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Restructuring Uganda's Debt

The Commercial Debt Buy-Back Operation

Introduction

The principal objective of this paper is to describe briefly Uganda's Commercial Debt

Buy-Back operation, which was financed jointly by the IDA-Only Debt Reduction Facility

(Facility), with co-financing from the Governments of Netherlands, Switzerland, and Germany

and the European Economic Community (EEC). Although the Facility has been in existence since

August 1989, and servicing commercial debt presents a serious burden to several low income

economies throughout the world, particularly in Africa, only a handful of countries have so far

been able to avail themselves of the Facility's resources. This is not altogether surprising since

commercial debt buy-backs can be extremely complex, requiring substantial preparatory effort

to come up with a well articulated external debt strategy based on a comprehensive and detailed

external debt data base. Therefore, one of the objectives in describing the operation is to discuss

the requirements of the IDA Facility and to shed some light on how these were satisfied in the

Ugandan context and the areas which needed particular attention.

IDA-Only Debt Reduction Faciity

The introduction of the Brady Plan in 1989 resulted in a heightened awareness, both

among creditors and among the donor community, of the need to reduce the commercial debt

exposure of developing economies. While commercial debt in low income economies constitutes

a relatively small proportion of their total debt, its non-concessional nature often imposes severe
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cash-flow constraints on low-income countries like Uganda. Accordingly, the IDA-Only Debt

Reduction Facility was created in 1989, financed by a US$100 million transfer from IBRD net

income, to help severely-indebted IDA-only countries reduce their long-term commercial debt.

In September 1993, an additional US$100 million were transferred to the Facility from IJ3RD's

net income and the life of the Facility, which was initially set up for a three-year period, was

extended to July 31, 1995.

Funds from the Facility are provided to eligible countries on a grant basis, largely

to finance the cash-buy back of commercial debt. Due to the limited availability of funds, the

Facility normally provides a maximum of US$10 million to any one country, unless exceptional

circumstances exist to warrant an increase. However, participating countries are urged to

supplement these resources by seeking co-financing from other donors. In the past, bilateral co-

financiers have included Canada, France, Germany, Netherlands, Sweden, Switzerland, U.S.A,

and the EEC and, to date, five countries have been able to take advantage of the Facility,

including Niger, Mozambique, Guyana, Bolivia, and Uganda.

While commercial debt was originally interpreted by the Facility to mean cormercial

bank debt, this definition has since rightlv been expanded to cover short-term suppliers and trade

credits which have been in arrears for some time. Such credits represent an important share of

African countries commercial debt exposure. Furthermore, since the preparation of a buy-back

operation can be quite expensive, the Facility now also provides technical assistance grants to

help finance the fees of legal and financial advisors. Both of these factors have contributed greatly

to increasing the use of the Facility's resources during the past two years.
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Eligibility Criteria

In order to be eligible for support from the Facility, the country must be an IDA-only

country and must have':

(i) a medium-term economic program acceptable to the World Bank, i.e a structural

adjustment program or an IMF ESAF program; and

(ii) a comprehensive debt management strategy which not only incorporates substantial

debt relief from official bilateral creditors through an agreement with the Paris Club,

but also includes a program for resolving the country's commercial debt problem. In

addition, the country has to demonstrate that the debt relief strategy will materially

enhance the country's growth and development prospects.

Uganda's Medium-Term Ecronomic Reform Progrm

Ever since 1987, soon after the assumption of power by the National Resistance

Movement (NRM) Government, Uganda has been implementing a far-reaching Economic

Recovery Program (ERP) whose key objectives are to bring about internal financial stability by

lowering the rate of inflation and reducing the imbalances in the economy and to lay the basis for

the alleviation of poverty by promoting rehabilitation and growth. The ERP has been supported

by two Economic Recovery Credits (ERC I and ERC D1) and two Structural Adjustment Credits

For further details, see Opemtional Guidelines and Procedures for the Use of Resources of the Debt
Reduction Facility for DA-Oly Countries' (R89-156, IDA/R89-103, July 13, 1989); and *Review
of Progress under the Debt Reduction Facility for IDA-Only Countries' (R92-33, IDAAR92-26, March
9, 1992).
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(SAC I and SAC II) from IDA; several arrangements under the Structural Adjustment Facility

(SAF) and the Enhanced Structural Adjustment Facility (ESAF) from the IMF; and assistance

from other multilateral and bilateral donors. Under the ERP umbrella, a great deal has been

accomplished on the policy front. The exchange and trade regime is now largeiy market-based,

and export and import procedures have been fully I iberalized. Competition has been introduced

into the marketing of coffee and other crops. Price controls, which were few to begin with, have

been eliminated. To demonstrate its commitment to foreign investors, the Government is

aggressively tackling the very difficult issue of Asian properties expropriated by the Amin

regime. Uganda has passed a new Investment Code and established the Uganda Investment

Authority to promote investment. With the establishment of the Uganda Revenue Authority, the

poor tax collection effort is finally being addressed. Public expenditure controls have beemi

improved, and a structural shift has been affected in the composition of expenditures away from

defense and towards economic and social services. A significant portion of the economic and

social infrastructure has been rehabilitated. The number of ministries has been substantially

reduced and a major effort to restructure and strearline the civil service is underway. Finally,

the Government, with considerable donor support, has embarked upon an ambitious program of

demobilizing a significant percentage of its anned forces.

The impact of these policies has manifested itself in economic growth which has

exceeded 5 percent on average since the Economic Recovery Program was introduced; these

growth rates have enabled real per capita income to grow by about 2 percent annually. The

engine of growth remains agriculture which still contributes over 50 percent to GDP. Overall

growth has also been facilitated by the rapid expansion of the private service sector and the

buoyant manufacturing sector.
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Restructuring Uganda's Debt

Despite the favorable developments discussed above, macro-economic stability in

Uganda has continued to remain fragile, largely because of the inability of the economy to

generate adequate resources, i.e. tax and non-tax revenues on the domestic front and export

revenues on the external front. As a result, the economy has experienced severe cash flow

problems during the past few years, which have been aggravated by the severe external debt

burden.

Uganda's External Debt Situation

Using the ratio of present value of total debt service to GNP and the ratio of present

value to total exports, Uganda is classified as a Severely Indebted Low Income Country (SILIC)

by the World Bank's Debtor Reporting System2.

As summarized in Table 1, Uganda's stock of debt outstanding and disbursed (DOD)

was estimated at US$2.65 billion as of June 30, 1992, of which approximately US$583 million

was in arrears. The stock of debt had grown significantly from about US$1.2 billion in 1985,

and largely reflected the vast reconstruction needs of the war-torn Ugandan economy.

Approximately 66 percent of this debt was owed to multilateral organizations, with the World

Bank and the IMF accounting for about 76 percent of multilateral debt. Bilateral debt accounted

for about 25 percent of DOD, with OECD bilaterals accounting for about 11 percent and non-

OECD bilaterals 14 percent. The remaining 9 percent of DOD was owed to commercial

2 For furtherdetails see World Debt Tabks, 1993-94, Appendix 1, The World Bank, Washington, D.C.
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Table 1
Upnda: External Debt Proflile

(Millions of US Dollars; As of June 30, 1992)

o/w Debt Service Due
DOD Arrears 1991/92 1992t93

Multilateral 1756.8 86.3 86.9 79.6
World Bank 1067.2 0.0 18.2 19.3
IMF 271.1 0.0 41.7 22.6

OECD Bilaterals 278.8 80.8 45.7 25.9
Non-OECD Bilateral 376.9 193.2 81.5 35.1
Commercial Banks 15.5 15.1 6.2 0.3
Commercial Non-Bank 226.1 207.8 9.0 4.7
Penalty Interest - - 20.0 30.0

Total 2654.0 53.2 249.3 175.7

Source: External Debt Management Office, Rank of Uganda

creditors. Commercial creditors accounted lbr the largest proportion of arrears, about 38 percent

of the total; followed by non-OECD bilaterals, 33 percent; multilateral creditors, 15 percent; and

OECD bilaterals, 14 percent. Total DOD was over 122 percent of gross domestic product and

the principal and interest payments necessary to service this debt, estimated at US$176 million

in 1992193, implied a debt-service ratio of about 80 percent, on a commitment basis, excluding

any servicing of the outstanding arrears which represented an additional 265 percent of the export

of goods and non-fdctor services in 1992/93. The debt-service ratio for 1991/92 was 128

percent, largely reflecting the higher payments due to the IMF in that year.

Given the magnitude of the problem, and the gravity of the external debt situation,

the Government, using resources from an ongoing World Bank technical assistance project,

recruited a team of international financial advisors (S.G. Warburg & Co.) in 1990 to (i)
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Uganda: External Debt Profile

Othr 24%

IMF 15%

Elatetal
269; _ ._ Multiai

VeNd Rank 61%

undertake an exhaustive inventory of Uganda's external debt by individually contacting every

major creditor; and (ii) assist the Governmenmt in developing a viable extemal debt strategy. At

the same time, the World Bank was formally requested to collaborate closely with the oDnsultants

and the Government's team within the central bank and the Ministry of Finance.

Developing an External Debt Strategy

An analysis of the composition and profile of Uganda's DOD and debt service

obligations revealed the extremely difficult external financial position that the country found itself

in. First, it became abundantly clear from the high debt-service ratio that the existing level of

foreign exchange earnings of the economy was insufficient to service the stock of outstanding

debt. This was notwithstanding the fact that most recent debt had been contracted on highly

concessional terms, with the average interest for new commitments in 1992 of 1.7 percent and



Ugnda: Buy-Back of Commercial Debt 8

an averapg maturity of 35 years with 9 years' grace, representing an overall grant element of 68

percent. Tle grant element of now commitments had Increased from 40 percent In 1987. Second,

the preponderance of multilatrl debt severely limited the benefits that the country could achieve

through traditional rescheduling, since multilaterdi organizations do not reschedule debt. Third,

of the $279 million owed to Paris Club (OECD bilateral) creditors, 42 percent (US$1 18 million)

was contracted after the cut-off date of July 1, 1981; Paris Club does not reschedule or reduce

any debt which has been contracted after an agreed cut-off date. Fourth, there was very little

precedent for rescheduling the US$377 million owed to non-OECD bilateral creditors, who

accounted for the largest portion of non-multilateral debt outstanding. Finally, of the level of

uninsured commercial debt (US$242 million), about US$41 million could not be rescheduled or

reduced on highly favorable terms as a number of loans were owed to contractors who had work

in progress or the loans were secured in various ways.

Once the inventory of the stock of external debt was completed, work commenced

on developing an external debt strategy. It was agreed that the objectives of the strategy were to

(i) restore normal working relations with creditors by clearing the bulk of the

accumulated principal and interest arrears which were resulting in legal action against

the Government, including threats to seize assets to satisfy claims and the imposition

of sanctions on disbursements and the disruption of development projects;

(ii) stop the increase in outstanding debt resulting from the accumulation of penalty and

late interest charges; and
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(iii) to reduce annual contractual debt service due to a levd commensurate with Uganda's

ability to pay, i.e. about US$130 million annually.

The strategy developed was based on the general principle that all creditors would be treated

fairly but that precedence in debt service payments would be given to multilateral creditors, who

represented the main source of new concessioral financing for Uganda, and those creditors who

provided a positive flow of funds into the country. In the early stages of developing the strategy,

it was also agreed that Government would try and seek grant financing to the extent possible and

limit all new borrowings to highly concessional loans, i.e. those with an average grant element

of at least 75 percent. A five pronged strategy was then articulated, which is discussed below.

Paris Club Debt Eligible for Debt Forgiveness/Rescheduling

The fwrst element of the debt strategy fbcused on Paris Club debt which was eligible

for rescheduling. Over the years, Uganda has benefitted from a number of debt cancellations

granted by Paris Club creditors (Table 2). These included cancellations from France, Germany,

UK and USA on loans originally provided on concessional terms. According to the precedent

established by OECD donors, concessional loans made to low income countries are eligible for

complete write-off, in addition to Paris Club reschedulings. For Uganda, the profile of debt

outstanding to this group of creditors as of June 30, 1992 indicated that all concessional debt had

already been written off with the exception of recent concessional loans from Austria and France

and mixed credits from Spain, all of which were still in the process of being disbursed.

In addition to the cancellations discussed above, Uganda had rescheduled its Paris

Club debt on fbur previous occasions, including the reductions obtained under the 1989
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Table 2
Uganda: Pais Club Hstory

Amount Maturity Grace Consolidation
Cosoidated (Yean) (Year) Period
(USS Million) (Months)

November 1981 63 9 4.5 12
December 1982 16 9 4.5 12
June 1987 105 14 6.0 12
January 1989 86 Toronto Terms: 113 write-off of maturities
June 1992 50 Enhanced Toronto Terms: 1/2 write-oft'

Undler the 'enhoe Toronto-Tenna", a creditor can choose (i) caneetijon of 50 peren of the maftrities
being consolidated; (ii) having of irtmt rates on non-conceamonal debt; (iii) Ltching of export cediit and
conemsiondl debt repaymenb fuither, and (iv) capilkizng duced intemut sta auch that the end ulk, in net
preent value temn, is equivalent to the other option.

rescheduling on Toronto terms. As shown in Table 1, analysis revealed that approximately

US$279 million was outstanding to Paris Club creditors of which US$81 million represented

arrears and penalty charges; US$26 million of principal and interest payments were due in

1992/93 to Paris Club creditors. The Paris Club does not reschedule or reduce any debt which

has been contracted after an agreed date, which in the case of Uganda is unusually early at July

1, 1981 (the cut-off date). Of the total amount outstanding to Paris Club creditors, about 42

percent (USSI Is million) was contracted after the cut-off date. Therefore. of the outstanding

arrears of US$8i milliun, U$46 imillion were ineligible for rescheduling while US$11 million

of the US$26 million of 1992/93 maturities on post cut-off date debt remained due for payment.

Consequently, only about US$50 million in arrears and current maturities due in respect of pre

cut-off date debt was eligible for rescheduling with Paris Club.
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Notwithstanding the limited gains to be made from Paris Club rescheduling, it was

decided that Uganda would seek year-by-year rescheduling or eligible Paris Club debt on the

most generous terms possible. Accordingly, on June 17, 1992, the Government was granted

"enhanced Toronto' terms (i.e. a 50 percent write-off on a net present value basis of maturities

during the consolidated period - Table 2) by the Paris Club on the arnounts due in this category

of debt, which represents the most favorable terms currently granted to debtor nations. The debt

that was rescheduled included all eligible arrears as of June 30, 1992 and maturities up to

November 30, 1992. It was further agreed that maturities up to November 30, 1993 would also

be restructured under this agreement, subject to Uganda agreeing a fourth year ESAF

arrangement with the IMF. One implication of the year-by-year rescheduling approach adopted

by the Paris Club under these terms is that Uganda will have to return to the Paris Club on a

regular basis for the foreseeable future.

Paris Club Debt Ineligible for Debt Forgiveness or Rescheduling

The second element of the debt strategy addressed the issue of Paris Club debt which

was not eligible for debt forgiveness or rescheduling, i.e. post cut-off date arrears. It was decided

that Uganda would try and seek annually the maximum deferral possible or such arrers.

There had only been a few instances of such deferrals being granted by Paris Club in the past.

Of the deferrals that had been granted, the associated terms had been quite stringent, with no

grace period, short repayment periods, and no reduction of principal and interest. Moreover,

debt service coming due is not deferred and arrears once deferred are not eligible for any future

deferrals-
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Uganda's debt service profile showed that the short repayment period associated with

the deferrals would serve to increase the debt service due in future years to levels that Uganda

might find difficult to service, but which it will not be able to re-defer or reschedule. However,

given the extremely tight foreign exchange situation brought about by the decline in the

international price of coffee, it was agreed that this element of the debt strategy would serve to

buy Uganda some time in which to mobilize additional export earnings, i.e. via the promotion

of non-coffee exports. Accordingly, this request was made and Paris Club agreed to accept

payment with respect to the post cut-off date arrears (US$46 million as at June 30, 1992), over

a two year period, i.e. 1992/93 and 1993/94.

Non-OECD Bilateral Creditors

The third element of the strategy focussed on non-OECD bilateral creditors who were

owed a significant amount of arrears and penalty charges. As of June 30, 1992, these totalled

US$193 million and the principal and interest payments due to them in 1992/93 are about US$35

million. It is important to emphasize that there are few precedents for rescheduling non-OECD

bilateral debt and, unlike the Paris Club, no fbrum exists where the issue of non-OECD bilateral

debt can be addressed. Most of the arrears owed under this category were due to creditors such

as India, Tanzania and Yugoslavia who, because of their own financial constraints, find it difficult

to accept long-term reschedulings and reductions of the amounts immediately due.

Notwithstanding this constraint, it was decided that the Government would initiate discussions

with non-OECD bilateral creditors requesting either a complete write-off or a long-term

rescheduling of arrears and the entire stodk of debt outstanding to try to obtain at least

equivalent treatment of creditors, as is required in the Official Minute of the Paris Club

agreement. The creditors would be asked to reschedule the total stock of debt, regardless of
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whether it was incurred after the Paris Club cut-off date, and to maintain the concessional or

semi-concessional interest rates that applied to the underlying loans for the rescheduling.

As in the case of disbursing loans from Paris Club creditors, it was agreed that there

were a number of loans in this category which it would not be appropriate to reschedule and

which would continue to be serviced as far as possible. These represented highly concessional

loans whose terms were more beneficial than the proposed rescheduling terms; loans which were

currently disbursing or represented work in progress; and loans which had recently been subject

to rescheduling.

Buy-Back and Restructuring of Uninsured Commercial Debt

As outlined in Table 3, about US$242 million of debt (consisting of about US$210

million in principal and US$33 in past due interest) was outstanding to uninsured commercial

creditors at September 30, 1992. Approximately US$226 million of this category of debt

represented obligations to non-bank commercial companies, mostly in respect of trade arrears and

suppliers' credits, while the remaining US$16 million represented recent obligations to

commercial banks. Accordingly, as part of the fourth prong of the strategy, it was agreed that

the Government would try and restructure its commercial debt by converting some of the debt

into equity; rescheduling a portion of the debt; and discharging the remainder in a buy-back

operation at a significant discount to face value using resources from the IDA-Only Debt

Reduction Facility and other co-financiers.

Analysis of the commercial debt revealed that the only amounts which could be

converted into equity, approximately US$13 million, mainly included arrears due to the private
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Table 3
Ugnda: Uninsured Commeral Debt

(Millions of US$, as of September 30, 1992)

Pindpal Interest Total

Eligible for Buy-Back 161.2 27.2 188.4
Debt for Equity Swap 9.0 4.1 13.1
Ineligible for Buy-Back 39.5 1.3 40.8
(for rescheduling)

Total 208.7 32.6 242.3

sector joint venture partner of the Goverment in the Toro Mityana Tea Company and an

American investor who intended to set up a project that could make a significant contribution to

the generation of non-traditional exports. The Government accordingly commenced discussion

with these creditors to swap these arrears for Government assets in accordance with the

privatization program.

Analysis further revealed that approximately US$41 million of conunercial uninsured

debt was owed to creditors who had current work-in-progress or held some form of security; it

would therefore be inappropriate to offer these creditors a cash settement at a deep discount to

face value, as proposed in the buy-back operation. Notwithstanding this, Government agreed to

try and negotiate, on an individual basis, the most favorable terms of rescheduling possible with

these creditors.
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It was agreed that the Government would request the IMA-Only Debt Reduction

Facility for financial assistance to buy back the remaining debt of US$188 million (representing

US$161 million of principal and US$27 million of past due interest) at a deep discount to face

value. Details of this operation are described below.

Multilatal Debt Service

The fifth and final element of the Goverment's debt strategy suggested that increased

effort be made to try and mobilize bilateral donor assistance for servicing multilateral debt, which

accounted for about 45 percent of debt service due in 1992/93 (Table 1). Under the ongoing Fifth

Dmesion program, IDA has armually allocated a portion of its reflows to provide supplementary

credits to countries that are currendy IDA-only borrowers and that have outstanding IBRD debt.

These credits are provided in proportion to the interest payments due to IBRD. In Uganda,

Norway and Sweden have additionally been providing Government with resources equivalent to

finance all remaining IBRD repayments. It was agreed that Government would request these

donors to explore the possibility of setting up a similar facility for servicing the non- or less-

concessional debt of other multilaterals, notably the African Development Bank for which debt

service due in 1992/93 was in excess of US$15 million. Furthermore, it was agreed that efforts

would continue to be made to restructure the arrears due to certain regional multilaterals, such

as the Arab Bank for Economic Development in Africa, te East African Development Bank and

the Islamic Development Bank. Of these, the East African Development Bank represented the

biggest challenge with arrears in excess of US$45 million, or about 8 percent of total arrears.
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External Debt Management

In addition to the five prongs outlined above, there was agreement that a concerted

effort was also needed to improve external debt management within the country. Accordingly,

again with the assistance of its financial advisors, the Government began reviewing the

institutional arrangements for contracting, recording and monitoring external debt. This review

highlighted certain weaknesses which, the Government recognized, had compounded the problems

of the external debt burden and resulted in the fragmentation of the aid coordination function.

The review revealed that the responsibilities for aid coordination and debt

management were shared, in varying degrees, by the Aid Coordination Unit in the Ministry of

Finance; the Commissioner/Treasury Officer of Accounts; the External Debt Management Office

(EDMO) in the Bank of Uganda; Foreign Excriange Operations in the Bank of Uganda; and the

Aid Coordination Unit in the Prime Minister's Office. The exact role of each institution was not

clearly defined and backed by full legislative authority. Furthermore, the flow of information

between units was weak, which had led to poor coordination and record keeping, and inefficient

verificatiop and monitoring of debt.

In Uganda, the Minister of Finance has been vested with the authority to manage the

country's external debt portfolio by the External Loans Act of 1962 and the Loans (Guarantee)

Act of 1958. This task of contracting and managing external loans is split within the Ministry

of Finance between the Aid Coordination Unit and the Treasury. The Aid Coordination Unit

within MOF serves as the Minister's Secretariat and assists in the negotiation of new loans and

facilitates the flow of aid-related funds into the country. The Treasury, as stipulated in the

External Loans Act, authorizes all disbursement requests and also authorizes all debt service
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payments and therefore has a comparative advantage in maintaining up-to-date external debt

related information. Despite this comparative advantage, the financial advisors determined that

the Treasury was institutionally weak and did not have adequate capacity to perform this debt

reporting function. As a result, in recent years, the responsibility for debt reporting had been

taken over by EDMO within the Bank of Uganda. Dependence on EDMO had been further

increased by capacity constraints within MOF's Aid Coordination Unit and its apparent inability

to 'take charge' of the country's aid portfolio, as authorized by law.

As a result of insufficient information and poor coordination, the Goverrnent had

not been able to ensure that all new debt was contracted on terms compatible with the country's

external debt burden and its ability to service and repay this debt in the future. Since the mid-

1980s, while the Government had been largely successful in ensuring that implementing ministries

did not sign loan agreements independently of the Minister of Finance and most new borrowings

had been contracted on concessional terms, there had nonetheless been several instances where

implementing ministries had conducted negotiations with lenders and suppliers directly, without

the early involvement of the Ministry of Finance or the Bank of Uganda. In several cases this

had meant that financial commitments had to be accepted on terms that were unfavorable. There

had also been exceptions to the exclusive authority of the Minister of Finance in incurring debt,

particularly in respect of debts other than project loans. These included supply contracts,

supplements and extensions to contracts and projects where there had been pressure to begin work

urgently. In the past, arrears had been accumulated on the current expenditures of implementing

ministries either due to overspending or overestimation of the fbreign exchange allocated to them.

These arrears eventually became medium-term debt, carrying expensive terms.
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Another area which the financial advisors felt needed urgent attention was the absence

of a clearly articulated policy defining a strict order of priority in which creditors should be paid,

although the Government had been successful in ensuring that amounts due to the IMF and the

World Bank group were always serviced. The foreign exchange budgeting system frequently

overestimated the funds available for debt servicing, thereby compounding the problems of not

having a well-defined payments policy. As a result of this situation, creditors who applied

persistent pressure, but who did not necessarily provide the maximum future benefits to Uganda,

had sometimes been paid in preference to other creditors. Furthermore, on occasion, the Bank

of Uganda had to resort to borrowing under short-term commercial facilities to make payments

to key multilateral creditors.

Recognizing these weaknesses, the Government agreed to commence putting in place

a set of institutional arrangements which would enable it effectively to take charge of the external

debt function. It was agreed that the functions of the various units at the operational level would,

to a large extent, be eventually centralized in order to pool the limited resources and technical

expertise available; improve control and coordination of policy; eliminate duplication of effort;

and ensure the efficient transfer of information. It was agreed that a number of detailed changes

would be implemented to improve the systems for (i) ensuring that all Government foreign

exchange obligations are approved by the Minister of Finance; (ii) monitoring disbursements;

(iii) verifying, on a priority basis, receipt of goods; (iv) verifying creditor's claims for payment;

(v) authorizing and making payments; and (vi) recording and analyzing debt and aid flows. It

was also agreed that the centralized debt unit and the other institutions involved in debt

management would be vested with the necessary legal authority to undertake their tasks

effectively.
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The Buy-llack of Commerdal Debt

Preparing the Data Base ...

Preparations for the Buy-Back commenced in earnest in early 1992, with the financial

advisors preparing a comprehensive inventory of uninsured commercial creditors. Included in the

information set were details identifying the name of the creditor; the creditor's nationality; the

purpose for which the loan had been originally made; the date of the contract; the originally

anticipated repayment period; the number of years the loan had been in arrears; and the amount

of principal and interest which was outstanding. Once the data base was complete, the financial

advisors started the process of contacting each individual creditor in order to ascertain their

willingness to participate in the buy-back and to get a sense of the price they might be willing

to accept. An important factor which made this process manageable was that only 26 suppliers

accounted for the majority of Uganda's non-bank commercial debt.

Negotiating a Priioe ...

At the time the preliminary discussions were taking place, the bid and offer price of

Ugandan commercial debt was being quoted in the secondary market at 17 and 25 cents to the

dollar, respectively. Some trading of commercial bank debt had in fact taken place during the

second half of 1991 at 20 cents to the dollar. Furthermore, the Government of Uganda's tendency

of making sporadic payments at full value to certain aggressive and persistent commercial

creditors had also contributed to increasing the secondary market price of the debt well beyond

what would otherwise have been justified by the country's economic situation. Nevertheless, the

disparate group of creditors and the small amount of debt involved implied that, defacto, there
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was no real secondary market and/or regular trading in Ugandan debt. After considerable effort

and protracted negotiations, the initial results of the financial advisers' soundings suggested that

a price of about 15 cents per dollar of principal and interest might be realizable, at which price

about 70 percent of the commercial creditors would be willing to participate in the buy-back.

However, for the buy-back offer to be credible, the financial advisors recommended that the

Government resist any further pressure from commercial creditors for debt service payments;

cease such payments with immediate effect; and send a strong signal that all future payments

would be negotiated within the context of the buy-back offer. At this point, the World Bank also

advised the financial advisors that the country's balance of payments situation did not warrant a

price of 15 cents to the dollar and strongly recommended that a still deeper discount would need

to be negotiated during final deliberations with the creditors.

Seeking Vinancing...

Once it became clear that a certain critical mass of commercial creditors were willing

to participate in the buy-back, the Government formally requested the World Bank to initiate the

process of mobilizing resources from the IDA-Only Debt Reduction Facility. On July 22, 1992,

an Infonnation Memorandum was submitted to the Executive Directors of the World Bank

through which they were advised of the Government's intention to seek resources from the

Facility3. Included in the Memorandum was a discussion of Uganda's medium-term adjustment

program; a description and evaluation of the country's debt problem and the efficacy of its debt

3 See 'Uganda: Allocation of Resources of the Debt Reduction Facility for IDA-Only Countries for a
Proposed Debt Reduction Operation and Grant from the Facility for Legal Advisors for the Preparation
of the Proposed Operation", July 22, 1992, ll)A/R92-1 10, International Development Association.
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strategy; and an analysis of the material impact of the debt reduction operation on the

development of the country.

In this context, it was pointed out that the buy-back operation, if completely

successful, would eliminate about one-third of the total external arrears of the country as of June

30, 1992; 78 percent of the total commercial debt (the remainder being ineligiblefor the buy-back

and intended to be restructured in other ways as discussed above); and over 7 percent of the total

stock of debt. Furthermore, a successful buy-back would be beneficial to the country in that the

creditors involved were a very aggressive group who continued to apply persistent pressure for

payment and some of whom had taken or were currently contemplating legal action against the

Government. Such actions have proved disruptive to the country's commercial operations and

had weakened its ability to obtain operational banking facilities. Potential foreign investors and

exporters and importers were also concerned about possible disruptions arising from these

disputes and about the ability of the Government to meet current obligations in view of the

arrears. The urgent settlement of this problem was therefore considered essential for Uganda to

resume normal commercial operations.

While concern has sometimes been expressed that buy-back operations at a deep

discount could affect a government's ability to obtain access to short-term credit on reasonable

terms in the future, in the case of Uganda the magnitude of these arrears, and the Government's

inability to settle them, had already reduced the Government's access to short term credit and

trade lines. Most of the eligible debt had been in arrears for several years (an average of 5

years) and the fact that the Government was trying to resolve the problem and start afresh would

undoubtedly serve to improve the country's image and its creditworthiness. Moreover, with the

return of security to the country, the improved economic enviroment, the enactment of the new
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Investment code, the establishment of the Uganda Investment Authority and the acceleration of

the roeurn of Asian properties expropriated by Idi Amin, the Government was actively trying to

attract foreign investors and promote Uganda as a profitable place to invest. For these efforts

to bear fruit, It was imperative that Uganda be able to start with a clean slate and be free of some

of the financial encumbrances referred to above.

In addition to approaching the World Bank the Government, through the Consultative

Group meeting for Uganda, held in Paris in May, 1992, briefed the donors about its external debt

strategy, advised them of the Government's intentions of proceeding with the debt buy-back, and

fbrmally requested co-financing assistance. Positive indications for financial assistance were

received from the Governments of Netherlands, Switzerland and Germany and from the EEC.

Switzerland, which is a co-financier to the IDA-Facility, autCorized use resources from its

existing contribution to the Facility. The Government of Netherlands decided to make a specific

contribution to the Facility for the Uganda buy-back. Grant agreements were negotiated between

the Bank and the Governments of Netherlands and Switzerland and it was stipulated that the

amounts contributed to the Facility for the operation, including IBRD, would be disbursed on a

= rata basis. The contribution agreement between the Association and the Government of the

Netherlands provided that any unused portion of its contribution would be returned. Under the

framework agreement for the Facility between the Association and the Government of

Switzerland, any unused portion of the Swiss funds were be retained in the Facility for use in

other operations. The Government of Germany indicated that, rather than contributing to the

Facility, it would make its contribution for the operation directly to the Government while the

EEC indicated that a certain amount of its existing STABEX funds could be used to finance the

buy-back.
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Reenuting Legal Advisors...

Also included in the Initiating Memorandum to the World Bank's Board was a request

to provide a grant of up to US$500,000 to finance segal advisors to assist the Government of

Uganda in the preparation of the operation. The document was submitted on a no-objection basis

and the Board's no objection was registered in the Board Minutes dated September 1, 1992. The

financial advisors then assisted the Government in drawing up detailed terms of reference for the

legal advisors and, using the World Bank's guidelines for the hiring of consultants, tenders were

invited from several internationally reputable legal companies. Once the tenders were received,

a short list was developed, and the contract awarded to Clifford Chance, a company ::-ecializing

in external debt and international finance.

Nature of the Creditors

Prior to commencing final negotiations with creditors, it became readily apparent that

there were several aspects of the operation which warranted special attention and which needed

to be highlighted for the information of the Board of the World Bank as well as for other

participating co-financiers.

(i) First, while the Board had approved, in principle, the buy-back of suppliers and

trade credits, the Uganda commercial debt buy-back was, in fact, the first operation of its kind

in the Bank, in that most of the commercial debt consisted of such credits rather than debt owed

to commercial banks. This significantly increased the number of parties with whom negotiations

had to be conducted, thereby complicating the operation. In other countries, where the mumber

of suppliers and trade creditors could be much larger, such an approach may not be practicable.
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(ii) Second, the review of the commercial loan portfolio of the Govnment of Uganda

by their tinancial and legal advisors revealed that the portfolio contained two large loans which

had been made to the Ministry of Defence in October 1986 and September 1987 by the Bank for

Foreign Economic Affairs of the former Soviet Union. Although insufficient information was

available in Uganda to confirm the exact purpose of these loans, it was entirely possiblethat these

loans may have been for military equipment. These two loans, which amounted to US$24

million and accounted for approximately 10 percent of Uganda's commercial debt, had since been

sold to a Swiss commercial trading company by the former Soviet Union. This Swiss company

also held other loans with respect to non-armament supplies to the army (e.g. uniforms and

cooking oil, etc.). The remaining commercial loan portfolio was non-defence related.

It was recommended that the two loans mentioned above be included in the buy-back.

While the original loans might possibly have been for military equipment, they were, at the tirne,

simply debt instruments legally held by a commercial third party. The Facility funds would be

disbursed simply to reduce Uganda's existing commercial debt and not for the acquisition of any

hardware, defence or otherwise, of any nature. The reduction of this debt, like all other eligible

debt under the operation, would be in the best development interest of Uganda. The financial

advisors felt that the exclusion of these two loans from the buy-back operation would be very

disruptive in that the Government of Uganda would have to make a separate settlement with the

creditors involved and, given their influence within the country, would not be in a favorable

negotiating position.

(iii) Third, of the total estimated amount of the buy-back of US$188 million,

approximately US$96 million (including the two military equipment and other defence-related

loans referred to above) was owed to the Swiss trading company mentioned above which had
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purchased the debt from the Bank of Foreign Economic Affairs of the rormer Soviet Union and

from two other Russian suppliers. While this debt was originally official bilateral debt, the Swiss

company, which was a long-standing trading partner of Russia, had purchased it over a period

of time in return for goods supplied to the Soviet Union. The legal advisors had examined the

relevant documents from the Interstate Council for Supervision of Debt Servicing and the

Utilization of Assets of the former Soviet Union and had found the documents to be in order. The

Swiss company had been pressuring the Government of Uganda for payment and had business

interests and contacts in Uganda which could enable it to obtain more favorable terms of

settlement if they were excluded from the buy-back. The Swiss company had, however, indicated

to the financial advisors their willingness to accept the buy-back offer on the understanding that

this was an equitable global offer to all commercial creditors and that no bilateral arrangements

would be made with the Government.

Legal advisors to the operation determined that neither the World Bank's Board

resolutions, nor the guidelines pertaining to the Facility defined explicitly what was meant by the

term 'commercial debt". Therefore, in making the determination as to whether the debt is

commercial or official, it was decided that the primary test would be the identity of the current

holder. If that entity was a commercial bank or another commercial entity, the debt would be

considered commercial and therefore eligible for Facility resources.

(iv) Fourth, it was determined that approximately US$18 million of the commercial debt

was owed to former German Democratic Republic (GDR) companies with respect to uninsured

suppliers' credits extended by these companies to Uganda. The debt was held by

Treuhandanstalt, a German Government holding company, which was one of the agencies

involved in restructuring and rationalizing former GDR owned companies and assets. While the
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German Government had not yet finalized its position as to whether it intended to treat this debt

as commercial debt or include it as official debt for future Paris Club deliberations, it was

proposed that this debt be included in the buy-back despite the fact that the current holder of the

debt was an official entity. This was because the German circumstances were unique as a result

of the German unification process.

(v) Finally, approximately US$5 million was owed to a Serbian company and, under

the sanctions imposed by the United Nations, while the Government of Uganda could make this

offer to the Serbian company, it would not be possible for IDA to make a payment to close the

offer tIll such time as the sanctions were lifted. It was therefore proposed that this debt be

included in the offer and that, subject to the creditor acceptance, the relevant funds be held in an

escrow account by the closing agent for payment to be made upon lifting of the sanctions.

Minimum Participation Level

Although the financial advisors felt reasonably confident about a high degree of

participation, as indicated by their discussions with the creditors, they felt that the creditors were

a very mixed group of companies whose debt had been incurred at different times, mainly

beginning in the early 1980's up to the start of the Government's Economic Recovery Program

in 1987. They therefore had arrears outstanding to them for varying periods and had different

expectations about the ability of the Government of Uganda to pay them in full. Furthermore,

there was no readily available forum, such as a Bank Advisory Committee, for conducting

negotiations with these creditors which, as mentioned above, were principally non-bank

institutions. Suppliers and trade creditors were also unlikely to have made provisions for losses

in the same way as banks and it was possible that a number of creditors, in the final analysis,
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might be unwilling to accept the write-offs on their balance sheets that a discounted buy-back

would require.

In view of these factors, it was difficult to be certain of the exact level of debt that

would be tendered. Consequently, it was decided that a minimum acceptance level of 60 percent

of the eligible debt would be required. This conservative minimum acceptance rate would ensure

the success of the transaction in a situation where the Government's inability to sette with

creditors who accept the offer would damage its credibility and prove very disruptive.

Furthermore, even at a 60 percent acceptance level, the Government would successfully manage

to settle with a key number of creditors who were disrupting the Government's normal

commercial operations. Alternative methods of settlement, such as reschedulings, on terms which

the Government could affbrd in its current financial position were not possible and the ability to

settle even 60 percent of the outstanding eligible debt was determined to be critical to the

Government's debt strategy.

The Offer

Following the recommendations of the financial advisors, the operation was structured

as a cash buy-back and it was decided that the Government would offer to pay commercial

creditors 12 cents for every dollar of eligible debt in satisfaction of all amounts owed with respect

to such eligible debt, including principal and all unpaid interest penalties and commissions up to

September 30, 1992. The amount of interest arrears represented less than 15 percent of the face

value of the debt, but its inclusion in the calculation of the settlement price was considered by

the financial advisors to be critical to achieving a successful level of acceptance of the offer.
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The World Bank's appraisal report for the operation was submitted to the Board on

November 17, 1992 and the project was approved. The grant agreement for the operation,

accompanying the President's Report, spelled out in some details the manner in which the funds

from the Facility would be disbursed for the purchase of eligible debt. A provision was also made

in the grant agreement to finance any incidental costs incurred by the Government during the

operation, up to a maximum of USS 100,000.

Details of the Government's offer were outlined in an Offer Document which was

issued on December 16, 1992 by the legal advisors, on behalf of the Goverunent of Uganda.

As specified in the Offer Document, creditors were given until January 29, 1993 to respond to

the offer and it was announced that the Closing Date for the operation would be February 26,

1993. However, legal provisions were made in the Offer Document to defer the Acceptance and

Closing dates at the discretion of the Government of Uganda. It was further specified that

creditors accepting the offer would have to submit an Acceptance Telex to the Closing Agents

(in this case the Government's financial advisors) and that the acceptance would have to relate

to ai eligible debt held by that creditor. Eligible debt denominated in a currency other than U.S.

dollars would be paid either in U.S. dollars based on exchange rates prevailing on February 9,

1993 or in the original currency at the choice of the creditor, provided the original currency was

either Pound Sterling, Japanese yen, Italian Lira or Deutschmarks.

Ihe Results

The offer by the Government of Uganda to buy-back its uninsured commercial debt

at a discount of 88 percent of face value was extremely successful and, of the total eligible debt

of US$188 million (Table 3), debt worth US$153 million was bought back, reflecting a
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participation rate in excess of 80 percent. As a result of the operation, most of Uganda's

commercial debt has been eliminated, with the remaining commnercial obligations accruing to

creditors who either have work in progress or those who hold some form of security or collateral

for their claims.

Conclusion

Notwithstanding the sigoificant progress that Uganda has made in taclding its external

debt problem, the situation is far from resolved. A large proportion of Paris Club debt remains

ineligible for rescheduling since it was contracted after the cut-off date; arrears owed to non-

OECD bilateral creditors have continued to mount in the face of resistance from non-OECD

creditors to restructure Uganda's obligations owed to them; and servicing that part of multilateral

debt which is non- or less-concessional continues to take up a significant amount of Uganda's

foreign exchange earnings.

Resolving Uganda's external debt burden will require concerted action on several fronts.

First, continued progress in implementing its economic reform program will be essential. Not

only will this be essential for maintaining macroeconomic stability but this will also serve to

increase Uganda' credibility within the international community in general and its creditors in

particular. Second, export diversification and growth will need to be vigorously pursued. This

will not only increase the country's creditworthiness and its ability to service its financial

obligations but, more importantly, lay a sound foundation for long term sustained development

and poverty reduction. Third, there should be no let up in seeking creative mechanisms for

restructuring the debt portfolio. This will necessitate maintaining the existing policy of seeking

grant funding wherever possible or contracting debt only on the most concessional terms.
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In the case of Paris Club debt, Uganda should seek a roduction in the total stock of

debt, as was discussed during the 1992 Paris Club rescheduling. Paris Club has stated its

willingness to consider such reductions on a case-by-case basis provided the country in question

continues to implement a World BankIlMF supported adjustment program over a period of time.

For non-OECD bilateral debt, given its existing foreign exchange constraints, Uganda has little

opdon but to continue to accumulate arrears if these countries are unwilling to enter into a

dialogue about its external debt situation. However, this should not deter Uganda from constandy

pressing non-OECD creditors for substantial debt relief. For non- and less-concessional

multilateral debt, such as that owed to DBRD, it will be necessary to maintain and, indeed,

augment IDA FP? Dimension-like mechanisms, particularly to include organizations like the

African Development Bank. A similiar approach for highly-concessional multiateral debt, such

as IDA, would not be warranted. While Uganda's exposure to IDA is substantial, seeking IDA

rescheduling or forgiveness, even if this were possible, would be less advantageous for Uganda -

- given the high degree of concessionality of IDA credits - than a continued orderly relationship

involving moderate volumes of new lending for priority purposes.

It needs to be emphasized that while Uganda's debt problems are large, they are not

insurmountable. Timely intervention by the donor community and concerted action on the part

of Government will go a long way in easing the country's debt burden and facilitating the

economic recovery program.
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