
UNITED NATIONS

ECONOMIC AND SOCIAL COUNCIL

Distr.: LIMITED

E/ECA/ESPD/EXP.6/3

8 March 1997

Original: ENGUSH

ECONOMIC COMMISSION FOR AFRICA

Meeting of the Intergovernmental

Group of Experts

Addis Ababa, Ethiopia

25-28 March 1997

ECONOMIC COMMISSION FOR AFRICA

Sixth session of the Conference of

African Ministers of Finance

Addis Ababa, Ethiopia

31 March - 2 April 1997

REVIEW OF TECHNIQUES FOR

DEBT REDUCTION AND CONVERSION (SWAPS)

A SYNOPSIS

This document has been prepared in cooperation with the Finance for Development Inc.



E/ECA/ESPD/EXP6/3

TABLE OF CONTENTS

Page No.

INTRODUCTION . 1

I. CURRENT STRATEGIES TOWARD SOLVING

THE DEBT CRISIS 2

A. OVERVIEW 2

B. PUBLIC AND PUBLICLY GUARANTEED DEBT 2

C PRIVATE NON-GUARANTEED DEBT 3

D. BILATERAL INITIATIVES 4

II. POTENTIAL FOR DEBT SWAPS IN AFRICA 4

A THROUGH THE PARIS CLUB 4

B. THROUGH THE LONDON CLUB 6

C. THROUGH BILATERAL ARRANGEMENTS 6

D. THROUGH MULTILATERAL ARRANGEMENTS 8

HI. THE NEED FOR A COHESIVE APPROACH TO

DEBT CONVERSION 9

IV. PRAGMATIC USES OF DEBT CONVERSION 10

A COMMERCIAL APPLICATIONS 10

B. DEVELOPMENT APPLICATIONS 11

C. TRANSACTIONS WITH BOTH COMMERCIAL AND

DEVELOPMENT IMPACTS 12

V. CHALLENGES AND OPPORTUNITIES FOR DEBT CONVERSION .. 13

VI. HOW CAN AFRICA BENEFIT FROM A DEBT SWAP STRATEGY? .. 16



E/ECA/ESPD/EXP6/3

INTRODUCTION

1. Africa's external debt problem continues to worsen. This is evident in the

continued deterioration of all key indicators of its external debt. The African debt
problem has now become a cancer sapping the regenerative potential of the region. To
address such a radical problem requires radical, and bold approaches.

2. The United Nations Economic Commission for Africa recognizes the implications

of this economic conundrum. Thus, this report responds to the request of African
countries to review the African debt situation and techniques of debt reduction and
conversion and their application to the African situation, expressed during the last

Meeting of African Ministers of Finance, held in Libreville, Gabon from 1-2 March 1994.

3. The need for pragmatic steps to be taken now to address the external debt

problem of Africa has become more urgent than ever. These include the optimal

utilization of debt conversions which can help the region galvanize the developed

countries' attention through socioeconomic self-interest. An international consensus

for such action is growing. For example, the Forty-ninth session of the Second

Committee of the United Nations General Assembly "[urged] the international

community to consider wider application of innovative measures, such as debt-for-equity,

debt-for-nature swaps, without prejudice to more durable solutions such as debt

reduction and/or cancellation."!/

4. The African countries have also fully endorsed the concept of debt conversions.

They called for "African countries and their partners in development to explore all

possible ways and means for the utilization of debt swaps and conversions for

development such as debt for equity, debt for human development, debt for environment,

debt for infrastructure development and capacity building and debt for nature

swaps."2/

5. Chapter I makes a brief review of the strategies currently in use to deal with the

external debt crisis of developing countries. Chapter II attempts to analyze what kinds

of debt swap potential exist for Africa under the various programs currently available.

Chapter III evaluates the need for a cohesive approach to debt conversions. Chapter IV

examines the various applications of debt conversions. Chapter V identifies the

challenges and opportunities presented by debt conversions. Finally, Chapter VI
analyses of how a debt swap strategy can benefit the region and offers some conclusions

for consideration.

1/ General Assembly Resolution A/Res/49/94, 7 February 1995.

2/ See OAU, "Report of the Current Chairman on the Issue of Africa's

Indebtedness," AHG/199 (XXX).
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I. CURRENT STRATEGIES TOWARD SOLVING THE DEBT CRISIS

A. OVERVIEW

6. From the formal onset of the debt crisis in 1982, a substantial debate has raged

about the fundamental question of "what to do" about the debt crisis. Analysts from

various quarters have argued at one extreme for a complete "hands-off1 approach,

allowing the market to take its course, to the other extreme of direct intervention to

"correct" the inequities of the debt burden and allow for adequate burden sharing

between creditors and debtors in a way of pragmatic co-responsibility. Debtors and

creditors have also been at odds regarding the desirability of a global/holistic approach
versus a case-by-case approach. However, as the crisis unfolded and deepened, a
pervasive attitude of "muddling-through" dominated, resulting in the aggravation of the

crisis to disastrous proportions with the consequent loss of development gains made prior

to the debt crisis.

7. The overriding stumbling block to a resolution of the crisis has been the

determination of who will bear the losses arising from bad debts of developing countries

and the poor lending decisions of creditor countries. Share prices in heavily exposed

banks were depressed as a result of the debt problem; debtor countries had to undertake

severe fiscal adjustments and reductions in their general expenditures on development;

and debt exposure has been shifted among creditors.

8. A large number of "proposals" emerged, but very few sparked any serious interest

to be implemented.^/ More recently, attention was drawn to the transfer burden of

debt on the developing economies. It has been shown that in order to service their

debts, developing countries had to expand their export volumes (facing losses in their
export unit values); reduce their import levels and curtail expenditures in infrastructure

and social investment (negatively affecting their future growth prospects).

9. Until the adoption of the Toronto Terms in 1988 and the Brady Plan in 1989, the

strategy to deal with troublesome bilateral and publicly guaranteed and non-guaranteed

commercial debt was twofold: i) to reschedule it on the condition that affected debtor

countries undertake structural adjustment measures to reduce "excessive consumption"

and reduce balance of payment imbalances (i.e., dedicate more resources to debt

service); and ii) to provide sufficient additional lending to allow the country to continue

to service its debts and muddle-through until another payment crisis forced a new round

of rescheduling. The issue of the multilateral debt overhang was not even discussed until

recent years, when multilateral debt service began to absorb an increasing share of total

debt service.

B. PUBLIC AND PUBUCLY GUARANTEED DEBT (PPG)

10. Public and publicly guaranteed debt is comprised of two parts: i) official bilateral
and private debt which has been guaranteed by the debtor country and/or creditor

country agencies; and ii) multilateral credits by international financial institutions.

Developments dealing with official bilateral and privately guaranteed debt have occurred

in two fronts: multilaterally, under the aegis of the Paris Club; and bilaterally, as

2/ For a fuller treatment of these proposals, see B. Kettell and G. Magnus,

The International Debt Game. Great Britain, 1986.
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individual actions from creditor countries. Renegotiations are carried out in the Paris
Club. Membership of the Club is normally extended to all creditor countries providing
and guaranteeing export credits and direct bilateral credits. However, countries from
the former Soviet Union, the socialist block and most OPEC creditor countries do not
participate in negotiations but it is generally expected that they adopt the precedents

established by the Paris Club.

11. A caveat must be made at the outset. Paris Club negotiations are not aimed at
maximizing the relief to debtors to permit sustainable recovery, but at extracting the
maximum repayment possible. The limitations of the Paris Club are stated in three
postulates governing its activities. First, the Paris Cub only meets to prevent the
imminent default of a debtor country. Second, to ensure the continuity of future
financial assistance to debtor countries, the Paris Club "subordinates" old loans to new

credits. Thus, when a country first reschedules with the Paris Club, a cutoff date is
established. Thereafter, only pre-cutoff debt and debt service is considered and
becomes eligible for consolidation. Payments due on post-cutoff dates must be serviced
prior to any new rescheduling (only some rare exceptions have been granted). Third,
decisions on debt relief are based on the lowest common denominator of members'
views. The Paris Club treatment of problem debts evolved from a partial coverage of
debt service in the consolidation period to full coverage, including arrears on pre-cutoff
debt for particularly difficult cases. Besides the "standard" rescheduling procedure, the
Paris Club provides two sets of preferential terms to deal with the rescheduling problems
of highly indebted countries. These are the Houston Terms and the Enhanced Toronto
Terms. More recently, the Paris Club announced the adoption of the Naples terms,
originally proposed during the G7 meeting of July 1994 in Naples, Italy.

12. The issue of a multilateral debt overhang is only recently being addressed. A
recent initiative to deal with the multilateral debt problem, in conjunction with other
types of debt, has been proposed. This initiative is limited to a small group of countries
characterized as the Highly Indebted Poor Countries. This initiative is examined in

further detail in a separate document.

C PRIVATE NON-GUARANTEED DEBT

13. The private, non-guaranteed, commercial debt is renegotiated in the London Club.
Unlike the Paris Club, the London Club has no permanent secretariat or chairman.
Thus, the London Club is only a broad forum of commercial bank creditors.
Consequently, restructuring for private commercial credit is complicated due to
difficulties in consolidating national claims and the large number of creditors involved.
Likewise, debt relief is also complicated due to differing domestic tax and regulatory

regimes affecting creditor banks.

14. Debt restructuring occurs under the leadership of a Bank Advisory Committee

(BAC) usually chaired by the largest creditor bank. African countries have had ample
experience dealing with the London Club. In the early 1980s, Liberia, Malawi, Senegal
and Sudan rescheduled substantial portions of their commercial bank debt. Usually,
rescheduling operations involved refinancing of old loans with the capitalization of
arrears and/or debt service obligations at market rates of interest. With the aggravation
of the debt crisis, it was realized that debt and debt service reduction (DDSR) operations

were needed.
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15. The Brady Plan of 1989, named after the former U.S. Secretary of the Treasury,
formally endorsed DDSR operations financed with the assistance of official sources.

However, the Brady plan was designed mainly to allow middle income countries to buy
back their loans at a discount or swap them for equity in order to achieve a reduction

of debt and debt service. Buybacks at a discount were the main attraction of DDSR
operations. However, some research suggests that debt reductions through the market
mechanism are not easily conducive for resolving the debt-servicing difficulties of

developing countries.

D. BILATERAL INITIATIVES

16. Recently, some trendsetting bilateral debt relief initiatives have taken place.

Typically, these initiatives have covered cancellations of mostly ODA credits and have
been linked to policy performance criteria of debtor countries. A number of countries
have paved the way and set positive precedents in response to calls for debt relief from
various quarters. Creditor countries such as France, Germany, Canada, England,

Sweden, the Netherlands and Denmark, among others, have provided debt relief to less

developed countries bilaterally, outside the framework of the Paris Club.

17. According to the World Bank, roughly US$15.1 billion of ODA debt has been
cancelled between 1978-92, equivalent to 14 percent of LDC concessional bilateral debt.
The majority of this debt forgiveness has been directed to severely indebted low income

African countries.!/

IL POTENTIAL FOR DEBT SWAPS IN AFRICA

18. Both Paris and London Club's strategies incorporate some sort of debt swap
potential. Beginning with the Brady Plan in 1988, the Houston terms in 1990 and
continuing with the Enhanced Toronto terms and the Naples Terms, many debt strategies
had offered a conversion clause in their rescheduling agreements (i.e., swapping debt

eligible for restructuring into local currency obligations). However, not all creditors were
eager to utilize these clauses because of concerns about the level of discount and
tradeability of their claims; the level of exposure in debtor countries; the availability of
mutually beneficial opportunities; and the receptiveness of the debtor country. Much
has changed since then, and many creditor countries are now actively selling their claims
at a discount and African debtors have indicated their willingness to utilize conversion

mechanisms to alleviate the debt crisis.

A. THROUGH THE PARIS CLUB

19. Within the Houston, Enhanced Toronto Terms and Naples Terms, the opportunity
was left open for creditors and debtors to mutually agree on "swapping" up to 10 percent

of non-ODA pre cutoff debt (the ceiling goes up to 20 percent for some large countries).
In the case of Enhanced Toronto and Naples terms up to 100 percent of pre cutoff ODA
loans can also be swapped. This possibility for swaps could have substantial debt
reduction and development potential. However, few swap arrangements have been
completed so far because only a handful of creditor countries has expressed their interest

4/ See, World Bank, 1994, op. cit, p. 27.
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and African debtors had not shown much enthusiasm either. It is not clear whether this
is due to a lack of information regarding the potential development benefits of debt
conversions or a lack of capacity to conceptualize, prepare and execute debt conversion
projects. In either case, a strong effort should be made to address these deficiencies
through a focused program of communications and education.

20 The debt reduction potential of the Houston, Enhanced Toronto and Naples
terms has to be measured against the percentage of total debt covered by "pre cutoff
concessional and non-concessional Paris Club debt to both, Club members and other
bilateral creditors, assuming the latter grant similar treatment to debtors. According to
data available for 1993, about 10 percent of Africa's total debt outstanding was eligible
for rescheduling as concessional pre-cutoff debt Assuming that swaps are applied to the
maximum of 100 percent of concessional ODA, then about $29.4 billion could be
swapped (See Table 5) Likewise, about 25 percent of Africa's total debt amounting to
$69.5 billion of nonconcessional pre-cutoff debt was eligible for rescheduling. Again,
in the most optimal case, 10 percent of this amount, or about $7 billion could also be
swapped. If "other bilateral* creditors were also to apply the same conditions to Africa,
then an additional 6.7 percent of the regions total debt could also be converted, adding
another $17 billion. 5/

21 The potential benefits from this scenario can only be measured if we could
estimate the distribution of swaps (i.e., equity swaps, nature swaps, export swaps,

development swaps - education, health, infrastructure, etc.), their terms of conversion,
conditions and their impact on the macroeconomic variables of the debtor countries. A
multiplicity of proposals and ideas for debt conversion mechanisms or swaps has been
made from various quarters. For example, it has been suggested that, in Paris Club
negotiations, the scope for debt conversions should be increased by either raising the
ceiling for conversions or eliminating them outright.6/ Due to a shortage of
information and to the very nature of some of the variables (based on possibilities and
intentions) the analysis in the previous paragraphs can only be speculative at best. The
information currently available indicates that the conversion opportunity at the Paris
Club has been offered to 22 African countries including: Benin, Burkina Faso,
Cameroon, Central African Republic, Congo, Cote d'lvoire, Egypt, Ethiopia, Guinea,
Kenya, Mali, Morocco, Mauritania, Mozambique, Niger, Nigeria, Uganda, Senegal, Sierra

Leone, Tanzania, Togo and Zambia. 2/

5/ Other Bilateral" creditors are not members of the Paris Club. Usually, but

not generally, these creditors apply similar terms to those in Paris Club reschedulings.
Another caveat to be made is that not all African countries are eligible for the same

terms in the Paris Club. However, we are making this assumption for simplification and

simulation purposes only.

£/ See Stephany Griffith-Jones, "Conversion of Official Bilateral Debts: The

Opportunities and the Issues," published as part of the "Proceedings of the World Bank
Annual Conference on Development Economics 1992, L. Summers and S. Shah, eds.,

Washington, D.C.

21 Information provided by the Paris Club Secretariat on 20 September 1994.
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B. THROUGH THE LONDON CLUB

22. After the first debt-equity swap by Chile in 1985, debt conversions of commercial
debt have become more or less an integral part of debt management strategies of some

debtor countries. The surge in debt conversions of commercial debt was supported by
the appearance, in 1983-1984, of a secondary market for commercial bank debt. The
secondary market has grown substantially in recent years with an estimated volume of

more than $300 billion in 1993. Debt for cash (buyback), debt for equity, debt for
exports, debt for development and many other variants can be undertaken with non-
performing commercial debt.

23. Debt to equity conversions has shown to be a dynamic debt management tool in
the arsenals of some sophisticated debtors who use it as a conduit to facilitate
privatization schemes, promote foreign direct investment and domestic investment via
capital flight repatriation. Additionally, commercial debt swaps could also further other
developmental goals by channelling resources to previously neglected socioeconomic
areas. In many African economies it is evident that investment would not be revitalized
if left only to market forces without the synergy of debt reduction, appropriate economic

policies and an enabling socio-political environment.

24. However, there is a host of considerations that need to be fully explored by both

creditor and debtor before embarking on a full-fledged program of debt for equity swaps.
For example, there is significant resistance on the part of some debtor countries that

portray the very existence of debt equity conversions as the equivalent to economic

imperialism.^/ Comparatively, creditors have to face a number of constraints
including their own regulatory and tax systems, the legal drafting of agreements, the
attitude of their own shareholders and others which limit their participation. In this
respect, the experience of others is an invaluable tool to learn from the successes and
failures of different types of approaches.9/

C THROUGH BILATERAL ARRANGEMENTS

25. A substantial portion of Africa's publicly guaranteed private debt is due to export

credit agencies (ECA's) from developed countries. These ECA's guarantee export
credits from their domestic private companies to African countries. With much of the

African debt to ECA's in arrears, they have begun to consider debt swaps under the

conversion clauses of the Paris Club as a way to reduce their stock of non-performing
loans. However, there are a number of factors that hinder the tradeability of ECA's

claims in the secondary market. Some of the main constraints include excessive diversity
in terms of the structure, purpose, rules and ownership of tail-ends of claims; varied
currency denomination of claims while the LDC market is dollar denominated; lack of

similarity in credit enhancements; difficulties in validation and recourse procedures;

complex transferability of claims; lack of market liquidity; and conditions attached to

8/ For a complete and clear analysis of debt for equity swaps see, "Debt

Equity Conversions - A guide for decision-makers," United Nations Center for

Transnational Corporations, New York, NY, 1990.

2/ The UNCTC'Guide" provides ample country experiences. Similarly, the
UNCTCalso makes available additional legal documentation on specific debt equity
conversion programmes.
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end-use of conversion proceeds.Hl/ These constraints contribute to high transaction

costs which, in turn, frustrate the accomplishment of a larger number of conversions. To
make their claims more tradeable, official creditors should try to make them more
uniform and engage the services of intermediary banks or brokers.

26. The prospects for an increased market for official debt conversions of African
debt seem more likely for a few large middle income countries depending on their
economic and socio-political situation. One possible exception could be conversions on
a purely development oriented basis. Even though the option to offer debt conversions

is voluntary on the part of the creditors, the role and willingness of debtor countries in
facilitating conversions is a crucial aspect of its potential expansion. Some debtor
countries are still reluctant to incorporate debt conversions as part of their debt

management strategies. This is sometimes due to lack of manpower and expertise to
deal with the legal, political and financial problems that naturally arise from those
transactions; and/or due to heightened expectations for better terms and deeper write
offs in Paris Club negotiations. On this latter point, the economic cost of lost
development as a result of the continued prolongation of economic stagnation due to the

debt crisis must be taken into account. Conversely, the potentially positive elements that
a well conceived and dynamic conversion program could bring to the country should also
be considered. One sobering fact remains: the longer the debt crisis hobbles Africa's
economic development, the further behind will the region be relegated and the more

difficult it will be to catch up with the rest of the world.

27. As seen earlier, creditor countries with large exposure in Africa include France,

the USA, Germany, Japan, the Former Soviet Union (FSU), Italy, the U.K., Belgium and

Spain, which jointly account for more than two thirds of Africa's bilateral and publicly

guaranteed debt. The U.K. and France have been very active in selling bilateral debt

paper from developing country debtors. Belgium has been quite successful in selling

debt from Egypt, Tanzania and Madagascar, among others. Some of the debt has been

exchanged for equity and other sold for development purposes.!!/

28. The U.S. and Canada had conversion programs in place (while budget authority

lasted) but they were directed for the benefit of Latin America and the Caribbean. The
U.S. has concentrated its debt conversion programs through the Enterprise of the
Americas. Canada announced a "Debt Conversion Initiative for Environment and

Development in Latin America."

29. France has formally supported debt conversion operations, in conjunction with
NGOs, since 1991. The French NGOs set up in 1991 the Association Conversion de

Dette pour le Developpement et rEnvironnement (ACDE) to promote debt for

development swaps. The ACDE has promoted various debt for development swaps in
Tanzania, Guinea and Madagascar.

10/ See S. Griffith-Jones, 1992.

11/ The following analysis of individual countries' debt conversion initiatives

is based in the work of Owen Stanley Financial Services, "Official Bilateral Debt

Conversion: Survey of Regulatory and Budgetary Frameworks," prepared for UNCTAD

in May 1994.
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30. The Communaute Financiere Africaine (CFA) Franc zone presents a special case
for debt conversions. Because the CFA franc is fully convertible, it represents a da&dQ
hard currency. The French government announced in October 1992, during the Franco-
African Summit held in Libreville, Gabon, the creation of a debt conversion fund
(Libreville Fund) of about FF 4 billion (approximately $830 million) involving the

official bilateral debt of four severely indebted African countries: Cote d'lvoire,
Cameroon, Congo and Gabon. Under this scheme, debts owed by these countries to
France were to be eligible for conversion toward development projects and partly
cancelled. The cancellations were to be a counterpart to French development projects
and subject to approval by the Caisse Francaise de D6veloppement (CFD). The
projects were to concentrate in the areas of environment, education, agricultural
development and productivity improvements.

31. In the UK, the Export Credit Guarantee Department (ECGD) made in
September 1992 a turnabout in their policy regarding the sale of Paris Club rescheduled
non-concessional debt of severely indebted low income countries and severely indebted
middle income countries with approved conversion clauses. However, the ECGD
decision to sell was motivated purely by commercial considerations. The ECGD was to
sell only at a price which is higher than the net present value of the expected recovery

of the debt.

32. In the case of the Netherlands, most of their Paris Club exposure consists of
guaranteed export credits. With regards to conversion programmes the Dutch Ministry
of Finance is concerned about some critical issues such as pricing, round-tripping, eligible
projects and priority countries. However, as there is no formally defined programme, the

Treasury is not willing, or able, to sell debt at a discount.

33. The case of Switzerland is the best illustration of the power of development

oriented lobbying by NGOs and grass-roots moral suasion. It is also one of the most
innovative and comprehensive programmes currently in place and deserves close
examination. In response to intense pressure from these sources,12/ Switzerland put
in place one of the most innovative and development oriented debt conversion
programmes. In 1991, Switzerland created the Debt Reduction Facility (S-DRF) to
buyback commercial guaranteed and non-guaranteed debt from the world's poorest and

highly indebted countries. The principal objective was to reduce the debt overhang and
establish counterpart funds to finance development projects in what was termed "creative

debt relief."

D. THROUGH MULTILATERAL ARRANGEMENTS

34. Besides market-based debt conversion operations, some officially supported

commercial debt reduction operations have also emerged. In 1989, the World Bank
approved the Debt Reduction Facility (I-DRF) for IDA-only countries. This facility was
originally capitalized with $100 million, to be allocated to the tune of $10 million grant
per country on a case-by-case basis. To receive I-DRF funds, the debtor country has to
have in place a "comprehensive plan for debt management and parallel arrangements for

12/ About 250,000 signatures were collected in support of the petition. The

experience of Switzerland has been summarized from "TTie Swiss Debt Reduction

Facility: A New Instrument of Development Cooperation", prepared by the Federal

Office of ForeignEconomic Affairs of the Government of Switzerland.
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debt relief from other creditors."!!/ So far, Mozambique, Niger, Uganda, Sao Tome
and Principe, Sierra Leone and Zambia have benefitted from this facility and
supplemental assistance from additional grants from France, the Netherlands, Switzerland
and Sweden, buying back most of their commercial debt.

35. The I-DRF is accelerating its activities to ease the commercial debt burden from
severely indebted low income countries. An extension to the facility was approved until
July 31,1995 by the World Bank Executive Directors and has been recently reauthorized
until July 31, 1998. Already various African countries: Ethiopia, Guinea, Mauritania,
Senegal and Tanzania have operations under preparation to take advantage of the
facility. The governments of Cameroon, Congo and Togo have requested access to the

facility.

36. Debt for development swaps can also be structured as an option in the context
of an IDA only debt conversion under the I-DRFJ4/ In this sense, the funds
provided by the I-DRF would be used to achieve the dual goal of reducing the debt
burden while, at the same time, increase the resources available for development. This
would be possible because the funds provided by the facility would be paid to the debtor

country instead of the creditor.

THE NEED FOR A COHESIVE APPROACH TO DEBT CONVERSION

37. A variety of bilateral and multilateral approaches have been made in an attempt

to solve the African debt problem. Debt conversion represents a complement to

alternative strategies which has not been fully explored in Africa. Over 75 percent of all

external debt converted has been debt owed by countries of Latin America, with African
debt accounting for less than 5 percent of all conversions.

38. Debt conversion transactions can be negotiated either on an ad hoc basis without
any set parameters prior to negotiation regarding terms and procedures, or they can be
structured pursuant to a debt conversion program or guidelines established under central
bank or ministry of finance regulations. There are advantages and disadvantages to

either approach.

39. Some debt conversion programs are very detailed. These programs will generally

specify the procedures for preparing and submitting a debt conversion application,
granting of an authorization, tendering of debt, and payment of conversion
proceeds.15/ The underlying rationale for designing a detailed debt conversion

13/ See "World Bank Debt Tables, 1992-1993, Volume I, p.91,

WashingtonJD.C, 1992.

14/ The analysis of I-DRF debt conversions is based on a report entitled "Debt

for Development Conversions in the Context of the Debt Reduction Facility for IDA-

Only Countries," by The Debt-for-Development Coalition, Inc., Washington, D.C.,

October 1993.

15/ Mexico, the Philippines, Nigeria, Tanzania and Mozambique are examples

of countries that have adopted detailed debt conversion programs.
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program is that the more detailed the regulations governing a program are, the more

efficiency there will be in converting debt.

40. By contrast, some countries have guidelines which provide only the minimum of
requirements as to application requirements and terms. Generally, programs that have

a limited purpose, such as privatization, will have less detailed regulations or guidelines.
The decision to keep guidelines general is based on the rationale that less restrictions
placed on investors will increase the volume of transactions as no investor proposals will

be eliminated without review.l£/

41. In most cases, debtor countries can expect to fare better under formal debt
conversion programs than through a series of ad hoc transactions. There are several

reasons for this: 1) transaction costs tend to be lower under a program with established
guidelines and regulations; 2) debt conversions under formal programs tend to yield
lower premiums, and thus require less disbursement of local currency on the part of the
government; and 3) investor participation may be enhanced under a formal program,
under which transparent guidelines for the fair and equitable treatment of investments

exist.

IV. PRAGMATIC USES OF DEBT CONVERSION

42. Debt conversion can be used to support a wide variety of social and productive

investments. Commercial applications of debt conversion include debt-for-equity

transactions (either as part of or independent from privatization efforts) and debt-
for-exports transactions. Debt conversion can also be applied to a wide range of social
and development sectors, including conservation, primary health, education, child and

maternal health care, micro-enterprise and micro-credit development, and agriculture.
Many debt conversion transactions provide both commercial and developmental benefits

to the debtor country.

A. COMMERCIAL APPLICATIONS

43. ppyatiMtion of COMATEX in Mali: As part of an extensive reform program

of its public enterprise sector, Mali privatized the textile company COMATEX through
a debt-for-equity swap in 1994. The company originally opened in the 1960s and
operated under joint Government of Mali/Chinese management. Since it was
unprofitable, it closed down in 1990. COVEC, a private Chinese company, offered the
only bid for COMATEX when it was offered for sale. COMATEX's assets were
transferred to a new company, also called COMATEX, with share capital of CFA 1.5
billion. COVEC acquired 80 percent of the share capital in exchange for cancellation
at par of CFA 1.2 billion of bilateral debt owed by Mali to China. The Government of
Mali retained 20 percent ownership in COMATEX. As part of the privatization
agreement, COVEC committed to invest an additional CFA 1 billion in COMATEX.
For that purpose, the Chinese government made a concessional loan to the new

COMATEX which will be paid back over five years. COMATEX is now the largest

textile mill in Mali.

16/ South Africa and Zambia are examples of countries which have used

general debt conversion guidelines.
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44. (^TTimercial Investment Through Debt Conversion in Nigeria: Nigeria has had

an active debt conversion program since 1988. First City Merchant Bank Limited
(FCMB) of Lagos has worked with a number of multinational companies and other

foreign investors to increase the cost effectiveness of their investments in Nigeria through
the utilization of the debt conversion program. In particular, investors have used the
program to subscribe to their public and private offers of securities made by their
Nigerian affiliates, and as a means of channelling additional investment to existing local
affiliates. An example of such a rights issue is the one recently made by FCMB on

behalf of First Aluminum Nigeria PLC. In this issue, Alucon Holdings SA., the foreign
shareholder of First Aluminum, confirmed its intention to take up its full rights,
amounting to 60 percent in aggregate of the new shares on offer (i.e., Naira 108,000,000),
under the terms of the issue. If this investment were made through debt conversion and
based on the program terms as of the July 28,1995 auction, approximately US $1,018,868
would be required for'AJucon to take up its rights, as compared to US $1,317,073 by
direct cash importation. Thus, Alucon Holdings would save approximately US $298,205

by using the debt conversion program.12/

B. DEVELOPMENT APPLICATIONS

45. One of the first casualties of the debt crisis has been the decline of investment in

the social, education, health and environmental sectors of the African economies. As
debt service payments increased, less resources were left over for domestic investment.

Thus, debt conversions could have the greatest impact in these neglected sectors of the
economy. Debt conversions have a wide variety of developmental applications and

their use is limited only by the will and imagination of both debtors and creditors.

46. Debt Conversion to Prevent River Blindness in Nigeria: The River Blindness

Foundation ("RBF1) has effected 11 debt conversions in Nigeria since 1993 to support

its efforts in the prevention and treatment of onchocerciasis, or river blindness. RBF

supports and physically participates in distribution of the drug Ivermectin to people

suffering from or at risk of river blindness. RBF provides grant support to local

organizations to control the spread of the disease and to train health workers to

distribute the sight-saving drug. RBF has invested almost US $500,000 through Nigeria's

debt conversion program to cancel nearly US $1.4 million of Nigeria's external debt, for

a gain on investment of US $250,000. While RBFs debt conversions in Nigeria have not

cancelled as much external debt as some other transactions, the proceeds generated

through the conversions have represented a major portion of RBFs program funding.
Without the debt conversions RBF would have been forced to reduce by half its program

efforts in four southeastern states in 1994, thereby either forcing the government to

assume the costs of the program or leaving the villagers in the area without the means
to combat the debilitating river blindness. With the conversion proceeds, however,
RBF was able to expand its activities and treat an additional 335,000 people in

southeastern communities endemic with onchocerciasis, as well as to train 3,700 more

field workers and to assess endemicity in another 18 villages. Furthermore, Nigeria will
realize economic savings in terms of having a lower number of economically active
individuals disabled by the disease and continue to contribute to the economic and social
growth and well being of their communities. Incapacitated victims of river blindness not

17/ This information was provided by First City Merchant Bank Limited,

Lagos, Nigeria.
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only will cease to contribute economically to their families, but also become a burden

to them. Thus, combating river blindness has a multiplier effect in the economic and

social well being of African communities.

47. Debt-for-Development Swaps by UNICEF in Senegal Through 1994, UNICEF

had carried out more than 20 separate debt conversion transactions in Sudan, Jamaica,

the Philippines, Bolivia, Madagascar, Senegal, Peru, Zambia, and Mexico. In total,
UNICEF invested US$25 million to purchase US $193 million of face value debt and

convert it into local currency valued at US $48 million. In December 1993, UNICEF

completed a debt conversion in Senegal that was designed to fund a variety of clean

water and sanitation, education, and health projects throughout the country. The
transaction consisted of the purchase by UNICEF of US $24 million face value bilateral

and commercial debt owed by Senegal to Argentina at a cost of US$6 million. The

Government of Senegal agreed to pay UNICEF the CFA-Franc equivalent of US $11

million over three years. The CFA-Franc was devalued by 50% a month after the

completion of the transaction. Following the January 1994 devaluation, UNICEF and the

Government rescheduled certain aspects of the transaction to minimize the budgetary

impact of the CFA-Franc disbursements. In particular, the disbursement period was

extended an extra year, and the total and annual value of the Government's payout to

UNICEF was decreased by indexing the transaction to the CFA-Franc, rather than to the

French Franc. The developmental impact and the economic and social contribution of

UNICEF debt for development conversions in Africa also have an ample multiplier

effect. Additionally, UNICEF activities strengthen the social and economic safety net

of the most disadvantaged groups.

48. Debt-for-Development as Part of T^mfria's IDA-Funded

Buvback In September 1994, the Republic of Zambia completed a debt reduction

program funded by the World Bank's IDA Debt Reduction Facility and several bilateral

donors that cancelled nearly US $200 million of the country's external commercial debt.

Included in the debt reduction program was a carefully-integrated debt-for-development

option that enabled Zambia to generate approximately US $15 million in development

funding from a variety of local and international NGOs. Under the debt-for-development

option, NGOs exchanged with the government for local currency, debt obtained from

Zambia's creditors through either donation or purchase to finance approved development

projects in a wide variety of sectors. The government agreed to pay a 50% premium in

local currency to the NGOs. Over US $92 million (or 23 percent) of Zambia's face value
commercial debt was retired under the debt-for-development option. Furthermore,

approximately US $8 million of the US $10 million invested by NGOs in the program

was additional investment that would not have been made available by the NGOs1

donors had Zambia not implemented the debt-for-development facility.

C TRANSACTIONS WITH BOTH COMMERCIALAND DEVELOPMENT

IMPACTS

49. Debt-for-Eqnity Conversion to Fund Tourism Pfftj«rt in Tany?^a In 1994, the

International Finance Corporation ("IFC"), a member of the World Bank Group, a

European private sector company and the UK's Commonwealth Development

Corporation completed two debt conversions to finance the construction of three tented

camps and a safari lodge in northern Tanzania. This eco-tourism project will enable

Tanzania to use its natural advantages in climate and geography to create employment

and earn foreign exchange while simultaneously promoting sustainable wildlife

conservation. The project was designed with particular attention to limiting any
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potentially adverse environmental effects and is likely to serve as a model for similar

efforts. The government of Tanzania was involved at every stage of project design. The

debt conversions involved the purchase of approximately US $6.9 million face value of

discounted bilateral export credit debt from two European export credit agencies for
redemption in Tanzanian shillings. The debts were purchased for approximately US $2.2

million (32.5% of face value) and were redeemed by the Bank of Tanzania for the

shilling equivalent of US $5.8 million (84% of the face value of debt converted). These
conversions, therefore, provided the investors with a gain of US $3.6 million or 163% of

the debt purchase price paid by the investors. The local currency proceeds of these

transactions are being disbursed on a monthly basis by the Bank of Tanzania in

accordance with the cash flow needs of the project and are being used exclusively to

cover local currency costs of the project. Without the additional funding provided

through these debt conversions, this priority project would most likely not have been

feasible.

50. Inconvertible Currency Conversion in Ghana to Protect Forest and Cultural

Heritage. In 1992, Ghana completed an inconvertible currency transaction to finance the

local currency costs of creating the Kakum national park to protect one of the few

remaining tropical forests along the southern coast of West Africa. Kakum is believed

to contain more than a dozen endangered animal species, including the forest elephant.

Kakum also serves as a watershed for the Cape Coast area and is a potential tourist

attraction. In addition, the conversion will finance the restoration of historic sites closely

associated with the colonial history of the region and the slave trade. These sites include

Elmina castle, the oldest European structure in Sub-Saharan Africa. In addition to

protecting and restoring invaluable natural and cultural resources, this project is designed

to promote long term sustainable economic development of Ghana's Central region

through tourism. The project has already stimulated private sector investment in hotel,

food service and resort development. The project is being undertaken by a consortium

of the Midwest Universities Consortium for International Activities (MUCIA), the
Smithsonian Institution, Conservation International and the U.S. Committee of the

International Council on Monuments and Sites. To support this project, the group, with

technical assistance from Finance for Development, Inc., completed an inconvertible

currency conversion transaction involving the purchase and donation of blocked funds.

The group purchased the local currency equivalent of US $250,000 at full face value in

U.S. dollars from the local subsidiary of an international oil company, enabling the local

subsidiary to settle an intercompany debt with its parent. The local company then

donated the equivalent of an additional US $750,000 to the consortium, for which the

government of Ghana granted the company a tax deduction. Overall this transaction

yielded the local currency equivalent of US $1 million for an investment by the group
of only US $250,000. It also resulted in the settlement of an intercompany debt of US

$1 million.

V. CHALLENGES AND OPPORTUNITIES FOR DEBT CONVERSION

51. Despite the potential advantages that debt conversion offers to both the investor

and the debtor government, a number of challenges exist for the completion of a
successful transaction.
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The Challenges

52. Debt conversions are possible only with respect to countries for which debt is
available on the secondary market at a discount While virtually all African countries
have a debt problem of some magnitude, debt conversion is not always an easy

alternative. First, in order to attract a debt purchaser, the prospect of obtaining a local
currency return above the purchase price but at or below face value must exist. Second,

due to the composition of external debt in individual African countries (in terms of
bilateral, multilateral, private guaranteed, private non-guaranteed and short term debt),
debt eligible for conversion may not be readily available in the secondary markets for
certain African countries. For example, some African countries owe over 70 percent of

their external debt to multilateral institutions. This multilateral debt can neither be

rescheduled nor converted under the present international debt strategy. Private non-
guaranteed commercial debt is quite amenable to debt conversions, but, in the case of
African countries, this type of debt is a relatively small component of total debt and the
secondary markets for this debt are very thin. Bilateral and private guaranteed debt on

the other hand are the largest components of total debt but there are limitations in terms
of secondary market tradeability and availability. There are strong pressures, however,

to overcome these limitations.

53. Debt conversions are relatively complex financial transactions involving

transaction costs and potential risks. In order to successfully implement a debt

conversion, the NGO or investor and the debtor country need a certain level of technical

expertise. This expertise is unfortunately often lacking. Many NGOs in particular are not

well versed in the intricacies of international finance. They do not know how to structure

a transaction to maximize the benefits while minimizing risks, nor do they have easy

access to the secondary debt market to purchase the necessary debt. The

UNICEF-Senegal transaction is an example of a debt conversion that could have been

structured initially in such a way (i.e., by developing various devaluation scenarios and
agreeing to payout terms based on possible devaluation percentages in advance) so as

to minimize the potential impacts of exogenous factors. A number of financial
institutions and not-for-profit organizations provide technical assistance and consulting

services relative to debt conversion to both debtor governments and potential NGO and

commercial investors. These services often include: training government personnel and

potential investors in the technical aspects of debt conversion; assisting the government
in the establishment of a debt conversion program, including an evaluation of costs,
benefits, and risks of specific conversion transaction structures; and arranging and closing

the transaction between the investor, the government and the creditor, including

identifying and sourcing the eligible debt for conversion.

54. If not properly managed, debt conversions can have inflationary effects in the

debtor country and may lead to abusive practices. Many debtor countries do not have

the technical expertise to structure transactions that are in their best interest. For

instance, to contain potential inflationary effects, debtor countries have resorted to

paying the debt conversion proceeds in instalments or in the form of financial
instruments. In the case of Chile, a significant portion of the country's conversions
involved formal or informal exchanges in which only existing local or foreign currency

reserves were tapped. In conversions involving the Central Bank's own obligations,

long-term bonds were issued in exchange for the foreign debts to neutralize the
conversions' inflationary impacts. Argentina, however, was unable, given the context of

chronic macroeconomic instability, to properly manage the exchange rate and inflationary

pressures that were intensified under its debt conversion program, and was forced to
suspend its formal program in favour of ad hoc conversions. In certain circumstances it
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is also possible for the debtor country to pay the proceeds in the form of assets (most

notably shares) or to implement a certain policy the NGO or the investor finds of

interest (e.g. an agreement to stop logging an environmentally valuable forest). However,

any of these techniques require a degree of sophistication on the level of the debtor

government that is not always present. A debtor country also needs to have certain

controls to prevent abuse. There have been instances in which debt conversions did not

result in a priority investment in the debtor country. Instead, the proceeds were used for

private gain and sometimes reconverted into hard currency and taken out of the country,

a practice known as "round-tripping."

55. Debt conversions require the debtor country to find room in its budget for the

payment of the conversion proceeds. Budgetary concerns have also acted as a constraint

on debt conversions. In order to comply with IMF macroeconomic targets, many

developing countries are under severe pressure to contain not only monetary growth but

also government spending. Debtor governments, therefore, often argue that they do not

have the necessary resources to pay for the conversion proceeds. As money is fungible,

this outcome is usually the result of a policy decision rather than an absolute stumbling

block. The UNICEF-Senegal transaction offers an illustration of the budgeting process

with regard to debt conversions. Because the existence of the Senegalese debt prevented

the Argentine export credit agency from extending cover to Senegal, the Government

shifted funds budgeted for debt servicing and health (the sector to which much of

UNICEFs expenditures were directed) to support the costs of the conversion.

TTie Opportunities

56. Debt conversions are flexible and adaptable debt management tools Debt

conversion has proven to be a flexible mechanism that governments can use to provide

incentives to undertake a wide range of activities. Debt conversions have been successful

at encouraging private equity investments and social investments of not-for-profit groups

and, in the process, have reduced significant amounts of debt.

57. Debt conversions can encourage private investment Debt conversions need not

be used to encourage only foreign investments. Carefully designed debt conversions can

be an important tool to promote the repatriation of local flight capital. The mechanism

can be designed to foster investment in existing or new private ventures or to strengthen

the attractiveness of privatization programs to African investors. The United Nations

Economic Commission for Africa (UNECA) along with Finance for Development, Inc.
(FFD) has begun exploratory conversations with principals of a major project to improve

the telecommunications network of Africa. We believe that debt conversions could assist

in finding the local currency funding that will be needed for this quite expensive but

vitally important activity.

58. Debt conversions can encourage export diversification. Debt conversions have

also been used to a lesser extent to promote and facilitate exports of nontraditional

products. Sometimes, debt conversions have been used to finance priority imports into

a given country without drawing down the stock of hard currency reserves of the central
bank or the commercial financial system.

59. Debt conversions can help galvanize international assistance. A few developed

countries have made sizeable donations of bilateral debt to establish or provide the "seed

capital" for endowments or longer-term funding mechanisms. Up to now, most of these



E/ECA/ESPD/EXP6/3

Page 16

donations have been directed towards environmental work in Latin America and the

economies in transition. Recently, Switzerland provided SF 20 million of its bilateral
claims on Bulgaria to establish an Eco-Trust Fund. Some NGOs have been willing to
use their resources to buy debt and establish longer-term funding for many activities.

60. Debt conversions are efficient options included in IDA financed commercial debt
reductions As mentioned elsewhere in this paper, debt for development has been used
in IDA-financed commercial debt reduction programs. The program was structured to
encourage NGO activities in government determined social priority areas. The result

was that the government achieved an additional 50 per cent in expenditures for every

U.S. dollar equivalent it budgeted in those selected areas.

61. Debt conversions can be used to facilitate financing of research in key areas of
interest to Africa. Recently, FFD began to work with officials of the Special Program
for African Agricultural Research (SPAAR). Conversions of either private or bilateral

debt can be used to facilitate the funding of African agricultural research and natural

resource management activities. Indeed, Mr. Edward Jaycox, former Vice President of

the World Bank, wrote in the September 1995 SPAAR quarterly, "African Governments

can and should consider using the debt conversion mechanism to supplement their

traditional sources of research funds."

VL HOW CAN AFRICA BENEFIT FROM A DEBT SWAP STRATEGY?

62. It is generally agreed that debt conversions alone are not a solution to the
external debt problems of African countries. However, their potential should not be

underestimated. Besides generating a high level of uncertainty in the economy, the
effects of the external debt overhang have serious repercussions for the prospects of
sustained recovery. A sustainable debt burden is one that an economy is able to service
in two ways: 1) permitting efficient investment in the economic and social infrastructure
of the economy to allow for growth to take place; and 2) servicing the debt without

falling into arrears and or resorting to rescheduling and/or the need for exceptional
financing. The current external debt strategy dealing with the problems of developing
countries attempts to extract the maximum repayment schedule without due
consideration to the investment necessary for growth to take place. It well know that
as the level of debt service diminishes, more resources are available for investment in

basic infrastructure, human capacity building, health services and education which

strengthens the country's capacity to grow. An efficient debt conversion strategy will

redirect resources from debt service payments to investment in economic and social

infrastructure. Thus, debt conversions could play a significant role where debt reduction

has reached its zenith with agreed stock-of-debt reductions IS/, and still does not
fully meet the needs of the country. This strategy could also enhance efficiency gains,

particularly in neglected sectors of the economy. Furthermore, it is argued that the

economic potential of debt swaps could be enhanced provided that the "policy
framework, the circumstances and the program design are right."12/

!£/ For example, the Enhanced Toronto Terms framework and now the Naples

Terms provide for the "consideration" of final exit stock-of-debt reductions upon

fulfillment of rescheduling conditions.

12/ For a more detailed analysis see, Stephany Griffith-Jones, op.cit.
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63. According to what use they are put, debt conversions can demonstrate that they
are versatile, in the sense that the variety of debt swap programmes is limited only by
the ingenuity of both debtor and creditors; adaptable, in the sense that they can be
tailored to the fiscal and monetary environment of a debtor country to minimize
unwanted results such as inflation and round-tripping; and flexible, in the sense that they
can be targeted to address specific needs. The scope of areas that can be included in
a swap deal is quite large and can be tailored to the country's economic, social and

political realities.

64. To be effective and to have sustainable effects, any swap strategy has to begin
with the premise and understanding by all parties that the swap program fully satisfies
the condition that it is Pareto optimal On the one hand, the national authorities have
to be convinced and self-assured about the actual and potential benefits of the swap
program and present it clearly and convincingly to their domestic constituencies. On the
other hand, donors and creditors must be convinced that the debt conversion targets, and
will be used in addressing, worthy developmental objectives, environmental concerns
and/or mutually beneficial debt-equity-swaps. Indeed, a successful debt conversion must
demonstrate that the debtor country is not asking for a handout that may end up in the
proverbial black hole but, instead, that the debtor country is willing to contribute its
share (by either giving resources in the form of equity, a premium over the discount, or
by reallocating domestic expenditures to neglected areas) and work together in
addressing specific problems hindering its development process.

65. Besides the debt reduction potential, there are many additional benefits associated
with debt swaps. Debt equity swaps, for example, can contribute to increasing and
attracting needed foreign direct investment and facilitate the return of flight-capital,
especially when implemented within the context of a privatization strategy. An important
caveat to insure positive effects of debt-equity-swaps is to ensure that government

procedures are kept transparent and no hidden subsidies are given to investors.
Furthermore, governments must complement these policies with an improved business
climate and efforts to enhance the physical infrastructure and the technical capacity of

the work force.

66. Debt for development swaps offer a less controversial means to enhance the
economic and social benefits to a debtor country while at the same time reducing the
debt burden. However, it has been pointed out that some of the problems of debt for
development swaps are that the projects it helps to initiate are often not self-sustainable,
do not generate direct cash returns and may require future budgetary allocations. This
is not necessarily true. Well thought-out debt for development swaps in areas such as
micro-enterprise development, export diversification and marketing, small scale financing
(Grameen style) and others, do. generate cash flows and increased earnings potential.
Most important of all, if well targeted, they reach and lift the lower economic strata,
create and widen human capacity, foster political and social stability and reap economic
gains for the country as a whole. Furthermore, in some cases the project financial
sustainability should not be an overriding consideration. For example, substantial long-
term benefits can be attained through immunization programs carried out for two or
three years, even if the program is not self-sustaining. Likewise, from the point of view
of the participating NGOs, given the fact that obtaining start-up funds and launching a
program is not easy, the NGOs involved will make substantial efforts to keep the

program going after the initial funds are exhausted.
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67. If the potential benefits of debt swaps are so widely recognized and successful

swap programmes have been utilized in other regions of the world, how can we lift the

roadblocks preventing their widespread utilization in Africa? First, we may assume that

the region is adopting a "wait and see" approach with the expectation of deeper, across

the board, debt forgiveness. The expectations for very large and across the board debt

forgiveness have to be balanced against the political and economic realities in developed

countries and the actual cost in terms of lost economic opportunities and growth that

continued "muddling-through" imposes on African economies. Debt swaps, debt

reductions, new additional money for investment, export diversification and development

through enhanced trade opportunities are complimentary elements of a comprehensive

strategy toward solving the African debt problem. Second, negative attitudes toward

foreign involvement have to be resolved domestically in an open atmosphere of dialogue

and cooperation. In an open playing field, the perceived threat of "economic

imperialism" can be defused with appropriate legal safeguards and norms of conduct

applied equally to domestic and foreign firms. Third, the problem of insufficient levels

of technical expertise and human resources needed to design, market and implement

debt conversion projects can be addressed by making use of the existing reservoir of

expertise available in the various United Nations agencies, NGOs and non-for-profit

organizations.

68. In summary, African countries can expect to benefit from debt conversions in the

following ways:

a) Increased investment in priority economic and social sectors,

providing the basis for the establishment of long-term

funding arrangements between investors and Africa.

b) Improved debt profile and debt servicing capacity of African

countries, thereby improving credit-worthiness and their

overall macroeconomic condition.

c) Increased budgetary flexibility resulting from the additional

activities being supported by NGOs (rather than by the host

African governments).

d) Increased access to additional grant and loan funds, as

donor and lending agencies are more likely to provide

assistance to countries that help themselves through

mechanisms such as debt conversions.

e) No negative impact on countries' foreign exchange reserves

and manageable inflationary and budgetary impacts

associated with the local currency payments.




