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Video Conference, 19 October 2016


On 19 October, 36 participants from 12 countries took part in a three-hour video conference on the subject of financial instruments used in cash management.  PEMPAL Program Coordinator, Elena Nikulina, and TCOP advisors Ion Chicu and Mark Silins also participated.  The VC was centred around a presentation by Mike Williams followed by questions from participants.  This is the eighth  event convened for this working group, including five VCs convened in 2014 and 2015, a plenary meeting in Tirana, Albania in May 2015, and a workshop in Ankara, Turkey in March 2016.  The topic for this VC was one of a number of topics identified by participants for future discussion during the Ankara workshop. The list of participants and videoconference agenda are inserted below.




Mike delivered a thought-provoking presentation which is briefly summarized below. The presentation:

· provided a useful reminder as to the key objectives of cash management, of the benefits that accrue from efficient cash management, and that the policy objectives of cash management do not happen in isolation from other policy objectives, but support fiscal, debt management and monetary policies;
· revisited the importance of a TSA as a tool for centralized cash management. Operating a single bank account, or network of linked accounts, improves control and planning, reduces administrative burdens and by concentrating government’s cash resources in one place, opens up options for more cost-effective management of cash and greater resilience to financial shocks;
· highlighted that once a TSA is in place cash managers are better placed to forecast the balance, and subsequently to seek to “rough” or “fine” tune it, i.e. to smooth cash flows, reducing the volatility of the balance. Treasury bills (Tbills), particularly shorter-term (often 1-month) Tbills were usually the main instrument for rough tuning, whereas fine tuning involved more active management with a wider range of shorter term instruments, in particular sale and repurchase agreements (repo). 
· described the various instruments commonly available for tuning the balance, both on the borrowing and investment side. Modern cash management is not just about debt issuance but should also include active investment of short-term cash surpluses; and
· discussed the concept of risk management and identified the major elements of risk pertaining to cash management.

The full presentation is inserted below.









Previously, events for this working group had resulted in the most active question and answers sessions of any VCs. This event stimulated interest beyond the levels seen at earlier events. A summary of some of the key questions and answers is provided below:

· Risk Management and Collateral – Mike suggested a future event focused on risk management, including operational risk. In relation to collateral, all government lending should be collateralized. Usually the collateral will be government (and possibly central bank) securities;
· How to calculate cash buffers –The size of the required buffer will be determined by a number of factors.  These include the volatility of cash flows, the ability to forecast those cash flows and to manage cash in line with the forecasts (which depends on market liquidity), the speed of response in the event of unanticipated cash outflows and the safety nets available.  The cumulative forecasting errors over a given period will be a key determinant; the buffer has to allow for the maximum cumulative forecast error over the period before policy can react (which is often about two weeks). An additional component usually needs to be added to allow for potential financial market disruption. 
· Is it possible to target a TSA balance of zero? Countries with ready access to liquidity and strong forecasting capacity can and do achieve a balance on the TSA that is kept to a very low and constant level; examples include France, the smaller northern Eurozone countries, Sweden and the UK.
· Coverage of the TSA – While it is difficult to be prescriptive, a good-practice TSA would normally extend to all central government entities, including those which are outside the budget or have some legal independence. This would include non-profit statutory bodies and extra budgetary funds.  There is a range of international practice in relation to subnational government entities: coverage may depend on the degree of central government control over the budgets of lower level governments.
· Should joint stock companies or other state-owned enterprises be included?  In general, commercial entities require operational and management flexibility and independence, and these are not typically included in the TSA, particularly where they operate in a competitive environment.  However, those that are essentially arms of government delivering fiscal policies should normally be included;   
· Should the Central Bank invest on behalf of governments? – In general, cash investment and borrowing are the responsibility of government and not the Central Bank. On occasions central banks have assumed responsibility due to a lack of capacity in the government; but then it should be clear that the central bank is acting as an agent of government. Once capacity is in place, the central bank should transfer responsibility.  Different issues arise in relation to any structural cash surplus, the investment of which is not normally the responsibility of the cash manager who will be handling only short-term cash surpluses (of up to, say, 3 months).  Structural surpluses would be subject to separate management and governance arrangements and invested against a strategic asset allocation taking account of medium and longer term objectives for the government balance sheet. In some countries the structural surplus is invested (e.g. as a stabilization fund) through the central bank’s balance sheet, although it will be identified separately in the accounts.
· Should the government invest any temporary surplus cash with the central bank, e.g. as term deposits?  In general this is not a recommended arrangement.  It fails to secure the benefit in terms of smoother cash flows of investing surpluses back into the banking sector.  However, if there is a structural excess of liquidity (e.g. as a result of foreign currency inflows that have not been sterilized) it would be acceptable to leave the cash with the central bank (at a market-related interest rate) to avoid creating further problems for monetary policy.
· Operating time horizon for forecasting the TSA balance – Ideally countries should seek to develop capacity to forecast the balance of the TSA at least three months ahead, ideally on a daily basis, although in practice countries move from monthly to weekly to daily forecasts as capability develops. The forecasting horizon should also continually be updated, rolling forward to cover an additional week or month as each period is completed. 


At the conclusion of the Q+A segment, Mark Silins was invited to comment.  

Firstly, he thanked Mike for his excellent presentation and also extended his thanks to participants for their thoughtful questions and active engagement. Mark highlighted a number of key points raised during the VC: 

· Improvement in cash management is likely to be a gradual process, building capacity over time particularly in relation to forecasting;
· Fine-tuning is very challenging and not operating in many PEMPAL countries – it may not be attainable for all countries; for example, very few countries currently have access to a liquid money market and repos; 
· In determining the coverage of the TSA and any central government cash management function, the focus can be on how to benefit from consolidation and to share those benefits, and how to reduce risks, particularly underperformance risks through passive cash management practices; 
· Zero balance accounts for spending provide a useful way to allow operational autonomy during the day while centralizing cash balances overnight;
· Models can be useful, although as Mike says a combination of analysis of historical flows and common sense about what is happening will often be more useful than sophisticated econometric modelling. The monitoring of the outturns is also critical, including investigating the cause of errors between the forecast and outturn, and taking the lessons learnt into account in future forecasts.
· Mark also drew participants’ attention to two papers that Mike has published including one on the relationship with the Central Bank, an issue raised in today’s session (the latter is at www.imf.org/external/pubs/ft/tnm/2012/tnm1202.pdf; 
the other, on interaction between cash management and other financial policies, is at www.imf.org/external/pubs/ft/tnm/2010/tnm1013.pdf). 

Ion Chicu brought the discussion to a close by inviting each country to propose further topics for future events. The working group activity plan has room for further VCs, such as for today, as well as for another face-to-face meeting tentatively planned for spring 2017. The Federal Treasury (FT) of Russia informed the resource team before the VC of the principal agreement to host such meeting in late March – early April. Representatives of the Federal Treasury attending the VC confirmed that the matter was discussed with the FT senior management and high level approval received. The group further discussed that the agenda of the event should combine further familiarization with the experience of Russia in various dimensions of cash management with the expert presentations and sessions for other countries to share their experience and discuss matters of priority interest for the majority of the group members. The exact dates of the meeting are still to be confirmed with the hosts, after which the resource team will launch the work on the event concept and will invite all the group members to contribute through provision of suggestions on the issues to be covered.     

It was also agreed that in order to prepare for the Moscow event the group will organize another videoconference in mid-February 2017, the agenda of which will combine a thematic session (the topic to be confirmed closer to the VC date) with the discussion of organizational issues for the upcoming face-to-face event.     
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Видеоконференция КС PEMPAL

 по Управлению ликвидностью, 


среда, 19-е октября, 2016г. 14.00 – 16.30 (центрально-европейское время) 


ПРОГРАММА


14:00 – 14:15      Введение, приветствия, и т.д.  


14:15 – 15:00      Презентация «Инструменты управления ликвидностью»                      


· Г-н Майк Уильямс, Эксперт УГФ, Всемирный Банк 

15:00 – 15:45       Вопросы и ответы 

15:45 – 16:30       Обсуждение дальнейших планов работы тематической группы КС 


                             по управлению ликвидностью.                                           

PEMPAL TCOP Thematic videoconference 


оn Cash management  

Wednesday, October 19th, 2016, 14.00 – 16.30 CET 


AGENDA

14:00 – 14:15      Introduction, welcome, etc.  

14:15 – 15:00    Presentation “Cash management instruments”               

· Mr. Mike Williams, PFM Expert, The World Bank

15:00 – 15:45        Questions and answers.  

15:45 – 16:30      Discussions on the future working plans of the TCOP thematic group  


                            on Cash management.                         
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Outline

Cash management objectives

A brief reminder

Rough tuning and fine tuning

Instruments

Investment of short-term cash surpluses
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To Recall the Benefits of Efficient Cash Management

Overriding objective to ensure obligations are met as they fall due

But efficient cash management 

Economises on cash within government, minimising idle balances and associated costs

Facilitates monetary policy (and buttresses the separation of cash management from monetary policy)

Supports debt management

Reduces risk

Contributes to development of short-term money markets – and financial markets more generally



Implies cash flow smoothing 
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Managing Risk

Liquidity risk

Ensuring liquid funds available, avoid overdraft

Funding risk

Securing ability to raise funds at market yields when required

Improving the ability to cope with uncertainty

Risk attached to estimates of the borrowing requirement - insufficient information

Volatility or lumpiness of underlying cash flows

As well as:

Market risk – associated with management of cash balances

Credit risk – of counterparties

Operational risk – of transactions, payments and accounts
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The Policy Challenges are linked…

Cash Balance (TSA)



Tax etc inflows



Expenditure etc outflows

1. Budget Execution



2. Targeting Balances





Debt redemptions, less capital receipts

Debt issuance

Loans & Credits

6. Debt Management Policy (and Gov Balance Sheet)

4. Cash Flow Management in Money Market

3. Monetary Policy

5. Market Development





















Cash Flow Forecasting
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Management of Daily Cash Flows

Who takes responsibility for managing day to day fluctuations in cash balances

Central bank takes account of fluctuations in its own monetary policy operations – as in Canada, and some EMCs

Treasury should pass cash flow forecasts to central bank

The MoF/Treasury/DMO actively manages its own cash – targeting a low balance [or narrow range] at central bank by short-term borrowing or investment of temporary surpluses – as in Europe and increasingly the rest of the world

Varies greatly: distinguish between:

“Rough tuning” – issuing Treasury bills (or other short-term instruments) to a pattern designed to offset the impact on banking sector of net cash flows in and out of government, ie to smooth somewhat the changes in the TSA

“Fine tuning” – more active policies, wide on a wider range of instruments, to smooth the treasury’s balance more fully 
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Rough Tuning: Example





Rough Tuning with weekly issue of Treasury Bills only

Converts this profile to this profile





[Fine tuning makes it flat]
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Fine Tuning

Treasury takes full responsibility to manage its cash flows	

Associated with monetary policy independence of central bank (and helps to ensure it)

Considerable advantages

Clarity in financial markets

Eases monetary policy operations – central bank can assume change in the TSA balance is zero; or Treasury/DMO informs central bank of its daily target

But technically demanding

Needs wider range of instruments

Relatively few countries manage to fine tune well

France, smaller northern eurozone countries, UK, Sweden	

Efficient payment infrastructure is important

Ideally, same day settlement in money market
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Cash Managers Focus on the TSA

Smoothing objective is independent of TSA’s constituents

Central government budgetary balances

Extra-budgetary funds

Donor-financed project accounts

Sub-national governments

State-owned enterprises

Underlying principle: whoever has the permission to spend or claim on resources, the Treasury has use of the funds until they are needed

FX balances not usually part of the TSA

Unless there is full fungibility or mirrored accounts

Ideally debt managers need real time information on the TSA

In practice often take decisions on basis of forecast, which is updated during the day in the light of information about actual flows
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Cash Management Instruments

Borrowing

Treasury bill usually main instrument in moving towards more active cash management 

TBill has different roles as instrument of 

debt management

cash management

monetary policy

Emphasis on shorter-term (e.g. 1 month) bills for cash management

Some EU countries issue commercial paper (CP) 

Repo usually used for fine tuning – but requires liquid market
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United Kingdom Tbill Stock (January 2002-March 2005)
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Cash Management Instruments

Lending

(Reverse) repo preferred instrument if market sufficiently liquid

Secured and flexible

Many countries use bank deposits

Lend at market rates – term or overnight

Competitive process (by tender if no transparent prices)

But must be collateralised – reduce credit risk

Consider (remunerated) deposits with central bank if important to underpin monetary policy stance  

Note: buying and selling MoF’s holdings of securities risks damaging the bond market; use only as collateral
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Other Approaches

Management by borrowing and lending with SoEs

Takes cash flows off the money market – does nothing to help development of market

Cutting across commercial performance of SoEs

[Colombia 10 years ago – not now]

Cash management objectives are in domestic currency

May be scope to move between FX and DX – for same day value

Depends on central bank’s exchange rate policy

Unusual in practice except as a safety net

Rare to transact with non-residents (in external securities)

More relevant to longer-term structural funds (see below)
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Smoothing Cash Flows: Tbonds

How does the Treasury maintain the cash buffer close to its target (40 in the example)?







Daily cash flow before bond issuance

Cumulative daily cash flow 

The impact of smooth gross Tbond issuance (net issuance = deficit)
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Smoothing Cash Flows: Tbills and Short-term Investment





Smoothing with 1-month & 3-month Tbills

Additional Smoothing with short-term investment
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Investment of Short-term Surpluses

The Treasury or cash manager has responsibility for only short-term investments

Invested in the money market 

Generally, with maturities not exceeding three months

Any structural surpluses are handled separately

The structural funds will be invested according to a strategic asset allocation

Reflects objectives, risk, balance sheet (balance sheets) of the country and government, etc

But there may be a more liquid tranche of the stabilization fund or savings fund invested in money markets – e.g. Peru
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Investment is an intrinsic part of modern Cash Management

The investment of surplus cash is not simply an arbitrary add-on

Smoothing of the cash flows from an investment of surpluses

The well-managed investment is inherently cost-effective: reduces net debt interest

Different models

Expect earlier in the day to borrow or lend on that day (or week)

Operating from a surplus (France, Italy)

Operating from a deficit (Holland, Germany)

Approximately neutral (UK)

Being short of cash saves money – there is a "cost of carry" – but it is only feasible if there is a liquid market
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Investment Policy

Cash managers’ objectives

Ensuring cash availability, smoothing cash flows

Buffers must be readily available

in TSA or other call deposits

or term deposits that can be broken (in central bank or commercial banks)

Investing surplus cash mostly in domestic currency

Maturity geared to cash flow profile (loans/deposits redeemed on days of cash outflow) – including build up of assets to meet end year expenditure surges

Cautious approach to risk:

Typically allow only investments in highly liquid securities, high quality deposits (collateralized) with suitable financial institutions and in repos
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Risks

Main risks to face when managing short-term investments:

Liquidity: ability to convert an investment into cash before maturity without suffering an unacceptable loss of principal. Requires emphasis on marketable short-term investments

Credit: possibility that the issuer of an instrument (or any counterparty) does not meet the repayment of principal and / or interest in full and on time. Requires high quality assets and collateral; diversification and "marking to market".

Other risks are important

Market: risk arising from adverse changes in market rates: will be small if the instruments are short term

Legal: that contracts are not legally enforceable: requires clearly documented agreements with partners (e.g. the overall master repurchase agreement (GMRA) for repos)

Operational: resulting from inadequate or failed internal processes, people and systems or external events. Requires defined procedures, segregation of duties, internal control and business continuity plan
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Money Market Instruments

Repos and reverse repos

Important in most money markets, offering competitive short-term rates (fixed or variable), used by central banks for OMOs

Sale and repurchase of an underlying security - serves as collateral

Term deposits in commercial banks

Similar to repo rates but usually includes penalty if redeems in advance

Must collateralise

Requires a competitive process

Certificates of Deposit (CDs)

Low liquidity risk (if negotiable)

Higher credit risk - cannot collateralise

Market mutual funds money (money market mutual funds)

The Funds invest in short-term instruments

They benefit from diversified market access; but performance may vary and is not without risk

Commercial paper

Issued by highly rated credit-largest banks and non-financial corporations

High performance but potentially more risky
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Investment in Practice - 1

The maturity of investments depend on the profile of both market and cash flow but usually not greater than 30 days and rarely up to 90 days

Reverse repo is the preferred instrument if the market is sufficiently liquid

It is secure and flexible

Often backed by government securities (or central bank)

The collateral is "marked to market" daily

Many countries invest in bank deposits

Loans at market rates: a term or overnight

Competitive process (for auction, if there is no transparent market prices): possible as differential with respect to, eg, overnight rates.

But be collateralized: reduce credit risk





‹#›

Investment in Practice - 2

For repos or bank deposits it is recommended that a list of pre-approved banks is established

Sign all documents of the case; e.g. GMRAs

Simplify each auction: just short notice is required

Cautious credit risk policy – but the collateral greatly reduces the risk

Cash held at the central bank should be remunerated at market-related risk-free interest rate

Consider deposits (term and remunerated) at the central bank only if there is a monetary imbalance, i.e. when it is a response to a structural problem

Thank You!
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