps and foreign exchange
contracts, according to its financial state-
mients.

“When we do a medium-term note
transaction,” =ays Jurshevski, *we will

look into those books and see if we
should do a new swap in respect of a
financing, or peel off some of the old
exposures to achieve the same exposure
profile at a lower cost. This may also
produce a smaller credit exposure, in
terms of number of counterparties. 50
we look al existing exposures in
order b0 ITANSACT  —
new [inancings
at better price
levels.”

Wheeler
reveals that a
major project
under way 1Is
lovking al ways
of I'rri.Ci:llE credit
risk to provide
a credit risk
benchmark. In
recent months,
the emphasis on
understanding
credit risk has
secn the NZDMO unwind transactions
with counterparties that no longer meet
minimum credit standards. The expn-
sures were then replicated by using
different instruments and transacting
with higher-rated counterparties.

Paul Daley, the NZDMO's head of
research, says bilateral credil arrange-
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“"Having access to the
futures markets around the
world will again supply us
with additional flexibility
around the times we do
our refinancings”

Alex Jurshevski, NZDMO

ments have been put in place with a
couple of counterparties, and that
it has continued to take a more con-
servative view of credit risk extension.
“We've seen the credit quality of
banks deteriorating over the past few
years, and that has tended to shrink
the universe of institutions with
which we are
prepared to
transacl.”

One other
initiative is to
add the ability
to trade and
account for pos-
itions in non=
domestic fut-
ures markets.
The NZDMO
has spent the
past six months
reconfiguring
its computer
systems in this
way, and expects to begin trading inter-
¢sl rate contracts in the next two
months. It expects to use interesl rate
comtracts al the Chjcagn Board of Trade,
Chicago Mercantile Exchange, London
International Financial Futures and
Options Exchange and Tokyoe Interna-
tional Financial Futures Exchange.

“Having access to the futures markets
around the world will again supply us
with additional Aexibility around the
times that we do our refinancings,” says
Jurshevski. “We are always looking at
the instruments that will provide us with
the cheapest and maost efficient course of
action. We expect to use those conlracts
to manage short- and medium-term
exposures in our offshore book.”

When it comes to placing temporary
hedges against labilities, Wheeler has
found that exchanges offer a cheaper,
more Liquid and less credit-intensive alter-
native to the OTC market. A key area in
which futures contracts will be used, he
gavye, is bo control the cost of floating-rate
exposures denominated in forcign curren-
des. Futures could also be used to hedge
the refinancing cost of maturing debt, or



have also indicated that the Crown's real
assets have scant foreign exchanpe expo-
sure. Bul, to minimise any CUTrency mis-
match, the government would be wise to
reduce the N7§15.3 billion in net foreign
currency debt that it helds. This has been
the policy of recent New Zealand gov-
ernments, The proportion of gross public
debt denominated in foreign currencies
has been reduced from roughly 50% in
1987 ta 42% in fiscal 19%3. This exposure,
however, is still sizeable. Tf the New
Zealand dollar weakens, MNZDMO s
overall debt liability increaces on that
portion of its portfolio.

To manage this risk, the government
has been using receipts {rom the privati-
sation of state-owned assets (totalling
N7Z511.6 billion since 1987} to reduce
refinancing requirements, promoting
the development of the New Zealand
dollar-denominated government securi-
ties market, and increasing the range of
maturilies. Since 1987, some NZ$7.6 bil-
lion of forcign currency debt has been
retired, including NZ5410 million by 2
one-year Treasury bill issue last year. To
sume degree, this effort has been offset
by the negative impact of NZ$2.80 hil-
lion in currency realignments.

wheeler noles, however, that there
are limits to the speed at which the for-
eign currency debt can be reduced
through privatisation or by overfunding
the domestic borrowing requirement
(and converting New Zealand dullar
borrowing into foreign exchange), given
the short-term exchange rate pressures
that would develop.

The NZDMO's strategy to cope with
residual exposure is to develop a foreign
rurrency debt composition based on
GDF weights and durations that closely
match the government markets. Wheeler
gxplains thal this assumes the market is
liquid enough Lo reflect efficient pricing
and the market’s average risk/return
preferences.

The overall risk management
approach for this residual exposure is
passive, say Jurshevski and Daley The
non-Mew Zealand dollar-denominated
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the value of their assets is sensitive fo

intarast rale chonges. Even wheare rate
changes do net abact caskfews, though,
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durations of the government's dabl
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fluctuation bands of roughly 5% have
heen established to reduce the transac
tion costs assuciated with constantly
readjusting the portlolin. "While the
portiolio 1s tending to get smaller,”
Daley says, “what we are really trying to
do is diversify and optimise a risk that
cannot be hedged.”

The NZDMO also has a currency
optimisation model based on historical
variance and covariance data, developed
by JP Morgan. The MZDOMO will cont-
inue to study this approach, Daley says.
but is somewhal concerned that data
used by the model cover a period in
which the New Zealand economy was
undertaking extensive structural reform,
<o that historical covariance may not be
valid.

Bul it is not known how much of the
MNZDMO's balance sheet can be hedged
against financial risk. As the duration
study notes, the goal ol hedging is to
insure against fluctuations in net worth
caused by unanticipated shifts in interest
rates. This approach requires the real and
nominal durations of real physical assets

3 —imial Bmancial aceets and labili-

Fealand's debt to inflation. Wheeler
notes that inflation-indexed bon ds have
attracted significant investor interesl
plsewhere. In Australia, for example,
dealers say the market could grow fo
A%10 billion by the end of 1993,

The NZDMO's work on strategic
debt management may not have pro-
vided it with all the answers, but has
certainly put it on the right path, "It is
too dogmatic to aim to eliminate all of
the risk, and this is typically an unreal-
istic goal,” Wilkinson admits, "But
where Lhe NMZDMO can identily
instances where it is efficient to do so, it
may make sense to seck fo immunise
net worth... And where the governmenlt
has a sophisticated knowledge of its
ceet etructures, then it is better able to
dio thal.

“The logic of having a [zovereign]
balance sheet, of worrying about the
value of assets, helps make asset man-
apers more aware of the risk assodated
with those assets. You want the man-
apers of the Crown's assets Lo be con-
scioms of the risks, and there were cates
in the past where no-one in particular



