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  Introduction

The RA Government debt management strategic program presents the strategy regarding to the borrowings necessary for financing the RA State budget deficit, as well as the strategy for risks management of the RA Government debt portfolio. It is a three-year program, which is reviewed and published annually, contributing to ensuring the predictable and transparent management of the Government debt.

The RA Government debt management strategy clarifies the borrowing policy, including the benchmark indicators for Government debt management, identifies and assesses the risks associated with the Government debt management, as well as outlines the principles, targets and actions to be implemented, under which the Government will not threaten the fiscal sustainability.

The debt management has an essential role within the public finance management process, where, considering the resource constraints, the Government makes borrowings in order to implement a fiscal policy contributing to the long term and sustainable economic growth.

For the formation of an acceptable RA Government debt portfolio, the RA Ministry of Finance carries out cost-at-risks analyses, applying also the approaches developed by the leading international financial organizations and based on the best international practices. The analyses allow assessing the costs and risks indicators of the RA Government debt portfolio and the impacts of the possible shocks on these indicators. The RA Government debt management constrains, such as the domestic market capacity or the possibilities for the utilization of the external concessional loans, have also been taken into consideration during the development of the strategy.

Generally, the RA Government debt management strategy presents the preferable option out of the possible costs-at-risks tradeoffs, which in other words is called the baseline scenario, and the selection of which is based on meeting financial needs with acceptable costs, as well as on providing debt sustainability.

Objectives and scope of the RA Government debt management strategy

The RA Government debt management strategy is developed in accordance with the provisions of the RA Law “On Public Debt” approved in 2008. 

According to the RA Law “On Public Debt”, the main objective of the RA Government debt management is the assurance of the permanent possibility for meeting the financial needs of the Government, together with the reduction of the debt service amount in the long-term. The following objectives for the Government debt management have been defined as well: 1) formation of the optimal Government debt structure, taking into account the potential risks, 2) coordination of the public debt management and monetary policies. In other words, the objective of the debt management strategy is the formation of desirable debt portfolio structure: taking into account the preferences of the RA Government in relation to the costs and risks of the debt portfolio.
RA Law “On Public Debt” defines the following purposes of raising public debt:

1)  financing State budget deficit and ensuring current liquidity,
2)  supporting balance of payments and replenishment of reserves,
3)  maintaining and developing Government domestic debt market.

The strategy covers only the RA Government debt (including the guarantees provided by the RA Government), and the analyses performed do not include the external debt of the CBA, as the latter is taken on behalf and by the CBA. Moreover, in accordance with the RA Law “On Public Debt”, the objectives of the CBA debt management are defined by the RA Law “On the Central Bank of RA”.

Exchange rate risk, refinancing risk, interest rate risk of the RA Government debt portfolio, as well as non-market operational risk have been presented and analyzed in the RA Government Debt Management Strategy.
Developments observed in the RA Government debt management from the start of 2018 

· At the end of 2018 the RA Government debt / GDP ratio was 51.3%, which was lower by 2.9 percentage points from the planned indicator. 

· Four indicators defined by the 2019-2021 RA Government Debt Management Strategy were within the outlined ranges, and the “Share of AMD denominated debt in total debt” indicator has been upgraded by 0.7 percentage points compared to the previous year. 

	
	Benchmark
	Actual, as of 31.12.2018

	Refinancing risk
	
	

	Average Time to Maturity 
	8 – 11 years
	8.7 years

	Share of the Government treasury bonds maturing in 1 year in the outstanding Government treasury bonds (at the end of the year)
	max 20%
	12.9 %

	Interest rate risk
	
	

	Share of Fixed Rate Debt in total debt
	min 80%
	85.0 %

	Exchange rate risk
	
	

	Share of domestic debt in total debt
	min 20%
	21.8 %

	Share of AMD denominated debt in total debt (%)
	min 20%
	19.1 %


· In 2018 the deficit financing by domestic net borrowings (without promissory notes) constituted AMD 48.0 billion and by external net borrowings: AMD 85.3 billion. 
· According to the Decree No. 445-A dated September 17, 2018 of the RA Minister of Finance the “Operational Risk Management Framework” and “Business Continuity Plan” for the Public Debt Management Department of the RA Ministry of Finance were approved in order to manage those operational risks that may endanger or disrupt implementation of RA Government debt management operations.
· During 2018 the following operations have been carried out with regard to the Government treasury securities:
	2018
	Placement volume
	Receipts from placement
	Redemption and buyback volume
	Interest amount paid

	Government treasury bonds, billion AMD 
	158.1
	166.2
	118.2
	64.0


· During 2018 the operations carried out for external loans were the following:
	2018
	Receipt
	Redemption
	Interest amount paid

	External loans, million USD
	319.7
	141.8
	89.0

	External loans, billion AMD
	154.5
	69.2
	43.2


· During 2018 the operations carried out with Foreign-currency denominated Government bonds are the following:
	2018
	Issue volume
	Redemption and buyback volume
	Interest amount paid

	Foreign-currency denominated Government bonds, million USD
	0.0
	0.0
	65.8

	Foreign-currency denominated Government bonds, billion AMD
	0.0
	0.0
	31.8


Description of the RA Government debt portfolio and cost-at-risk analysis of the existing debt portfolio

Dynamics of the RA Government debt volume and Public Debt / GDP ratios are presented in chart 1.

Chart 1. Dynamics of the RA Government debt volume and Public Debt / GDP ratios from 2000 to 2018
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RA Government Debt / GDP ratio had been declined during 2000-2008 from 39.8% to 14.9%. The decrease was mostly caused by the AMD appreciation and double digit GDP growth parallel with the slow increase of the Government debt. As a result of the global financial crises, RA Government debt / GDP indicator had a drastic increase in 2009 reaching to 34.6% against 14.9% in 2008. The dynamic of Government debt growth was accelerated also in 2014 according to the AMD depreciation as a consequence of external economic shocks, as well as according to the increase of deficit net financing via borrowings. At the end of 2017 RA Government debt / GDP indicator comprised 53.7%. RA Government debt / GDP indicator declined in 2018 by 2.4 percentage points and totaled 51.3% in line with the new fiscal rules system of RA Government.
Since 2000 the weight of the Government treasury securities has been gradually increased in the Government debt structure and comprised 19.1% in 2018.

Chart 2. RA Government debt structure by instruments
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After the first time entering into the international capital market by the Republic of Armenia in 2013, the share of issued Foreign-currency denominated Government bonds comprised 15.7% in the RA Government debt as of 2018.
Since 2000 the share of SDR denominated debt has been gradually decreased, and the share of USD denominated debt has been increased, as of 2018 comprising 24.1% and 43.7% respectively. 
Chart 3. RA Government debt currency structure 
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As of the end of 2018 the share of AMD denominated debt totaled 19.1% in the RA Government debt currency structure.

Since 2000 the share of RA Government domestic debt has been gradually increased comprising 21.8% in 2018.
Chart 4. RA Government Debt Structure by Residency
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During 2000-2008 the share of Fixed rate debt had been gradually increased up to 98.4% and then it essentially decreased totaling 75.3%, because in 2009 RA Government borrowed from Russian Federation USD 500 million loan with floating rate in order to mitigate the consequences of global financial crises. In 2013 the share of fixed rate debt again increased, as a result of fixed rate Eurobonds issue and totally redemption of the above mentioned floating rate loan. 
Chart 5. RA Government Debt Structure by Type of Interest Rate
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In recent years International Creditors have been revising the terms of previously provided loans and, especially, newly providing loans by increasing the share of floating loans. In 2018 the fixed interest rate debt comprised 85.0% in the structure of RA Government debt.
Chart 6. RA Government Debt Structure by Marketable and Non-Marketable Instruments* 
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*Marketable instrument debt have been considered Foreign-currency denominated Government bonds and Government Treasury Securities, except Saving bonds. Non-Marketable instrument debt have been considered external loans (having some concessionality), Saving bonds, external and domestic guaranties.  

The factors of issuing Eurobonds in 2013 and in 2015, as well redeeming Russian Federation loan in 2013 have been essentially conduced the increase of the share of Marketable instrument debt in the RA Government debt structure since 2013. The share of Marketable instrument debt comprised 34.6% in 2018. 
The loans borrowed from the international financial institutions prevail in the structure of RA Government loans and borrowings and totaled 76.9% at the end of 2018. 
Chart 7. The Structure of RA Government loans and borrowings by Creditors
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Bank investors prevail in the structure of the Government treasury securities yet. At the end of 2018 the share of bank investors comprised 54.6%  

Chart 8. The Structure of Government Treasury Securities by Investors*
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*The share of RA Central Bank includes the volume of securities pledged for repo transactions.
Since 2009 the share of Non-Bank investors had been gradually increased in the structure of Government treasury securities and totaled 20.5% in 2018.

At the end of 2018 RA Government cost and risk indicators were the following:

Table 1. RA Government debt cost and risk indicators as of 31.12.2018
	
	Foreign Currency Denominated Debt
	AMD Debt
	Total

	RA Government Debt, billion AMD
	2,494.8
	588.1
	3,082.9

	RA Government Debt, million USD
	5,157.1
	1,215.7
	6,372.9

	RA Government Debt  / GDP, (%)
	41.5
	9.8
	51.3

	Cost Indicators
	Interest payment / GDP, (%) 
	1.3
	1.0
	2.3

	
	Weighted Average Interest, (%)
	3.2
	10.3
	4.7

	Refinancing Risk
	Average Time to Maturity (years)
	8.6
	9.1
	8.7

	
	Debt Maturing in 1 year (% of total)
	3.2
	13.0
	5.0

	Interest rate Risk
	Average Time to Refixing (years)
	6.7
	9.1
	7.1

	
	Debt Refixing in 1 year (% of total)
	21.4
	13.0
	19.8

	
	Fixed Rate Debt (% of total)
	81.4
	100.0
	85.0

	Foreign Exchange Risk
	Foreign Exchange Debt (% of total)
	-
	-
	80.9

	
	Short Term Foreign Exchange Debt (redemption and interest payments) / International Reserves, (%) 
	-
	-
	7.2


The following indicators have been used in order to characterize the costs for the Government debt: a) weighted average interest rate for the debt portfolio, b) share of the interest payment in the State budget revenues and c) share of the interest payment in the GDP. 
The average interest rate for the RA Government debt portfolio (the ratio of the debt interest payment to the outstanding debt as of the end of the previous year) was 4.7% during 2018. The average interest rate for the RA Government external debt, calculated with the same method, was 3.2%, compared to the 3.1% of the previous year. This interest rate has an increasing trend, because, in the result of being classified as a middle-income country, Armenia has no access anymore to the concessional loans provided by the international institutions, and the World Bank and the Asian Development Bank have reviewed and increased the interest rates for the previously provided concessional loans. As for the average interest rate for the domestic debt, it was 10.3%, compared to the 10.6% of the previous year.
During 2018, the RA Government has paid 139.0 billion AMD of interest payment for the debt, which constituted 10.4% of the State budget revenues, 9.6% of State budget expenditures and 2.3% of the GDP. All these three indicators reflect a moderate level of the RA Government debt expenditures.  The share of the interest payment in the State budget revenues and the share of the interest payment in the State budget expenditures indicators are going to decline in the medium-term, correspondingly reaching 10.1% and 9.3% at the end of the period. The share of the interest payment in the GDP indicator will comprise 2.5% at the end of the period. 
Risks management is essential from the perspective of resolving the issue of the efficient management of the RA Government debt. The objective of the risks management is the avoidance of the unforeseen losses and the insurance of the continuity of the operations.
Foreign Exchange Risk
The most significant market risk in the existing RA Government debt portfolio is the exchange rate risk. The latter is mostly measures by the following two indicators: a) share of the foreign currency denominated debt in the total debt and b) share of the foreign currency denominated short-term current debt in the international reserves.
The current RA Government debt portfolio is exposed to a high exchange rate risk, because, as of 31 December 2018, the major part of the debt – 80.9%, was in foreign currency (it decreased by 0.7 percentage points compared to the previous year).
Chart 9. The shares of the foreign currency and AMD denominated RA Government debts in 2017-2018 (%)
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The foreign currency structure of the FX denominated RA Government debt portfolio is presented below:
Chart 10. The foreign currency structure of the RA Government debt portfolio at the end of 2018
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The right figure shows the foreign currency structure of the debt portfolio by the distribution of the shares of the corresponding SDR foreign currencies. 
The high share of the foreign currency debt is the result of the higher share in the debt portfolio of the borrowings provided by the bilateral and multilateral external creditors, the majority of which are long-term borrowings with a grace period and fixed interest rate. In 2018, the share of the short-term FX denominated debt in the international reserves increased by 1.2 percentage points and constituted 7.2%.
Refinancing risk
The refinancing risk of the Government debt portfolio is assessed mainly through three indicators: a) Share of debt maturing in one year, b) Average time to maturity and c) Redemption profile of the Government debt portfolio.
The current RA Government debt portfolio has a low refinancing risk, because, as of 31 December 2018, the share of debt maturing in one year constituted 5.0% and decreased by 0.3 percentage points compared to the previous year. Moreover, the share of the RA Government external debt maturing in one year was 3.3%, and the share of the RA Government domestic debt comprised 11.4%. However, as the share of the domestic debt is small, the refinancing risk for the domestic debt is moderate as well.
The average time to maturity indicator for the RA Government debt was 8.7 years as of 31 December 2018. Moreover, the average time to maturity for the RA Government external debt was 8.8 years, compared to 9.0 years of the previous period, and the average time to maturity for domestic debt was 8.4 years, compared to 7.4 years of the previous period. This indicator confirms the moderate refinancing risk for the RA Government debt portfolio.
The refinancing risk is presented in a more illustrated way through the redemption profile, where the large redemption volumes in 2020 and 2025 are conditioned by the redemptions of the two issued Eurobonds, which constitute correspondingly the 58.4% and 60.0% of the debt being redeemed in the given year.
 Chart 11. Redemption profile of the Government debt by instruments, as of 31.12.2018 
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The redemptions of the Government debt formed by the end of 2018 are spread until 2054 for external debt and until 2047 for domestic debt.
The redemption profile of the Government debt by the separation into domestic and external debt, in other words separation by residency, is as follows:
Chart 12. Redemption profile of the Government debt as of 31.12.2018
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Interest rate risk
The interest rate risk for the Government debt portfolio is assessed mainly through three indicators: a) Share of the fixed interest rate debt in the total debt, b) Share of debt to be refixed in the next year in the total debt, c) Average time to refixing.

85.0% of the RA Government debt is with fixed interest rate. Moreover, 80.8% of external debt and the whole domestic debt are with fixed interest rate. In this case, the rise of the interest rates for the floating interest rate debt cannot result in a significant increase of the costs. 

Nevertheless, 19.8% of the Government debt is subject to refixing during 2019 and contains moderate interest rate risk.
At the end of 2018, the Average time to refixing indicator was 7.1 years, which contains a low level of the interest rate risk for the debt portfolio. This indicator is lower than the Average time to maturity indicator, because 15.0% of the debt is with floating interest rate, which is also subject to refixing during 2019.
The analysis of costs and risks of the existing RA Government debt portfolio shows that the existing debt portfolio is mostly exposed to the exchange rate risk.
2020-2022 RA Government Debt Management Strategy 

Macroeconomic assumptions and key risk factors 

The macroeconomic indicators used for the development of the debt strategy shall be consistent with the macroeconomic framework forecasted during the evolving of the fiscal policy. Thus, the RA Government debt strategy is based on the macroeconomic forecasts compliant with the 2020-2022 Medium-Term Expenditure Framework (MTEF). The macroeconomic indicators and analyses of the risks associated with them are presented in detail in the “Macroeconomic analyses and forecasts” section of the 2020-2022 MTEF. 
Inputting realistic macroeconomic forecasts has a crucial role during the cost-at-risk analysis of debt, because their deviations can significantly alter the level and direction of the risk indicators. In other words, the fluctuations of both the market variables and the macroeconomic indicators can have a significant impact on the risk indicators of the RA Government debt.
The key indicators, which are in the basis of the 2020-2022 RA Government debt management strategy, are reflected in the table below.
Table 2. Underlying key indicators of the 2019-2022 RA Government debt management strategy (Billion AMD)

	
	2019 forecast
	2020 forecast
	2021 forecast
	2022 forecast

	GDP (nominal)
	6,455.3
	6,975.4
	7,615.7
	8,320.6

	Real GDP index, %
	105.4
	104.9
	105.0
	105.1

	GDP deflator, %
	102.0
	103.0
	104.0
	104.0

	State budget revenues
	1,496.5
	1,710.6
	1,858.8
	2,051.1

	State budget expenditures
	1,648.1
	1,868.2
	2,027.7
	2,235.5

	State budget primary expenditures
	1,490.1
	1,685.2
	1,838.1
	2,027.5

	State budget primary deficit
	6.4
	25.4
	20.6
	23.5

	State budget deficit
	151.6
	157.6
	169.0
	184.4


The 2020-2022 Government debt management strategy is based on the assumptions about a certain improvement of the macroeconomic situation and maintaining soft monetary conditions, however occurrence of shocks emanating from the external economic environment can evoke certain risks in terms of ensuring the targets foreseen by the strategy.
Targets and measures to be implemented
· In the medium-term, as of December 31st the RA Government debt / GDP ratio will not exceed the 60% threshold envisaged by the Article 5 of the RA Law “On Public Debt”. It is forecasted that at the end of each year during 2019-2022, the RA Government debt / GDP ratio will exceed 40%, thus the fiscal rules defined by the RA Law “On the Budgetary System of the RA” will be applied in accordance with Article 5, Point 7 of the RA Law “On Public Debt”.
Table 3. RA Government debt indicators for 2019-2022 

	
	2019
State budget program
	2019 forecast
	2020 forecast
	2021 forecast
	2022 forecast

	RA Government debt (Billion AMD)
	3,361
	3,370.6
	3,636.7
	3,909.7
	4,204.9

	% of GDP
	49.7
	52.2
	52.1
	51.3
	50.5


· In the medium-term and long-term, the share of the State budget deficit financing from the domestic sources will be increased along with the targeted change of the structure and composition, as well as the significant increase in the number of market participants. It will be aimed at reducing the foreign exchange rate risk, as well as will establish foundations for the application of new instruments in the financial market (floating, index linked, targeted, etc.) and for the further development of the market. Conditioned by the progress of the pension and insurance reforms, it will be possible to speed-up the process of increasing the weight of the State budget deficit financing from the domestic sources.
· The increase of the liquidity of the Government treasury securities through enhancing volumes of outstanding Government treasury securities will continue to be considered as a domestic public debt management target. 

· In the conditions of the favourable developments in the financial markets, the possibility for certain accumulation of financial resources and building up a buffer will be considered. In case of undesirable developments in the domestic and external markets, this will allow executing the RA State budget without shocks, as well as adjusting the volume of deficit financing through Government treasury securities, if necessary.
· The legislation regulating the debt operations will be reviewed in accordance with the international best practice.
· One of the most important factors of efficient debt management is the insurance of the transparency and the permanent communication with the society. For this, the Government will continue the open and public activities with the investors and society, as well as the presentation on debt reports.
· New Eurobonds will be allocated for refinancing 2020 Eurobonds.   
· The RA Ministry of Finance will continue the buybacks and exchanges of the off-the-run Government treasury securities, aimed at smoothening the debt redemption profile and decreasing the refinancing risk, as well as increasing the liquidity of the on-the-run securities and contributing to the development of the secondary market.
·  An electronic system for organizing of the Government treasury securities exchange auctions will be introduced.
· Highlighting the development of the retail market for the Government treasury securities, actions will be undertaken to extend the scope of the investors and the maturity of saving bonds. In this regard, in parallel to the actions aimed at strengthening the confidence towards the Government, public awareness activities will be implemented among the potential investors.
· The cooperation with the external creditors will be continued and deepened, giving preference to the cooperation with the creditors providing loans with concessional terms and hard currency.  

Benchmark indicators
For the efficient management of the RA Government debt portfolio, it is necessary to identify and assess the risks inherent to the RA Government debt portfolio. For this regard, the RA Government debt management strategy defines benchmark indicators for the debt portfolio risks, which aim at keeping the exchange rate, interest rate and refinancing risks under control through certain restrictions. The benchmark indicators have been defined taking into account the features and constraints inherent to the RA Government debt management.

Table 4. Benchmark indicators of the 2020-2022 RA Government debt portfolio

	
	Benchmark

	Refinancing risk
	

	Average Time to Maturity 
	8 – 11 years

	Share of the Government treasury bonds maturing in 1 year in the outstanding Government treasury bonds (at the end of the year)
	max 20%

	Interest rate risk
	

	Share of Fixed Rate Debt in total debt
	min 80%

	Exchange rate risk
	

	Share of domestic debt in total debt
	min 20%

	Share of AMD denominated debt in total debt (%)
	min 20%


Selection of the RA Government debt management strategy
The development of the domestic debt market and the increase of the share of AMD denominated debt in the Government debt are considered as strategic targets in order to retain the main risks of the RA Government debt management within manageability and, particularly, to decrease the high foreign exchange rate risk of the debt portfolio.
The comparison of “The share of the Government foreign exchange debt in total debt” indicator for some of the countries with comparable international ratings is presented below.
Chart 13. Volumes of the Government foreign exchange debt for some of the countries with comparable international rating, as of the end of 2018


[image: image13]
Source: For the debt indicators – websites of the Ministries of Finance of the corresponding countries; for ratings - https://tradingeconomics.com/country-list/rating website.
By the way, among the benchmark indicators of the debt portfolio, the level of the Government debt for non-residents to be considered as risky is 60% for the developing countries according to the Guidline of the Government debt sustainability for the countries having access to the capital market, which was  published by the IMF on May 9, 2013.  

The deficit financing through the domestic net borrowings will be fulfilled by allocating of the up to one-year maturity Government short-term securities, 3 and 5 years maturity medium-term coupon notes, 10 and 30 years maturity long-term coupon bonds, as well as 6 months, 1, 2 and 3 years saving coupon notes. 
The deficit financing through the external net borrowings will be fulfilled by attracting project and budget support loans from the bilateral and multilateral international creditors. 
The results of the baseline scenario (S1) and the other two alternative scenarios in perspective of cost-at-risk are presented below. As an alternative second scenario (S2) it was reviewed the double volume of the deficit financing through the domestic net borrowings against the baseline scenario, and as an alternative third scenario (S3) it was reviewed the double less volume of the deficit financing through the domestic net borrowings or, which is the same, the more volume deficit financing through the external net borrowings.
The result was the following: 
Chart 14. RA Government debt / GDP indicator in 2022
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The chart shows that the most non preferable scenario from the selected three strategies is S2, as the RA Government debt / GDP indicator is the highest and, at the same time, S2 contains the highest risk when 30% exchange rate shock is applied in 2020. At the first glance it may seem that the most preferable strategy is S3, which contains 0.04 percentage points less cost and 0.01 percentage point less risk compared to the S1 baseline scenario, however the selection of the strategies is made through the study and analysis of a whole system of cost-at-risk indicators. In particular, if 30% shock: depreciating AMD against USD, EUR and SDR in 2020 is applied to the S3 and S1 scenarios, then at the end of 2022 the RA Government debt / GDP ratio for S3 will comprise 61.8% being by 0.1 percentage point more than the same indicator in S1. S3 strategy assumes an increase of the weight of the foreign currency debt, consequently higher exchange rate risk, which is the most essential risk of the Government debt portfolio. 
In addition, the 30% exchange rate depreciation shock is the typical maximum shock used for depreciation of the local currency in the debt medium-term strategy analytical toolkit developed jointly by the WB and IMF. The historical maximum value of AMD depreciation comprised 23.6% (AMD against USD exchange rates at the end of the years were considered as base data).
The above mentioned analysis confirms that it is necessary to develop the domestic public debt market and gradually increase the share of net deficit financing through the domestic sources in the net deficit financing taking into account potential risks. Therefore, combining all the factors, the S1 strategy (baseline scenario) was preferred. 
The macroeconomic improvement trends in the economy, the existing level of the liquidity and the formulated stable demand for the Government treasury securities were taken into account while planning the structure of the deficit financing through the domestic net borrowings.
The State budget deficit financing through net borrowings for 2019-2022 is planned to be implemented as follows:
Table 5. State budget deficit financing through net borrowings for 2019-2022 
(Billion AMD)

	
	2019 State budget program
	2020 forecast
	2021 forecast
	2022 forecast

	State budget deficit financing through net borrowings
	225.4
	215.6
	219.0
	236.3

	Of which:
	
	
	
	

	Domestic net borrowings (without promissory notes)
	70.0
	90.0
	110.0
	130.0

	External net borrowings
	155.4
	125.6
	109.0
	106.3


Chart 15. The structure of the deficit financing through domestic and external net borrowings in 2017-2022
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It is not expected any significant increase in the debt service costs in case of gradual replacement of the external debt with the domestic debt. Moreover, taking into account the fact that the concessionality of the loans to be borrowed from the external sources are diminishing, and there are already 30 years bonds in the domestic debt portfolio, then the gradual increase of the share of the domestic debt will positively affect also on the refinancing risk indicator. Since the refinancing risk is at a moderate level, then it is possible to retain it within manageable level using different types of debt management instruments. 
Cost-at-risk analysis of the selected strategy
Based on the estimated macroeconomic assumptions, cost indicators of the RA Government debt will not be essentially changed at the end of the forecasted period.
Table 6. Forecasts of the cost indicators of the RA Government debt portfolio 

	
	2019
State budget program
	2019 forecast
	2020 forecast
	2021 forecast
	2022
forecast

	Average Interest Rate for the RA Government Debt Portfolio (%)
	5.3
	5.3
	5.4
	5.2
	5.3

	Interest Payment / State Budget Revenues (%)
	10.6
	10.6
	10.7
	10.2
	10.1

	Interest Payment / State Budget Expenditures (%)
	9.6
	9.6
	9.8
	9.4
	9.3

	Interest Payment / GDP (%)
	2.3
	2.4
	2.6
	2.5
	2.5


Generally, during the projected period the GDP will grow faster than the debt volume, resulting in the decrease of the RA Government debt / GDP ratio, which is forecasted at 50.5% at the end of 2022. The average interest rate of the RA Government debt will be 5.3% at the end of the forecasted period. The level of the forecasted interest payments will be at 2.5% of GDP in 2022, recording 0.2 percentage points increase compared to the start of the projected period.

The exchange rate risk, refinancing risk, interest rate risk and operational risks are deemed to be important from the risks management perspective.
Exchange rate risk

The level of the Share of domestic debt in total debt indicator will be within the defined benchmark range in the medium term, reaching 25.6% at the end of the period.
Table 7. The weights of the RA Government domestic debt and AMD denominated debt in the total debt 

	
	2019

State budget program
	2019 forecast
	2020 forecast
	2021 forecast
	2022

forecast

	Domestic debt / Total debt (%)
	21.8
	22.2
	23.0
	24.2
	25.6

	AMD denominated debt / Total debt (%)
	19.5
	19.4
	20.5
	21.9
	23.4


At the end of 2022, the weight of the FX denominated debt decreases over the medium-term, constituting 76.6%, however the exchange rate risk of the RA Government debt portfolio will still remain the main risk factor in the upcoming years.
 Table 8. The structure of the RA Government FX denominated debt in 2019-2022, as of the end of year

(Percent)

	
	2019

State budget program
	2019 forecast
	2020 forecast
	2021 forecast
	2022

forecast

	 USD 
	56.8
	56.9
	57.5
	58.4
	60.1

	 SDR 
	26.7
	26.9
	24.5
	22.1
	20.0

	 EUR 
	12.1
	11.6
	13.8
	15.7
	16.4

	 JPY 
	3.9
	4.1
	3.7
	3.4
	3.1

	AED
	0.1
	0.1
	0.1
	0.1
	0.0

	CNY
	0.4
	0.4
	0.4
	0.4
	0.3


This risk is mitigated to some extent by the fact that the SDR debt has the second largest volume in the structure of the Government foreign currency debt (at the end of 2019 it comprised 26.7%).

If the SDR, which is composed of five currencies, is broken down in accordance with the shares of each currency in the basket - USD – 41.73%, EUR – 30.93%, GBP – 8.09%, JPY – 8.33% and CNY – 10.92%, then the structure of the RA Government FX denominated debt will be as follows:

Table 9. The structure of the RA Government FX denominated debt in 2019-2022, as of the end of each year, with breakdown of SDR 
 (Percent)
   
	
	2019

State budget program
	2019 forecast
	2020 forecast
	2021 forecast
	2022

forecast

	USD
	67.9
	68.1
	67.8
	67.6
	68.4

	EUR
	20.4
	19.9
	21.4
	22.5
	22.6

	GBP
	2.9
	2.9
	2.7
	2.4
	2.2

	JPY
	6.1
	6.2
	5.7
	5.2
	4.7

	AED
	0.1
	0.1
	0.1
	0.1
	0.0

	CNY
	2.6
	2.7
	2.4
	2.2
	2.0


From the perspective of the decrease and efficient management of the exchange rate risk, the dependence from one or more currencies will be reduced, if there will be such kind of possibility during the negotiation of the loan terms. At the same time, it is not excluded to use of different hedging approaches in the future (for example, FX swaps).
Chart 16. The share of the RA Government FX denominated debt payments in the average annual FX assets of the CB in 2019-2022
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The share of the RA Government FX denominated debt payments in the average annual FX assets increases significantly in 2020, conditioned by the redemption of the 500 million USD Eurobonds, the share of which is 17.9 percentage points. This indicator assesses the capacity of the RA Government to service the redemptions and interest payments of the FX denominated debt from the perspective of the availability of sufficient FX assets.

Refinancing risk

The refinancing risk is deemed important due to the volumes of redemptions of the RA Government debt and possible negative developments in the international and domestic financial markets in the upcoming years. When taking on new debt, the RA Government puts efforts towards smoothening the redemption profile and mitigating the refinancing risk. Buybacks are also used for mitigating the refinancing risk.
Table 10. Refinancing risk indicators for the RA Government debt in 2019-2022 

	
	2019 forecast
	2020 forecast
	2021 forecast
	2022 forecast

	Average Time to Maturity for the RA Government Debt, (years)
	8.1
	8.4
	8.0
	7.7

	Average Time to Maturity for the RA Government External Debt, (years)
	8.3
	8.6
	8.1
	7.7

	Average Time to Maturity for the RA Government Domestic Debt, (years)
	7.3
	7.7
	7.6
	7.8

	Share of the RA Government Debt Maturing in One Year (%)
	13.3
	6.6
	6.6
	7.1

	Share of the RA Government External Debt Maturing in One Year (%)
	11.6
	4.4
	4.8
	5.3

	Share of the RA Government Domestic Debt Maturing in One Year (%)
	19.3
	13.9
	12.1
	12.4


The Average time to maturity indicator for the RA Government debt portfolio will reduce at the end of 2022, reaching 7.7 years, however the refinancing risk will remain moderate.

The indicator for the Share of the RA Government debt maturing in one year in the total debt will comprise 7.1% at the end of 2022, moreover, the share of the RA Government external debt maturing in one year in the external debt will make up 5.3% and the share of the RA Government domestic debt maturing in one year in the domestic debt will be 12.4%. The substantial increase of this indicator in 2019 is explained by the high share of the Eurobonds being redeemed in 2020.

The RA Government debt payments indicator is presented below as well, which represents the sum of the principal repayments and interest payments during the year.

Chart 17. RA Government debt payments during 2017-2022 (Billion AMD)


[image: image17]
The RA Government debt payments indicator increases in the medium-term, reaching 683.6 billion AMD in 2020, 42.9% of which is the redemption of 2020 Eurobonds.
Table 11. RA Government current debt by instruments 

 (Billion AMD)
	
	2019

State budget program
	2019 forecast
	2020 forecast
	2021 forecast
	2022

forecast

	RA Government Current Debt by Instruments, of which:
	356.9
	349.3
	683.6
	469.6
	500.6

	 External Loans and Borrowings
	142.3
	142.3
	181.1
	206.2
	220.9

	Interest Payment
	57.2
	57.2
	61.5
	64.9
	69.4

	Redemption
	85.2
	85.2
	119.6
	141.3
	151.5

	Government Treasury Bonds
	182.5
	175.0
	209.3
	226.0
	241.6

	Interest Payment
	68.8
	68.8
	79.1
	87.3
	100.4

	Redemption
	113.7
	106.2
	130.2
	138.7
	141.2

	FX Denominated Government Bonds
	32.0
	32.0
	293.2
	37.4
	38.1

	Interest Payment
	32.0
	32.0
	42.4
	37.4
	38.1

	Redemption
	-
	-
	250.8
	-
	-


The RA Government controls the refinancing risks through the application of the debt and cash flow management instruments (buybacks, depositing the available funds in the RA Central Bank and etcetera).
Interest rate risk

Interest rate risks require a greater attention, as the share of the borrowings on market terms is continuously increasing. The objective of the interest rate risk management is to ensure a Government debt structure so that the impact of the interest rate fluctuations in the financial markets on the interest payments will be as low as possible. The interest rate risk indicators for the RA Government debt portfolio are slightly worsening in the forecasted period, but remain manageable.
The share of the fixed rate debt decreases up to 76.5% at the end of 2022. Despite the RA Government will issue more fixed rate domestic debt in the forecasted period in comparison to the previous years, the share of the outstanding volume of the Government treasury securities will still not be significant and will constitute just 23.4% of the RA Government debt in 2022. On the other hand, the international creditors will provide more new loans with floating interest rate, which will result in the decrease of the share of fixed rate debt in the RA Government debt portfolio. If there would be a necessity to manage the interest rate risk, the fixing of the interest rates for the loans with floating interest rates will be implemented in accordance with the procedures set by the external creditors.
Table 12. The weights of the fixed and floating interest rate loans in the structure of the RA Government debt in 2019-2022 

(Percent)
	
	2019

State budget program
	2019 forecast
	2020 forecast
	2021 forecast
	2022

forecast

	RA Government Debt, 
	100.0
	100.0
	100.0
	100.0
	100.0

	       including:
	
	
	
	
	

	Fixed Rate
	83.9
	82.6
	80.3
	78.3
	76.5

	Floating Rate
	16.1
	17.4
	19.7
	21.7
	23.5

	RA Government External Debt
	100.0
	100.0
	100.0
	100.0
	100.0

	       including:
	
	
	
	
	

	Fixed Rate
	79.5
	77.6
	74.4
	71.3
	68.4

	Floating Rate
	20.5
	22.4
	25.6
	28.7
	31.6

	RA Government Domestic Debt
	100.0
	100.0
	100.0
	100.0
	100.0

	       including:
	
	
	
	
	

	Fixed Rate
	100.0
	100.0
	100.0
	100.0
	100.0

	Floating Rate
	0.0
	0.0
	0.0
	0.0
	0.0


The Average time to refixing indicator for the RA Government debt decreases as well, reaching 5.6 years at the end of the period. The share of the RA Government debt refixing in one-year indicator increases as a result of the increase in the share of the floating interest rate debt, reaching 29.0% in 2022.

Table 13. The Interest rate risk indicators of the Government debt in 2019-2022

	
	2019 forecast
	2020 forecast
	2021 forecast
	2022 forecast

	Average Time to Refixing for the RA Government Debt, (years)
	6.3
	6.5
	6.0
	5.6

	Average Time to Refixing for the RA Government External Debt, (years)
	6.1
	6.1
	5.4
	4.8

	Average Time to Refixing for the RA Government Domestic Debt, (years)
	7.3
	7.7
	7.6
	7.8

	Share of the RA Government Debt Refixing in One Year (%)
	30.2
	25.3
	26.9
	29.0

	Share of the RA Government External Debt Refixing in One Year (%)
	33.2
	28.7
	31.6
	34.7

	Share of the RA Government Domestic Debt Refixing in One Year (%)
	19.3
	13.9
	12.1
	12.4


Operational risk

The operational risk is defined as a result of the external factors and technologies, as well as a consequence of the insufficient operation of the staff, organization and processes. Ensuring the security of the information, including the documents and the technological systems, is important from the perspective of the operational risk management. It is necessary to ensure a backup of the debt recording and accounting database in order to avoid the disruption of the work process and the process for the storage of the complete information, to fulfil the debt obligations timely and accurately in the cases of force majeure. Public debt management department of the Ministry of Finance of RA will implement the activities envisaged by the Business Continuity and Disaster Recovery Plan in order to identify, assess, manage and mitigate the operational risks related to the RA Government debt management.
Sensitivity analysis

The cost-at-risk analysis implemented so far was based on the forecasted macroeconomic and fiscal indicators and represents the baseline scenario for the RA Government debt management strategy. The deviations of the cost-at-risk indicators from the baseline scenario after simulating different shocks to the market variables are presented below. 

Chart 18.  RA Government debt / GDP ratio in 2019-2022
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Chart 19. Interest payments / GDP ratio in 2019-2022
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Exchange rate shock

The RA Government debt portfolio is exposed to substantial exchange rate risks. When applying a 30% shock, devaluating the AMD against the USD, EUR and SDR in 2020, the RA Government debt / GDP ratio reaches 61.7% at the end of 2022, which exceeds the same indicator against the baseline scenario by 11.2 percentage points. 

1% change in the exchange rates formed as of 01.04.2019, based on which the FX denominated RA Government debt has been converted into USD, will result in an average annual change of the FX denominated RA Government debt by 28.8 billion AMD or 0.4% of GDP during 2020-2022.

Interest rate

Through analysing the shock scenario of the increase in the interest rates by 250 basis points for the external borrowings and by 500 basis points for the domestic borrowings, it becomes clear that the impact of the interest rate shock on the RA Government debt portfolio remains moderate. The RA Government debt / GDP ratio becomes 52.2% at the end of 2022, increasing by 1.7 percentage points against the same indicator of the baseline scenario. In this case, the Interest payment / GDP ratio can increase by 0.8 percentage points.
A shock scenario of the substantial increase in the interest rates by 500 basis points for the external borrowings and by 1000 basis points for the domestic borrowings was assumed as well, which has a quite low probability of materializing. Such an interest rate shock will increase the RA Government debt / GDP ratio up to 54.0% or by 3.5 percentage points at the end of 2022 against the baseline scenario. From the perspective of the servicing of the RA Government debt, such a substantial shock can increase the Interest payment / GDP ratio indicator by 1.7 percentage points at the end of 2022.
Exchange rate and interest rate combined shock

Applying combined 15% exchange rate (devaluating the AMD against the USD, EUR and SDR in 2020) and interest rate shock described in the first scenario, RA Government debt / GDP ratio reaches 58.0% at the end of 2020, which is more by 7.5 percentage points against the same indicator of the baseline scenario. In this case, the Interest payment / GDP ratio can increase by 1.1 percentage points.
The impacts of a 1 percentage point increase of the floating interest rate debt and a 1 percentage point increase of the domestic interest rates are presented below.
In case of a 1 percentage point change of the floating interest rates – the 6-month USD Libor and 6-month Euribor, the interest expenditures of the RA Government external debt will be annually changed by 7.5 billion AMD in average for 2020-2022. In particular, the impact of each floating interest rate on the RA Government external debt expenditure service during the forecasted period would be as follows:
Table 14. The impact of a 1 percentage point change of the floating interest rates on the interest payments of the RA Government external debt 

	
	2020
	2021
	2022

	Change in the Interest Payment for the RA Government External Debt (billion AMD)
	6.4
	7.3
	8.7

	including:
	
	
	

	6-month USD Libor
	5.7
	6.3
	7.4

	6-month Euribor
	0.7
	1.0
	1.2

	Change in the Interest Payment for the RA Government External Debt (%)
	10.5
	11.2
	12.5

	The Share of the Change in the Interest Payment for the RA Government External Debt in the Own Revenues of the State Budget (without grant) (%)
	0.4
	0.4
	0.4


In the domestic debt market, at the beginning of the medium-term period, a 1 percentage point an upward shift of the yield curve would increase the domestic debt interest payments by 3.3 billion AMD annually in average during 2020-2022.
Table 15. The impact of the 1 percentage point change in the RA Government domestic debt interest rate at the beginning of the medium-term period on the interest payment for the RA Government domestic debt 

	
	2020 forecast
	2021 forecast
	2022 forecast

	Change in the Interest Payment for the RA Government Domestic Debt (billion AMD)
	1.1
	3.2
	5.5

	Change in the Interest Payment for the RA Government Domestic Debt (%)
	1.4
	3.7
	5.4

	Share of the Change in the Interest Payment for the RA Government Domestic Debt in the Own Revenues of the State Budget (without grants) (%)
	0.1
	0.2
	0.3


The sensitivity analyses allow assuming that the impact of the exchange rate shock on the RA Government debt portfolio is much higher than the impact of the interest rate shock. This is due to the high weight of the FX denominated debt and the dominance of the fixed rate debt in the RA Government debt portfolio.

Conclusions

The results of the Government debt portfolio cost-at-risk analysis show that the debt portfolio is mostly exposed to exchange rate risk. Therefore, the RA Government considers as a priority the continuous development of the Government treasury securities market and the increase of the volume of the borrowings from the domestic market. In 2020-2022, it is planned to increase the share of the deficit financing through the domestic net borrowings, making it up to 55.0% in 2022.

It is important to mention that the actions to be carried out only in the RA Government debt management area are not sufficient for the substantial development of the RA Government domestic debt market. One of the preconditions for the development of the domestic debt market and the extension of the investors’ base is also the full implementation of the reforms in other segments of the financial market (pension, insurance, etc.). 

In the medium-term, the RA Government will continue implementing the actions aimed at smoothening of the RA Government debt redemption profile and reducing the refinancing risk, by applying liquidity management instruments such as the formation of the cash buffer, implementation of buybacks and switches.

Appendix
Actual indicators for 2017-2018, State budget planned indicators for 2019 and forecasted indicators for 2019-2022 characterizing the RA Government debt

Table 16. The key indicators of the RA Government debt in 2017-2022 (Billion AMD)

	
	2017

actual
	2018 actual
	2019

State budget program
	2019 forecast
	2020 forecast
	2021 forecast
	2022

forecast

	Government Debt
	2,988.4
	3,082.9
	3,361
	3,370.6
	3,636.7
	3,909.7
	4,204.9

	% to GDP
	53.7
	51.3
	49.7
	52.2
	52.1
	51.3
	50.5

	By residency
	
	
	
	
	
	
	

	Government Domestic Debt
	619.5
	672.4
	731.2
	748.8
	837.9
	947.2
	1,078.1

	Government External Debt
	2,368.9
	2,410.4
	2,629.7
	2,621.7
	2,798.8
	2,962.5
	3,126.8

	By instruments
	
	
	
	
	
	
	

	External Loans and Borrowings
	1,946.6
	2,002.7
	2,210.8
	2,210.0
	2,378.8
	2,534.1
	2,689.5

	Government Treasury Bonds
	549.7
	588.1
	655.6
	655.6
	745.6
	855.6
	985.6

	FX Denominated Government Bonds
	484.1
	483.8
	486.6
	496.9
	506.3
	515.9
	525.7

	External Guarantees
	3.6
	3.9
	3.9
	3.9
	4.0
	4.1
	4.1

	Domestic Guarantees
	4.4
	4.4
	4.1
	4.2
	2.1
	0.2
	0.0

	Interest Payment for Government Debt 
	122.1
	139.0
	158.0
	158.0
	183.0
	189.6
	207.9

	Interest Payment / State Budget Expenditures (%)
	8.1
	9.6
	9.6
	9.6
	9.8
	9.4
	9.3

	Interest Payment / State Budget Own Revenues (without grants) (%)
	10.0
	10.4
	10.8
	10.8
	10.8
	10.3
	10.2

	Interest Payment / GDP (%)
	2.2
	2.3
	2.3
	2.4
	2.6
	2.5
	2.5


Table 17. Government bond indicators in 2017-2022
	
	2017

actual
	2018 actual
	2019

State budget program
	2019 forecast
	2020 forecast
	2021 forecast
	2022

forecast

	Government Treasury Bonds, billion AMD
	549.7
	588.1
	655.6
	655.6
	745.6
	855.6
	985.6

	% to GDP
	9.9
	9.8
	9.7
	10.2
	10.7
	11.2
	11.8

	By Days to Maturity, billion AMD
	
	
	
	
	
	
	

	Up to 1 year
	90.1
	76.1
	91.5
	91.5
	115.0
	115.5
	134.0

	1-5 years
	222.6
	224.5
	298.5
	298.5
	314.2
	409.6
	452.5

	More than 5 years
	237.1
	287.5
	265.5
	265.5
	316.4
	330.4
	399.0

	Share by Days to Maturity (%)
	100
	100
	100
	100
	100
	100
	100

	Up to 1 year
	16.4
	12.9
	14.0
	14.0
	15.4
	13.5
	13.6

	1-5 years
	40.5
	38.2
	45.5
	45.5
	42.1
	47.9
	45.9

	More than 5 years
	43.1
	48.9
	40.5
	40.5
	42.4
	38.6
	40.5

	Average Interest Rate (%)
	13.1
	12.3
	12.0
	12.0
	11.5
	11.3
	11.1

	Average Time Maturity (years)
	7.6
	9.1
	10.1
	10.1
	10.2
	10.3
	10.4

	FX Denominated Government Bonds, million USD
	1,000.1
	1,000.1
	1,000.1
	1,000.1
	1,000.0
	1,000.0
	1,000.0

	% to GDP
	8.7
	8.1
	7.2
	7.7
	7.3
	6.8
	6.3

	Average Interest Rate (%)
	6.9
	6.9
	6.9
	6.9
	7.5
	7.5
	7.5

	Average Time to Maturity (years)
	5.0
	4.2
	3.0
	3.0
	6.9
	5.9
	4.9


Table 18. Indicators for the RA Government loans and borrowings in 2017-2022

 (Million USD)
	
	2017

actual
	2018 actual
	2019

State budget program
	2019 forecast
	2020 forecast
	2021 forecast
	2022

forecast

	Government Loans and Credits, USD million
	4,021.0
	4,140.0
	4,543.8
	4,448.1
	4,698.6
	4,911.9
	5,116.1

	In % to GDP
	35.0
	33.4
	32.7
	34.2
	34.1
	33.3
	32.3

	By residency
	
	
	
	
	
	
	

	External Loans and Credits
	4,021.0
	4,140.0
	4,543.8
	4,448.1
	4,698.6
	4,911.9
	5,116.1

	Domestic Loans and Credits
	-
	-
	-
	-
	-
	-
	-

	By lender
	
	
	
	
	
	
	

	From International Financial Institutions
	3,167.2
	3,185.7
	3,357.0
	3,294.7
	3,480.7
	3,652.9
	3,849.2

	From Foreign States
	829.2
	931.6
	1,166.0
	1,132.8
	1,199.1
	1,242.4
	1,252.5

	From Commercial Banks
	24.6
	22.7
	20.8
	20.5
	18.8
	16.6
	14.5

	Average Interest Rate (%)
	2.1
	2.4
	2.8
	2.7
	2.7
	2.7
	2.7

	Average Time to Maturity (years)
	10.4
	9.7
	9.2
	9.2
	8.8
	8.4
	8.1
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