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Introduction
According to the provisions of the Law no. 419-XVI of December 22nd, 2006 on public debt, state guarantees and on-lending from state borrowings, the Ministry of Finance manages the government debt and state guarantees. For these purposes the Debt Management Strategy has been developed for the period of 2012-2014. The development of Strategy is particularly important, as it is estimated that Republic of Moldova will obtain financing at higher costs, as well as will explore new financing opportunities. This process could be accompanied by the emergence of new risks or deepening of the existing ones that as well have to be considered in the debt management process.
The Debt Management Strategy has a fundamental objective to ensure the financing of the activities provided in the state budget law at a minimum cost in the medium and long term and at an optimal level of risk.
The Strategy has a medium term (three years) character and establishes the priority directions of activity for the Ministry of Finance towards the achievement of the fundamental objective. It covers the central government debt portfolio, including contingent liabilities.

The analysis period of the debt portfolio and the macroeconomic situation covers the previous two years (2009-2010), the current year (2011) and  the next three years (2012-2014), since this document goes in line with the Medium Term Budgetary Framework (MTBF) and follows the same way of presenting the analysis.
The Debt Management Strategy is structured into 5 chapters:

Chapter I describes the fundamental objective of the debt management, establishes a number of specific objectives used to achieve the fundamental objective and medium-term tasks related to the proposed objectives.

Chapter II contains the analysis of the macroeconomic and budgetary framework. This analysis is required to track the dynamics and to determine trends that can be used to set out future projections.

Chapter III contains the debt dynamics over the past two years and sets out forecasts for the next three years.
Chapter IV describes the measures of implementation of the debt management, emphasizing the tools used and desired parameters related to debt structure.
Chapter V describes the main categories of risks that affect the debt portfolio, as well as the risk indicators used to establish  trends and adopt future decisions aimed at streamlining the debt portfolio. 
The Medium-Term Debt Management Strategy will be updated annually, together with the projections of the MTBF for future years. This will allow for timely and adequate redefining of established objectives and activities depending on economic development, market evolution and results achieved during the Strategy implementation. 
Chapter I.  Debt management objectives for the years 2012-2014 
The fundamental objective of the debt management is to ensure the financing of the activities provided in the state budget law at a minumum cost in the medium and long term and at an optimal level of risk.
The fundamental objective is established only in this document for a medium-term (three years), meaning it can not be found in other legislation acts and refers to the central government debt portfolio. According to the Law no. 419-XVI of December 22nd, 2006 on public debt, state guarantees and on-lending from state borrowings, state debt (meaning central government debt) includes all the present and actual outstanding contractual monetary obligations and interest due and unpaid of the Central Government, whether incurred as principal or surety as contracted by the Government in the name of Republic of Moldova, in national or foreign currency. Also the document refers to the state guarantees, but only to describe the debt dynamics, not to be included in the risk and sensitivity analysis.
In order to achieve the fundamental objective, there have been established several specific objectives of the debt management for the years 2012-2014:

1. Limit the provision of guarantees to cases which promote priority investment projects for the national economy, provided that all legal requirements are fulfilled. 
2. Continue the gradual reduction of the Government debt to the National Bank of Moldova on previously taken loans.

3. Make efforts towards increasing the maturity of government securities by longer-term issues, in order to support the creation of a higher yield curve and develop the domestic primary market.

As to achieve the proposed objectives, the Ministry of Finance will undertake the following tasks:
1. Monitor the debt sustainability
The debt management process should follow the economic and financial policies implemented in the country. Such an approach also implies close monitoring of the public debt level and informing the fiscal authorities in case it reaches a level which might have a significant negative impact on the national macroeconomic stability. 
Although the Debt Management Office is not directly responsible for maintaining debt indicators at sustainable levels, it will be in charge with the close monitoring of the trends of the most important debt sustainability indicators, so that their dynamics stays within acceptable limits. 

2. Maintain the cost of debt at an acceptable level over the medium and long-term
In January 2009, according to the conditions of the IMF, Moldova has achieved the status of a middle-income country. Therefore, this implies less external financing on concessional terms, and at the same time the share of funding on commercial terms will increase.
Since July 2009, Moldova enjoys new conditions for loans extended by the World Bank through the International Development Association. Thus, Moldova has shifted from „IDA-only” lending terms to „Hardened terms”, which means a maturity period of 20 years, including 10 years grace period (compared with the 40 years maturity and 10 years grace under the previous conditions), while the interest rate will remain at 0,75%. However, this change of conditions is not expected to have a negative impact during the period of 2012-2014. The effects of the repayment burden will be felt during the following ten years (considering the grace period), manifesting themselves by the decrease of the value of average time to maturity indicator (ATM).
In order to maintain the cost of debt at an acceptable level, according to the budget planning and in accordance with the situation on the financial market, there will be taken the following measures:

a. Optimal selection of the possible debt instruments before contracting new loans which will allow the identification of the most favorable financial terms.
b. Supporting the gradual development of the domestic market according to specific market conditions, which will contribute to the constant expansion of the yield curve and will have a positive impact upon the debt service.

3. Optimization of the risks related to the debt portfolio refers to:

I. Optimizing the market risks (refinancing risk, exchange rate risk, interest rate risk):

a. optimizing the refinancing risk for domestic and external debt -  this will target the limitation of the refinancing risk and the liquidity risk by contracting loans mainly with a medium and long-term maturity, taking into account the cost/risk efficiency and the financial terms of such instruments as compared to short-term instruments. Also, a more uniform distribution of the debt service will be followed by selecting maturities for new loans, so as to avoid the formation of payment peaks for short term periods.
b. optimizing the exchange rate risk – implies the diversification of the currencies that form the external debt portfolio and avoid a particular currency holding the majority share in the external debt portfolio.
c. maintain a majority share of the fixed interest rate debt in the total debt portfolio – this will aim at limiting the risk posed by the increase of the interest rates, and at reducing the uncertainty about the budget efforts required to make interest payments.

II. Optimizing the credit risk refers to:
a. reducing the risk on the budget caused by the possible activation of the government guarantees.

The share of payments made by the Ministry of Finance as a guarantor under guarantees provided by the State Budget will decrease both due to the repayment of the government guaranteed loans before year 2014, and due to the fact that such guarantees will be gradually reduced as a result of the provisions of the Law no. 419-XVI of December 22nd, 2006 on public debt, state guarantees and on-lending from state borrowings. According to this law the provision of guarantees shall be made only for strategic projects for the national economy, after following certain stages which prove the credibility and repayment capacity of the guarantee beneficiaries. 

III. Optimizing the operational risk considers the following:
a. debt management systems and data security, which refers to the existence and the quality of a guide that describes in detail the procedures for processing and recording debt related data, as well as data validation and accuracy of data entry. Another issue is related to access to data recording systems and keeping copies of all the debt data in a secure location, which would ensure business continuity in case of unforeseen events.
b. staff activity, including activities separation for some key functions and continuous capacity building of the staff.

4. Development of the domestic debt market
The objective of ensuring the financing needs will also focus on domestic borrowing by issuing government securities in order to develop the domestic market; because a well developed and functional domestic market is needed for an active debt management, as well as for the optimization of the exchange rate risk. 
During the next three years, the development of the domestic debt market will follow a gradual evolution. It will be achieved mainly by changing the structure of the existing instruments, choosing the ones with a longer maturity, while the volume of the domestic debt will not suffer significant changes. This gradual development of the domestic market has been chosen because nowadays, as well as in the medium term, domestic financing bears a higher cost than the external one. Therefore, external financing will still be dominant, as most of it is to be concessional, supporting the objective of attracting financing at low costs. 
Also, through Moldova’s Banks Association and the National Bank, acting as the state’s fiscal agent, there will be held regular consultations with the participants on the domestic market (primary dealers, investors, etc.) to ensure transparency and predictability on government borrowing and debt management, as well as for regular evaluation of the investment needs on the domestic market and of expectations concerning market conditions.  

Concluding, as long as the fundamental objective of the debt management will focus on ensuring financing needs at a minimum cost and there will be available external financing at favorable terms, this can be considered as a constraint in the increase of the domestic debt volume. 
Chapter II.  Macroeconomic trends, budget indicators and the main debt related market indicators 
2.1. Current macroeconomic context and medium-term evolution of the macroeconomic indicators 

Trends in the world economy

The world economy continues the economic recovery. The macroeconomic indicators outline its positive development. In many advanced economies, fiscal adjustment is underway, encouraging the gradual decrease of the increasing share of public debt to GDP. Government bond markets have remained generally stable, but pressures on some European economies have intensified.

At the same time, governments of the developed economies are concerned about the public debt of some countries, such as – Greece, Portugal, Ireland – countries that needed financial support from the European Union and the IMF. In these cases, increased concern regarding  public debt dynamics became more obvious since there were no more purchases on the secondary market by the European Central Bank. Meanwhile, risks have considerably worsened in Cyprus as well. 

Recent tendencies and forecasts of the national economy 

The National Bureau of Statistics data on GDP for the year 2010, reflects a substantial economic recovery that occurs after the severe economic decline registered in 2009, as a result of the impact of the world economic crisis. Thus, the GDP has registred a growth in real terms of 6.9 percent in the year 2010 comparing to the previous year. Considering that in 2009, the GDP contracted by 6.0 percent, Moldova’s economy in 2010 has reached its level before the crisis. The determinant of the GDP growth in 2010 was the internal demand, stimulated by the increase of the remittances as well as the recovery of the optimistic expectations of the population and the economic agents.

Stimulated by the economic recovery of Moldova’s main trading partners, exports increased by 20.1 percent in 2010, after the sudden fall registered in 2009 by about 19.4 percent. However, export growth was surpassed by that of the imports that increased by 17.6 percent compared with the year 2009, due to increased domestic demand. The trade balance also increased by 16.0 percent compared to the year 2009 and represented 39.8% of GDP. The degree of coverage of imports with exports at the end of 2010 was of 40 percent which is not considerbaly different than the value of the year 2009, when this indicator was 39.1 percent.
The evolution of main macroeconomic indicators during the years 2009-2014 is presented in Table 2.1.
Table 2.1. The evolution of the main macroeconomic indicators, 2009-2014
	
	2009
	2010
	2011*
	2012*
	2013*
	2014*

	1. Gross Domestic Product, current prices , mln. lei 
	60 429,8
	71 849,2
	82 100,0
	91 600,0
	101 000,0
	110 800,0

	2. GDP growth comparing to the previous year, %
	-6,0
	+6,9
	+5,0
	+5,0
	+5,0
	+4,5

	4. Trade Balance, in % versus the previous year:
· Exports, in % versus the previous year;
· Imports, in % versus the previous year.
	-39,7
-19,4
-33,1
	+16,0
+20,1
+17,6
	+19,9
+22,0
+21,0
	+9,9
+12,0
+11,0
	+8,2
+12,0
+10,0
	+8,3
+12,0
+10,0

	3. Average annual inflation rate (CPI), %
	0,0
	+7,4
	+7,2
	+6,9
	+5,0
	+5,0


* Data for the years 2011-2014 are taken from the preliminary forecast of the macroeconomic indicators as of May 6th, 2011, elaborated by the Ministry of Economy 
According to the preliminary forecast of the macroeconomic indicators (as of May 6th, 2011), there is expected a GDP growth of 5.0 percent in 2011, a tendency that will continue in the medium term.
Given the development trends of agriculture and industry estimated for 2011 and taking into consideration the increasing foreign demand for goods as a result of the global economic recovery, exports are expected to increase by 22 percent in 2011. And in the medium-term, in the years 2012-2014, exports are to increase by 12 percent annually.
The expectations of economic recovery in the countries were a large part of the moldovan population is employed are expected to lead to an increase of the remittances. Therefore, this will influence the increase of the domestic demand, especially for imported goods, thus determining an increase in imports by 21 percent  in 2011. And during 2012-2014, imports will increase on average by 10.3 percent annually. Therefore, the negative value of the balance of trade will increase from 3.1 billion dollars in 2012 to 3.6 billion dollars in 2014.
It is estimated that the inflation rate will reach by the end of 2011, about 7.2 percent, being influenced, mainly, by the increase of the prices for goods and services with regulated prices, as well as the increase of the fuel prices on the international markets and of the food prices, increase of the indirect taxes. During the years 2012- 2014, maintaining the exchange rate at relatively the same level will contribute to price stability, so that the consumer price index  will be around the level of 105%.
The market indicators that directly affect the cost of debt are the exchange rate and the interest rate, the evolution of which is shown in Table 2.2.

Table 2.2. The official exhange rate and interest rate evolution, 2009-2014 
	
	2009
	2010
	20111
	20121
	20131
	20141

	1. Official exchange rate of the Moldavian lei in US dollars, annual average 
	11,11
	12,37
	11,73
	11,93
	12,00
	12,00

	2. Official exchange rate of the Moldavian lei in Euro, annual average 
	15,52
	16,40
	16,70
	16,70
	16,80
	16,8

	3. The 6-month Euro LIBOR rate, annual average2
	1,42
	1,04
	-
	-
	-
	-

	4. The weighted average interest rate of the government securities on the primary market, %  
	9,35
	6,99
	-
	-
	-
	-


1 Data for the years 2011-2014 are taken from the preliminary forecast of the macroeconomic indicators as of May 6th, 2011, elaborated by the Ministry of Economy  
2 Source: www.global-rates.com
Foreign exchange market (exchange rate). During the year 2010, the nominal exchange rate of the Moldavian lei had, generally, a tendency of depreciation. In 2011, the annual average exchange rate of the national currency is estimated at about 11,7 lei per U.S. dollar and 16,7 lei for one euro. The main factors influencing the exchange rate changes are the remittances from abroad, foreign trade development and fluctuations of the U.S. dollar on the international foreign exchange markets. A relative stability of the exchange rate of the lei - about 12,0 lei for a U.S. dollar and about 16,8 lei for one euro is forecasting for the years 2012-2014.
Interest rates policy. After a series of essential downward adjustments of the interest rates on the monetary regulation instruments, made ​​during the year 2009 in response to the global financial crisis, the National Bank of Moldova has increased consecutively in February and March 2010, the interest rates on the monetary regulation instruments by 1,0 percentage point, till the level of 7,0 percent. Subsequently, the base interest rate has remained unchanged since the second quarter by the end of the year.
2.2. The evolution of the current state budget indicators and medium-term forecasts 
After a year of recession, the year 2010 is characterized by a strong recovery of the economy. As a result of the undertaken measures during the reference period, an increase in all the branches of the national economy was recorded, the business environment has improved and the public sector became more efficient, which had a direct impact on the increase in revenues collected to the budget. In 2010, the dynamics of the revenues collected to the budget registered an upward trend, with an annual growth rate of 24,1 percent compared to 2009. Budget revenues to GDP for 2010 amounted 23,9 percent, which was by 1,0 p.p. more than in 2009. During the years 2011-2014, a steadily increase of the budget revenues is expected, while their share of GDP will decrease slightly.

From January to December 2010, the dynamics of budget expenditures allocation registered an upward trend, with an annual growth rate of 9,3 percent compared to 2009. The share of state budget expenditures to GDP amounted 26,2 percent, which was by 2,3 percentage points less than in 2009. Similar to budget revenues evolution, the state budget expenditures are expected to have a constant increase during the years 2011-2014.
The state budget deficit is expected to record a major decrease in 2012 compared to the previous year and will continue to follow a downward trend. Achieving the forecasts of budget indicators forecasts depends in a large extent on the realization of the macroeconomic indicators forecasts.
Table 2.3. The state budget deficit and the financing sources, 2009-2014
	
	2009
	2010
	2011
	2012
	2013
	2014

	 Deficit(-)/Surplus(+) of the state budget,  mln. lei
	-3 370,0
	-1 630,1
	-1 266,9
	-689,0
	-577,0
	-622,0

	% of GDP
	5,58%
	2,27%
	1,54%
	0,75%
	0,57%
	0,56%

	Financing sources of the public sector:
	3 648,4
	2 358,2
	1 514,5
	1 262,8
	1 295,9
	1 689,8

	· Domestic
	1 595,0
	200,0
	300,0
	6,9
	-193,1
	-293,1

	· External
	1 967,9
	2 060,1
	828,8
	829,0
	1 113,1
	1501,8

	· Others
	85,5
	98,1
	385,7
	426,9
	375,9
	481,1


Source: Medium Term Budgetary Framework, 2012-2014
Country rating. In 2010, Moody's assigned a B3 rating to the Republic of Moldova, which is six steps below the threshold of the investment recommendation with a stable outlook. Analysts of the rating agency stated that the low rating is due to the narrow economic base, which depends very much on the remittances of abroad workers.

According to Moody's expectations, the Moldovan economy will recover in 2011-2012 after the global crisis. The possibility of a negative pressure on the rating of Moldova is mentioned, if the country will face difficulties with debt service due to unfavorable natural conditions (which will affect agriculture), the reduction of remittances and / or lack of income from privatization and external financing.

Chapter III.  Dynamics of Moldova's central government debt and medium term forecasts
3.1. Central government debt dynamics during the years 2009-2014 
In 2010, the central government debt has increased significantly. This growth is based on the increase of the central government domestic debt, but also of the external debt expressed in Moldavian lei. This ascending trend is due to the increased financing needs caused by the economic crisis that has affected almost all branches of the national economy, as well as due to the depreciation of the national currency especially against the U.S. dollar, which has negatively affected the stock of the central government external debt.
During the period of the 2011-2014, a constant increase of the central government debt is projected, supported by the ascending evolution of the external debt, while the domestic debt is expected to decrease beginning with 2012. The reason for this are the redemptions scheduled for this period of previously issued instruments.
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Regarding the central government debt structure, at the end of 2010, the share of the external debt has increased, so that by the end of 2010, the share of the domestic debt fell below 30 percent of the total central government debt portfolio. This downward trend of the share of the central government domestic debt will also continue in the period of 2012-2014.
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At the end of 2010, the share of the external central government debt to GDP increased especially due to the increasing share of the external central government debt to GDP. Over the years 2011-2014, a steady decline in the share of the central government debt to GDP is forecasted, a trend that is also reflected in the external and domestic central government debt. This trend shows in faster rates the increase of the GDP compared to the volume of the central government debt.
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At the end of 2010, the resources for the central government debt service decreased, especially due to the reduction of the domestic central government debt service, related to the declining of the interest rates of the GS on the primary market, which brought with it simultaneously the reduction of the interest rates on the converted GS. 

During the period 2011-2014, no major fluctuations were estimated for the amounts of the central government debt service. However compared to the situation at the end of 2010, a significant increase of the central government debt service is forecasted on the medium term. Mainly, this evolution can be explained by the fact that the central government debt to the NBM, for the previous loans, is expected to gradually diminish, with 150.0 million lei in 2012, 200.0 million lei in 2013 and 300.0 million lei in 2014. Also, during the years 2012-2014 the redemption of the GS issued to maintain the financial stability will continue, to 93.1 million lei each year.
The share of the central government debt service to the revenues of the budget, on the medium term, is estimated to reach 8.2% at the end of 2011, 1.7 pp more than during the previous year. This increase is supported by the growth of the central government debt service. Further, during 2012-2014, according to the forecasts, the share of the central government debt service to the revenues of the budget will follow a decreasing trend due to the upward trend of the budget revenues.
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Regarding costs associated with central government debt, then it is appropriate the central government debt service analysis which indicates a payment peak in 2009. This evolution is based on increasing domestic central government debt service because of the increased volume of the GS release and of the rising interest rates. At the same time, the external central government debt service increased being influenced by the depreciation of the MDL to the U.S. dollar. At the end of 2010 the costs associated with domestic central government debt decreased almost by half, and are expected to increase again in the years 2011 and 2012, following a downward trend starting with 2012 and until 2014. Regarding costs associated with the external central government debt, they will steadily diminish during the years 2011-2014.
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3.2.  The financing sources forecast for the years 2012-2014

For the period 2012-2014, a declining trend of the domestic financing sources is noticed and subsequently mostly the covering of the financing needs from external sources. This trend reveals substantial dependence of the Republic of Moldova on the external financial markets as well as the higher cost of the domestic sources comparing to the external. Thus, whereas for the next three years, Moldova will have access to mainly concessional external financing, the volume of the domestic financing will not suffer significant changes. However, from the existing instruments of the domestic financing, those with longer maturity term are preferred.
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External financing sources
On the medium term for the years 2012-2014, it is estimated that the Government will benefit from the inflows from external loans in total amount of about 449,7 million U.S. dollars. For budget support will be used loans amounted to 78.0 million U.S. dollars (17.3%) and for financing the investment projects will be used new loans totaling 371.7 million U.S. dollars (82.7%) . All loans will be received from multilateral institutions.

Table  3.1. Inflows of external government loans, during the period 2012-2014
	
	units
	2012
	2013
	2014

	External financing
	mln. USD
	120,5
	151,1
	178,1

	including
	 
	 
	 
	 

	Investment projects
	mln.USD
	91,5
	126,1
	154,1

	Budget support
	mln.USD
	29,0
	25,0
	24,0

	External financing
	mln. lei
	1 437,3
	1 812,7
	2 137,8

	including
	 
	
	
	

	Investment projects
	mln.lei
	1 091,3
	1 512,7
	1 849,8

	Budget support
	mln.lei
	346,0
	300,0
	288,0


Domestic financing sources

Additional incomes obtained from selling the GS in 2012 amounted to 250.0 million lei and 100.0 million lei each year in the years 2013-2014, will be used for financing the central government budget's provisions. However, the central government debt to the NBM is expected to gradually diminish regarding the previous loans with 150.0 million lei in 2012, 200.0 million lei in 2013 and 300.0 million lei in 2014. The redemption of the issued GS will continue with 93.1 million lei each year in order to maintain the financial stability.
Table  3.2. Domestic net financing, during the period 2012-2014
	units
	2012
	2013
	2014

	Finantarea interna netă
	mln.lei
	6,9
	-193,1
	-293,1

	1. Government securities issued on the primary market, including:
	mln.lei
	250,0
	100,0
	100,0

	      - GS issued by auction
	mln.lei
	350,0
	100,0
	100,0

	      - GS placed by subscription
	mln.lei
	-100,0
	0,0
	0,0

	2. Converted Government securities
	mln.lei
	-150,0
	-200,0
	-300,0

	3. GS issued for financial stability maintenance
	mln.lei
	-93,1
	-93,1
	-93,1


Chapter IV. Implementation measures of the medium term management of the central government debt
4.1. Central government debt instruments for the period 2012-2014
In order to achieve the fundamental objective of the management of the central government debt and to maintain a reasonable structure of the central government debt portfolio the following tools will be used:

1. Issuance of the government securities on the domestic market. The issuance of the short term central government securities will continue for the following three years (mainly of treasury bills with maturities of 91, 182 and 364 days) and medium term GS (2-year central government bonds with floating interest rate). Also, if the conditions are favorable and considering the market participants' growth of the investment needs it is possible to launch the issuance of the central government bonds with a two years term with fixed interest rate or three years central government bonds.

A solution for the development of the GS market would be the initiation by the Ministry of Finance of some activities to broaden the base of the government securities investors, by starting a marketing campaign aimed at different target groups of investors, and by maintaining a substantial dialogue with the participants on the current GS market.

2. Loans from the international and financial institutions. During the 2012-2014 years, the Government of Republic of Moldova will benefit from external central government loans only from international financial organizations, meaning multilateral sources. These will be aimed for investment projects' financing and budgetary support, and will mainly consist of concessional terms.
3. Providing central government guarantees only for strategic projects / of national interest, for which this type of instrument is absolutely necessary in a particular context, as regards the strategic projects of national importance on the basis of the issuance of a special law for this purpose and thus a rigorous risk analysis under the existing legal framework.
4.2. The parameters of the central government debt portfolio for the period of the 2012-2014 years
The selected parameters were established based on the current central government portfolio structure, serving as a helping element for the risk management and avoiding the major exposure of the central government debt portfolio to certain types of risk. Thus, the parameters are going to be continuously monitored, but the adjustment of the portfolio structure should be provided with relevant central government debt instruments. Minor deviations from the proposed limits are allowed in cases when these deviations do not cause additional financial risks.
· The share of the internal central government debt to the total central government debt should not register values ​​below 20%;
· The remaining maturity of the central government debt:

· The central government debt within one year should not exceed the threshold of 35% of the total central government debt.

· The optimal share of the fixed interest rate debt to the central government debt portfolio - not less than 50%.
· The currency composition of the external central government debt (%) - regarding the foreign currency share of any of them should not exceed the 50% of the total external central government debt.
.

Chapter V. The risks associated with the central government debt portfolio and the constraints that may affect the implementation of the central government debt management in the medium term
5.1. The defining of the risks and their analysis associated with the central government debt portfolio
The main types of the risks associated with the costs of the central government debt of the Republic of Moldova, identified as market risks are:

a) Refinancing risk;

b) Exchange rate risk;

c) Interest rate risk.

Besides the above mentioned, we can also distinguish the operational risk, which acts indirectly on.

The main risk indicators:

1) Refinancing risk:

· The average time to maturity of the central government debt portfolio (ATM);

· Debt maturing within one year;

· Reimbursement profile – represents the part of the debt which falls due within a certain period of time.

2) Exchange rate risk:

· The external central government debt to the domestic central government debt;
· The structure of the debt portfolio currencies and currency exposure.
3) Interest rate risk:

· The fixed interest rate debt to the floating interest rate debt;

· Debt re-fixing in one year;

· Average time to re-fixing (ATR) – indicates the time until the interest rate resets to the market conditions.
Refinancing risk 

Refinancing risk monitoring is especially appropriate for countries with a high level of debt, unstable macroeconomic conditions and a weak domestic market. The refinancing risk is going to be managed by preventing a major part of the payment obligations to reach maturity simultaneously and the equal distribution of the instruments of the central government debt over different periods of maturity.
The redemption profile

Taking into account the projections of the redemption profile for the upcoming years, the payment peak from the first year is highlighted, being represented mainly by the domestic central government debt, which is mainly short-term. This segment of the domestic central government debt shares 3.6% of the GDP and will be refinanced each year by new issues of GS, which will not adversely affect the central government budget if a major fluctuation of the interest rates on the domestic market is not noticed.
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Regarding the external central government debt, there is an even distribution of the payments over the following years and a reduced refinancing risk. This trend is due to the fact that external central government debt is mainly long term. However, the major part of the floating rate debt is concentrated in the first years, which is an exposure to the interest rate risk and could create medium term pressures on the reimbursement of the external central government debt.
A statement regarding the reimbursement schedule of the central government debt is that it does not include the debt to the National Bank of Moldova, converted into GS, which is rolled-over annually based on an agreement between the Government and the NBM concerning the central government debt balance previously borrowed with the National Bank. Thus, this debt is rolled-over annually at a fixed interest rate and is not exposed to the refinancing risk. 


Average time to maturity (ATM) and the debt maturing within one year


Regarding the average maturity of the debt, this indicator is even more secure, as holding a higher value.
Table  5.1. Refinancing risk indicators, at the end of 2010
	
	CG domestic debt
	CG external debt
	Total CG debt

	 Average time to maturity (ATM), years 
	0,5
	11,8
	9,7

	Debt maturing within one year, %
	96,3%
	5,7%
	22,5%



Thus, the above mentioned indicators come to support the conclusions based on the reimbursement schedule, and even a higher exposure to the refinancing risk of the domestic central government debt, with the average maturity of six months and 96 percent share which matures within one year. The external central government debt due to the long term instruments falls within safe limits and the overall central government debt is also not dangerously exposed to the refinancing risk.


Similar to the schedule of redemption, the calculation of these indicators does not include the debt to the NBM in order not to distort the real data.
Exchange rate risk


The exchange rate risk refers to the central government debt in foreign currency. A major share of the foreign currency central government debt in the total central government debt reveals a significant exposure to the exchange rate risk. This risk is particularly important for the developing countries where the external central government debt forms a significant part of central government debt.

This type of risk has to be kept within reasonable limits because the exchange rate changes can affect both the costs associated with the external central government debt, as well as the overall volume of the central government debt, calculated in MDL.

The Republic of Moldova is not an exception, as one of the main categories of risks associated with the central government debt portfolio is the exchange rate risk, fact noticed due to the composition of the central government debt. Over the medium term, the share of the external CG debt in total of the central government debt will increase, reaching 76.7 percent of the central government debt. And therefore the exposure to the exchange rate risk will increase.
Table 5.2. Central government debt structure, during 2010-2014
	
	2010
	2011
	2012
	2013
	2014

	
	% of total CG debt
	% of GDP
	% of total CG debt
	% of GDP
	% of total CG debt
	% of GDP
	% of total CG debt
	% of GDP
	% of total CG debt
	% of GDP

	CG external debt
	71,9
	18,9
	71,5
	18,3
	72,1
	16,9
	74,1
	16,4
	76,7
	16,3

	CG domestic debt
	28,1
	7,4
	28,5
	7,3
	27,9
	6,5
	25,1
	5,7
	23,3
	5,0



Analyzing the currency structure of the central government debt it is noted that about 50 percent of the central government debt are the concessional loans in the SDR basket. This share will not change significantly over the medium term. An obvious change is the increasing share of the central government debt expressed in Euro, which increased by over 10 percentage points at the end of 2014, compared with 2010.

With the analysis of the SDR basket about the component currencies, the major share is held by the U.S. dollar and the Euro. Thus, if at the end of 2010, the Euro share was lower than the U.S. dollar, then at the end of 2014 a reversing trend is forecasted so that the largest exposure becomes to the Euro. This trend is due to the increasing financing sources received from the multilateral creditors from Europe in the years 2012-2014.
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Interest rate risk

Interest rate risk is determined by the exposure of the central government debt portfolio to the interest rates' changes on the local and international market. The identification and management of this risk is important because it is mainly determined by external factors, which are in constant fluctuation, making the medium and long term forecasting of the evolution of the interest rates quite difficult.
Variations of the interest rates on the domestic and international markets affect the costs regarding the central government debt, especially when the fixed interest rate debt has to be refinanced or when the floating interest rate debt is rolled-over at the market conditions. Thus it is obvious the close connection between the interest rate risk and the refinancing risk.
Analyzing the structure of the central government debt by the types of the interest rates, there is a relatively low risk concerning the external central government debt so that at the end of 2010 about one third of the external central government debt had the floating interest rate. But by the end of 2014, a decrease of this share and subsequently of the interest rate risk is expected. Regarding the domestic central government debt, it can be fully considered at a fixed interest rate, since the domestic up to one year central government debt is at a fixed rate, but anyway it will be refinanced each year to the new market conditions, while the domestic central government debt with the maturity over one year is at a floating interest rate. Therefore, the structure of the total central government debt is represented at about 50 percent of the central government debt at a floating interest rate. However, a steady downward trend of the central government debt at a floating interest rate is being followed for the next years.
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The loans attracted from abroad are at floating interest rates, mainly LIBOR and EURIBOR for 6 months. During 2009 rate of 1.62, the LIBOR rate had a positive dynamic for the service, with a fluctuation rate of 1.62, from the beginning of the year, reaching a 0.45 minimum of the year in December. And during 2010, there weren't noticed any major fluctuations, the LIBOR value at the beginning of the year was of 0.40, and at the end of the year of 0.46.

On the domestic market, the interest rate on the GS issued on the primary market depends on the basic rate set by the NBM. Thus, in 2009 the basic rate was reduced significantly, from 12.5 at the beginning of the year, up to 5.0 at the end of the year. And during 2010, the basic rate suffered two adjustments going from the value of 5.0 up to 7.0 at the end of the year


Average time to re-fixing (ATR) and the debt to be re-fixed within one year

Just like the refinancing risk indicator - the average maturity period, the average time to re-fixing indicator is even more secure, as has a higher value.

Table  5.3. Interest rate risk indicators, at the end of 2010
	
	CG domestic debt
	CG external debt
	Total CG debt

	 Average time to re-fixing (ATR), years 
	0,5
	10,8
	7,9

	Debt to be re-fixed within one year, %
	100,0%
	24,1%
	45,4%



Thus, analyzing the indicators presented, it is noted that the domestic central government debt is mainly exposed to the interest rate risk, since all the domestic central government debt is at the fixed interest rate with the maturity within year, which means that 100% of the central government debt is to be rolled-over at the new interest rates within 1 year. Thus, an unexpected increase of the interest rates on the domestic market will be immediately reflected on the costs of the central government debt. The average time to re-fixing (ATR) for the domestic central government debt has been 0,5  years. 


The external central government debt is characterized by indicators presenting no major exposure to the interest rate risk. This happens because the external central government debt with the fixed interest rate is mainly long term, which means that the interest rates for the external central government debt will not be re-fixed to the market conditions for a longer period of time.
Operational risk


The operational risk refers, generally, to the error risk. The operational risk occurs while more activities of data processing and recording are conducted manually, and the error risk is often based on the separation of the activities for certain functions in the management of the central government debt. The operational risk will be optimized by a detailed description of the responsibilities and continuous improvement of the staff's abilities.
5.2. Constraints that may affect the implementation of the central government debt management over the medium term
This section deals with the factors which could affect the implementation of the strategy, including the developed projections:

a) Macroeconomic factors – reflecting the changes of economic parameters which serve as basis for developing projections. These specifically include the following: 

· Fluctuations of the national currency exchange rate;

· Inflation rate;

· Structural reforms;

· Economic growth.

b) Monetary policy.

c) Stability of legal and regulatory framework.

In the context of the constraints that may affect the implementation of the central government debt management over the medium term, it is appropriate to analyze alternative scenarios of the market indicators' development that influence the central government debt service.
Alternative scenarios of the evolution of the market indicators that influence the central government debt service


To examine the sensitivity of the central government debt portfolio to the market risks' exposure, meaning the interest rate risk and exchange rate risk, was analyzed the influence of the interest rates' changes and the exchange rates' changes to the central government debt costs


Certain four shock scenarios were developed, resulting from the changes of the market conditions:

A)  National currency depreciation in 2013, compared to:

· US dollar – with 15%;

· Euro – with 20%;

· Japanese yen – with 25%.

B)  National currency depreciation in 2013, compared to
· US dollar – with 35%;

· Euro – with 40%;

· Japanese yen – with 50%.

C)  The increase of the interest rates in 2013:

· With 3 p.p. on the external market, except for the concessional loans 
· With 10 p.p. on the domestic market;

D)  The combined shock which represents the impact of the shock from the first scenario in combination with the third one. 

The reason behind the selection of these shocks has been the evolution of the exchange rates and interest rates over the past three years. Thus, as an example, is given the exchange rate of the MDL to the U.S. dollar, Euro and Japanese yen. These currencies were selected because they form the major share in the SDR currency basket, which occupies the main share in the external central government debt. The other macroeconomic indicators such as the GDP, the central government budget revenues, etc. are considered to not change during the analyzed period compared to the baseline scenario.
 Table 5.4. Evolution of the Moldavian Lei exchange rate against the US dollar, Euro amd

Japanese Yen, during 2008-2010
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Source: www.bnm.md 

In order to track the effects of the shocks on the central government debt portfolio, are analyzed the indicators of the central government debt share to the GDP, of the central government debt service share to the GDP and of the central government debt service share on the central government budget revenues and expenses, which present the fluctuations of the central government debt volume and of its costs.
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The main conclusions that can be established based on the data presented are:

· Regarding the central government debt volume, it is mainly exposed to the currency risk. However the changes are not significant, thus at a depreciation of the U.S. dollar with 15%, 20% of the Euro and of the Japanese yen with 25%, the share of the central government debt to the GDP increases by 2.6 p.p. The growth of the interest rates does not significantly influence the evolution of this indicator.
· The central government debt service, meaning its associated cost is mainly exposed to the interest rate risk, so in the case of the combined shock indicator, the central government debt service indicator to the GDP increases by 0.9 p.p. or almost twice. 
· The strongest risk that could create considerable pressure on the central government debt portfolio is the currency risk. As a solution to reduce this risk could serve the increasing share of the domestic central government debt in the total central government debt. However, the domestic central government debt is associated with a significantly higher cost comparing to the external central government loans. Another impediment is the insufficient development of the central government securities secondary market. However, on the medium term, the central government debt portfolio falls within reasonable limits regarding the associated risks.

ANNEX 1. The central government debt instruments during the years 2009-2010

External central government instruments. During 2009-2010, the external financing was in the form of loans, mostly from international financial institutions, predominantly on concessional terms. These were aimed the financing of the investment projects and for the budgetary support. 
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Domestic central government instruments. The main instruments of the domestic central government debt have been the central government securities (GS), on the short term ( treasury bills with the maturity of 21, 91, 182 and 364 days) and the fixed interest rate and the central government securities on the medium term (central government bonds with a 2-year floating interest rate). Also in 2009 was developed and promoted a new financial instrument namely central government bonds placed by underwriting with the maturity of two years and a floating interest rate. 
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Central government guarantees

During the years 2009-2010 were not issued central government guarantees for foreign and domestic creditors.

The balance of the central government guarantees provided to the economic agents for foreign and domestic loans, during the years 2009-2010, was reduced from 8.43 million U.S. dollars at the end of 2009 to 6.37 million U.S. dollars at the end of 2010, consisting entirely of guarantees provided for external loans to the economic agents. The decreasing evolution is due to the payment in the favor of the foreign creditors.
ANNEX 2. Glossary
ATR (Average time to re-fixing) – the indicator measuring the interest rate risk of the debt portfolio. The ATR represents the average period, expressed in years, for which the costs of debt service are fixed. The larger the share of short term variable rate debt, the higher is the interest rate risk and the lower is the ATR. 
ATM (Average time to maturity) – represents the indicator measuring the refinancing risk associated with the debt portfolio. The ATM is the average period, expressed in years, after which the existing debt has to be repaid. The longer the maturity of debt instruments, the lower is the refinancing risk and the larger is the ATM.

Risk management is a process closely related to and directly aiming at such dimensions as:

a) macroeconomic framework (economic growth of Moldova and the rest of the world, inflation rate, global economic crises);

b) fiscal framework (the volume of financing needs, including for coverage of budget deficit);

c) market conditions (the level of interest rates  on domestic and  international markets, currency exchange rates, demand for government securities);

d) legal and institutional framework (changes to legislation).


Market risks – refer to risks associated with the changes of market prices, such as interest rates, exchange rate, etc., and their impact upon the debt service costs.


Refinancing risk – this type of risk is closely connected to the interest rate risk and refers to the probability of incapacity to obtain new financing sources as debt comes to maturity or to obtain financing at very high cost, fact depending on the domestic market development level (liquidity and evolution of interest rates in lei, which depend on macroeconomic trends and implicitly on market expectations concerning these trends), as well as on the trends on the international markets. 


Given that the refinancing risk is confined to the risk that the debt could be refinanced at higher interest rates, this can be considered as part of market risks. However, the incapacity to refinance a debt and/or the considerable increase of financing costs can evolve into a debt crisis and as a result can cause losses in the real economy. For this reason, in addition to the purely financial effects of high interest rates, this type of risk is usually treated separately.

The limitation of the refinancing risk and liquidity risk is made by contracting loans mostly for medium and long term, taking into account the cost/risk relation and the market conditions of such instruments as compared to instruments issued to short term.
Operational risks – includes a number of risk types, such as errors at various stages of execution and recording of transaction, imperfections or defaults in internal controls, or in systems and services, legal risks, security breaches or natural disasters which can affect business operations.


Interest rate risk – represents the changes of interest rates on foreign or domestic financial markets and is influenced by the volatility of interest rates, monetary and fiscal policies, evolutions on international financial markets. These changes can asymmetrically influence the cost of debt in the total budget and can lead to deviations from the planned budget. The debt portfolio is subject to interest rate risk through the debt contracted at variable rates and through debt which matures and must be refinanced. In both cases, interest rates are adjusted according to the currency market rates.

Currency risk – is a component part of market risks and expresses the probability of the fluctuation of the exchange rates to affect negatively or positively the debt costs, with a negative impact upon the budget. The debt expressed in foreign currency increases the cost volatility of debt service expressed in national currency.
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�  This indicator does not take into account the currency baskets (eg. SDR), but separate currencies which are part of the basket.
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