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A Liability Management Proposal for the Republic of Portugal
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{f THIS PRESENTATION FOCUSES ON INTEREST RATE DERIVATIVE AND LIABILITY
MANAGEMENT STRATEGIES TO MINIMIZE INTEREST EXPENSE AND DERT IN THE CURRENT
INTEREST RATE ENVIRONMENT
interesti rate derivative products may allow the Republic of Portugal to achieve the following objeciives
Hedge its downside exposure to rising interest rates, minimizing its cost
Provide a more cost effective alternative to bond financings in managing duration
Manage the interest rate budget over the economic cycle
Smooth refunding of maturing debt over the financial year

Generate substantial cost benefits versus future cost of funds

Minimize the impact of large new issuance on market pricing
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DERIVATIVE INSTRUMENTS ENABLE DEBT MANAGEMENT AGENCIES TC ACHIEVE A BROAD
RANGE OF OBJECTIVES

iHedge or realize value from interest rate and currency markets
Manage duration exposure 1o their ‘benchmark’ targets
=nhance the cosi benefits on their ouistanding portfolio
Vanage repaymeni profiles, exchange & huy back programs

The greater accepiance of derivatives is based on sovereign clients’ awareness that interest rate
derivatives can provide

Atiractive economics (e.g. debt service costs reduction)
Smoothing of outstanding portfolio evenis

Efficient budget planning and management of fiscal budgets by the Ministry
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OUTSTANDING OT ISSUES
Security ISIN Code Tyoe of rate Status Ouistanding (EUR m)
OT 5.25% Oct 2005 PTOTEIOEQQ07 Fixed rate Benchmark 5,138
OT 9.5% Feb 2008 PTOTEVOED0O0O rixed rate Regular 831
OT 3% Jul 2006 PTOTEWOEQG009 rixed rate Benchmark 5,072
OT 8.625% Feb 2007 PTOTEFOEOQ00 Fixed rate Regular 2,110
OT 4.875% Aug 2007 PTOTEXOEQ016 Fixed rate Benchmark 5417
OT 5.375% Jun 2008 PTOTEBOEQ012 Fixed rate Liguid 2,592
OT 3.25% July 2008 PTOTEZ20E0000 Fixed Rate Benchmark 5,000
OT 3.95% Jul 2009 PTOTECOED011 Fixed rate Benchmark 5,000
OT 5.85% May 2010 PTOTEHOEO0008 Fixed rate Benchmark 5,147
OT 5.15% Jun 2011 PTOTEJOEODO0G Fixed rate Benchmark 5.258
OT 5% Jun 2012 PTOTEKOEOD03 Fixed rate Benchmari 5,038
OT 5.45% Sep 2013 PTOTEGOEODQ09 Fixed rate Benchmari 5,043
OT 4.375% Jun 2014 PTOTETOED019 Fixed rate Benchmark 4,200
T 3.85% April 2021 PTOTEYOEDCO7 rixed Rate Benchmark 5,677
OTRY Jul 2004 PTOTVEQOEODOD Floating rate Regular 327
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A derivative based solution to improve the deficit/GDP ratio by around €370mm in 2005 and
T450mm in 2006, while also satisfying other important liability management objectives. Higher
savings can be achieved by increasing the size of the fransaction.

it consists in the execution of three 30 year interest rate swaps. The Republic of Portugai would
achieve the following objectives:

=xiracting Cost Savings from the shape of the curve: we have estimated positive net interests of
around €510mm in February 2006 (€370mm of which to be accounted in 2005).

Interest Raie Cost Smoothing: by swapping the higher-than-market coupon expenses that ihe
Republic of Portugal faces in February 2005 and 2006 over a longer maturity.

Locking-in historically low long term interest rate levels. Citigroup believes that current historically
low interest rates continue to represent a significant market opportunity for the Republic of
Portugal to extend the duration of its debt portfolio, locking-in future fixed funding rates.

Reducing ihe cost of extending duration by selling options The options sold by the Republic of
Poriugal are ‘covered options’: if and when expiring in-the-money, they would cap some of the
Republic of Portugal’s potential upside, rather than generating an outright loss.

Tranzaction Deserniio TTOgrouD.
Tl aAGUON LesCriRpuion R

s



)
R Sy
3 5] -

= H
|

t

s 1
‘11\-/4;._5 \J/’Ai\_;i'f\;)-:

Swap 1- 0T 9.5% Feb 2006

Reference OT: OT 9.5% Feb 2006
Notional Amount: 831mm euro (entire issue outstanding)
Swap Start date 23 February 2005 (Retroactive Start)

Swap Maturity date 23 February 2036
1) Interest Rate Period from 23 February 2005 to 23 February 2006

Citi pays: 9.5% (annual, ACT/ACT)
Citi receives: 6mo Euribor — 200bps (semi-ann. ACT/360)

11) Interest Rate Period from 23 February 2006 to 23 February 2036

Citi recetves: 3.70% (annual, ACT/ACT) every 23 February
Citi pays: 6 month Buribor +0bps (semi-ann. ACT/360) every 23 February/August, subject to a Cap
at 3.75%, maturing on 23 February 2011

Option: from 23 February 2011 and every year thereafter Citi has the right to switch the fixed
rate into 6m Euribor -100bps

1
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swap 2- O7 5.625% Feb 2007

Reference OT: OT 6.625% Feb 2007
Notional Amount: 2,086mm euro {entire issue outstanding)
Swap Start date 23 February 2005 (Retroactive Start)

Swap Maturity date 23 February 2037
) Interest Rate Period from 23 February 2005 to 23 February 2007

Citi pays: 6.625% (annual, ACT/ACT)
Citi receives: 6mo Euribor — 200bps (semi-ann. ACT/360)

1) Interest Rate Period from 23 February 2007 to 23 February 2037

Citi receives: 4.30% (annual, ACT/ACT) every 23 February

Citi pays: 6 month Euribor +0bps (semi-ann. ACT/360) every 23 February/August, subject to a Cap
at 3.75%, maturing on 23 February 2012

Option: from 23 February 2012 and every year thereafter Citi has the right to switch the fixed
rate into 6m Euribor ~100bps
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Swap 3. 0T 5.85% May 2010

Reference OT: OT 5.85% May 2010
Notional Amount: 5,217mm euro (entire issue outstanding)
Swap Start date 20 May 2005 (Retroactive Start)

Swap Maturity date 20 May 2037
1) Interest Rate Period from 20 May 2005 to 20 May 2007

Citi pays: 5.85% (annual, ACT/ACT)
Citi receives: 6mo Euribor — 200bps (semi-ann. ACT/360)

11) Interest Rate Period from 20 May 2007 to 20 May 2037

Citi receives: 4.20% (annual, ACT/ACT) every 20 May

Citi pays: 6 month Buribor +0bps (semi-ann. ACT/360) every 20 May/November, subject to a Cap
at 3.75%, maturing on 20 May 2012

Option: from 20 May 2012 and every year thereafter Citi has the right to switch the fixed
rate into 6m Euribor -100bps
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Option Not Exercised

Atigroup Option:

Option Exercised

Citigroup has the right to transform Fixed Rate that ¢
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From 23 February 2005 to 23 February 2007

5.625%
— from Feb 05 to Feb 07
_, 6.825% on Feb 08, 07 1GCP ; % P —
g— el 2 d N
Euribor — 200bps

from Feb 05 to Feb 07

rrom 23 February 2007 to 23 February 2037

Bm Euribor +0bps, capped ai

3.75% until February 2012

GCP 1=l g

4.30%
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Citigroup Option:
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Swaps have become a common feature of highly developed debt sirategies for EUJ12
Governments. S&P acknowledge that partly as a result of swaps debt managers have been
successiul in reducing the average cost of government porrowing and smoothing interest
payments and amortization schedules thereby contributing to fiscal improvements

S&P summarized the issues involved in a paper dated Sepiember 2002, "Accounting for
innovation: Treatment of Off-Balance Sheet Public Sector Financing Operations”, in which they
acknowiedge that "irying fo take advantage of the leeway that public accounting rules allow is a
legitimate objective.” Governments increasingly care about reporting of fiscal performance

roliowing an amendment to European Sysiem of Integrated Economic Accounts (ESA) 95 in
2001, streams of interest payments resulting from swap agreemenis and forward rate
agreements count towards deficit calculations but not to net oorrowing (debt) calculations I

EC governmenis report national accounts to Eurostat which publishes 2 summary in an annua}
news release referencing deficits as a % of GDP after derivatives, highlighting the impact of !
swap transactions. in 2004, Eurostat said the positive impact on the headline deficit number
mainly affects Sweden (0.24%), Denmark (0.20%). Finland (0.1 6%) and Austria (0.15%).

S&F say that they will take account of such transactions when analyzing governmeni credit risk
and that as of today these transactions have had no material impact. They say that if
"innovativa” operations were to impact future fiscal flexibility in 2 more subsianiiai way than in
e past, then rating implications are possible. However S&P include Securitization, PF]
orojects and the use of non-consolidated borrowing institutions as well as sWwapns in thair
definiion i innovative operations. Fiich and Moody's have said the same
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TRIRE0S. & R eRl b 117/2004 - 23 September 2004
Second notification of deficit anc debt data for 2002
dro-zone governiment deficit at 2.2% nf G

andl public dabt at 89.0% of GDP

Lavarnmont v

Do Second nofification of deficit and debt data for 2003
- Zuro-zone government deficit at 2.7% of GND
and public debt a1 70.7% of GDP
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daf Comminsion Rz qulaton No. 15002000 of 30 2oy 2099, sum of nondinancial tansactions of the aeneral govermnment accounts, and include bath eurrent and captal lranseations, For
LI P Bl S0SLR A SPEnment 10 ESAYS, Ihe grustnnant baanee tetch ey Lo caltwated as e definftions, see Conmission Requiation No. 1500:2000 of 10 July 2000,

i unlar ESASS o5 Il of the excesarre 1t show'd he noted that, follwing an amendment to ESASS, the govemment bolance fuhich may be caloulated as the

difierence betveen toll government revenite and expenditve} is notthe same undzr ESAYS as that of the excessive deficit

procsidue. Regulation (EC) Mo 2558:2001 on the reclssification of setbemants under swaps sreements and forward rale

aaresments impliss thot there are tvo relevant definitiana of tovernmant deficitssurplus:

= The ESAYS definition of net lending =t borrowing dozs not inluda streams af interest payments resulting frem surap
agreemants and fonvard rate agreements:
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Soversign A issues deb?to Citigroup under which Sovereign will receive € 500mm during year 1 and repay
E£500mm during year 2 (ignoring the time value of money). The accounting for year 1 woulid be:

Cash Debt Deficit
Surostat (SGP under EBAE) =500 +B00 R >
N s h Impact on
Zorporate Accounis +300 500 3] P

" - SGP measurss

Sovareign B enters into a customized funding swap (not a standard piam vanilla interest swap) with, urﬂ group
under which Sovereign will receive € 500mm during year 1 and repay € 500mm during year 2 (igne ring the time

vaiue of money). The accounting for year 1 would ba:

Cash Debt Deficit -
Eurostat (SGP under ESA9B)  +500 0 =00 Jlredutes dehcit)
GCorporate Ascounis +500 +500 D

Corporaie Accounts are included for comnparison to what the accounting treaiment would joolc like for an entity reporting under

international Financial Reporting Standards

The accounting above is highly simplified for the puipose of iffusiration
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=U Mermber Siates (Sovereigns) are required under the “Stability and Growth Pact” (SGP) to:
Keep government deficit as a parcentage of GDP pelow 3%; and

| Leep governmeant debt ouistanding as as a percentage as GDP below 80%

Deficit and debt calculations are prepared by Eurostat based on the data supplied by Sovereigns from their
nationzl accounts. Sovereigns generally do not provide disclosures ragarding utilization of derivatives. Furostat
amploys basic calculalions io roughly estimate such activity.

curostat accounts are based on “cash-basis accounting principles” and the concepts of “fair vaiue accounting”
and “nedge accounting” are generally noi applied.

Differences in the accounting treatment for debt versus funding swaps for the purpose of determining the
deficit/GDP ratio may provide incentives for Sovereigns to use such swaps,

in brief, the diiference can b2 highlighted as follows:

- D=oi. Funding received through debt issuance will generally be recorded as a liability (no direct impact on
ceficit calculations). Annual interest payments will impact the current year's defici

. wrunding sveap. Funding received through funding swaps will not be recorded as a liability. Instead the funds
recatvad will immediately reduce the current year's deficit (The swap will effectively be kept “off balance sheet”.)




