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ABSTRACT

Research studies were carried out over a period of 21 years (1976 - 1996) to assess
the efficacy of debt management Strategies on Nigeria's external debt in relation to
the looming profile of the country's debt and debt service burden in the 1980s. Asa
result of the ever increasing debt burden on the government and the telling effect of
the burden on the citizenry, the government decided to decisively embark on some

policy measures aimed at managing these problem efficiently.

The sole purpose of embarking on effective management policies was to stimulate
economic growth. This study has been able to examine criticaly the extent to which
the evolved policies vis-avis externd debt management Strategies put in place have
been successful or otherwise. In order to ease our task, ratios such as debt service
payment to exports, debt service payment to GDP at current factor cost among others
was employed in measuring their respective influence on the debt burden. This is
achieved by making debt service payment to export the dependent variable (because
it is commonly used as a proxy for external debt burden) while the other ratios - (debt
sarvice payment to GDP at factor cost, exchange rate of the naira, external debt

outstanding to export earnings amongst others) serve as the independent variables.

The findings of the study reveded that these Strategies are short-term in nature and
cannot solve the debt problem in the long run.

The study then recommends the application of international debt relief proposals,
reduction and cancdllation of debt amongst others, as a long term solution to reduce
the debt burden of the nation.
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1.0

CHAPTER ONE

INTRODUCTION

The Nigerian External debt dates back to 1958 when a US $28 million loan
was contracted. Between 1958 and 1977, the country did not borrow much
from external sources because in the 1970s, Nigeria experienced an oil boom
which fetched the nation sufficient foreign exchange earnings to meet almost
all her financial obligations. Unfortunately, little savings were made from the
proceeds because the priority of the government as at that time was geared
towards quick and massive development with its attendant financial

implications.

With the collapse of the oil boom in the late 1970s and the ensuring glut in
1981, the Nigerian economy was beset with crisis situation as the accruing
foreign exchange resources fell short of the expenditures as witnessed in the
1970s. The resultant effects were massive and persistent deficits in the balance
of payments, low savings, low external reserves, deficits in government
finances resulting in external borrowing. Also the fragile production base
caused mainly by over dependence of the economy on the oil sector deepened
the economic crisis in the country. Moreso, the terms of trade was not in
favour of the economy as the nature and quality of its products in the
international markets could not stand the stiff competition. A combined effect
of all these was a turther recourse to external borrowing by the Federal

Government to bridge the domestic financial resource gap.



The first major borrowing in the history of the Nigerian economy was the
"jumbo loan" of one billion US dollars. This was contracted in 1978 from

the International Capital Market (ICM). The loan had a short term maturity
with very high interest rate. According to Central Bank of Nigeria (EFR,
1992), the loan was used to finance a number of projects which were mostly
unproductive in nature. The spate of borrowing increased with the entry of
state governments and some government parastatals into borrowing from
external sources to finance projects whose viability were doubtful (Falegan,
1992). While the share of loans from bilateral and multilateral sources
declined substantially, borrowing from private (capital markets) sources at

stiffer rates increased considerably in 1978.

The magnitude and severity of Nigeria's debt problem is more forcefully
demonstrated by the movement of certain debt ratios. For instance, at 5.6% in
1976, the debt/export ratio rose to a staggering height of 452.4% in 1988,
although it declined to 289.6% in 1996. The ratio of debt/GDP rose
continuously from only 1.4% in 1976 to 115.5% in 1990. The ratio however
declined to 38.5% in 1996. Similarly, the ratio of debt service/export of
goods and services rose steadily from only 0.5% in 1976 to 21.3% in 1985
and 30.0% in 1996 respectively (CBN, 1988, 1989, 1994 and 1996).
Nigeria's major debt indicators, when compared with the critical levels as
defined by the World Bank, showed that the debt burden remained problematic
in 1992. While the external debt/GDP ratio exceeded the critical level, the



external debt/exports and debt service/exports ratios were at near critical level.
Perhaps, one of the reasons for this development is the non-disbursement of
the pledges of new financing made by the Paris and London clubs of creditors.
In fact, the creditors granted Nigeria a number of debt rescheduling
agreements at market rates that offered no reasonable solution to her external

debt burden (Uniamikogbo, 1994:82).

Although there was no problem in servicing the debt in the 1970s, government
was nevertheless conscious of the need to limit foreign indebtedness. It's first
attempt at controlling and managing external debt was in the promulgation of
the external loan Decree of 1970 (Rehabilitation, Reconstruction and
Development) which limited the level of commitment to a maximum of N1
billion. This was however later raised to ™35 billion under Decree No. 30 of
1978.

However, due to the looming profile of the country's debt and debt service
burden in the 1980s, the government embarked on a comprehensive external
debt management policy to contain the situation. Policy measures taken
include: embargo on new loans, debt relief through refinancing of trade
arrears, debt conversion and restructuring on terms consistent with the realities
of the country's finances, and the adoption of the Structural Adjustment
Programme (SAP), (Ahmed 1988).



With the introduction of SAP in 1986, the trade and investment policy loans of
US $450 million and US $500 million were contracted in 1986 and 1989
respectively. These loans paved the way for the rescheduling in 1988 of the
sum of US $4.8 billion owed to private creditors at the rate of 5 percent over a
period of 23 years, (Ike 1993). Added to this, the government agreed to the
use of debt conversion in 1988 as yet another instrument for debt management.

Debt conversion allows for equity investment in the debtor country by the
creditors and such investment may be for financing a new company,
expanding an existing one or financing portfolio investment. The debt stock

and interest payments were reduced to the extent of the conversion.

The purpose of this study therefore, is to examine the extent to which these
measures have been successful or otherwise in reducing the debt burden of the
nation, and the possible use of some other strategies aimed at achieving the

same objective.

STATEMENT OF THE PROBLEM

Nigeria in her quest for economic development in the wake of dwindling
foreign exchange resorted to external assistance in the form of loans. These
loans unfortunately were mostly used in financing economically unviable
projects and programmes. Some of them were indiscriminately contracted
with their varying interest charges which combined to make the quantum of

debt indeterminate, thus, creating uncertainty on subsequent debt service.



Also, rapid decline in export earnings reduced debt service capacity while lack
of symmetry between fiscal and monetary policies aggravated the debt burden
(Business Times, 1997:13). Furthermore, the heavy dependence of the
economy on oil and imported inputs rendered the economy highly vulnerable
to external shocks. The gloomy balance of payment prospect with fragile
growth and poorly administered debt in the face of declining foreign exchange

reserve openly calls for debt management strategies.

With respect to the debt management measures earlier mentioned, their
introduction was informed by the assumption that faced with economic crisis,
such management policy measures would stimulate growth. However, a
reference to official records shows that there has been little or no change on
the state of the nation's debt burden. Reasons for such a statement may not be
far fetched as they include: inadequate and weak infrastructural base for
external debt management in the Country; and poor evaluation of the projects
to be financed with the external loans. Specifically, until recently, there has
been lack of adequate managerial capacity and skills. There has also been no
comprehensive information or data which would allow for proper monitoring
of debt obligations. This problem in particular resulted in the bunching of
maturities which destablilised repayment schedules, thus creating rooms for
default. All these have led to financial deterioration and political instability
which inhibits the transfer of capital and investments from the developed

countries to Nigeria. This situation has led to the emergence of various



proposals aimed at finding a satisfactory solution to the debt problem. The
progress to date in reducing the debt burden has been very slow. This is
because either the measures taken are not well articulated or that certain policy
actions taken infringe on these measures to make them less effective. In this

regard, the following questions are being raised:-

1. What is the nature of the debt burden and it's impact on the economy?

2. Has the huge amount of resources committed to debt servicing yearly
succeeded in reducing the debt burden or has it led to the neglect of
other sectors of the economy (that is, at the expense of national
development programmes), thereby causing untold hardship to the
citizens?

3.  How effective are the strategies employed so far in the settlement of the
debt?

4.  What other options are possible?

The study is therefore, an attempt to address these and other related questions
concerning the efforts made so far in reducing the nation's debt through the

management strategies that have been put in place.
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1.3

OBJECTIVE OF THE STUDY

The objective of this study is to examine the extent to which debt management
strategies put in place so far have been successful or otherwise in reducing the
debt burden of the nation. To achieve this, the study intends to:
i Review the causes, magnitude and structure of Nigeria's external debt.
i Review the various management strategies that have been put in place to
resolve the debt problem.

iii  Evaluate their impact and make recommendations where necessary.

HYPOTHESIS

The study hypothesis is derived directly from the objective. In this regard, the
following hypothesis will be examined:-

- The debt management strategies so far employed have played a

disincentive role in reducing the external debt burden of the Country.

Accordingly, we have our Null and Alternative hypothesis as:-

Ho:p=0

Hi:B= O
which will help in the validation process. For instance, if Ho. is correct,
signifying that the co-efficient estimated are statistically insignificant, then a
conclusion is reached that the management strategies have played an incentive

role in reducing the external debt burden of the country.

. |



1.4

On the other hand, if Hi happens to be correct, then a conclusion is reached by
confirming that the strategies have more or less played a disincentive role in

the management of Nigeria's external debt.

JUSTIFICATION OF THE STUDY

The seed of debt problem was sowed in 1978 when the Country borrowed
from the Euro dollar International Capital Market (ICM) on commercial terms.
By this singular act, the debt profile showed a significant shift from the
traditional concessional (Bilateral and multilateral) sources to market sources.
This is characterised by high and variable interest rates, shorter repayment and
grace periods. Since then, the public debt has increased tremendously.

It will be an understatement to say that an escalating indebtedness can inhibit
sustainable economic development by making the total debt burden to increase
beyond the payment capabilities of the economy. A good proportion of the
proceeds from export is expended on servicing debt. This limits the ability of
the government to undertake more productive programmes because less of
these receipts are made available for servicing the productive sectors of the
economy. The use of a large proportion of current resources to finance past
consumption is particularly strenuous for an economy pursuing development

and stability.



1.3

It is against this background that this study seeks to examine the capabilities of
the debt management strategies employed in easing Nigeria's external debt
problem. It will also assess the extent to which the options adopted so far have
gone in reducing the nation's debt. The study is further justified on the
grounds that existing literature on the nation's debt management is mostly
descriptive in nature. In other words, some quantitative indicators are called

for. This study, thus, seeks to fill this gap in the existing literature.

SCOPE AND LIMITATION OF THE STUDY

This research work will cover a period of 21 years (1976 - 1996). The choice
of this period is premised on a number of factors. First, by 1976 Nigeria was
still enjoying the oil boom. Second, the availability of reliable data between
1976 and 1996 makes for a comprehensive research. Finally, for analytical
purposes, the period is wide enough to allow for any meaningful analysis and
deduction.

However, one fundamental limitation of this study has to do with differentials
of data in records of financial institutions concerned. For instance, the figures
provided by the Central Bank of Nigeria (CBN) differs from those of the
Federal Ministry of Finance (FMF). This also differs from those provided by
International Institutions such as the World Bank and the International
Monetary Fund (IMF). Though, this sometimes affects the consistency of the
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1.6.1

work by creating confusion as to which one is to be accepted as reliable, this
study has chosen to make use of CBN statistical data and where such is not
available, the World Bank, FMF or IMF figures will be sourced in order to

resolve the problem of inconsistency of data.

METHODOLOGY

Sources of Data

Given the nature of the study area, the data to be used is secondary in nature.
In this case, the information needed can hardly be sourced anywhere outside
official quarters. Thus, data used would be sourced from the Central Bank of
Nigeria's publications which include: the statistical bulletins, Annual Reports
and Statements of Accounts, Economic and Financial Reviews, Bullion and
Debt Trends.

Other sources of data to be used include those of the Federal Office of
Statistics, Ministry of Finance, International Monetary Fund and the World
Bank. Materials to build up the literature would be collected from textbooks,

journals and magazines among others.

1.6.2 Variables on which data will be collected

The study intends to make use of some macro-economic indicators alongside

other variables as defined in the model. These include: the external debt

473373



1.6.3

domestic product, total export earnings and foreign reserves.

Analytical Technique

because of its simplicity and logical pattern of analysis

1.6.4 The study Model

following variables:-

DSP. = Debt Service Payment in period t.

GDP: = Gross Domestic Product in period t.

GTCR: = Government Total Collected Revenue in period t.
ER. = External Revenue in period t.

FEE. = Foreign Exchange/Export Earnings in period t.
EDO: = External Debt Outstanding in period t

ERN: = Exchange Rate of the Naira in period 1.

1P = Interest Payment in period t.

The general formulation of this model is of the form:

EDB: = F(DSP, GDP,, GTCR,, ER,, ERN, IP,, EDO,, Z))

from where the two structural equations are reduced.

outstanding, debt service payments, exchange rate, government revenue, gross

The approach to empirical analysis employed in this study is both descriptive
and quantitative in nature. While the descriptive approach helps in appraising
the debt burden and the management strategies employed, the quantitative
technique specifies as well as analyses the model. The method of analysis
therefore, shall be the Ordinary Least Squares (OLS) regression. This is

The model would be made up of two structural equations comprising the

e ——



While the first equation will allow us an insight to variables defining the total
external debt outstanding, the second equation would permit an assessment of
the debt burden through the variables that define it's proxy - the debt service

ratio.

Again, given the chosen period of this study to be 1976 - 1996, 1986 is chosen
as a significant year. This is because it marked the beginning of a more
serious effort towards managing the nation's external debt. The use of two
period analysis (1976 - 1985 and 1986 - 1996) can equally be captured by the
use of dummy variable for the entire period (1976 - 1996). This is opted for,

for ease of analysis and convenience (Rao and Miller, 1971:88).

ORGANISATION OF THE STUDY

This study is organised into five chapters. The first chapter is the introductory
chapter. It comprises the statement of the research problem, objective of the
study, the study hypothesis, justification, scope, limitation as well as the study
methodology. The study model is also provided in this chapter.

The second chapter takes on the conceptual and theoretical framework. The
major concepts are adequately defined and the study framework is theoretically
provided. Added to these, is a review of literature related to the study area.

This is with respect to causes and structure of the nation's external debt and

indicators of debt crisis.

Ny



The third chapter deals with the analysis of debt management strategies. Here
attention is drawn on the essence of debt management and the various

instruments of debt reduction.

The estimation of the model specified, and discussion on the findings, are
reflected in the fourth chapter.

Lastly, summary, conclusions and recommendations come up in the fifth
chapter.

rib



2.0
2.1
2.1.1

CHAPTER TWO

LITERATURE REVIEW
CONCEPTUAL FRAMEWORK
External Debt

Total public debt for a Country is made up of both internal and external debts.
The internal debt consists of government borrowing from the banking system
through monetary policy instruments such as treasury bills, treasury
certificates, development stocks, treasury bonds and other borrowing from the
non-bank public in form of debt to contractors or other economic agents for

services rendered.

External debt on the other hand, is defined as the "gross amount at any given
time, of disbursed and outstanding contractual liabilities of residents of a
country to non-residents 1o repay principal, with or without interest, or to pay
interest, with or without principal”. Certain points need to be noted with
respect to this definition. First, the definition highlights the fact that gross debt
is directly related to the problem of debt service. Second, that debt originates
from contractual liabilities thus excluding for example, equity participation.

Third, the term "principal with or without interest” brings interest free loans
into the definition while "interest with or without principal” means loans of
indefinite maturity, such as perpetual bonds, should be included as part of
external debt. Fourth, the "contractual liabilities" criterion has to be made

with non residents to qualify a loan as external debt. External debt therefore,
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covers all government borrowing, parastatal and private sector borrowing,
whether guaranteed by government or not, as well as other financial operations

of domestic economic agents, including direct investment and leasing.

Debt Management

Debt management may be defined as those policies which seek to alter the
stock, composition or structure or terms of a debt with a view to maintaining
at any given time a sustainable level of debt service payment. Therefore, an
effective debt management is one that contain the debt service burden within
that level. In other words, debt management refers to the technical and
institutional arrangements involved in organising domestic and external
liabilities. The technical aspect involves the need to determine the level of
external debt required to ensure that terms and condition of those borrowing

are commensurate with the future debt service capacity of the country.

The institutional aspects include the administrative, organisational, legislative,
accounting and monitoring aspects of managing both new borrowing and the

total stock of debt.

External debt in particular is not so much the debt service payments but the
debt service burden because the burden depends essentially on the Country's
capacity to service the debt. The debt service burden is linked to some macro-
economic indicators which broadly represent such capacity and is converted to
ratios in relation to these indicators. The most widely used debt service ratio

is debt service payments as a proportion of export earnings. Therefore, in

15



2.2

order to ensure effective debt management, debt service ratio which reflects
the debt service burden, has to be stable and kept at a sustainable or desirable

level.

THEORETICAL FRAMEWORK

The preceding analysis has provided an insight on the concept of debt
management, drawing on the fact that the aim is to contain the debt service
burden within realistic and manageable limits. It is also observed that an
effective debt management makes it possible for proper schedule of maturities
to be compiled and adhered to in order to avoid bunching of maturities and
defaults (Ojo 1997:8).

To ensure an efficient debt management, the debt service burden must be
linked with some standard macro-economic indicators. (The most widely used
measure of debt service burden is debt service payment as a proportion of
export earnings by a country in a given year). There is a simple short and
medium term macro-economic model which enables a derivation of a broad
macro-economic condition that should be met in order for the debt service
ratio to be stable. Below is an analytical framework that could bring out
clearly those determinants of debt service ratio (proxied here for debt burden)

which would ensure that the debt burden is kept either stable or at a desirable

level.

16



The following is the framework:-

d =
= =

D + a ~———-x-2

Equation 1 can be restated as:

d =
FD =
YIX =

Where

“ v < O Tm &
I

(F/D) (D/PY) (Y/X)—13

r +a 4

/X 5

Ratio of debt service to exports

Debt service

External Debt outstanding in nominal prices
Gross domestic product in real terms

Price level

Exports in real term

Average nominal interest rate

Average amortisation

Relative share of exports to GDP

Substituting equations 4 and 5 into 3 will give:

d =

@ +a) (O/PY) (/)
r+a (D/PY) —6
X

473378

Equation 6 indicates that variation in debt service ratio will depend ultimately

on those in debt - GDP ratio (D/PY), assuming that the terms of external debt

17



2.3

and the export to GDP ratio (X/Y) remain unchanged. This implies that the
debt service ratio will stabilise at a certain level only if the debt to GDP ratio

stabilises over the medium term.

In similar vein, positive variation of x will lower the coefficient, all things
being equal, hence inducing a reduction in the debt service ratio. This effect is

also tenable only if the debt to GDP ratio stabilizes over sometime.

Working within this framework will allow us a comprehensive approach to the
analysis of the efficacy of debt management strategies put in place in the
country. The instruments of measurement in this case will be the observed

behaviour of the ratios of selected variables.

REVIEW OF RELATED LITERATURE

External loans to Nigeria are from four major sources. These include
contractor finance and supplier credit, the Paris club of creditors representing
official government creditors and the London club of creditors representing
commercial banks spread all over the world. Others are the multilateral
creditors such as the World Bank, the International Monetary Fund (IMF), the
European Investment Bank (EIB), the International Development Association
(IDA), the International Finance Corporation (IFC) - a member of the World
Bank group, the International Fund for Agricultural Development (IFAD) and
African Development Bank (ADB) (Uniamikogbo, 1994).



In the 1960s, the Nigerian Government relied heavily on contractor finance as
a result of inadequate aid supplies. Contractor finance obligations and supplier
credits to the public reached an alarming scale and consequently caused acute
concern in the 1960s. The concern about such credits was not so much
because of their high interest rates but because of the very short repayment
period of 5 to0 6 years. As a result, the cost of such credits to the economy
tended to be very high. From the early 1970s up to 1978, there was a major
shift away from procuring loans through contractor finance to bilateral and

multilateral sources.

The official government creditors, (the Paris Club) have a bulk of their loans
tied to procurements in their home countries thereby encouraging imports and
projects of low priority, thus, leading to the non competitiveness of import
prices (Ezenwe, 1970). This has negative impact on the export potential of the
recipient country (Nigeria), hence, increasing their costs on the economy.

The World Bank group has been the most prominent among the multilateral
suppliers of loans to Nigeria. All the World Bank loans have been made to
Federal and State Government and to quasi-official institutions with a

guarantee by the Federal Government, (Obadan, 1997).

Nigeria's external debts were contracted for various purposes such as: the
financing of trade, balance of payments support loans, project tied loans and

loans for socio-economic needs of the people including infrastructure, health
and education. While the stated purposes for which most of these loans were

contracted would attract no objection, as economic realities at certain point in
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time would necessarily permit, the current circumstances have proved that the

results have not justified the purpose.

CAUSES OF THE DEBT CRISIS

Nigeria's external debt crisis can be traced to both endogenous factors such as
the nature of the economic policies formulated by the various governments and
exogenous factors which are beyond the control of government. However, it
is important to note that the endogenous and exogenous factors might not be
mutually exclusive because the external factors indeed have an effect on what
happens domestically and vice-versa, Thus, Khan and Knight (1993), pointed
out that "external factors such as changes in terms of trade may also exert a
systematic influence on the real effective exchange rate so that it is not always

a reflection of domestic factors alone".

In general, the causes of the debt crisis include neglect of agricultural
development, import dependent industrialization, debt inducing social reforms,
failure to diversify exports and heavy defence expenditure. Until recently,
defence expenditure took a lion's share of the national budget. Though from
an economic perspective, increased military spending have some positive

aspects as it guaraniees some internal confidence against external

encroachment.
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As a necessity for stability, the impact of that on the entire economy is less
significant compared to other expenditures. Infact, in the face of poor and
limited technology, the impact on economic growth and development,
especially in developing countries has been negative (Deger and Sen 1991,
Chan, 1985, Grobar and Porter 1990).

Added to this is the impact of external non-commodity price shocks such as the
interest rate shocks of the 1980s. While the sharp and sustained decline in oil
prices from 1982 precipitated Nigeria's debt crisis, and the high interest rate
policy pursued by the Organisation of Economic Co-operation and
Development (OECD) countries exacerbated an already difficult situation. It
can also be argued that a major cause of Nigeria's present difficulties is an
mneffective, inefficient and corrupt administration. The mismanagement of
foreign borrowing virtually pre-programmed a debt crisis into Nigeria's

economic future (Uniamikogbo 1994).

Nigeria is characterised by a low productive base with an madequate supply of
goods and services. The effect of this has been huge import bills. For
instance, the nation's import bills rose from N756.4 million in 1970 to

N 143.2 billion in 1992. As at the end of 1996, the figure stood at M563.3
billion (CBN 1997). The inability to settle these bills resulted in the rapid
build up of trade debt.

)
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The initial ease with which loans were extended to Nigeria without ensuring
their viability of the projects to be financed was instrumental to the rapid
increase in external debt (Obadan 1997). Some project-tied loans were not
only contracted without consideration for economic viability, but were also
short-term and sourced mainly from foreign private markets. Although, the
projects which they were to finance had long gestation period, short and
medium term loans formed about 85% of the total debt outstanding by 1986
and 83.38% by 1996.

The low level of domestic saving and high propensity for consumption of
foreign goods and services made it inevitable for Nigeria to borrow from
external sources to finance economic development. While average investment
was 18.3% of GDP for the period 1971 - 1987, average consumption stood at
78.1% of GDP for the period 1971-88. Infact, in 1984, investment and
consumption stood at 6.2 and 91.0% of GDP respectively (Uniamikogbo,
1991b).

The inappropriate monetary and fiscal policies of the government also had
serious adverse effect on the economy creating in effect, domestic inflation,

capital flight, distortion in relative prices, encouragement of imports and



discouragement of production for exports and other depressant effects. (Sanusi
1988). These distortionary effects makes the domestic economy vulnerable to

external shocks and the dependence on external finance for shock proof.

The foregoing arguments have similarly been corroborated by other scholars.

For instance, Ezenwe in his work, "The African Debt Burden and policy
option (1994)" believed that it was the combination of both the external and
domestic factors that made it difficult for a number of African Countries by
1980 to meet debt service obligations while maimntaining existing trends in
growth of imported goods and services that resulted to the debt issue. He is of
the view that slow growth would pose new problems in expanding exports and
delay progress in debt restructuring. He, thus, concluded that external finance
is a necessary but not a sufficient condition for economic growth and
development and that Africa needs all the external assistance it can get to

reverse the deteriorating economic situation.

Ojo (1989) in furtherance of the argument, emphasized the domestic factors in
the nation's debt crisis. He argued that even in a situation where an external
economic development could be a critical factor in the domestic economy,
there should be an adjustment to the external shock. In Nigeria, there has not
been evidence of sufficient domestic adjustment that would allow for any

meaningful developments in the management of the Nigerian economy since



the early 1970s. The factor of over dependence on oil has been maintained for
too long without any adjustment reaction. To worsen the situation, the oil
boom sparked off by developments in 1973/74 and 1978/80 was not followed
by any relevant adjustment. Instead, economic management favoured rapid
expansion whose sustainability was never questioned critically. The economic
down turn of the 1980's could not stand the test of time as the instruments of

economic management were explicitly weak.

As earlier said, the bulk of the loans were short and medium term in nature
which made amortization fall due. But what escalated the problem was the
reckless and sometimes planless application of loans. Worse still, not only did
many government agencies borrow indiscriminately from abroad, but the use
to which such loans were put was not also accounted for. The consequence of
those faulty external debt policy was the lack of regular siream of income to

service disbursed external loans.

The capital - outflows resulting from negative real interest rate which
discourages savings and not supplemented by sufficient capital - inflows also
contributed to debt accumulation because external financing must be source to

bridge the gap.

Thus, the debt crisis period witnessed little or no economic growth due to the

adverse effect of the burden on the economy. The excess of debt service
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payments over capital inflow has led to a shortfall in resources for domestic
investment. For a dependent economy and for its capital goods, the fall in the
importation of capital goods and raw materials have reduced the tempo of
implementation and initiation of various development projects. The results of
these has been the slow growth in the agricultural, industrial and service
sectors. The chain reaction effect has also been inflation and unemployment in

the domestic economy.

Generally, the external indebtedness of a Country becomes a problem when
the burden of servicing the debt becomes so heavy and unbearable that it
imposes intolerable constraints on the economy and on the development efforts
of the authorities. When the bulk of foreign exchange earnings is earmarked
for servicing of the debt, drawing on new loans maybe needed to service
existing debt. In such circumstance, only a small proportion of total foreign
exchange earnings is available for financing of economic and social projects

(Fasipe 1990). Reaching such a point reflects a critical state.

INDICATORS OF DEBT BURDEN

The broad effect of debt crisis is the emergence of a debt overhang and an
unsustainable high debt service burden. To service increasing interest and
amortisation liabilities, the country has to commit a large proportion of its

export earnings to debt service payment. The result is constrained availability



of foreign exchange for use in the domestic economy, hence the development

resource gap.

Nigeria's external debt problem can be better appreciated from the analysis of
the major indicators. When the resources committed to debt servicing are
related to national resources, the result is disturbing. A table of analysis of
debt burden and debt servicing capacity is provided in table 8 (see chapt. 4

Pg.71). A glance through the columns would indicate that the ratios have, at
most times been over and above the critical level. These ratios are indicative
of the fact that there has not been an efficient debt management. An efficient
debt management should possess some basic characteristics which includes the

following:-

(i) An efficient debt management would result in a debt service ratio that is
stable between 20 to 30 percent (Omoruyi, 1996). However, a
country's ability to sustain a ratio depends on a number of factors which
include, the Country's export level, reserve level and the flexibility of
the country in adjusting its policies and economic structures. Also

stable economic and monetary system should prevail.

(i) The structure of debt should reflect an adequate spread of maturities and
diversification of sources of debt. Also the maturities should always
match the pay-off period of investment so that there would not be

bunching of maturities or rolling over of short-run borrowing.



(111)

(iv)

External borrowing to finance investment should be limited to the point
where the marginal product of capital is equal to the cost of borrowing,
This is because, borrowing to finance investment whose rate of return
falls short of the cost of borrowing would lead to a decline in the growth

rate of GDP. This situation makes the debt burden unsustainable.

Lastly, the Debt/GDP ratio should be kept at a low level. This is
because a high Debt/GDP ratio suggest that the debtor country is at
great risk. A large Debt/GDP ratio makes external borrowing
inevitable as the resource gap has to be bridged to avoid domestic socio-
political cum economic conflicts, In addition, an excessive rise In
Debt/GDP ratio may increase the perceived probability of future debt
servicing difficulties.  Thus, raising expectations about increased
taxation, inflation, currency depreciation and capital flight. All these
have a dampening effect on the domestic business environment

(Omoruyi, 1996:10).

It is evident from the foregoing that the absence of these characteristics in debt

management can lead to a debt trap - a point where the debt burden is growth

disincentive. For instance, the mechanism through which external debt affects

economic growth is investment. Investment behaviour is adversely affected by

debt servicing especially for a heavily indebted nation. A study by IMF

(1989:65) on investment behaviour found investment to be lower in heavily

indebted countries. After analysing the different explanations for the decline



in investment, it concludes that poor performance of investment in
countries with debt servicing problem is generally consistent with the presence

of debt overhang".

The debt burden can depress investment and hence, economic growth through
illiquidity and disincentive effects. The illiquidity effect results from the fact
that there are only limited resources to be divided among consumption,
investment and external transfers to service existing debt. The disincentive
effect arises because expectation of future burden tends to discourage current

consumption (Onah 1994:147).

Finally, it would be appropriate to conclude from the foregoing that while
different explanations have been provided for the causes of the nations current
debt situation, it is the opinion of this study that alleged reasons for the crisis
are collectively reinforcing. And, until it is viewed from such a point, we may
not be able to comprehend the length and breath of the crisis. In the same
vein, we may also not be able to suggest an effective strategy and proffer a

meaningful solution to Nigeria's debt situation.

The chosen framework of analysis is aimed at providing us the tools with
which we can aggregatively approach, as a strategy, the management of
Nigeria's external debt. As earlier said, working within this framework would

permit the employment of instruments of measurement which would in this



case, be the observed behaviour of the ratios of selected macro economic
variables. A profile of the nation's debt management as shall be seen in the
next chapter would show that the observed point of this study and the approach
chosen have not been given much attention by economic analysts because the

approach is quantitative in nature.
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CHAPTER THREE

EXTERNAL DEBT MANAGEMENT STRATEGIES AND THE
NIGERIAN EXPERIENCE

INTRODUCTION

External debt management refers to the planned acquisition, deployment and
retirement of external loans either for development purposes or for balance of
payments accommodation. It implies more rational utilisation of earned
foreign exchange. An important trade off exists here. If a sizeable proportion
of foreign exchange earnings is employed to reduce external debt outstanding,
other important national requirements in industry, agriculture, health,
education, etc, may suffer. Conversely, if these basic domestic needs are
satisfied with foreign exchange earnings while defaulting on debt servicing,
total value of outstanding external debt increases as well as the proportion of
future income stream that has to be paid abroad as interest. In this regard, an
appropriate strategy 10 manage external debts should be directed first to
domestic needs after which residual external exchange may be employed to
service external loans. This encourages growth of the domestic economy and
facilitates debt servicing later. Alternatively, if premium is put on debt
servicing, it produces economic stagnation, social unrest and political

instability.
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External debt management can be effective and efficient or inefficient. An
efficient management of external debt makes it possible for proper schedule of
maturities to be compiled and adhered to in order to avoid bunching and
defaults. An effective management of external debt, on the other hand, seeks
to share the burden of debt crisis between the debtor and creditor countries.

To achieve this, international co-operation is required among debtor countries

S0 as to protect their economic growth and living standards.

Debt management on an individual country basis weakens the bargaining
position of debtor countries. This situation led Nigeria to adopt various debt
management strategies and measures which have varied from time to time
since the early 1980s when the debt crisis became pronounced. It appears
however, that an appropriate debt management strategy has not yet been put in
place, otherwise the debt problems would not have assumed burdensome
dimensions. Moreover, most of the loans procured from private sources at
unfavourable terms were either directed or utilised for projects which were
unable to generate funds for servicing the underlying debt. The 1996 federal
government budget statement confirmed that the past debt management
strategies have been unsatisfactory in nature. The effect being that many of
the projects financed by external loans were either uncompleted, partially
completed and where they have been completed, they are not functioning.

Examples of such projects are the Katsina Steel rolling mill, Ajaokuta steel

mill, National identity card projects, etc. These projects have invariably not



contributed to the repayment of principal and interest on loans which in effect,

is a loss on the economy (Obadan, 1997).

However, comprehensive guidelines were introduced in February 1988 with
the following policy objective: to evolve strategies for increasing foreign
exchange earnings thereby reducing the need for external borrowing; to select
the criteria for borrowing from external sources and determine the type of
projects for which external loans may be obtained; to outline the mechanism
for servicing external debts of the public and private sectors; and to define the
roles and responsibilities of the various organs of Federal and State
Governments as well as the private sector in the management of external debt
(CBN Briefs, 1997),

Over the past three years, the government consciously evolved a new external
debt management (Medium Term Economic Strategy-MTES) designed not
only to stem the tide of rising debt stock but to actually reduce it (Obadan,
1997). The outcome was the achievement of a significant degree of success in
external debt management in 1996. The net effect of the implementation of
the strategy during the period was the reduction of Nigeria's external debt
stock from US $32.584 million in 1995 to US $28.060 million in 1996, out of

which arrears accounted for US $11.124 million (see table 1).
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Table 1: Nigeria's External Debt Stock as at Nov, 1996

CATEGORY ARREARS | BALANCE |TOTAL % OF
$ MILLION | $ MILLION | SMILLION | TOTAL

Multilateral 42.00 4,623.00 4,665.00 | 16.62
Paris Club 11,072.00 8,019.00 19,091.00 | 68.04
London Club 0.00 2,043.00 2,043.00 7.28
Promissory Notes 0.00 2,140.00 2,140.00 7.63
Non Paris 10.00 111.00 121.00 0.43
Bilateral

TOTAL 11,124.00 16,936.00 28,060.00 | 100.00
Sources: 1 Federal Ministry of Finance

ii Central Bank of Nigeria

NOTE:
Multilateral Debt stock
IBRD =  $2.837 million
EIB = §0.469 million
ADB =  §1.359 million

TOTAL $4.665 million
The government attributed the reduction in the magnitude of the debt to the
strategies adopted during the year. Some of these strategies were:-
(@) Appraisal of the performance of projects financed with external loans
and credits with a view to determining whether or not the country

obtained commensurate value from the borrowing. It also determines
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how the proceeds of the loans were spent and why most of the projects
financed with them did not generate enough local currency resources for
the amortization of the loans/credits. The appraisal exercise was meant
to underpin government attitude to future external borrowing by public
bodies and also to reinforce government determination to progressively
withdraw from activities that are more suited for private sector
undertakings.

Reconciliation of the Country's debt stock with those of the creditors in
order to have a firm base for a meaningful debt reduction strategy. The
purpose (of regarding debt reconciliation with creditors as part of debt
management strategy) is lo ensure that the country has accurate
information as to what she is owing so that whatever solution is
designed to achieve debt stock and debt service sustainability will be
based on accurate information as to the size of the debt problem
Conversion of Paris club debts within the debt conversion programme
(DCP) in 1996 and the success achieved has raised the hope that, that
class of debt will be increasingly traded under the programme from
thence.

Outright restraint on External borrowing by the government for three
consecutive years. Since 1994, the government did not take any new
external loan and has not guaranteed any such loans on behalf of any

public sector institution,
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(e) Intensification of discussions with the IMF and World Bank with a view
to reaching an agreement on a medium term economic programme
(MTEP), which will facilitate an eventual approach to the Paris club for

a concessional debt reduction (Iremiren 1997, Obadan, 1997).
INSTRUMENTS OF DEBT REDUCTION
As part of the pragmuatic approach to reduce the debt burden, the government

over the years adopted a number of measures such as:

Embargo on New Loans

This involves temporary stoppage of further external commitments in the form
of loans until the debt position improves. This measure is not intended to
reduce the burden of servicing existing debt, rather it is aimed at preventing
the escalation of the level of total debt stock, and consequently minimize the
problem of additional debt burden. In 1978, the maximum level of foreign
borrowing by the Federal Government was fixed at M5 billion while in 1982,
new loans taken by any state government was pegged at 200 million. This
policy was again applied in 1984 on state governments' borrowing from
external sources but the latest directive on this was in September 1996. The
circular directed that no Ministry, Extra-Ministerial Department, Agency or
Parastatal should henceforth enter into negotiation or accept foreign loans

without the express permission of the Head of State (Obadan, 1997).
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Limit on Debt Service Payments

This requires the setting aside of a proportion of export earnings to meet debt
service obligations t¢ allow for internal development. In 1980, the State
Governments were mandated to spend not more than 10 percent of their total
revenue on debt service payments while the Federal Government was required
to set aside 30 percent of export earnings for debt servicing. This was meant
to be a target feasible under the current loan rescheduling and other
negotiations with the external creditors and not a unilateral moratorium on debt

service payments.

Debt Restructuring

This involves the conversion of an existing debt into another category of debt
through refinancing of trade arrears, rescheduling, debt buy-back; issuance of
a collateralised bond, and the provision of new money. Thus, the various
agreements reached in this strategy have provided short term relief which in
the long run might amount to a higher debt burden because of fluctuating

interest and exchange rates.

3.2.3.1 Refinancing of Trade Arrears/Rescheduling

Refinancing of trade arrears involve the procurement of a new loan by a
debtor to pay off an existing debt, particularly short-term trade debt.

The new loan may be contracted from the same creditors or a new set of



creditors as the case may be. The repayment of such debts normally

negotiated with the creditors is contained in the loan agreements.

Debt rescheduling conversely involves a rearrangement of the repayment
terms of an original loan. That is, changing the maturity structure, spreading
interest payment over a longer period until the debt is finally liquidated
(Uniamikogbo, 1994).

However, debt refinancing/rescheduling is necessary when a country faces. a
temporary foreign exchange constraint or economic imbalance. This is
because it will give the debtor country some time during which the temporary
balance of payment problem will be solved (in debt refinancing) and gives
room for proper adjustment to redress the basic balance of payments

disequilibrium (in rescheduling).

The objective of debt rescheduling like refinancing is to postpone payments of
maturity debt in order to allow the authorities time to take fundamental policy
actions to correct the underlying economic imbalance. It is also to expand the
country's productive and export capacity which will allow it to return to

normal international trade and payment practices.

Nigeria first implemented the refinancing/rescheduling programme in July

1983 when it successtully refinanced over US $2.1 billion worth of arrears of






