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Debates about public sector debt management are a recurring theme, particularly in
times of rising public debt levels. Quickly there is talk of interest bets and gambling
tax officials. Is the criticism appropriate?

"Hindsight is always 20/20" – this proverb also applies to the recurring controversies about the use of
financial derivatives in public debt management. In 2018, the Hessian ministry of Finance felt these
consequences. “Hessen verzockt mehr als drei Milliarden Euro“ (Hesse gambles away more than three
billion euros) was the headline in the newspaper WELT
(https://www.welt.de/wirtschaft/article182769514/Riskante-Geschaefte-Hessen-verzockt-mehr-als-drei-
Milliarden-Euro.html), for example.

What had happened? From 2011 onwards, the Hessian Ministry of Finance made extensive use of financial
derivatives, especially of forward payer interest rate swaps. The aim was to extend the maturity structure of
Hesse's public debt. In a payer swap, the state promises a swap partner a fixed interest rate over a certain
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period of time and receives a short-term interest rate in return, usually the Euribor rate. The difference
between a payer swap and a forward payer swap (FPS) is that the corresponding cashflows do not begin
until a predetermined date in the future. In some cases, the FPS had a lead time of 10 years plus a swap
duration of 40 years, so that interest rates could be fixed until 2060. Hesse also sold several receiver swap
options from 2011 onwards. In doing so, the state receives a premium but gives the counterparty the option
to enter into a 30-year receiver swap. If the option is exercised, the state has to pay a fixed interest rate for
thirty years and receives the six-month Euribor rate in return. Such receiver swap options can also be seen
as part of a hedge against rising interest rates. However, hedging with simple interest swaps appears much
more direct and comprehensible. Moreover, for the government, the potential premiums of these options are
received initially and are not automatically available when interest rates are high in the future.

This artificial maturity extension fixed the interest rate at – supposedly low – levels back then. However,
interest rates continued to fall in the following years, as we know today. , According to the criticism, the
taxpayers must bear the costs. There was soon talk of speculation with tax money, interest bets, and
gambling tax officials. Are these critics appropriate to the situation?

In a new study (https://doi.org/10.1515/pwp-2019-0035), we have investigated the problem of interest rate
risks and the optimal debt maturity against the background of the extensive use of interest rate swaps in
Hesse.

First, the choice of the debt maturity structure always represents an implicit "speculation" on the future
development of interest costs: If debt managers choose a short-term debt structure and interest rates rise
subsequently, they have backed the wrong horse. From a later point of view – i.e. ex-post – it would have
been better if they had fixed the interest rate in the long-run. However, the opposite scenario is also
possible: If debt managers chooses a long-term debt structure and interest rates fall in the sequel, they are
also wrong ex-post. The problem is: debt managers have to make a decision, and they have to do so ex-
ante – in other words, without knowing how future interest rates will develop. If debt managers do not use
interest rate derivatives, the proportion of issued short- and long-term bonds – a strategic decision with the
same implications – determines the public debt maturity. The term "speculation" is misleading for these
reasons. Debt managers face following trade-off: long maturities imply greater planning certainty due to a
lower interest rate risk. However, the interest paid on long-term government bonds is usually higher – a so-
called maturity premium, which can be interpreted as an insurance premium.

The difference between the state and a private home-builder

However, this simple trade-off ignores the fact that the public sector is not a "home-builder". First and
foremost, the public sector does not do business for itself but should act as a custodian of the taxpayers.
Taxpayers are also lenders: this means that the interest rate risk of the sovereign can be neutralized by the
opposite risk of taxpayers. This is not precluded by the fact that taxpayers are only indirectly investors via
their bank balances or through other channels, as long as these investments are exposed to the same
interest rate risk. Therefore, the interest rate risk that the Finance Minister has in mind, thinking about public
debt, does not, to the same extent, imply an interest rate risk of the taxpayer – an aspect often overlooked
in the public debate.

Nevertheless, it can make sense for the state to fix the interest rate for a longer period of time. The reason
is the excess burden of taxation resulting from behavioral reactions of taxpayers. If interest rates fluctuate
strongly, the future tax burden or public spending also fluctuates stronger. As a consequence, the
exponentially increasing excess burden of taxation becomes unnecessarily high. Alternatively,
disadvantages also arise if the quality of public services fluctuate with the level of interest-related debt
service. However, this is primarily an indirect effect. In principle, the finance minister could also smooth it
through debt issuance that comoves with the interest rate. 
Weighing up the costs and benefits

The positive smoothing effect of long-term fixed interest rates is offset by the corresponding costs of
extending the maturities. When using interest rate swaps, this premium is formed by the difference between
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extending the maturities. When using interest rate swaps, this premium is formed by the difference between
the swap rate and the short-term index rate. Historically, swaps have been a more expensive way to hedge
against interest rate fluctuations than the issuance of long-term debt, because of positive swap spreads (i.e.
the difference between the fixed interest rate of a swap and the interest rate of a government bond with a
similar maturity). Due to negative swap spreads (more on this in the study (https://doi.org/10.1515/pwp-
2019-0035)), this does not necessarily hold anymore for some Western countries, including Germany, after
the recent financial crisis. However, a general assessment of whether financial derivatives should be used
in public debt management remains very difficult. First and foremost, swap contracts are mostly over-the-
counter (OTC) transactions, which means that the actual costs are not publicly available. Relevant
additional costs for interest rate swaps, such as bank and administration fees, are therefore not always
transparent. 

For the specific case in Hesse, a final judgment is also complicated. On the one hand, fixing the Hessian
interest rates for such a long period of time (up to 50 years) – desirable or not – would have been very
difficult by issuing long-term bonds. On the other hand, the costs of the used financial instruments could be
disproportionately high in this case as the duration of the instruments was exceptionally long.

In any case, the following question should be asked when reviewing government debt management: Do the
used financial instruments really serve to shift government resources over time? If the government expects
increasing interest rate costs in the future and use this argument to rationalize its debt management, then
policymakers should also shift government resources into the future. In the case of the derivatives used in
Hesse, the political charm for policymakers in 2011 was perhaps the reverse: In the early years, they were
able to take advantage of the low short-term interest rates at the time. By contrast, the costs of interest rate
hedging, which arise because the hedged interest rate level is higher than the prevailing interest rate level,
only become apparent in the budget after a ten-year delay. 

Alfons Weichenrieder (https://safe-frankfurt.de/research/researchers/researchers-details/showauthor/52-
weichenrieder.html) is Professor of Finance at Goethe University Frankfurt and Research Fellow at SAFE.

Johannes Kasinger (https://safe-frankfurt.de/research/researchers/researchers-details/showauthor/712-
kasinger.html) is Head of the SAFE Policy Center and is currently pursuing a Ph.D. at Goethe University
Frankfurt.

Lukas Nöh (https://www.sachverstaendigenrat-wirtschaft.de/ueber-uns/wissenschaftlicher-stab/lukas-noeh-
phd.html) holds a Ph.D. from Goethe University Frankfurt and is currently working as a research assistant at
the German Council of Economic Experts.

Weichenrieder, A., Kasinger, J., & Nöh, L. (2020). Interest rate risks and long-term fixed interest rates
against the background of interest rate swaps in Hesse. Perspectives of economic policy.
(https://doi.org/10.1515/pwp-2019-0035) Online pre-publication. 

Keywords: Macro Finance (https://safe-frankfurt.de/news-latest/safe-finance-blog/search-result-blog.html?
tx_news_pi1%5BoverwriteDemand%5D%5Bcategories%5D=206&cHash=c24373ed7eda58252edb7a48be7be7
Low Interest Rates (https://safe-frankfurt.de/news-latest/safe-finance-blog/tag/low-interest-rates.html),
Interest Rates (https://safe-frankfurt.de/news-latest/safe-finance-blog/tag/interest-rates.html), public debt
(https://safe-frankfurt.de/news-latest/safe-finance-blog/tag/public-debt.html)

Back (https://safe-frankfurt.de/news-latest/safe-finance-blog.html)

   

https://doi.org/10.1515/pwp-2019-0035
https://safe-frankfurt.de/research/researchers/researchers-details/showauthor/52-weichenrieder.html
https://safe-frankfurt.de/research/researchers/researchers-details/showauthor/712-kasinger.html
https://www.sachverstaendigenrat-wirtschaft.de/ueber-uns/wissenschaftlicher-stab/lukas-noeh-phd.html
https://doi.org/10.1515/pwp-2019-0035
https://safe-frankfurt.de/news-latest/safe-finance-blog/search-result-blog.html?tx_news_pi1%5BoverwriteDemand%5D%5Bcategories%5D=206&cHash=c24373ed7eda58252edb7a48be7be768
https://safe-frankfurt.de/news-latest/safe-finance-blog/tag/low-interest-rates.html
https://safe-frankfurt.de/news-latest/safe-finance-blog/tag/interest-rates.html
https://safe-frankfurt.de/news-latest/safe-finance-blog/tag/public-debt.html
https://safe-frankfurt.de/news-latest/safe-finance-blog.html
https://twitter.com/intent/tweet?text=SAFE%20Finance%20Blog%20%7C%20Details&url=https%3A%2F%2Fsafe-frankfurt.de%2Fnews-latest%2Fsafe-finance-blog%2Fdetails%2Fhow-useful-are-financial-derivatives-in-public-debt-management.html
https://www.facebook.com/sharer/sharer.php?u=https%3A%2F%2Fsafe-frankfurt.de%2Fnews-latest%2Fsafe-finance-blog%2Fdetails%2Fhow-useful-are-financial-derivatives-in-public-debt-management.html
https://www.linkedin.com/shareArticle?mini=true&summary=Debates%20about%20public%20sector%20debt%20management%20are%20a%20recurring%20theme%2C%20particularly%20in%20times%20of%20rising%20public%20debt%20levels.%20Quickly%20there%20is%20talk%20of%20interest%20bets%20and%20gambling%20tax%20officials.%20Is%20the%20criticism%20appropriate%3F&title=SAFE%20Finance%20Blog%20%7C%20Details&url=https%3A%2F%2Fsafe-frankfurt.de%2Fnews-latest%2Fsafe-finance-blog%2Fdetails%2Fhow-useful-are-financial-derivatives-in-public-debt-management.html
https://www.xing.com/social_plugins/share?url=https%3A%2F%2Fsafe-frankfurt.de%2Fnews-latest%2Fsafe-finance-blog%2Fdetails%2Fhow-useful-are-financial-derivatives-in-public-debt-management.html


15.6.2020 SAFE Finance Blog | Details

https://safe-frankfurt.de/news-latest/safe-finance-blog/details/how-useful-are-financial-derivatives-in-public-debt-management.html 4/5

RECENT POLICY PUBLICATIONS

All Policy Publications (https://safe-frankfurt.de/policy-center/policy-publications.html)

Want to get regular updates?
 Subscribe to the Finance Blog RSS feed (http://safe-frankfurt.de/home/rss-policyblog.xml)

 Follow us on Twitter (https://twitter.com/SAFE_Frankfurt)

Enter your email address to get regular blog updates.

* Please read our data protection statement (https://safe-frankfurt.de/about-safe/data-protection.html)(pdf version
(https://safe-frankfurt.de/fileadmin/user_upload/editor_common/Files/Data_Protection_Statement_28Mai2020.pdf))

I agree to the data protection statement.*

Subscribe

Jun 2020
Erkenntnisse aus sechs Wellen des Haushaltsbarometers: Sind "Konsumschecks" das richtige Mittel in der
Corona-Krise? (https://safe-frankfurt.de/policy-center/policy-publications/policy-publ-
detailsview/publicationname/erkenntnisse-aus-sechs-wellen-des-haushaltsbarometers-sind-konsumschecks-das-
richtige-mittel-in-d.html)
Calogero Brancatelli, Andreas Hackethal, (https://safe-frankfurt.de/research/researchers/researchers-
details/showauthor/109-hackethal.html) Roman Inderst, (https://safe-frankfurt.de/research/researchers/researchers-
details/showauthor/695-inderst.html) Sebastian Schuler

May 2020
Pandemic Insurance through Pandemic Partnership Bonds: A Fully Funded Insurance Solution in a Public Private
Partnership (https://safe-frankfurt.de/policy-center/policy-publications/policy-publ-
detailsview/publicationname/pandemic-insurance-through-pandemic-partnership-bonds-a-fully-funded-insurance-
solution-in-a-public.html)
Helmut Gründl, (https://safe-frankfurt.de/research/researchers/researchers-details/showauthor/107-gruendl.html) Fabian
Regele (http://www.icir.de/people/team/research-assistants/fabian-regele/)

Jun 2020
Encompassing monetary policy strategy review (https://safe-frankfurt.de/policy-center/policy-publications/policy-
publ-detailsview/publicationname/encompassing-monetary-policy-strategy-review.html)
Otmar Issing (https://www.ifk-cfs.de/about/organization/president.html)

Contact
Leibniz Institute for Financial Research SAFE

Theodor-W.-Adorno-Platz 3
60323 Frankfurt am Main

https://safe-frankfurt.de/policy-center/policy-publications.html
http://safe-frankfurt.de/home/rss-policyblog.xml
https://twitter.com/SAFE_Frankfurt
https://safe-frankfurt.de/about-safe/data-protection.html
https://safe-frankfurt.de/fileadmin/user_upload/editor_common/Files/Data_Protection_Statement_28Mai2020.pdf
https://safe-frankfurt.de/policy-center/policy-publications/policy-publ-detailsview/publicationname/erkenntnisse-aus-sechs-wellen-des-haushaltsbarometers-sind-konsumschecks-das-richtige-mittel-in-d.html
https://safe-frankfurt.de/research/researchers/researchers-details/showauthor/109-hackethal.html
https://safe-frankfurt.de/research/researchers/researchers-details/showauthor/695-inderst.html
https://safe-frankfurt.de/policy-center/policy-publications/policy-publ-detailsview/publicationname/pandemic-insurance-through-pandemic-partnership-bonds-a-fully-funded-insurance-solution-in-a-public.html
https://safe-frankfurt.de/research/researchers/researchers-details/showauthor/107-gruendl.html
http://www.icir.de/people/team/research-assistants/fabian-regele/
https://safe-frankfurt.de/policy-center/policy-publications/policy-publ-detailsview/publicationname/encompassing-monetary-policy-strategy-review.html
https://www.ifk-cfs.de/about/organization/president.html


15.6.2020 SAFE Finance Blog | Details

https://safe-frankfurt.de/news-latest/safe-finance-blog/details/how-useful-are-financial-derivatives-in-public-debt-management.html 5/5

Phone: +49 69 798 30080
Fax: +49 69 798 30077
Email: info@safe-frankfurt.de

Find the right contact person (https://safe-frankfurt.de/about-safe/contact.html)

  Follow us on Twitter (https://twitter.com/SAFE_Frankfurt)

SAFE →
→ About SAFE (https://safe-frankfurt.de/about-safe.html)
→ Job Offers (https://safe-frankfurt.de/about-safe/career/job-

offers.html)
→ How to find us (https://safe-frankfurt.de/about-safe/how-to-

find-us.html)

Research →
→ Research Departments (https://safe-

frankfurt.de/research/research-departments.html)
→ Researchers (https://safe-

frankfurt.de/research/researchers.html)
→ Data Center (https://safe-frankfurt.de/data-center.html)

Policy Center →
→ SAFE Senior Policy Fellows (https://safe-

frankfurt.de/policy-center/safe-senior-policy-fellows.html)
→ Policy Publications (https://safe-frankfurt.de/policy-

center/policy-publications.html)
→ SAFE Finance Blog (https://safe-frankfurt.de/news-

latest/safe-finance-blog.html)
→ Policy Center Team (https://safe-frankfurt.de/policy-

center/policy-center-team.html)

News & Events →
→ All News (https://safe-frankfurt.de/news-latest/all-

news.html)
→ Newsletter (https://safe-frankfurt.de/news-

latest/newsletter.html)
→ Expert List (https://safe-frankfurt.de/press/expert-list.html)

Home (https://safe-frankfurt.de/footer-menu/home.html) →
About this site (https://safe-frankfurt.de/footer-menu/about-this-site.html) →
Data Protection (https://safe-frankfurt.de/footer-menu/data-protection.html) →
© 2020 SAFE

javascript:linkTo_UnCryptMailto('kygjrm8gldmYqydc,slg+dpylidspr,bc');
https://safe-frankfurt.de/about-safe/contact.html
https://twitter.com/SAFE_Frankfurt
https://safe-frankfurt.de/about-safe.html
https://safe-frankfurt.de/about-safe/career/job-offers.html
https://safe-frankfurt.de/about-safe/how-to-find-us.html
https://safe-frankfurt.de/research/research-departments.html
https://safe-frankfurt.de/research/researchers.html
https://safe-frankfurt.de/data-center.html
https://safe-frankfurt.de/policy-center/safe-senior-policy-fellows.html
https://safe-frankfurt.de/policy-center/policy-publications.html
https://safe-frankfurt.de/news-latest/safe-finance-blog.html
https://safe-frankfurt.de/policy-center/policy-center-team.html
https://safe-frankfurt.de/news-latest/all-news.html
https://safe-frankfurt.de/news-latest/newsletter.html
https://safe-frankfurt.de/press/expert-list.html
https://safe-frankfurt.de/footer-menu/home.html
https://safe-frankfurt.de/footer-menu/about-this-site.html
https://safe-frankfurt.de/footer-menu/data-protection.html

