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ABSTRACT

The collapse of world oil price early in the 1980s coupled with
prouncement by some countries that they were broke and therefore unable
to service their debt signalled the beginning of what is commonly referred
to as the world debt crisis.

Hitherto, ail rich nations have engaged in a spending space and have
in the process acquired expensive tastes. Following the fall in their export
recelipts occasioned by the decline in oil prices, and the continued reliance
on the importation of luxury goods plus the need to sustain economic
development; there was a need for external borrowing by developing
nations. The liberal measures taken by banksin the industrial nationsin
granting loans to the developing nations also helped in accumulating debts
worth billions of dollars by these countries.

Nigeria, being a developing nation was also caught in this web of
international debt entrapment. In an attempt to turn-around the economy,

the Shagari administration adopted some restrictive import control policies
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which later became popularly known as "Austerity Measures" in 1982.
Implementation of the policy became difficult due to the liberal attitude of
the administration.

Under the Buhari regime, emphasis was on the reduction of trade
deficit through import restriction. Much was not achieved here either,
partly due to severe pressure on the country's earnings brought about by
the debt burden and the decline in credit worthiness of Nigeria which
resulted in outright cancellations of credit lines to the country. The
Babangida administration introduced Structural Adjustment Programme
(SAP), the Second-tier Foreign Exchange Market (SFEM) and the Debt
Conversion Programme (DCP) introduced in 1984 is still continued by the
present administration.

This study, which hinges on the programme was conducted with the
aim of analysing the extent to which Nigeria's external debt obligation were

reduced as a result of the operations of the programme.
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The research found out that debt conversion programme alone
cannot solve the nation's external debt problems, it can only complement
other debt management strategies, such as debt rescheduling debt buy back

and debt forgiveness.



CHAPTER ONE
INTRODUCTION

1.l PREAMBLE

This introductory chapter will attempt to lay bare the background to
external borrowing by low developing countries, {LDCs) with emphasis on
Nigeria and their consequent indebtedness. It will also outline the statement of
the problem, research methodology employed, scope and limitations of the study
and conclude with brief definition of some common terrns used in debt
conversion programme.

1.2 BACKGROUND TO EXTERNAL_ BORROWING _AND

INDEBTEDNESS

Foreign or external borrowing can be explained both in terms of
technical, managerial and financial requirements in support of development plan
and economic growth of a nation. Economic growth usually depend upon a
process of domestic capital formation and accumulation, though low
productivity and low capital absorptive capacity in most developing nations

severely limits this'. Thus requirement for external assistance in terms of



technical, managerial and financial become imperative on a developing nation
like Nigeria. This is further explained by the fact that money alone or financial
resources, cannot finance developing needs of nations, hence the need for
technical, managerial or executive assistance from countries that have such
specialised skills in abundance.

We may therefore safely assume that foreigners engaged in running or
executing projects either through foreign direct investment or portfolio
investment, constitute importation of skilled personnel whose emoluments are
remitted back to their countries as home remittance profits or dividends.

Also, domestic business including affiliates or branches of
multinationals/transnational companies do require short-term financing in the
form of supplier credits or bills for collection from time to time. Without such
financing from abroad, such businesses may not be able to operate successfully.

Thus, most third world countries have at one time or the other resorted to
big scale external borrowing to supplement domestic savings efforts to finance
a substantial volume of investment rapid economic growth and developments.
Some countries have also used such external borrowing to finance transitory

balance of payments deficits. Therefore, borrowing to finance such resource
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gaps is not undesirable. However, the loans become problematic where the debt
service payments absorb a sizeable proportion of the nations budget,

Having gone this far, let us now consider some international
developments that precipitated or even encouraged borrowing by developing
nations which consequently led to the current world debt crisis.

Following the two world wars, the Vietnam and Korean wars, there was
a dare need for reconstruction and development of nations destroyed by war.
Also in the early 1980s banks in the developed western countries assumed a
conscious expansion of loans to developing countries by as much as 25 per cent
increase per year loans during that period were generally not collaterised.
Makin (1984) observed that loans to LDCs during the period were "... offset
against nothing mere tangible than a set of polttical attitudes and assumptions
in a group of countries that were in a group of countries that were at once
economically and politically volatile..." The result of this liberal lending policy
or huge expansion of direct lending by the western banks to the developing
countries were generally believed to have precipitated the current world debt

crisis which started in earnest in 19822,
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To an extent, the oil boom of the early 1970s which over might sent oil

prices to the high heavens and created a whole new category of borrowers and
lenders too, contributed to the crisis’.
The oil exporting countries who are mostly not sophisticated in financial matters
and now saddled with a lot of cash, wanted just to dump their money in the
banks. The banks on the other hand had a field day re-cycling the money among
borrowers and earning fees, interest and commaissions in the process.

This trend continued for sometime well after the oil exporting countries
started spending their "bonanza" at a much faster rate which resulted in the
reduction of their combined current account surplus from US$68.3 billion in
1974 to US$35.4 billion in just one year. The debt crisis in the early 1980s, is
not the first in Nigeria's history. Soon after independence in 1960, the country
experienced some level of economic crisis which led it to incur some external
debt which stood at about N82.4 million that year. The figure rose to N489.0
million in 1970 and by 1977 it wa‘s a whopping N5.001 billion®,

Much of this was then attributed to the growing tastes of imported items

by Nigeria, and what Olashore cited in Olukoshi (1990) identified as the "...
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various built-in margins of fraud and other exorbitant finance charges on such
imports’.

Other factors have been identified and shall be discussed in subsequent
chapters. By the early 1980s it had become obvious that the Nigerian economy
had to undergo a restructuring if the country wants to come ouit of the debt issue.
The inflow of foreign exchange had started to dry while the b: lance of payments
deficit was becoming worse mostly, as a result of the incrzase in short term
letters of credits being opened by the then Shagari admir istration for such
agencies like the Police, Federal Electoral Commission, et::°,

Nigeria's effort to reduce the debt burden started during the Shagari
administration through Buhari's and which later culminated ir to the introduction
of debt conversion programme in 1988, by the Babangida 1dministration.

Of course in between, the government did try other measures like
rescheduling, refinancing and restructuring all of which though lessened the
debt service burden did not make an impact in reduciag the total debt
outstanding. President Ibrahim Babangida had in 1988 budge! speech stated that

the essence of the debt conversion programme was to allow creditors to convert
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debts into "equity investment especially in high priority projects which used
local raw materials and provide employment for our people."’

With the introduction of the programme, the path to r2ducing the stock
of the nations external debt obligation was set.

Of course, the major consequence of the strategy has to do with increased
ownership of equity participation of Nigerian companics by foreigners,
encouraging capital flight through round tripping of proc:eds and possible
increase in inflation due to huge increases in domestic money supply also
resulting from the proceeds of the programme.

The programmes however likely to increase the productive capacities of
beneficiary industries and in the process generate empioym:nt. The products
of such companies are also likely to be exported and may therefore bring in the
much needed foreign exchange that will apart from oart funding the
Autonomous Foreign Exchange Market (AFEM) will increa e the profitability
of the exporting companies. In the chapter that will follow, we shall discuss in

detail effects of the programme to the Nigerian economy.
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1.3 STATEMENT OF THE PROBLEM

Some commentators on the state of the economy inclucing some sections
of the media have contended that because the government h:is not put in place
adequate incentives that would mitigate the political rist and other risks
associated with investing in Nigeria, the programme is yet to attract adequate
investment that could have a significant impact on the external debt position of
the country.

However, the commentators may have conveniently ignored the
provisions of paragraphs 2-7, 2-8 and 4-12 of the guidelines governing the
operations of the programme which, recognised investmen:s made under the
DCP as investments made in foreign currency and accordingly granted approved
status for such purposes like tax, repatriation of dividend a1d the issuance of
share/debt certificate by the securities and exchange commis sion (SEC) which
is subsequently deposited at the redemptors depository Bai k.

It is the contention of this researcher that, the problen. may well be that
of bureaucratic red-tapism which is likely to cause unnecessa y delay in both the

issuing, registering and depositing such certificates with redemptor's banks.



1.4 Significance of the Study

The broad effect of inefficient debt management is the :mergence of debt
overhang and an unsustainably high debt service burden. Thi; study is intended
to show the importance of debt conversion through the teduction of debt
overhang.
|5 Research Methodology

The sources of data for this research will mostly comprise the use of
secondary sources of data like textbooks, magazines, nev/spapers, seminar
papers, published articles, etc.

However, due to the difficulty in getting textbooks on t1e subject of study
- "The Nigerian Debt Conversion Programme: An Assessmer t of its Implication
on Nigeria's External Debt Management", the use of seminar sapers and articles
(both published and unpublished) will be emphasised. Central Bank of Nigeria
Annual Reports will also be used.

Secondary sources of data mentioned above have the advantage of well
informed and acknowledged sources of information and are therefore generally

accepted by researchers and readers alike.
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The use of questionnaires and interviews were de-emphasized because of
their major shortcomings of biasness or even outright -efusal to supply
information by respondents.

1.6 SCOPE AND LIMITATIONS OF STUDY

This research intends of study the effect of the use of ¢« rtain management
tools in managing Nigeria's external debt and will specificall 7 focus on the debt
conversion programme currently being implemented. Acccrdingly, the study
will be limited to the analysis of the programme up to Dec :mber, 1995.

1.7 SC E N E F R

Chapter One introduces the concept of externa or cross border
borrowing and indebtedness. It also outlines factors that helped the
development of the current world debt crisis. Significance of the study; scope
and limitation and research methodology are part of the chapter.

Chapter two reviewed literature on external debt management while
giving debt conversion strategy special emphasis. Merits and demerits of the
strategy as employed by Nigeria was also looked at. Chapter three analysed the

effect of the strategy in Nigeria from inception to date. Expeiiences of countries



10

like Mexico, Chile, Argentina who are also implementing th 2 strategy are also
looked at. The last chapter summarised the research, made ;ome conclusions
and proffered some recommendations based on conclusion; arrived.

1.8  DEFINITION OF TERMS

Balance of indebtedness: Financial statement prepared fo- a given country
summarising the levels of assets and liabilities that the count1y has vis-a-vis the
rest of the world.

Bond: A promise under seal to pay. The term is generally us :d to designate the
promise made by a corporation, either public or private, to pay money to the
bearer. Bonds can also be issued by governments.

Commission:  The sum of money, interest brokerage, compensation or
allowance given to a factor or broker for carrying on the business of his or her
principal.

Exchange Rate: The price of one currency expressed in te'ms of another.
Letter of Credit: An agreement sent from one party (usually 1 bank) to another,
concerning funds which will be made available upon co npletion of some

business transactions.
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CHAPTER TWO

LITERATURE REVIEW

2.1 1 D N

This chapter will first look at the origins of Nigerian's debt crisis and the
various strategies tried in managing the external debt burder . It will also look
at the objectives and operations of the debt conversion prog ramme in Nigeria
along with its merits and demerits.
2:2 EN F NI ND RD

The Nigerian economy was basically agrarian in the 19'50s and the 1960s
with over 70 per cent of the nations population engaged in {arming and living
in the rural areas. Agriculture then contributed about 70 per cent of the
country's total revenue which was about 60 per cent of :he nation's gross
domestic product (GDP).

The discovery of oil in the early 1970s and its emerg ng prominence in
the nation's export earnings precipitated the gradual mar sinalisation of the

agricultural sector. Suleiman (1990) noted that "sharply risin  oil prices boasted
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Nigerian's export earnings from $4 billion in 1975 to $26 bill on in 1980, while
GNP per capita rose from $360 to more than US$1000 ..." This new found
fortune considerably raised public expenditures most of which became white
elephant projects.

Nigeria soon began to depend on external sources «f food as well as
general increase in the consumption of luxury items most o f which were also
imported. It is
therefore no surprise that following the collapse of oil prices s a result of a glut
at the turn of the decade, Nigeria's export earnings too begin to decline.

By 1986, the nation's export earnings were down to U $6 billion in 1980
to $25 billion in 1986. Also, GNP per capita fell to $37C close to its 1980
level.' Increasing demand for foreign goods, luxury goods ar d consumer goods
all of which put tremendous pressure on our external rese "ves coupled with
declining oil fortunes made Nigeria to resort to massive ex:ernal borrowing.

Yet, other reasons had been advanced by other researc 1ers as the cursory
factors that exacerbated Nigeria's external debt problemr. Nwoke (1990)

identified the following factors.



(a)

(b)

14
Disarticulation of production and consumption pro-iles in the
country: This arises out of the deliberate attempt b;* advanced
western nations to marginalise third world nations - Nigeria
inclusive, as producers and suppliers of natural resources or
primary products and also to serve as markets for th: advanced
countries manufactured goods. This stifles domestic productive
forces with the country producing what it does not ¢ccnsume and
consuming what it does not produce. Such a situation zives rise to
excessive import dependence and makes the economy vulnerable
to balance of payment crisis.

External Dependence: Nigeria like other developing nations
depend on the advance western countries for manufaciured goods.
Productive capital market for its primary commodit es products
and even food. As a result, crisis in the economics of such
advanced countries are systematically transmited to the
developing nations. This again impact on their balance of

payments and exacerbate their debt crisis through acct mulation of
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(d)

(e)
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import bills arising from such dependence.

Foreign Domination and Exploitation: Persistent ¢ rainage of
surplus from the developing countries through the activities of
transnational and multinational corporations of th¢ advanced
countries and the vigorous push of the foreign capita in form of
loans, is a major cause for slow growth and periodic depression
that helps in reinforcing the debt trap.

Enclave Status of the Dominant Petroleum Sector: Ni;teria whose
economy is typically monocultural depends on oil reso arces for its
development needs. This is however open to manipulation by the
advanced western countries as they to a large extent dc termine the
price of oil. National planning therefore becomes di  ficult since
export earnings, domestic money supply and accunwlation are
affected by such manipulation and therefore renders tliem volatile
and unpredictable.

Limited Access to World's Available Pool of Credit Fa:ilities: The

numerical strength of third world nations in the Un ted Nations
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General Assembly coupled with their limited or i1 significant
voting strength, further perpetuated their entrapment and debt
bondage. As they could neither obtain any access to credits by
such institutions nor could they create international cr¢ dit through
deficit financing operations.
Discriminatory Protective Walls erected by M etropolitan
Countries: The framework of Adam Smith's classical economies
suggest that, the back borne of free market econoriics is free
movement in labour and capital (as well as goods an i services).
However, immigration laws in the advanced countri2s makes it
almost impossible for any large scale movement of la your except
for a few cases of brain drain of skilled personnel. Poor third
world nations can ill-afford to put up such stringent nieasures on
such movements of capital and technology into it economy,
because it desperately needs its current foreign exchan e earnings,

if only to survive. This perpetuates the dependency syndrome,

drain foreign reserves and ultimately leads to balance of payment



problems.

(g) Distribution of Value Added from International Trad: weighted
against Nigeria: Nigeria, a third world counry and a
producer/exporter of primary products, necessarily receives only
small fraction of the price that consumers pay for its e <port in the
international market. This is because the advancel countries
process such products and much of the benefit accrues to it and its
middiemen.

Finally. the origin of Nigeria's external debt crisis cou d be placed in the
context of the workings or machinations of the advanced w :stern economies.

Fundamentally, the main problem that arose out of the above is that of external

dependence and structural underdevelopment.

2.3 EXTERNAL DEBT MANAGEMENT STRATE Z1ES OPTIONS
TESTED BY NIGERIA

Nigeria's external debt has undergone a lot of restructuring and
rescheduling in the past few years. These will be discussed ander various sub-

titles below:
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Management of Trade Debt: As a result of the economic

difficulties facing the country in the early 1980s which :onstrained
the nations ability to pay for its imports, arrears of trade debts were
accumulated. The reality of Nigeria's accumulated trade arrears
did not down on her until 1982 when foreign creditor: refused to
open new lines of credit. It thus becomes necessary to seek for
relief by refinancing the trade arrears. In 1983, -efinancing
agreement was entered into with our creditors in respect of letters
of credit outstanding as at 13th July, 1983. The agree nent had as
its main features, a repayment period of 30 months (Jenuary 1984
to July 1986) with a six month grace period and interest fixed at
LIBOR plus | per cent per annum.

With continued accumulation of trade arrears, furthcr relief had
to be sought. Thus government refinanced the rem:iining trade
arrears especially those contracted through open accounts and bills
for collection by the issuance of promissory notes. The

promissory notes agreement involved a maturity p:riod of six
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years (two and half years grace period inclusive); red :mption of
notes in fourteen equal quarterly installments begir ning from
October, 1986 and payment of interest rate at the rate of | per cent
above the arithmetic average of the lending rates quot:d by some
major international banks in New York, London and Paris.

The total value of promissory notes issued amounted .0 US$14.8
billion. However, Nigeria had difficulty in fulfilling “hese terms
and the agreement was renegotiated. This led to the s retching of
the repayment period to 22 years with an effective rate of return of
5 per cent per annum.

Management of L.ondon Club Debts: Arrears of comn ercial bank
debts which accumulated through the medium of let ers f credit
after the first refinancing exercise of 1983 constitute L »ndon Club
debts. Negotiations with the Club commenced in 1986 and the
agreement to refinance and restructure the debts wer: signed on
23rd November, 1987. Under the agreement, a total sum of

US$2.8 billion of incorporated (principal amount) ¢nd payable
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debts (accumulated interest) were refinanced while US$3 billion
of medium and long term component of the debt was r:structured.
Thus, the total exposure of banks amounted to US$5.8 billion.
Under the terms of the agreement, the country was required to
repay US$11.345 billion per annum. The high dzbt service
obligation made it impossible for the country t> meet its
commitment and consequently defaulted. The banks, in turn, did
not provide new money. This necessitated a new round of
negotiations of the agreement with the Club. New agreements
known as the Refinancing and Restructuring /4:mendment
Agreement were signed on 22nd March, 1989. The agreements
contained a menu of options designed to provide the ¢ountry with
further debt service relief. It had the effect of reducing payments
to the Club from US$1.345 billion under the 1987 a;rreement to
USS$711 million. However, the cash flow situation of the country
could not afford such a high debt service as provided f>r under the

1989 amendment agreements.
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Consequently, the country once more approached tl.e banks in
March, 1990 with a request for the entire debt to be restructured in
a way that will achieve an effective debt service reduction.
Essentially, the proposal was for the conversion of all commercial
bank's debts into a 30 year bond with a grace period >f 10 years
and at an interest rate of 2 per cent per
annum. The banks made a counter proposal which cotained a menu of
options viz:
(i)  Buy back.
(ii) Issuance of Par bonds with principal and interest collaterised; and
(iii) traditional rescheduling.
The agreement was successfully closed on Januar' 21, 1992.
Nigeria bought back 62 per cent of the debt and issued collaterised
par bonds for the remaining 38 per cent. Thus the ¢ountry was
able to achieve a debt and debt service reduction throug h the Brady

plan. The cost of closing the deal amounted to US$2 156 billion.

(c) Paris Club Debt Rescheduling: Governments to governments
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(official bilateral credits and exports which were guarar teed by the
various export credit agencies constitute the Paris Club debts. So
far, Nigeria had signed three rescheduling agreements with Paris
Club. The first was in December, 1986, while the second was in
March 1989. Under these agreements, debt service payments
which were due within a period of 15 months were consolidated
and rescheduled under the Club's conventional traditional
rescheduling terms.

These terms involved capitalisation of the interest due and the
rescheduled debts are charged market related interest rites. Under
the third agreement signed in January 1991, the debt was
rescheduled on terms applicable to the middle income heavily
indebted countries of the lower category. The terms ‘vere hardly
better than those of the first two agreements.

The package which the country had obtained from the Paris
Club so far had only provided very temporary relief ind had not

resulted in the reduction of the debt stock.
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(d) DebtConversion Programme: Another debt managem::nt strategy
adopted by the country is the debt conversion progranime (DCP)
which was introduced in 1988. The main objectives were to
reduce the external debt stock and lighten the debt service burden,
encourage capital inflowsincludinginvestment and the generation

of employment opportunities. This is the subject of ot r review in

the next sub-heading.

2.4 T : IN ERI

While debt restructuring, refinancing and reschedu ing provide only
temporary relief, these instruments do not eliminate or red ice indebtedness.
They only serve to postpone payments so as to enable the debtor take
appropriate measures to sort himself out.

Debt conversion as a technique of debt managemer t seeks to reduce
foreign currency - dominated debt. In its simplest forni, it refers to the
transformation of a debtor's obligation into equity capital in the name of the
creditor within the debtor country. Debt conversion is also known as debt

equitisation. Turkey is listed as the first country to have jioneered the debt
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conversion scheme when it offered in 1981, an opportunity tc foreign investors

to maximise the value of their chosen level of equity invest nent.’

Other countries like Brazil, Argentina, Mexico, Chile ¢nd the Phillipines

soon followed suit especially following the announcement b>* Mexico in 1982,

that it was unable to meet its foreign debt obligation. These countries have had

the largest and most formalised programmes on debt converiion. The Central

Bank of Nigeria guidelines on debt conversion programm: of July 6, 1988,

stated the following as the objectives of the scheme:-

( 1) Toreduce Nigeria's external debt position by reducing the stock of
outstanding foreign currency denominated debt in order to
alleviate the debt burden.

(ii)) To improve economic environment to foreign investors.

(iii) To serve as an additional incentive for the repatriation of flight
capital.

(iv) To stimulate employment generating investments in industry with
significant dependence on local inputs.

( v) To encourage the creation and development of export oriented
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industries thereby diversifying the export base of Nigerian

economy.
( vi) To increase access to appropriate technology, external market and

other benefits associated with foreign investment.
Debts that are eligible for conversion are CBN Dollar denom nated promissory
notes issued under the CBN Circular of 18th April, 1984, Promissory Notes
issued by the Federal Ministry of Finance, any restructured debt under the
restructuring and refinancing agreements having a maturity of over one year and
the Nigerian investment bonds. The decision to make any cther class of debt
eligible for conversion rests with the debt conversion commiitee which is made
up of the Governor of the Central Bank of Nigeria as ciairman with the
Ministers of Finance, Industries, Justice and Planning plus the Secretary to the
Federal Government as members. The following classss of conversion
transactions represent eligible transaction categories.
(a) Conversion to cash for the purpose of a gift/grant to Nigerian non-

profit making organisations like religious bodies, =ducational

institutions, etc.



(b)

(c)

(d)
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Conversion for acquisition of Naira denominated debt instrument
issued by the CBN e.g. Development Stocks, and any other local
debt instrument specially designed for the programme.
Conversion for acquisitions, expansion or recapitzlisation of
existing project and or companies in Nigeria; and

Conversion for investment in new projects.

Priority areas listed in the CBN guidelines are as follows:

(1)

(i)

(i11)

(iv)

Conversion from investment in production processed based on at
least 70 per cent local raw materials especially in the development
of Agriculture and Agro-allied industries, production for export
and production of raw materials and other requirements of local
industries.

Investment for extracting, exploiting and commercialisation of
Nigeria's mineral, forestry and other natural resources.
Investment with high employment content.

Investment that will improve or use existing invensions and

discoveries in Nigeria relating to new machinery, new products or
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new processes or with technology components appropriate or

adoptive to the Nigerian situation.

Under the scheme, the minimum amount of debts to bz considered for
conversion is US$250,000 in the first instance and US$25.000 in subsequent
redemptions. However, there is no limit in the case of conversion for cash gifis.

Furthermore, legitimate holders or assignees of designated debts
including Nigeria's foreign nationals, whether corporate bodies or individuals,
resident or non-resident are eligible to participate in the orogramme. The
foreign exchange that is required for the purchase of the debt should however
originate from abroad.

It has also been recognised that investments made throu gh the programme
are recognised as investment made in foreign exchange ard are accordingly
granted approved status for the purpose of such matters as tax treatment and
reparation of dividend and capital but subject to the following provisions.

( 1) That interest income, profit/dividends, etc. connected with the
approved project under the programme (DCP) saall not be

repatriated for a minimum of 5 years from the date of redemption
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proceeds for actual investment.

(i) That interest and capital repatriation by redemptors of restructured
debt with maturity of 18 months shall not take place before end
December, 1991.

(iii) That any capital proceeds arising from subsequent disposal of
investment made under the programme cannot be repatriated for a
minimum of 10 years often effective date of investment of the
proceeds.

(iv) Repatriation of capital including off-shore cost after 1() years shall
not exceed 20 per cent per annum.

Another important provision of the scheme is the requirement for the payment

of transaction commission in US Dollar and equivalent to 2.5 per cent of the

discounted value of the debt actually converted which is pay ible to the CBN by
all redemptors.

Commissions in respect of cash gifts may however be paid in the local currency

(natra).

At this juncture, it is pertinent to distinguish between various types of



debt conversion schemes:

2

nding:

This normally arose in a situation where tie original
borrower of a rescheduled foreign currency loan pzys into the
Central Bank the local currency equivalent but which the CBN
could not pay the creditor due to shortage of foreiga exchange
instead, the creditor becomes a holder of a foreign currency
deposits with the CBN. Such deposit could be used to extend new
loans to a borrower in the same country by foreign ceditor, this
again denominate in foreign currency.

This is a situation where for instance, a subsidiary of a
foreign corporation and subsequently sold to its parert company.
The local subsidiary has in effect received quasi equity. Brazil has

been practicing this form of debt conversion.
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Debt/Equity Conversion:

Under this, the local currency proceeds of the cor version are
used to pay up local currency denominated equiy in local
companies. The local company is expected to use the jroceeds in
making payment to suppliers, repayment of local currency loans
and payroll, etc. Effective and careful monitoring is essential here
so as to prevent "round tripping" which is a situation where the
proceeds is used to purchase foreign currency or used ‘or imports.

This system is what most countries (including Nigeria) are
using as debt management strategy to reduce their debt stock.
De ersion:

In this case, the Central Bank issues, in exchenge for the
foreign currency denominated debt claim, a local currency bond or
note which is allowed to be used for settlement of local currency

debt owed it.
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5. Debt for Restricted Use Local Currency:

Here the Central Bank pays the local currency proceeds of
conversion directly into a local currency account on coadition that
only certain types of payments may be made from it.

6. for Exports:

This represents a situation where a debtor natior allows the
payment of its exports to be paid (normally in part) with the
country's foreign currency debt.

7. D r r ices:

In some instances, debtor countries have agreed to certain
specific services in return for cancellation of an amour t of foreign
currency debt. Examples may include programms:s on nature and
environment protection, wild life protection, etc.

2.5 The Advantages and Drawbacks of Debt Conversion Schemes
All the participants under the debt conversion programme have to take
into consideration costs and benefits of the transaction before embarking on it.

The investor should analyse the complex relationships among the various
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creditors of the debtor country, the prospects of the debtor country generating
budgetary and balance of payment surpluses to meet i's debt servicing
obligations, the investment code of the debtor country, the effects of debt
conversion on the secondary market price of the remaininz debts and other
economic, accounting and regulatory variables.

On the other hand, the debtor country must keep in perspective the impact
of debt conversion on its social, economic and political realities, while the
creditor must weigh the effect of conversion on its after-tax profits position, its
balance sheet and finally the market price of its shares if the creditor is a bank
or a corporate entity.

The fits

One of the most obvious benefits of the debt conversion programme is
that a nations stock of external debt as well as debt service payments are
reduced. Debt conversion may also enhance the repayment capacity of debtor
nations by shifting the composition of their external liabilitics away from debt,
towards equity, while a country is relieved of their obligaiion to pay off the

converted debt in foreign exchange. It also enjoys part of the discount arising
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from the original transaction of the debt purchased. Another advantage is that
the domestic environment becomes developed conciously for the acceptance of
foreign investment. This could be in the form of provisior of infrastructure
necessary for industrial development. Foreign investment will thus increase
access to outside technology and external market.

Other benefits that have been attributed to the scheme include the
enhancement of local privatisation programmes as has been 10ticed in Nigeria
recently and developement and stimulation of local capital narket. Also, the
contention that the creditor, having become an equity partner, will show more
commitment to the recovery of the economy.

DISADVANTAGES

The advantages notwithstanding, a debt conversion scheme if not
properly conceived and managed could have adverse corsequences on the
economy of the debtor country. These consequences include:

- An advance impact on the balance of payments position of the country.

This arises when nationals of the debtor country sourc > foreign exchange

from the local foreign exchange market to purchase the debt instrument.
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If this happens, the country would not only be making premature
payments indirectly on debts that have been reschedulid for payment on
a latter date, but at the same time undue pressure is being put on scarce
foreign exchange.

Possible monetary emission if the Central Bank provides local currency
in exchange for the redeemed debts. Money supply lzvel will increase
substantially in the local economy unless off-seiting sterilization
measures are

put in place. Also, large conversion of debts relative to the domestic
money supply will fuel domestic inflationary pressuies.

Possible increase of round tripping which involves the conversion of part
of or all of the redemption proceeds back into foreiga exchange in the
local foreign exchange market for exportation either iinmediately or at a
latter date.

Danger of non-additionality of resources/investmen in the sense that
investment through a debt conversion programme may merely substitute

for direct investment that would have entered the coun'ry on its own even
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in the absence of a conversion scheme.

Possibility of changing the structure of business ownership with probable
loss of control over the economy to foreigners. This is;ue is particularly
important because of national sensitivity in increasing ‘oreign control of
the economy and may become a critical constraint on the value of debt

conversion.
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CHAPTER THREE

ISAL N PROGRAMME
IN NIGERIA (UP TO DECEMBER. 1995)
Introduction:

There is no doubt that the debt conversion programm e as a strategy of
external debt management has achieved some measures of success since its
inception in 1988. The performance of the programme wou'd be evaluated in
relation to its set objectives which are to reduce the Nation's external debt stock
and lighten the debt service burden, appropriate part of the secondary market
discount for the benefit of the national economy, attract investment into the
country and contribute to the industrial development of the country.

3.1  DEBT REDUCTION:

As at the end of December, 1995, a total number of 390 applications
valued at US$6.04 billion were received. out of which 285 applications with a
value of US$2.795 were granted approval. In principle, sixty-one (61)
applications amounting to US$2.73 billion were rejected while the remaining

forty-four (44) applications were being processed.
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Since inception, a total of 59 auction sessions had been held out of which
the discounted naira equivalent of N16.07 billion were offered for redemption.
Out of this amount debt worth N12.55 or US$726.63 million were redeemed.
In addition to conversion at the auction, another US$222.5 million or N3.74
billion worth of debts were converted outside the auction system. Thus, this
brings the total debts cancelled through the programme to U3$949.46 million
as at end of December, 1995.

Table 1 shows details of auctions held between 1988-1995 while Table 2 shows
summary of debt conversion as at end of December, 1995 with the total value

of debt converted.
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: 19

-1995

1G88-199] 1992 1993 1644 1995 TOTAIL

No. of Auction 36 11 7 5 10 s9
Amount Offered 331259 2.120.00 1.400.00 540.00 K700.00 16072 .59
(N Million).

Highest Discount 194.5 49.76 52.67 30.70 5,60 -
(Average %)

Lowest Discount 8231 18.18 2741 20.00 .00 :
(Average %)

Marginal Discount | 163.69 46,46 41.10 28.81 4 .00 -
(Average %)

SOURCE: Debt Conversion Committee Secretariat, CBN, Abuja.
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Y OF DEB E D MBER, 1995
1995

W N AUCTIONS
1988- 1992 1993 1994 1995 SUB-TOTAI
1991

‘-Aeg;&@@
(a) USS Million 513.24 107.84 24.12 7.78 73.65 726.63
{b) =N= Million 3889 02 2003.92 57232 169 39 591875 1255337
- esconat_Dilered
(a) US illion 236.79 52.27 12.60 232 3351 337.49
(b) =N= Million 1756 85 971.30 20615 5057 2693.03 577090
{c) Av. Disc. (%) 129 87 4847 5223 29 89 4550 o
“
(a) Lf%. 3 M%%l’mn 27645 55.57 11.52 546 40.14 IR9.14
(b) =N= Miilion 2132.17 1032.62 273.17 118.79 322572 6782.47
4 ‘—_E!;M
(a) USS Miilion 6.95 110 0.25 0.01 1.2 952
(b) =N= Million 4635 1.90 1.36 2.30 142 24.46

10R8-199] 1992 SUB- GRAND

TOTAL TOTAIL

| Amount
Redeemed
(a)USS Million 160.39 25.11 10.50 557 21.26 222.83 949.45
(by=N= Million 1233.56 466.60 213.07 121.17 1708.54 374294 16296.31
2 Discowit
Offered _
(a)US$ Million 80.4 11.93 442 1.66 987 10828 445.77
(b)=N= Million 6254 221.68 89.00 35.84 792.76 1784.89 7555.59
(c)Average
Disc.{%) 151.61 47.50 42.09 29.43 46.40 .
3.Proceeds
(a)USS Million 79.99 13.18 .08 3.91 11.39 114.55 503.69
(b)=N= Million 57745 244.92 124.07 8533 91578 197825 876072
4 Commissiop
Paid
(2)USS$ Million 1.32 0.37 0.07 ! 0.34 2.10 11.62
(by=N= Million 1.32 0.19 0.07 217 5.72 47 3393

SOURCE: Debt Conversion Committee Secretariat. CBN, Abuja.
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On the classitication of debts cancelled under the programme, US$670.54

million accounting for 70.57% of the total debts cancelled was promissory

notes. While US$237.25 million or 24.99% worth of London Club debts and

US$42.17 million or 4.44 per cent were cancelled. See Table 3 for details.

1988-1991 1992 1993 1994 1995 TOTAI (%)
Promis-sory 4017 132.95 29.62 1335 92.16 670.04 70.57
Note
Restruc-tured 165.36 165.36 1742
Debts
Refinanced 64,14 0414 6.75
Debts
Others 42.17 42.17 444
Par Bonds 5.00 2.75 7.75 0.82
TOTAL 673.37 132.95 3462 1335 94. )] 949 46 100

SOURCE: Debt Conversion Committee Secretariat, CBN, Abuja,

During the period under review, that is between 1939 and 1995, the

programme had been able to reduce the debt stock by US$949.46 million on the

aggregate, or 2.9% of'the total external debt stock. The effect of the reduction
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is more significant on the categories of the debt affected. For instance,
Promissory Notes which stood at US$4.58 billion as at the end of December,
1989. has been reduced to US$3.15 billion while conversion accounted for
US$670.04 million or about 50% of the reduction, the rest was due to principal
repayment, while buy-back reduce the stock of London Club debt from US$5.8
billion to US$2.1 billion, debt
conversion further reduces it by US$236.75 million. No conversion was
effected on the Paris Club and Multilateral debits.
3.1.2 Effects o ice igation

Table 4 below shows official status from the debt convers on Commission
Secretariat, Central Bank of Nigeria, Abuja of calculation of savings on interest
payments on debts cancelled from November, 1988 to December, 1995. Once
a debt is extinguished through Debt Conversion, the interest ¢lement on such
debts are automatically eliminated. On the converted Promissory Notes of
US$670.04 million as at December, 1993, total savings on in:erest obligation

was US$599.39 million.
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TABLE 4
CALCULATION OF SAVINGS ON INTEREST PAYMENTS ON
DEBTS CANCELLED FROM NOVEMBER. 1988 - DECEMBER,
1995.
YEARS AMOUNT CONVERTED ($) AMOUNT SAVED
()
1988- 4019394839 I7T2,151.2784
1991
1992 132,944 825 83 122,508,358.20
1993 29619.411.19 21,930,837.03
1994 13,352.833.64 10.883.537.52
1995 92,163.445.18 71.911,520.24
TOTAI 670.040,000.00 599 385,531.44

SOURCE: Debt Conversion Committee Secretariat, C.B.N., Abuja.

3.1.3 Gain on Secondary Market Discount

The Debt Conversion Programme was established as an avenue to
appropriate part of the secondary market discount to the nationa economy. The
value or percentage of discounts being appropriated depenc largely on the
prevailing secondary market discount at the time of conversior. In fulfillment

of this objective, debts are converted at a discount. Thus, of the total debts of
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US$949.46 million cancelled at as December, 1995, a total discount of
US$426.69 million was received. This implies that debts are r2deemed on the
average at a discount of 43.38% while redemptors receive value for only
56.62% of the face value of the debt cancelled on Naira.

3.1.4 Inflow of Foreign Investment

Unlike the traditional approaches to debt management which may not
invariably involve the inflow of new money into the domest ¢ economy, the
Debt Conversion Programme generally involves the inflow of new money for
investment in the domestic economy.

Under the Nigerian programme, there were two distinct capital flow, this
comprises of Nigerians repatriating capital back into the country for investment
purposes and foreign investors importing capital into the coun'ry. Total inflow
of foreign money for investment purpose through the programme stood at
US$395.81 million (N6,656.95 million) as at end of Decembar, 1995. Out of
this amount investment by Nigerians accounted for 36.68% or US$145.19
million (N2,618.95 million) while foreign investors accounted for the balance

of 63.32% or US$250.62 million (N4,038.01 million). See Table 5 below.
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TABLE 5

ANALYSIS OF DIRECT FOREIGN CAPITAL INFLOW THROUGH

g F ] =
($) Million | (5) Million | =N= =N= Million | ($)Million | ($) Mil'ion N== N= Million
Million Million
Discount Amit - Z0.88 - - - 505.75 - -
Redeemed
Proceeds of - - - 170).7 - - . B586.5

Conversion

Less: Conversion 6.96 - 55894 - 145.19 - 26189
by Nigerians

Les: Conversion 2.85 - 229 81 - 7569 = 14276
for cash gift/grant

Less: Conversion 1.85 - 150.21 - 10.72 - 28336

for Debt for Debt

I ess: Conversion - - - 23.33 - 281.51 -
for contractor's
finance.

11.66 938 .96 235.13 4348 46
Inflow of Direct 9 22M N762.74M $£250.52 N4038 01
Foreign
Investment

SOURCE: D.C.C. Secretariat, C. B. N., Abuja.
3.1.5 Contributions towards industrial development

The total sum 0f N69,656.95 million was imported into the country by
investors through the programme, which was invested in the equity, debenture

and loan stock of 127 companies. Thirty-four (34) or 26.77% of the total

companies financed under the programme were completely now projects while



the remaining ninety-three (93) companies were existing companies which were

either expanded or recapitalised. Injection of fresh capital into the already

existing beneficiary companies led to improved production capacities as

proceeds of conversion augment their working capital requirernents. For new

projects, a sizeable number of employment have been created ‘while the export

revenue of export oriented projects have been widened. Some measures of

technology transfer has also taken place. In the area of privatisation at the state

levels, some foreign investors had taken up various percentages of equities in

four partially privatised companies. See Table 6 below.

TABLE 6
CLASSIFICATION OF PROJECTS FINANCED THROUGH D.C.P.
1988-1991 1992 1993 1994 1995 TOTAL

(2) No. of Projects
New
Existing

20

68

10

b

(b) Non-profit Organisations

]

b

(c) Debt for Debt

1

TOTAL

98

20

SOURCE: D.C.C. Secretariat, C.B.N., Abuja.

A total of 142 projects financed under the programme were spread in
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twenty states (20) of the Federation and the Federal Capital Territory. Lagos
State has the lion share of 67 projects or 47.2 per cent. On sectoral basis,
investment were geared more into the manufacturing sector which accounted for
N3,646.27 million or 44.8 per cent of the total projects financed through the
programme. Mining and construction accounted for N854.66 m llion or 10.5 per
cent while Agriculture and hotel and Tourism has N614.2 and N516.76 million

(7.61 and 6.31 per cent) respectively. Table 7 below explains further.

TABLE 7

SECTORAL DISTRIBUTION OF DISBURSEMENT_OF DEBT
CONVERSION PROCEEDS (=N= MILLION)

SECTOR 1988-149] 1992 1993 1994 1995 TOTAL (1988-
1991)
Agriculture 34791 11523 441 1.6 145.05 6142
Manufacturing 890.23 617.5 52.7 0.63 208521 364627
Hotel & Tourism 393 36 11996 34 - 0.04 516.76
Cash Gift & Grants 413.18 88.99 1213 196.64 564.69 1384 8
Mining & Construction 219.03 32127 31.33 46 27843 854 .66
Services §9.24 - - . . 8924
Financial 123 55 206656 715.7 490.12 83911
Others 1939 - - - - 1939
TOTAL 2548.1 126845 4797 2719.17 3563.51 B138.5

SOURCE: Debt Conversion Committe Secrctariat, CBN, Abuja.
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TABLE 8

SECTORAL BREAKDOWN OF APPLICATIONS RECEIVED (1988-

1995)

SECTOR 1988-1991 1992 1993 1004 1965 TOTAL 1988-
1995
NUMBER
Agriculture 35 9 ] - 19 &4
Manufacturing 118 15 5 - 45 183
Mining & Exploration 4 - 1 - 3 8
Build. & Construction 9 2 1 = 13 26
Hotel & Tourism 7 - - - 3 10
Gift and Grant 20 2 3 4 6 35
Financial 3 2 - - 1 6
Services 4 3 - = 14 27
Debt for Debt 5 - - 4 10
Others 6 - . - 6
TOTAL 232 34 12 4 108 390
VALUE (S MILLION)
Agriculiure 560.57 62.99 10.00 030 134 35 76821
Manufacturing 136348 i42.90 22.51 - 403,41 1.932.28
Mining & Exploration 98 62 - 1000.00 - 30.00 1,128.62
Building & Construction 112.84 133.35 1.02 - 88.23 33544
Hotel & Tourism 32063 - - = 93.00 42263
Gift & Grams 24535 82.26 27.12 186.48 9.76 550.97
Financial 118 36.46 - - 3.00 156.46
Services 46.51 7.20 - 9.00 111.55 174.26
Debt for Debt 27317 - 50.00 - 46.00 369.70
Others 204 26 - - - 204.26
TOTAL 334904 465.16 1110.65 195.78 92130 604283

SOURCE: Debt Conversion Committee Secretarial, CBN, Abuja.
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3.1.6 Inflow of Foreign Grants

A total sum of US$75.69 million or N1,427.64 million wes imported into
the country by 10 non-profit organisations through the programme. These funds
have met the current and capital expenditure of the local affiliatzs of the donors
and were geared towards eradication of leprosy. River blindness discases,
illiteracy and health care programmes, among others in the country.
3.1.7 Effects on the Balance of Payment Account

As at the end of December, 1995, a total sum of US$1 |.62 million has
accrued to the services and income account of the nation, being transaction
commission received on the redeemed debts. During the same period, total
surplus that accrued from the inflow of foreign grants and disc ounts offered by

redemptions under the programme amounted to US$502.38 million.

Argentina started the conversion programme in 1984, ander Circular A-
532 of the Central Bank, but was terminated in 1985. Argentina Central Bank

communication A-1169 of October 27. 1987 however. set out the new
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conditions that will govern the debt conversion programme.

The programme allows foreigners to acquire majority of Argentine
companies and invest in sectors not open to foreigners. In other countries,
Argentine nationals ere also allowed to participate by converting debt into
equity investment.

During the first two (2) auctions, about US$200 million worth of
country's total external debt over US$100 billion, represent an unsatisfactory
performance of the programme. Amongst the reason for this development as
sighted by Herman Caffarone in a paper titled: "Perspective of the Debt
Conversions Programme in Latin America", include:

(a) A restriction of four (4) years for capital repartriation:

(b) A lengthy approval process which generate alot of paper work and is time
consuming.

(¢)  That profit generated by price differential between the external debt
market value of 22% and price paid by the Central Bank 45% is tax
deductibles. The lesson here is that the restrictions serve as disincentive

to prospective investors.



3.2.2. Mexico

The main aim of the conversion programme in Mexico was to stimulate
investments in priority areas like Hotels and other tourism industries. The
programme utilises a system of varying discounts which range from 5% for
export-oriented business and technology transfer to 14% debt reduction to 25%
for investment not specifically covered.

The years after the start of the programme in 1985, a total of US$2.5
million or 2.38% of the total country’s external debt was successfully converted.
Caffarane (1988) asserted that the Mexican programme contributed positively
to the improvement of the economy as evidenced by the utilisation of industrial
idle capacity, generation of employment and promotion of exports. These
achievements, it was hoped, will contribute to the growth of Mexican economy.
3.2.3 Chile

Chile's debt conversion programme, which started in 1935, is today listed
as one of the most successful programme. The compodium of foreign exchange
rules, which is a document issued by the Central Bank of Chile; provides

amongst others, that a foreign entity may submit an application to the Central
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Bank to convert certain types of eligible Chilean foreign deb' into registered
equity in an approved investment at a negotiated discount on the fact value of
the debt.

Broadly speaking, except for the much flexibility in p-icing for major
projects which the Chilean Central Bank exercises in the operation of the
programme, much of the rules and regulations governing the scheme are similar
to that of Nigeria.

By 1988 the programme has achieved a debt reduciion of US$4.05
billion, representing more than 18% of the country’s extern: | debt of US$21
billion. On the whole, the low level of activity of the Nigeriar. debt conversion
programme, like those in Mexico and Argentina, could be attributed to the
following:

(a) Delay in the process and release of the conversion to the beneficiary.
(b)  Perceived political instability by external investors.

(¢) Continued depreciation of the Naira against other currencies. and

(d) Lack of inclusion of oil and gas related industries in the scheme. On the

other hand. the flexibility in pricing of major projec:s and the general
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liberal terms of investment allowed by the Chilean government
contributed to the much talked about success of the prcgramme in that
country. Despite marginal performance of the programmes as at the
period under review, it is obvious that if the shortcomings enumerated are
taken care of, the potential for external debt reduction uader the scheme

is enormous as was witnessed in the case of Chile.
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CHAPTER FOUR

SUMMARY., CONCLUSION AND RECOMMENDATION
4.1  Problems

The volume of conversion done in its past years has >een limited by
various factors. In fact, with the exception of 1989, the volum: of conversions
done each year were below the volume of conversion allcwed within the
monetary and credit policies. In other words. more conversions could have been
done but for the following contraints:
4.1.1 The disparity between the official exchange rate at which conversion was
done and the parallel market rate made capital importation through the
programme unattractive in the last two years.
4.1.2 There are also difficulties associated with sourcing for cligible debts. Of
the four categories of debts that are eligible for conversion, only two are
available in the secondary market. These are CBN Promissory Notes and the
Par Bonds. The later category is more expensive and tie procedure for
acquiring it is more cumbersome. Thus far, no Ministry of Finance Promissory

Notes and Paris Club debts have been converted largely beciuse no secondary
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market exists for these and partly because the modalities for their conversion are
yet to be put in place.

4.1.3 The remittance restrictions placed on repatriation of capi al and dividents
under the programme proved to be too restrictive, thus, discouraging investors

from using the programme to import capital into the country

4.2 Prospects

The prospects for Nigeria to reduce its debt stock substantially while at
the same time getting some kind of relief by way of discounts through the debt
conversion programme is very bright. Many debtor countrie ; have benefitted
immensely from the debt conversion programme. Chile was able to reduce its
debt by over US$8 billion through the debt conversion scheme, while 60 per
cent of direct foreign investment between 1986 and 1987 ir Mexico resulted
from the implimentation of a debt conversion programm:. The Nigerian
programme has potentials for better performance considerin 2 the number and
value of applications received as well as the unutilised app: ovals.

With well articulated initiatives and the prevalencz of a conducive






