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PRIVATIZATION THROUGH LEASING:
THE ToGO STEEL CASE

Ivan Bergeron

A govemnment wanting to divest state-owned enterprises (SOEs) can
theoretically choose among several courses of action: it can liquidate them,
allow them o go into somce sort of hibemation, or privatize their ownership
through total or partial sales. It can also privatize the management of those
enterprises by entering inlo management contracts with private partics or
by leasing the emerpriscs’ assets to those partics.Under the latter
arrangement, the privaie parmers undertake to run all or part of the
enterpriscs, and lease the physical installations from the govemment for
specified lengths of time in retum for paying predetermined fees, The
govemment retaing ownership of the physical assets, thus leaving it free o
pursue any of the other oplions when the icases expire. Thus, leasing is a
form of privatization that pcrmits a govemment to avoid making the drastic
departurc from the srarus quo entailed by liguidation or outright sale of an
SOE, while leaving it free 1o pursue a wide range of options in the future,
including divestiture, which might become attractive once an SOE has been
tumed around.

“This chapter describes an actual leasing cxperience in Togo; one of the
first of its kind in Sub-Saharan Africa, In 1984, the Lomé steel mill, a
small smelting and rolling operation producing reinforcing bars, was
leased 0 an American entrepeencur. The mill had been operating at a loss
since its commissioning in 1979. The leasing venture tumed out 1o be a
commercial success for the privale investor, and operations were

subsequently expanded with a major diversification project. This study
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examines the Togo steel case with two questions of interest Lo
policymakers.

1. Under what conditions is leasing 1o a private operator likely to be
more auraclive than either conlinued operation under state
management (if this aliemative s open) or outright liquidation?

2. How should the lcasing agreement be structured so that it is
sufficiently attractive to the privale entrepreneur, while also
safeguarding the country’s inlerests?

Historical Background

Toward the mid-1970s, when Togo's cconomy was flourishing
because of the high price of one of its major exports, phosphates, Togo
became inlerested in establishing an iron and stec) industry. Pan of the
rationale for doing so was the desire 1o exploit an iron ore deposit in
northern Togo. However, due 1o its small size, poor yield, and distant
location that deposit was never exploited. Insicad, Togo accepied an offer
made by a Swiss company, BBC, to construct a mini steel plant with an
annual capacity of 20,000 tons of reinforcing hars, The proposed plant
was to use Jocal scrap iron as feedstock to produce ingots and rolled
products. BBC's proposal was accompanicd by a poorly prepared
feasibility study that demonstraled the investmenl's economic viability.
The study’s shorcomings Included an incorrect analygis of the scrap
supply in Togo and adjoining countries, overoptimistic estimates of the
local and regional market for reinforcing bars, and financial projections
based on very unrealistic assumptions, such as full utilization of capacity at
plant start-up. Neveritheless, the government accepled the reporn's
conclusions and entered into an agreement with BBC.

A consortium of Austrian, Swedish, and Swiss companies was formed
10 supply the plant on a tumkey basis, In April 1976, the Togolese
govemment signed a CFAF 13 billion contract with the consortium
(approximatcly US$32.5 million).! A financing package of CFAF 9.5
billion was put together that same year in the form of medium-term loans

1. The CFA framc (CFAF) is pagged to the value of the Fremch franc
I'FI-CFAFMMmduﬂ-'nrhCFA&-:hmdU.S.dnﬂmvuled.
spgreciably over the lime period covered here. I 1984, al the time the leasing
sgreement was concluded, the rate was approximasely CFAF400 to the U.S. dollar.
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from Austrian, Swedish, and Swiss banks. The Togolese govermment
funded the balance of CFAF 3.5 billion. The govemment set up a national
iron and steel company, Sockéié Nationale de Sidérurgie (SNS), 1o operate
the plant. The mill was bwilt in an industrial estate near Lomé and
commenced operations in 1979,

The company's operating results were disastrous right from the stan
(table 7.1). Sales in 1980 were about one-fourth the original projections,
and the operating results showed a net loss of CFAF 2,184 million instead
of a projecied net profit of CFAF 1,780 million. Total unit costs were more
than six imes BBC's projections, about three times the local selling price,
and about six times the c.L.f. impon price (CFAF 110-120,000 per ton).
Direct costs alone were cstimated at CFAF 177,600 per ton, which under
the prevailing production conditions ruled oul any prospect of improving
profitability by raising production volume. Moreover, the constralnts on
local availability of scrap, ignored in the BBC siudy, forced the company
10 turm 10 ever more distant sources of supply, so that the price of the scrap
increased with increasing production: the company estimated that at full
capacity (20,000 tons), the cost of scrap per ton of sieel produced would
average CFAF 42,000 compared 1o the [easibility repon's estimate of
CFAF 13,200,

In 1980, the disappointing sales volume led the local authorities to grant
SNS a monopoly on the impon, production, and sale of reinforcing bars in
the local market: a monopoly previously held by another state company.
However, because Togo's domestic consumption of reinforcing bars did
not exceed 6,000 tons, SNS had o develop export markets 1o ulilize even
25 peroent of its capacity. It did manage to export steel 10 Niger and
Burkina Faso in 1980, but the amounts were small and the transactions
were at a loss since the world price did not even cover SNS°s variable
prodluction costs, Morcover, in those two countrics Togolese siecl was
subject 10 impon dutics 8 percent higher than those applied 10 products of
Europcan origin. By the end of 1980, SNS's cumulative losses, after 18
monihs of operation, 1otaled CFAF 308 million before depreciation and
financial costs, and CFAF 2.9 billion after depreciation and interest.

In 1981, a World Bank mission carried out the first diagnostic study of
SNS. Among the main causes of poor performance it identified were (a)
the lack of experience of SNS's management stafl, especially in the arcas
of procurement, marketing, finance, and administration; (b) the small size
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a. Based on projections contained in the feasibility repont prepared by BBC in the mid-1970s.
Source: World Bank, 1981, Report on State-Owned Companies in Togo (Washingion, D.C.).

Table 7.1 SNS’ Performance, 1979 and 1980
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of the local market, coupled with severe competition from European
supplicrs; (c) the inordinately high production costs, resulting largely from
the high cost of imported raw materials; and (d) the inadeguate financing,
especially for working capital.

First Privatization Attempt

In mid-1980, the Togolese govemment and BBC stanted discussions
with a view to rehabilitating SNS by setting up a new organizational and
management structure. The negodiations took place sporadically over
several months and finally collapsed in April 1981, The main clements of
BBC's proposal were to sct up a new company, Aciéric du Togo, S.A.
(ATSA), jointly owned by BBC and the Togolese government, BBC
would lease the stecl works from SNS and manage the facility, using a
team of nine expatriates, BBC would make a loan of SwF 9.4 million to
ATSA, while SNS would continue 10 be responsible for its existing
liabilitics. BBC proposcd that the plant be Icased from SNS for a yearly
rent, made up of a fixed sum of CFAF 50 million and a variable pan equal
1o 75 pereent of the gross operating profit.

According to the projecicd operating account of the new company, the
project would generate a cumulative cash low of CFAF 3.5 billion over 10
years, which would cover about 40 percent of the external loans
contracied, equivalent 10 about 25 percent of total debt service, However,
the projection optimistically assumed that the sales volume would rise from
5,250 tons per year in 1980 1o 35,000 wons per year in 1985. A simplc
calculation showed that if sales in 1985 and beyond were 30,000 tons per
year insicad of 35,000 tons, the cumulative cash flow over ten years would
fall 1o CFAF 837 million; and if sales were only 20,000 tons per year, the
cumulative cash flow would actually be negative. Thus, the proposal was
financially unsound, and the govemment's decision 10 reject it was
understandable. An cconomic analysis using border prices 1o value inputs
and outputs also indicated that value added would be negative even if
BBC’s optimistic sales projections were met.

Al this junciure, the World Bank recommended that the plant be closed
as soon as possible. One of the major preconditions of a World Bank
structural adjustment loan in 1983 was the satisfactory resolution of the
SNS problem by rehabilitation or privatization, if these allematives were
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feasible, or by closure and liquidation. This pointed to the need for studics
10 explore the economic feasibility of rehabilitation and assess SNS's net
worth in order to draw up a liquidation account in the event of closure or
privatization.

In 1982, the government invited bids from specialist firms for a detailed
technical and economic study of SNS. The 1erms of reference for this work
included a technical assessment of the plant’s operations and identification
of possibilities for improvement, a study of scrap supply, a market study
for the plant's products in Togo and the region, and an assessment of the
company’s organization. As one of the cutputs of the study, the consubtant
was 1o rccommend the most economical plan of action from among four
altematives: ccasc operations entirely and wind down the company,
mothball the facilitics until the cconomic situation warrants resumption of
operations, close down the smelter while continuing o operate the rolling
mill with imporied billet, or rehabilitate the company if this could be done
within a reasonable timeframe and with a decent chance of sucoess.

The study was awarded 1o a reputablc French firm, Hexatee, which
estimated the Togolese demand for SNS's products at about 4,500 tons per
year without plant modifications, and 6,000 tons if a rolling facility to
produce small bars were added. Hexatee saw the potential export markel as
consisting of Burkina Faso, Niger, and Benin, which together could
absorb 5,500 to 9,000 tons per ycar depending on whether or not plant
modifications were made, Other countries of the region were found o offer
little potential: Mali becawse of strong competition from European
supplicrs; Ghana and Nigeria in view of their own production capacity; and
Cameroon, Cd4e d'Ivoire, Gabon, and Zaire because of the very low
selling prices that would be required o maich the competition. Even for the
most promising countrics, ex-works prices would have to be much lower
than for the local market, where SNS enjoyed a high nominal rate of
protecthon (projected by Hexatee 1o be on the order of 60 percent).

According to the consultant’s study, scrap could be obtained from three
sources, successively more distant and more expensive. Togo itself could
provide some 3,000-4,000 tons per year al an average millgate price of
CFAF 12,000 per ton; adjacent countrics, from which the material could be
trucked in, could supply 3,500-5,000 1ons st CFAF 20,000 per ton; and
other West African countries, from which sea transpont had to be used,
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could supply scrap at CFAF 43,000 per ton. In comparison, the average
delivered price of scrap in Europe was CFAF 25,000 per ton in 1983,

The most negative finding of the Hexalec study concemed unil
manufacturing costs. Under conditions prevailing at the plant in 1983,
Hexatec estimated the unit manufacturing cost st CFAF 183,000 per ton of
finished product. By implementing a program of management and tochnical
improvements, Hexatee calculated that the unit manufacturing cost could be
decreased 10 CFAF 135,000-145,000 per ton depending upon the exient of
rehabilitation. In comparison, unit manufacturing costs at similar plants in
Europe, according to Hexatee, would not excoed CFAF 74,000, Thus,
even with the reduction in unit costs that could be achicved by tightening
operations—approximaicly 20 percend under the best scenario—ihe
company would make no profit on export sales and only medest profits on
local sales. Thus, Hexalee did not see any way SNS could fully absorb
depreciation charges and debt servicing costs.

In view of the discouraging outlook presented by the Hexatee report,
the government asked the consultant to study in greater depth the scenario
of closing down the mill's smelter and operating the rolling mill alone with
imported rather than locally made billets. Hexatee concluded that this
option could work only if SNS's entire production were sold in the
domestic market. Furthermore, Hexatec considered this scenario as
involving a substantial long-term risk. If the world economy picked up,
steel mills would be more interested in selling finished products than
billets, and the company could find itsell paying more for billets than for
the finished bars.

Thus, the conclusion implied by the Hexatec study was that the
government shouk] close the SNS plant. The next logical siep secemed 10 be
the recruitment of another consullant 10 audit the company's books,
ascertain the company s net wonh, determine the plant’s market value, and
recommend the best liquidation procedure. At this juncture, as the
Togolese government was pondering the Hexatee report, an American
busincssman with previous involvement in a mini sicel mill similar to SNS
in Central America, visited Togo and expressed an interest in taking over
pant of the plant's operation. By this time, as the audit report showed,
SNS's cumulative losses since stant-up tolaled nearly CFAF 12 billion, the
net book value of asscts was negative CFAF 6.3 billion, and the market
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value of the company's physical asscts was cstimated at less than CFAF 1
billion. Thus, liquidation was an unsavory prospect, especially because of
the mint condition of the plant, the quality of its equipment, and the CFAF
13 billion that the Togolese govemment had spent 10 build it

The Ibcon Lease Proposal

In December 1983, the American entreprencur’s company, Ibeon S.A.,
submitted a proposal 10 the Togolese authorities to form a joint venture
with the government that would leasc the SNS mill and produce large
diamcicr bars using imported billet and small bars using imported coils.
The ingot casting operation was 1o be discontinued.

The propoesal contained financial projections based on a production
program of 6,000 tons per year, which matched Togo's domestic demand
in 1982. On this basis, once stable operations were reached, net income
was projecied at 15 percent of sales afler a modest lease payment 10 the
government. The proposal also contemplated selling sicel 10 a few large
construction projects then in the planning stage, and projected the gradual
development of aboul 4,000 tons per year of expons 1w Benin, Burkina
Faso, and Niger. The plant would employ 65 people.

According to the Ibcon proposal, resumption of operations on this basis
would require aboul CFAF 335 million of new investment, of which 35
percent would be financed through equity and the balance by a long term
loan. Ibcon would own 40 percent of the equity, while the Togolcse
government and the Intcrmational Finance Corporation (TFC) would cach
own 30 percent. IFC had expressed an inlerest in investing in the venture
and in providing some long-tcrm loans, The govemment's contribution
would be in licu of the lcasc payment for the first year of operation. The
financial retum on the operation, projected at 55 percent in the proposal,
assumed that domestic salc prices would be approximately equal 0 impon
prices plus customs duty of 41 percent,

The unit manufacturing cost projecicd by Ibcon for the large reinforcing
bars (rolled in the plant) was comparable to those in the Hexatec study,
The concentration of sales in the local market, 8t protected prices, permisied
an appreciable operating profit, whercas the Hexatec scenario also
envisaged unprofitable forcign sales. Furthermore, the profit margin on
small reinforcing bars (made from imponicd bar stock) was projected 1o be
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very high owing o the low processing cxpenses and the advantage
conferred by tari(T protection,

According to the terms sct forth in the Tbcon proposal, a ten-year
renewable lease for the plant would be concluded between the govemment
and the new company, with both cancellation and renewal options. The
proposcd lcase amount was set &t the higher of cither 20 percent of armual
gross profit or CFAF 40 million (US$100,000). Ibcon proposed that the
new company would sell all the unnecessary plant and inventory on behalf
of the government at the best possible terms for an unspecified
commission. A five-year, renewable management contract would be
established between the new company and [boon S.A., whereby the latter
would take full responsibilily for managing the plant through an expatriate
plant manager and sendor company staff. In negotiating the final proposal,
the government's goal was presumably o maximize the project’s social
benefits, while Ibcon’s goal was presumably 10 maximize the retum on is
investment and minimize the risk involved.

As a forcign investor sciting foot for the first time in Africa, Ibcon was
belicved 10 be quite concemed about the political, financial, and cconomic
risks of doing business in Togo. Based on the projecied operating account
included in the invesior's proposal, the government was able 10 determine
how changes in various assumptions were likely 1o affect the project's
economic and financial characieristics. For this purpose, the govermment's
technical staff set up a spreadsheet model of the project. Four quantitative
measures were of primary intcrest to policymakers: the economic rate of
retum 1o Togo, the impact of the agreement on the govemment's cash
flow, the impact on the country's foreign exchange resources, and the
financial rate of retum camed by the forcign investor, Table 7.2 presents
the results obtained along the four performance measures under various
scenanos.

The net economic benelit was calculated as the dilTerence between
discounicd sales proceeds and discounted input and factor costs over a ten-
year period, with both inputs and outputs valued at border prices. The
opportunity cost of using the asscts, measurcd by the estimated liquidation
value of the plant, was treated as a cost in year 0, revenuves from the
planncd exporn of surplus scrap sieel by Ibcon were accounted for in year
1, while the plant’s salvage value was recognized as an inflow in year 10,
Dividends, net of taxes, accruing 1o foreign shareholders were treated as
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costs 1o the country. Debt servicing on forcign loans was handled the same
way. The resulting costs and benefits for 1988, by which time operations
were projecied 1o have stabilized, arc shown in table 7.3 for the base case,
that is, the project as put forth in Ibcon's proposal. The project is seen 1o
result in 2 small net cconomic surplus of CFAF 56 million in 1988. The
numbers in table 7.3 provide some idea of the magnitude of individual
revenuc and cost catcgorics that, in tum, yiclded the cconomic rates of
retum presented in table 7.2,

The second performance indicator—impact on govemment cash fow-—
was defined as the incremental revenuc obtained by the govemment with
the project compared 1o without the project. In the latter case, government
revenues would consist mainly of customs dutics on imporied reinforcing
bars, while in the former case it would consist of rent, dividends, and 1ax
receipls.

The thind performance indicalor—net forcign exchange impact of the
project—was defined as the difference between the foreign exchange
outflow with the project (capital goods and raw materials impons, interest
on external loans, and afler-1ax dividends paid 1o foreign sharcholders) and
those without the project ([inished product imports). Thas, a positive result
on this measure would mean the project lowered Togo's foreign exchange
reserves.

Tablc 7.2 shows that the project would gencrate a reasonable economic
raie of retum only iff exports were realized, rents and import laxes were
higher than assumed in Ibcon's proposal, and the government's equily
stake was raised. Notce that the economic retum would not exceed 11
percent cven in the most favorable scenario (no. 7). Govemment cash
Now, as compared 1o the liquidation allemative, would at best be neutral
(scenario 6) or slightly positive (scenario 7). In every scenario, the
project’s nel impact on the balance of payments was likely 10 be negative:
the manufacture of reinforcing bars froen imporied billet used more forcign
exchange than dircct importation of the finished product However, the
project’s financial retumn afier taxes was likely to be high in all the cases,
ranging from a low of 21.4 percent 10 a high of 45.8 percent.

Thus, the government's first analysis scemed o suggest that the
economic value of Tbcon’s proposal, while nol negligible, was likely 10 be
small even if cenain conditions were added 10 the original [hoon proposal,
However, Ibcon's proposal would save the govemment from the
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unplcasant task of closing a new, expensive industrial plant and laying oll
a few hundred employees. Among the government’s other concems was
Ibcon's proposal to abandon smelting without a serious study of its
profitability, especially since another mini mill expent had recently
suggesicd to the government that smelting could be profitable. In addition,
the govemment wanted to ensure that Ibcon did mot sacrifice SNS's long-
term interests in its pursuit of short-term profits. Specifically, the
govemnment was concemed that Ibcon might not bother to develop expon
markets, pursue diversification opportunitics, andfor maintain the siecl
plant properly. These issucs arose during the negotiations that followed
Ibcon’s proposal.

Negotiations with Ibcon

Negotiations between the Togolese government and Ibcon took place
sporadically during a two-weck period. On the matter of cquity, the
Togolese government said it preferred not to participate in the new
company's capital, although it would welcome part of the capital being
made available 1o privale Togolese investors. Ibcon agreed (o take care of
the company's initial capital, with of withoul a contribution by the
Intemational Finance Corporation (with which no agreement was finally
materialize), and to make part of the capital available 10 Togolese investors
after a few years. A second change 1o the original proposal was Ibcon’s
offer to include the collection, preparation, and export of sicel scrap in the
activities of the new company. The government acoepted this after the
computer model confirmed that it would improve the project’s economic
rate of recum. fheon also agreed 10 explore diversification opporunitics for
the mill, including the possibility of recommissioning the arc fumace and
resuming smelting if and when it appeared 10 be financially feasible, With
that possibility in mind, the fumace and its ancillary equipment would be
mothbalied rather than dismantled and sold.

During discussions, the govemment cxpressed its concem about
several issves, including the continued operation of the arc fumace, proper
maintenance of the leased Facilitics, and a commitment by Theon 10 actively
explore export possibilitics. For its par, Ibcon expressed a strong
prefercnce that the govemment should panticipate in the venture's equity,
and tricd 10 obtain a lcasc, 1ax, and pricing package that would allow a
financial return compatible with the venture’s perceived risk. Tax
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provisions, in particular, were debated at length, with the Togolese
government insisting that its cash flow with the lease arrangement should
at least equal the import duties that it would have collected on finished
products if the project were not implemented. The negotiations finally led
10 an agreement in principle between Thoon and the Togolese govermment
providing for the creation of a new company under Togolese law, the
Sociéié Togolaise de Sidérurgie (STS), whose capital would be subscribed
entircly by Ibcon. STS was established in July 1984 and the final
agreemendt was signed in October 1984,

The final agreement between STS and the Togolese govemment stated
that the company would start opcrations by manufacturing reinforcing bars
of 6-8 mm diameter from imported coil (that is, by simple straightening
and cutting), whilc bars of 10 mm diameter and above would be made
from imported billct or from other raw materials. The purchasc,
preparation, and export of the steel scrap held in inventory by SNS would
also be STS's responsibility, STS would resume the use of the arc fumace
and casting facilitics when economic conditions warranted it Ibcon would
provide all new investments necessary 1o implement STS's manufacturing
program, including working capital, without govemment guarantecs,
Funthermore, STS commilied itsell 10 explore promising diversification
opportunitics and new manufacturing operations that appeared fimancially
viable

For lts pan, the government offered STS several assurances. The legal
guarantees included freedom for STS to exercise all the provisions of its
statutes, including those relating to choice of sharcholders and associates,
with the understanding that STS would endeavor to sell up 1o 30 percent of
its shares 1o Togolese privale interests as soon as possible. The
government's economic and financial guarantecs dealt with import dutics
and taxes on competing finished products, which were to be kept at the
levels prevailing at the time of signature for five years. At the end of this
period the import tax and duty were 10 be reviewed by mutual agreement.
Domestic selling prices were to be determined by a government-approved
schedule, reviewed on a semi-annual basis, and indexed for automatic
adjustment for direct operating costs outside the company’s control
(essentially, impored raw materials). Also, the govemment promised 1o
make foreign exchange available for imporned equipment, operating
expenses, and the repatriation of profits and dividends. Finally, the
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govemment guaranteed that for the duration of the agreement STS would
be exempt from impont duties on equipment, spare parts, raw materials,
and other inputs not available in Togo, including semifinished products
such as coils, It also agreed to waive all export duties on the company's
products,

The formula to be used for calculating the lease amount was as follows.
The lcase fee would be a fixed amount of CFAF 70 million for the first two
years of operation; thereafier, and until year 6, the fiee would be the higher
of an increasing percentage of gross margin or a fixed amount, the latter
also increasing annually. Starting in year 6 and to the end of the Jease, it
would be set at the higher of CFAF 80 million or 40 percent of gross
operating income, The lease was to be valid for ten years, renewable by
mutual agreement. Upon expiration of the lease agreement, all investments
made by STS and inventories in excess of the initial level would be
repurchased at book value by the govemment, which would retain a right
to inspect all important investments made by STS afier year 6.

Thus, the final agreement differed from Ibcon’s original offer in three
respects. First, the production program was altered so that 8 mm bars were
no longer 1o be rolled from imporied billet, but manufactured by
straightening and cutting imported coils, and the collection, preparation,
and export of sicel scrap was added to the company's activitics. Sccond,
Ibcon was 1o be a majorily sharcholder of STS, with an initial holding of
100 percent that would be reduced 1o 70 percent following the issue of
sharcs to Togolese investors. No longer was there any question of
techmical assistance fees or annual commission on gross profits payable to
Ibcon. However, since Ibcon controlled STS, there was nothing 1o prevent
transactions of this kind from taking place between the two companics.
Finally, the amount of rent was increased significantly from 20 percent of
gross operating profit (minimum CFAF 40 million) 1o 40 percent of gross
operating profit (minimum CFAF 80 million) aficr five ycars of operation.

A Preliminary Ex-Post Evaluation

The draft agreement of March 1984, including the export of 6,000 tons
of scrap a year, was projected to yield an economic rate of retum of 6,3
percent (table 7.4). Compared o the allernative of liquidating the sieel
plant, it promised 10 yield a small net foreign exchange saving of CFAF
9.6 million and a worsening of the govemment's cash flow deficit by
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CFAF 7.1 million. Even though these results appeared only marginally
favorable to Togo, the project was deemed attractive for the intangible
benefils it promised 10 yicld. The World Bank officially concurred with
this point of view. Subsequently, the final agreement was also appraised to
measure the impact of aliering the manufacturing program to produce 8 mm
reinforcing bars from coil instcad of billet. Duc to the increase in exports
projected as a resull, the large contract subsequently oldained from a local
construction project, and the diversification that had already begun (rolling
of small shapes for the local market), the cconomic rate of return was of
the same order of magnitude as for the draft agreement of March 1984,
while government cash Mlow was betier than projecicd cardier,

STS itsell quickly tumed a profit on its operations. For is firsi
compicte financial year (1985), the company realized a net profit, after
lease payment and taxes, of CFAF 112 million on a tumover of CFAF 1.5
billion. That year, STS sold about 8,000 wons of reinforcing bars and
exporicd 6,000 tons of prepared scrap. In 1986, it sold 11,000 tons of
bars, of which about 3,000 tons were exported. By comparison, the
projected sales in the Ibcon proposal were 6,900 1ons for 1985 and 7,800
tons for 1986,

Scveral factors accounted for STS's financial success. In the first place,
an encTgelic management leam was able 1o develop markets rapidly through
aggressive sclling and good service, particularly with regand to delivery
times. Another factor was effective control of production costs, A
significant achicvement in this regard was the decision 1o use second-hand
railroad track stecl rather than billets to produce bars. Railroad track steel
was 30 percent cheaper than billets and was available in large quantitics in
many parts of the world, including Africa, and yiclded a final product that
was equivalent or superior in quality 1o bars produced from billets, STS's
procurement of raw materials was also very effective, relying on
fNexibility, diversification of sources, and an aggressive scarch for
opportunitics, Finally, the govemmenl’s pricing policy, based on a tanifl
protection rate of 41 percent, resulied in high profit marging in the
domestic market. An analysis camicd out in 1987 by the Intemational
Finance Corporation showed that the nel margin (afler depreciation) in the
local market was 34 percent of sales for products made from rail ssock and
2] percent of sales for products made from billet. In contrast, the net
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margins on exports were 9 percent of sales for products made from rail
stock and -9 percent for products made from billets,

Ibcon also moved as promised (o sell equity to local investors. In 1986,
35 percent of the company's equity was sold to private investors in the
form of preferred stock, with 14 percent being subscribed by Togolese
investors and the rest by other African investors. The shares had 10 be
distribuicd through banks, since Togo had no stock cxchange, and they
were guarandeed to yield a minimum retum of 10 percent.

From Togo's point of vicw, a surprising positive development was
STS's carly move into a new product line, pylon manufacturing. The
project, undertaken in 1987, consisted of additional facilitics 10 make
pylons and structural beams from formed and welded reinforcing steel.
The technology was obtained from a Danish firm, Ramboll & Hannemann
(R&H), which was a world leader in the ficld with more than 35 ycars
expericnce with the process, R&H preparcd the feasibility repont for the
project and contributed toward the venture's incremental investment. R&H
was also cntitled 1o a royalty of | percent of sales. The capltal cost of the
project (CFAF 600 million or US$1.97 million) was financed through a
combination of equity (31 percent of otal cost) and long-term loans from
the Intemational Finance Corporation (CFAF 260 million) and the Danish
Industrialization Fund for Developing Countries (CFAF 152 million).

The new product it in nicely with STS's operations by allowing
existing manufacturing assets to be more fully wtilized. It gave Togo access
10 a superior technology while also advancing the country's technological
expertise. While delivering roughly the same performance as traditional
concreie and welded angle-iron structures, pylons made of reinforced steel
were cheaper (o manufacture (10 10 20 percent less) and transport (25
percent less) and are also more durable. Morcover, the new product could
use STS's existing markcting, distribution, and transpontation systems,
both within Togo and in neighboring countries. Over a period of four
years, annual sales were expected (0 grow to about 1,500 tons of pylons
and 350 tons of structurcs, with roughly hall the volume coming from
exporn markets,

‘The pylons project probably raised the economic retums o Togo from
the lcase amangemcent with Ibcon. Pylons manufacturing added more value
than the making of reinforcing bars because it used lacilitics and labor
more intensively. It added to STS's employment and 1o the taxes the finm
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paid, One study conducted in 1987 estimated the marginal economic retum
to Togo from the lease arrangement with Ibcon, including the pylons
manufacturing project, at between 11.0 w0 14.5 percent depending on the
exact assumptions made. This range is significantly higher than the range
of retums projected when the original agreement with Ibcon was signed.
Apart from the benefits reflected in the economic retum calculations,
policy makers in Togo were pleased with the intangible gains from the
Ibcon agreement. For one thing, jobs wene preserved by the agreement:
although the workforce was reduced from over 200 10 120, all jobs might
have been lost without the agreement. Most of the workers employed by
STS were former employees of SNS, and they received higher salarics
than before, better training, and more responsibility. Second, by
continuing 1o operate the plant, the government avoided the political
cmbarrassment of shutting down a brand new facility crected at
considcrable cost. Third, the sale of stock in STS in 1986 broadened share
ownership by Togolese people; a development viewed with satisfaction by
govemment policymakers as well as inlernational agencies. Finally, the
agreement with Iboon had a positive impact on intemational donors, who
hailed the agreement, and on the intemational investment community in
gencral. The manner and speed with which Togo had negotiated an
agreement with a forcign company was belicved 10 have signaled 0 others
that Togo was an afiractive country in which to do business. Not only did
the government allow Ibeon to reap attractive retums, it also freely allowed
the repatriation of profits as per the agreement, Soon afier the Theon
agreement was signed, Togo concluded other lease agreements with
foreigners. Thus, the STS venture was belicved 1o have paved the way for

privatization on a bigger scale in Togo.
Conclusions

This chapter began with (wo policy questions: (a) Under what
conditions is leasing a troubled SOE 10 the private sector likely 10 be
preferable to the altematives of continued state operation, outright
privatization, or liquidation? (b) How should the leasing agreement be
structurcd so that it is simultaneously attractive to the private pany as well
as 1o the country? The Togo casc sheds light on both questions,

On the first question, the Togo case shows that lcasing can bring new
skills 10 the organization—technical and managerial—that allow the
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availablc asscts to be utilized more fully. Leasing may also be the means
for providing an SOE with grealer managerial autonomy, although as the
Togo case shows, leasing may not be an inexpensive method for achieving
that objective. At the same time, lcasing may be preferable to outright
privatization—that is, sclling 100 percent of the SOE's equity to the private
sector—because it keeps several options open for the govermment down
the road. If the SOE's performance improves under privale management,
the SOE can be sold kster for 3 more anractive price than when It ks in deep

walcrs. Alternatively, the govemment might decide to keep the firm under
statc ownership after it has been tumed around. Finally, leasing may be
preferable to liquidation for scveral rcasons. Among the principal
advantages is that some, if not all, jobs can be preserved, and the
govemment can also avoid the political costs associaled with closure and
layoffs. Another advantage is that the government can postpone the
cmbarassingly big writc-off that will accompany liquidation of the
company, Such a write-olT is also likely 10 be required under outright
privatization because the troubled SOE could probably be sold for only a
fraction of its book value.

The Togo case funther shows that intemational agencies such as the
Workl Bank may look favorably wpon a lease agreement, which is likely 1o
be seen as a form of privatization, even if it is less dramatic than outright
sale 10 the private sector, In many developing countries, govemments are
tlomn between keeping SOEs alive and satisfying external or internal
demands for improving their financial performance. Under these
conditions, leasing may be an option that satisfics several groups,
including politicians, employees, private entreprencurs, and international
agencies, Finally, in the SNS case, the government saw the lease
arrangement as generating other advantages, especially the creation of a
climate in Togo that made other, larger privatization moves possible. The
successful deal with Ibcon was also belicved to have camed Togo the
reputation of being one of the more progressive Sub-Saharan countries
when it came to reforming the SOE secior,

On the second policy question, the Togo case highlights the difficulty
of framing an agreement that is sufficiently attractive to the private pary,
and yct docs not give away Lhe store from the country’s standpoint. Given
the political and cconomic uncertaintics cntailed in lease arrangements with
SOEs in developing countrics, private entreprencurs are likely to seck high
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and quick retums on their investment. They are likely o demand altractive
prices, protection from imports, and special privileges with regand to taxes
and dutics or government regulations; to offer very low fees or rents for
the use of an SOE's expensive asscts; and 10 ask that these maiters be
guaranieed to some exient via formal agreements. At the same time, they
are likcly to tolerate litthe inticrference from the government in the running
of the business. For its part, the government is likely 10 seek assurances
that the private entreprencur will not run down the firm s assets during the
lease period or neglect noncommercial objectives important to the country.

The process of negotiation can therefore be complex and difficult, The
challenge before govermnments is to give away enough 1o the private
entreprencur 10 keep the entrepreneur’s inlerest in the agreement, but not 8o
much that the altematives of liquidation or continued state management
become more attractive from the country’s point of view, In the SNS case,
the odds appear high in hindsight that Ibcon might have accepted a less
generous package of taniffs, pricing, impornt duty on coils, or lease
payments than it did in March 1984, Also, the govermment might have pul
in place stronger incenlives for Ibcon 1o promole exponts or diversification,
As things tumed out, the last two objectives soem to have been fairly well
achicved with no other incentive than the prospect of increased profits. Yet
the Togo case points 1o need for govemments 1o be extremely carcful in
handing out prolection or menopoly rents Lo private inveslors.

Onc possible way 1o avoid conceding too many benefits 1o the private
party is 10 structurc Jcasc agreements so that they contain a mechanism o
review the agreement within a reasonable period of time. In the Togo case,
the pricing policy was 10 be reviewed after five years, although the lease
itself had a wen-year duration. At that time, the government could use the
venture's actual experience (and profitabllity) in the previous five years w
renegotiste the pricing formula so that the extent of protection might be
lowered and a greater pan of the benefits passed 10 Togolese consumers.
Another interesting clement of the SNS lease agreement was the
requirement that sbout 2 third of the company's equity be sold 10 local
sharcholders over a specified period of time. This, 100, ensured that if the
venture tumed out to be a financial success, at least some part of the
surplus would go to people in Togo rather than all of it go o the foreign
investor.





