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Overview  of  the  financing  options	

n  State   Governments   in   Nigeria   typically   raise   funds  

through   a   variety   of   ways   in   order   to   meet   their  
developmental  objectives:	


q  Statutory  allocations  from  the  Federation  Account	


q  Internally  Generated  Revenues  –  taxes,  rates,  levies  etc	


q  Borrowings:	


n  Bank  loans	

n  External  loans  for  multilateral  agencies	

n  Public-­‐‑Private-­‐‑Partnerships	

n  Bond  issuances	
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Introduction  to  Bonds	


n  Government  bonds  are  debt  obligations  issued  by  federal,  
state,  and  other  governmental  entities,  proceeds  of  which  
are   typically  used   to  finance   infrastructural  development  
projects	


n  When  you  purchase  a  Government  bond,  you  are  lending  
money   to   a   federal,   state   or   local   government   entity,  
which  in  turn  promises  to  pay  you  a  specified  amount  of  
interest   (usually   paid   semi-­‐‑annually)   and   return   the  
principal  to  you  on  a  specific  maturity  date.	
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Key  considerations	


There  are  a  number  of  key  variables  to  look  at  when  issuing  or  investing	

  in  bonds:  the  bond’s  maturity,  redemption  features,  credit  quality,	

  interest  rate,  price,  yield  and  tax  status.  Together,  these  factors  help	

  determine  the  value  of  the  bond  investment  and  the  degree  to  which  it	

  matches  the  investor’s  financial  objectives.	


n  Interest  Rate	


n  Bonds  pay  interest  that  can  be  fixed,  floating  or  payable  at  maturity.	

  	

n  Most  debt  securities  carry  an  interest  rate  that  stays  fixed  until  

maturity  and  is  a  percentage  of  the  face  (principal)  amount  (Lagos  –  
13%;  Kwara  –  14%).  	
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Key  considerations	

q  Other  rates  are  Floating  -­‐‑  i.e.  having  an  interest  rate  that  is  adjustable,  and  more  

closely  tracks  prevailing  market  rates.  The  interest  rate  on  a  floating—rate  bond  is  
reset  periodically  in  line  with  changes  in  a  base  interest—such  as  the  MPR.	


q  Some  floating-­‐‑rate  securities  have  coupon  formulas  based  on  inflation  and  are  
referred  to  as  inflation-­‐‑indexed  bonds.  A  bond  with  a  coupon  formula  of  3%  +  
annual  change  in  CPI  is  an  example  of  such  an  inflation-­‐‑linked  security.	


q  Caps  and  floors.  The  parties  to  the  bond  contract  can  limit  their  exposure  to  
extreme  fluctuations  in  the  reference  rate  by  placing  upper  and  lower  limits  on  
the  coupon  rate.	


q    	

n  The  upper  limit,  which  is  called  a  cap,  puts  a    maximum  on  the  interest  rate  paid  by  the  

borrower/issuer.  	


n  The  lower  limit,  called  a  floor,  puts  a  minimum  on  the  periodic  coupon  interest  
payments  received  by  the  lender/security  owner  (the  2002  LASG  Floating  Rate  Bond  had  a  
floor  of  12%).  	


n  When  both  limits  are  present  simultaneously,  the  combination  is  called  a  collar.	
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Key  considerations	

	
	

	
Maturity	

	
A  bond’s  maturity  refers  to  the  specific  future  date  on  which  the  investor’s  principal  
will  be  repaid.  Bond  maturities  in  Nigeria  generally  range  from  3  to  20  years.  In  other  
economies,  bonds  have  been  issued  for  tenors  of  up  to  100  years  (Disney  &  IBM).  	


	
	

	
Maturity  ranges  are  often  categorized  as  follows:	


q  Short—term  notes:  maturities  of  up  to  five  years;  	

q  Intermediate  notes/bonds:  maturities  of  five  to  10  years;  	

q  Long—term  bonds:  maturities  of  10  or  more  years.  	


n  Bonds  can  be  repaid  at  maturity,  at  which  time  the  bondholder  will  receive  the  stated,  
or  face,  value  of  the  bond,  or  they  may  be  repaid  in  part  or  in  entirety  before  maturity.  
Early  repayment  in  some  form  is  more  typical  and  is  often  handled  through  a  sinking  
fund.	


n  A  sinking  fund  is  an  account  managed  by  the  bond  trustee  for  the  purpose  of  repaying  
the  bonds.  The  issuer  makes  annual  payments  to  the  trustee,  who  then  uses  the  funds  to  
retire  a  portion  of  the  debt.  	
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Key  considerations	

n  Call  Provisions	

	
For  example,  some  bonds  have  redemption,  or  “call”  provisions  that  
allow  the  issuer  to  repay  the  investors’  principal  at  a  specified  date  
before  maturity.  Bonds  are  commonly  “called”  when  prevailing  
interest  rates  have  dropped  significantly  since  the  time  the  bonds  
were  issued.  Bonds  with  a  redemption  provision  usually  have  a  
higher  annual  return  to  compensate  for  the  risk  that  the  bonds  might  
be  called  early.  (Lagbond  2002  had  redemption  provisions)	


n  Puts	

	
Conversely,  some  bonds  have  “puts,”  which  allow  the  investor  the  
option  of  requiring  the  issuer  to  repurchase  the  bonds  at  specified  
times  prior  to  maturity.  Investors  typically  exercise  this  option  when  
they  need  cash  for  some  purpose  or  when  interest  rates  have  risen  
since  the  bonds  were  issued.  They  can  then  reinvest  the  proceeds  at  a  
higher  interest  rate.	
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Key  considerations	


n  Credit  Quality	

	
Bond  choices  range  from  the  highest  credit  quality  securities,  which  are  
backed  by  the  full  faith  and  credit  of  Government,  to  bonds  that  are  below  
investment—grade  and  are  considered  speculative.  Since  a  bond  may  not  be  
redeemed,  or  reach  maturity,  for  years,  credit  quality  is  an  important  
consideration  when  one  is  evaluating  a  fixed—income  investment.  	


	

	
When  a  bond  is  issued,  the  issuer  is  responsible  for  providing  details  as  to  its  
financial  soundness  and  creditworthiness.  	


	

	
But  how  can  you  know  whether  government  entity  whose  bond  you’re  
buying  will  be  able  to  make  its  regularly  scheduled  interest  payments  in  5,  10,  
or  20  years  from  the  day  you  invest?  	


	

	
Rating  agencies  assign  ratings  to  many  bonds  when  they  are  issued  and  
monitor  developments  during  the  bond’s  lifetime.  	
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Key  considerations	

n  Credit  Ratings	


	
In  Nigeria,  the  two  SEC  registered  rating  agencies  are  Agusto  &  Co  
and  Global  Credit  Rating  (GCR).  Each  of  the  agencies  assigns  its  
ratings  based  on  in—depth  analysis  of  the  issuer’s  financial  
condition  and  management,  economic  and  debt  characteristics,  and  
the  specific  revenue  sources  securing  the  bond.  Agusto  and  GCR’s  
highest  ratings  are  AAA  and  lowest  investment  grade  ratings  are  BB  
and  BBB-­‐‑  respectively.	


	
	

	
In  the  United  States,  major  rating  agencies  include  Moody’s  Investors  
Service,  Standard  &  Poor’s  Corporation  and  Fitch  Ratings.  The  
highest  ratings  are  AAA  (S&P  and  Fitch  Ratings)  and  Aaa  (Moody’s).  
Bonds  rated  in  the  BBB  category  or  higher  are  considered  investment
—grade;  securities  with  ratings  in  the  BB  category  and  below  are  
considered  “high  yield,”  or  below  investment—grade.	
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State  Government  Bonds  –  the  Nigerian  
experience	


n  The  Nigerian  capital  market  is  currently  dominated  by  equities.  In  2000,  the  Federal  
Government  rejuvenated  the  structure  for  the  issuance  of  FGN  bonds,  and  in  2003,  
issued  a  N150  billion  bond.    This  was  the  first  FGN  issuance  in  over  14  years.  The  bond  
market  is  dominated  by  the  FGN  bonds  which  sell  at  a  par  value  of  N100.  	


n  The  Debt  Management  Office  (DMO)  has  issued  and  allohed  over  N2.4  trillion  in  FGN  
Bonds  since  2003  in  tenors  of  3,  5,  7  and  10  years  while  a  20  year  bond  was  issued  in  
November  2008.  Actual  subscriptions  over  the  period  was  in  the  region  of  N4.3  trillion! 

n  State  Governments  have  lagged  behind  their  Federal  counterpart  with  only  9  issuances  
between  1996  to  2006  for  a  total  of  N41bn.  	


n  There  has  been  a  recent  resurgence  in  sub-­‐‑national  issuances  with  both  the  Lagos  and  
Kwara  State  launching  Debt  Issuance  programs  totaling  approx  N300bn  (with  
respective  first  tranches  of  Lagos  –  N50bn  and  Kwara  –  N17bn).  Several  other  States  
contemplating  bond  issuances  include  Ogun,  Rivers,  Kano,  and  Niger.	
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State  Government  Bonds  -­‐‑  Regulatory  environment	

n  The  bond  market  in  regulated  and  supported  by  the  following  regulatory  

agencies:	


n  The  SEC  –  The  SEC  is  empowered  by  the  ISA  to  register  and  regulate  the  issuance  
of  all  securities  (debt  and  equity)  by  public  companies,  States  and  Local  
Governments  and  other  Government  agencies.	


n  The  NSE  –  The  NSE  rules  stipulates  that  public  companies,  States  and  Local  
Governments  and  other  Government  agencies  that  seek  to  issue  and  subsequently  
list  their  bonds  must  first  obtain  the  approval  of  the  Council  of  The  NSE.	


n  PENCOM  –  The  Pension  Reform  Act,  which  established  the  Pension  Commission,  
provides  guidelines  through  which  Pension  Funds  Administrators  can  invest  in  
State  Government  bonds.	


n  FIRS  –  the  FIRS  provides  the  framework  for  taxing  income  earned  from  
investment  in  bonds.  Given  the  nascent  state  of  the  Nigerian  bond  market,  the  
FIRS  has  a  critical  role  to  play  in  stimulating  the  growth  of  the  bond  market.  	


n  CBN  –  since  some  of  the  investors  and  underwriters  to  a  bond  issuance  are  banks,  
the  banking  regulator  also  has  a  critical  role  to  play  in  terms  of  policies  and  
pronouncements	
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State  Government  Bonds	

n  SEC  Rules  on  Government  Bonds	

	

n  Requirements  for  registration:	


n  (i)  a  copy  of  the  feasibility  report  on  the  specific  project  to  be  financed;	

n  (ii)  counterpart  copy  of  original  of  the  irrevocable  leher  of  authority  from  the  Local  

Government/State  Accountant-­‐‑General  or  other  Government  agencies  authorising  the  
Accountant-­‐‑General  of  the  Federation  to  deduct  the  principal  and  interest  amount  
directly  from  statutory  allocation  in  case  of  default;	


n  (iii)  leher  of  confirmation  from  the  Accountant-­‐‑General  of  the  Federation  of  receipt  of  
the  irrevocable  leher  of  authority  to  deduct  the  principal  and  interest  from  statutory  
allocation  of  the  State/Local  Government  in  case  of  default;	


n  (iv)  two  copies  of  the  resolution  of  the  State/Local  Government  Legislative  Assembly  
authorising  the  issue  of  the  bond;	


n  (v)  audited  account  of  the  State/Local  Government  or  other  Government  agencies  for  
preceding  5  years  or  such  number  of  years  in  existence  (if  less  than  5  years);	


n  (vi)  two  copies  each  of  draft  Prospectus  and  abridged  Prospectus;	

n  (vii)  two  copies  of  the  State  Government  GazeBe  or  Local  Government  by-­‐‑laws  

containing  the  instrument  authorising  the  issue  of  the  bond;	

n  (viii)  two  copies  of  underwriting  agreement;	

n  (ix)  two  copies  of  Trust  Deed;	

n  (x)  two  copies  of  vending  agreement;	

n  (xi)  the  reporting  accountant’s  report;	
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State  Government  Bonds	

n  SEC  rules  on  Government  Bonds	


	
(xii)  rating  report  by  a  registered  rating  agency;	

n  (xiii)  a  write-­‐‑up  on  the  issue;	

n  (xiv)  schedule  of  claims  and  litigations;	

n  (xv)  bridging  loan  agreement  if  any;	

n  (xvi)  material  contracts;	

n  (xvii)  lehers  of  consent  of  the  parties  to  the  issue;	

n  (xviii)  any  other  document  or  information  required  by  the  Commission  from  time  to  

time.	


n  The  total  loans  outstanding,  including  the  proposed  bond,  shall  not  exceed  50%  of  the  
actual  revenue  of  the  issuer  for  the  preceding  year.  (this  constitutes  a  major  challenge  
to  a  number  of  States)	


n  In  the  event  of  default  by  the  issuer  the  trustee  shall,  within  six  months  of  such  default  
take  necessary  steps  to  ensure  that  the  Accountant-­‐‑General  commences  direct  deduction  
from  the  issuer’s  statutory  allocation.  	


n  The  Registrar  to  the  issue  shall  thereafter  issue  a  bond  certificate  to  the  successful  
allotees.	
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State  Government  Bonds	

n  SEC  Rules	


n  State  and  Local  Government  shall  publish  their  audited  annual  financial  statements  in  at  
least  two  (2)  national  newspapers  throughout  the  life  of  the  bond.    Also,  the  rating  of  the  
state  and  local  government  bonds  shall  be  reviewed  annually  provided  that  the  rating  
shall  be  no  more  than  12  months  apart  and  shall  be  published  in  at  least  two  national  
newspapers;	


n  State  and  Local  Government  shall  publish  information  on  funds  utilization  in  at  least  
two  (2)  national  newspapers.    The  publication  shall  be  subject  to  clearance  by  the  
Commission;	


n  Underwriting  shall  be  at  the  discretion  of  the  issuer.    In  the  event  that  the  Issuer  and  its  
financial  adviser  decide  that  there  shall  be  no  underwriting,  the  minimum  level  of  
subscription  shall  be  in  line  with  the  provisions  of  Rule  70  (6)  (ii)  –  i.e.  less  than  50%  
subscription  will  result  in  the  offer  being  aborted  by  the  issuer;  	


n  Provided  that,  where  an  issue  not  underwrihen  is  undersubscribed,  the  Commission  
shall  be  informed  of  the  source  of  the  funding  gap  and  such  information  shall  be  filed  
together  with  the  proposed  basis  of  allotment.  	
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State  Government  Bonds	

n  SEC  Rules	


n  A  new  Rule  307  (6)  is  created  to  read  as  follows:-­‐‑  	

n  Where  the  Commission  is  satisfied  with  the  securities  offered  by  the  issuer,  it  shall  on  an  

application  by  the  issuing  house  waive  the  requirement  for  an  irrevocable  leher  of  
authority  (otherwise  known  as  Irrevocable  Standing  Payment  Order,  ISPO),  provided  
that  the  Issuing  house  shall  not  revert  to  the  use  of  the  irrevocable  leher  of  authority  to  
the  office  of  the  Accountant-­‐‑General  of  the  Federation  for  the  recovery  of  the  loan.  	


n  The  following  conditions  shall  be  satisfied  by  the  issuer:  	


n  (a)  The  Internally  Generated  Revenue  (IGR)  shall  not  be  less  than  60%  of  the  total  
revenue  of  the  state  for  the  preceding  year.  	


n  (b)  Investment  in  the  Bond  issue  shall  be  restricted  to  Qualified  Institutional  Investors  
and  High  Networth  Individuals  in  accordance  with  these  rules  and  regulations.  	


n  (c)  The  rating  of  the  bond  shall  not  be  below  investment  grade.  	

n  (d)  In  addition  to  the  issuer’s  Internally  Generated  Revenue  (IGR),  the  issuer  shall  

provide  a  third  party  guarantee  to  cover  payment  of  the  principal  and  interest  in  the  
event  of  default.  	


n  (e)  The  issuer  shall  disclose  in  the  prospectus  that  the  bond  issue  is  not  backed  by  an  
irrevocable  leher  of  authority.  This  shall  be  boldly  printed  on  the  front  cover  of  the  
prospectus.	
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Overview  of  the  Bond  Issuance  process	

n  States  to  pass  enabling  legislation  and  establish  State  Debt  Management  offices	

n  Appoint  parties/commence  stakeholder  engagements	

n  Obtain  ISPO  from  office  of  Federal  Accountant-­‐‑General	

n  Submit  draft  Offer  documentation  to  the  SEC  	

n  Obtain  SEC  Approval  for  Completion  Board  Meeting	

n  Commence  Book  Building	

n  Commission  printing  of  CBM  Documentation	

n  Conclude  Book  Building	

n  Communicate  Market  Clearing  price  to  QII’s	

n  Hold  Completion  Board  Meeting	

n  Submit  executed  CBM  Documents  to  SEC	

n  Obtain  SEC  Approval  to  Open  Application  Lists	

n  Application  Lists  open  and  close	

n  Prepare  Allotment  Proposal	

n  Review  Allotment  Proposal  with  Issuer	

n  Submit  Allotment  Proposal  to  SEC	

n  Obtain  SEC  Approval  of  Allotment	

n  Forward  Proceeds  of  Bond  to  Issuer	

n  Commence  E-­‐‑Allotment  	

n  Listing  of  Bonds  on  The  Nigerian  Stock  Exchange	
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State  Government  Bonds  -­‐‑  Risk  Analysis	


n  Bonds  carry  the  promise  of  their  issuer  to  return  the  face  value  of  
the  security  to  the  holder  at  maturity;  stocks  have  no  such  promise  
from  their  issuer.  	


n  Most  bonds  pay  investors  a  fixed  rate  of  interest  income  that  is  also  
backed  by  a  promise  from  the  issuer.  	


n  Historically  the  bond  market  has  been  less  vulnerable  to  price  
swings  or  volatility  than  the  stock  market.  The  average  returns  
from  bond  investments  have  also  been  historically  lower  than  
average  stock  market  returns.	
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Risk  Analysis  –  Specific  risks	

n  Political/Country  Risk  -­‐‑  Future  changes  in  the  political  environment  may  

have  material  adverse  effect  on  the  economy  and  the  performance  of  Bonds  
issued.  It  covers  areas  such  as  sanctity  of  contracts,  continuing  obligations  of  
subsequent  governments  etc.	


n  Economic  Risk  -­‐‑  The  Nigerian  economy  is  largely  dependent  on  oil  
production  for  its  revenues.  According  to  the  World  Bank,  oil  accounts  for  
about  17%  of  Nigeria’s  GDP,  over  97.5%  of  its  export  earnings  and  
approximately  81%  of  its  budgetary  earnings.  Nigeria  is  also  faced  with  
significant  infrastructural  challenges  which  impact  economic  growth.	


n  Issuer’s  Risk    -­‐‑  The  Issuer’s  ability  to  fulfill  its  obligations  under  the  Bonds  is  
entirely  dependent  on  its  performance.  Such  risks  include  its  ability  to  
manage  its  growth,  ahract  and  retain  top  quality  personnel/resources,  and  
generate  sufficient  operating  cashflows  to  service  its  obligations  under  the  
bond.	


n  Interest  rate  risk  -­‐‑  When  interest  rates  rise,  bond  prices  fall;  conversely,  when  
rates  decline,  bond  prices  rise.  The  longer  the  time  to  a  bond’s  maturity,  the  
greater  its  interest  rate  risk.	
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Risk  Analysis  –  Specific  risks	

n  Inflation  risk  -­‐‑  Inflation  causes  tomorrow’s  dollar  to  be  worth  less  than  

today’s;  in  other  words,  it  reduces  the  purchasing  power  of  a  bond  investor’s  
future  interest  payments  and  principal.  Inflation  also  leads  to  higher  interest  
rates,  which  in  turn  leads  to  lower  bond  prices.  	


n  Market  risk  -­‐‑  The  risk  that  the  bond  market  as  a  whole  would  decline,  
bringing  the  value  of  individual  securities  down  with  it  regardless  of  their  
fundamental  characteristics.  	
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Security  Arrangements	

n  Trust  Deeds:  	


n  The  Trust  Deed  is  the  wrihen  agreement  between  the  State  (the  borrower)  and  its  
creditors  (the  investors).  Usually,  a  Trustee  is  appointed  by  the  State  to  represent  the  
bondholders.  The  Trustee  must:  	


	
1.  make  sure  the  terms  of  the  Deed  are  obeyed,  	

	
2.  manage  the  sinking  fund  (if  any),  and	

	
3.  represent  the  bondholders  in  the  event  of  a  default.	


n  The  Trust  Deed  generally  includes  the  following  provisions:  	

	
1.  The  basic  terms  of  the  bonds	

	
2.  The  total  amount  of  bonds  issued	

	
3.  A  description  of  the  security  arrangements	

	
4.  The  repayment  arrangements	

	
5.  The  call  provisions  (if  any)	

	
6.  Details  of  the  protective  covenants	
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Challenges  faced  by  State  Government  Issuers	


n  Inadequate  preparation  –  identification  of  projects  with  sufficient  cash-­‐‑
generating  capabilities	


n  Poor  historical  performance  records/high  risk  –  Pencom  imposed  a  cap  of  20%  
on  investments  in  State  govt  bonds;  less  than  corporate  bonds  (30%)  and  
equities  (25%)	


n  Weak  financial  capacity  –  poor  IGRs	


n  Illiquidity  –  trades  in  FGN  bonds  practically  restricted  to  PDMMs	


n  Bureaucracy  and  inadequate  documentation	


n  Discretionary  nature  of  ISPOs  and  tax  exemptions	


n  High  issuance  costs  –  most  States  must  offer  premium  pricing  to  ahract  
patronage	
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Key  drivers  of  a  virile  Govt.  Bond  market  

	

n  Economic  &  political  stability	

n  Government  reform  activities	


q  Stronger  regulatory  oversight	

q  Tax  incentives	

q  CBN  policies  –  granting  of  liquid  asset  status  to  State  Government  bonds.  

However,  this  is  subject  to  the  State  meeting  stringent  eligibility  criteria  such  as  
the  establishment  of  sinking  funds,  having  investment  grade  ratings  etc	


n  Level  of  awareness  –  Investor/Issuer  education	

n  Foreign  direct  and  portfolio  investment	

n  Globalization  and  a  move  towards  adopting  international  standards	
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Parting  shot  -­‐‑  Advise  to  State  Governments  
	


n  Focus  on  projects  that  are  cash  generative!	


n  Establish   State  Debt  Management  Office   to  manage   the   State’s   internal   and  
external   debt   and   to   manage,   conduct      and   implement   debt   issuance  
programmes   for   the   purpose   of   financing   of   its   capital   budget,   or  
restructuring  of  existing  debt  	


n  Remain  faithful  to  the  stated  utilisation  of  issue  proceeds  –  hopefully  the  SEC  
will  put   in  place  appropriate  mechanisms   to  monitor  utilisation  and   impose  
stiff  sanctions  for  identified  breaches	


n  Boost   IGRs   thereby   reducing  dependence   on   statutory   allocations.  A   strong  
IGR   profile   provides   a   veritable   basis   upon  which   long-­‐‑term   debt   issuance  
programmes  can  be  launched  to  fund  capital  projects	



