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Abstract

This article analyses the debt sustainability exercise undertaken by Uganda in
determining whether it provides solutions to Ugandan authorities in the management

analysis, it does not seem to guide public debt management; instead, it is used to justify
additional public borrowing by use of established public debt thresholds. If Uganda was
to use the debt sustainability tool for public debt management, the challenges the country

associated risks; poor costing of projects; slow economic growth; low domestic revenue

performance in the projection period could be overstated, as the Debt Sustainability
Analysis (DSA) tool does not take into account policy/programme implementation;
although public institutional strength is taken into account by use of the Country Policy
and Institutional Assessment (CPIA) rating. Therefore, the more general lesson from
the DSA results is that new borrowing even on concessional terms should be pursued
with caution, based on prudent economic projections and in recognition of the country-
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Introduction

Uganda has undergone a series of debt repayment challenges before. In 2000, shortly after
having been declared eligible for substantial support under the enhanced Highly Indebted
Poor Country (HIPC) Initiative, Uganda experienced a sharp and unexpected rise in its Net
Present Value (NPV) of debt-to-exports ratio, exceeding the HIPC threshold of 150% by some
50 percentage points ( (International Monetary Fund, 2003)). While this did not necessarily
mean that Uganda’s debt was unsustainable, by virtue of relatively low debt service ratios, it
demonstrated the fragility of the country’s debt dynamics. This was at a time when the country
was accessing highly concessional loans.

An IMF study in 2003 indicated that although Uganda had been receiving aid and Foreign
Direct Investments (FDI) of nearly 12 per cent of GDP, its residual financing gap of about 3.5
per cent of GDP contributed some 10 percentage points annually to its NPV of debt-to-exports
ratio. In addition, when export earnings fell by more than 11 per cent in 1999/00, which is
just one-third of the standard deviation over the past 10 years, the endogenous debt dynamics
added another 20 percentage points to Uganda’s NPV of debt-to-exports ratio in that year.
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While these developments clearly illustrated the volatility of Uganda’s NPV of debt-to-exports
ratio, they did not suggest a worsening debt position. Given the effective average interest rate
of less than 1%, Uganda’s debt ratio was trending downwards from the high levels in 1999/00,
since the average export growth did not fall much below 7 per cent (compared with a 10-year
historical average of nearly 17 per cent).

However, this instability in the debt ratio to exports creates difficulties in designing
appropriate borrowing strategies since at that time stabilizing the NPV of debt-to-exports ratio
at 100 per cent required export growth of nearly 13 per cent a year, with the other variables
unchanged.

In 2005 the Multilateral Debt Relief Initiative (MDRI) provided for 100 per cent relief on
eligible debt from three multilateral institutions (IMF, World Bank and African Development
Fund) to a group of low-income countries, including Uganda. The initiative aimed to help
eligible countries advance toward the Millennium Development Goals (MDGs) focused on
halving poverty by 2015 (International Monetary Fund, March 2016).

According to IMF statistics (2016), Uganda’s debt service declined from US$ 185 million
in 2005 to US$ 44.8 million in 2011 through this initiative. The major concern is the projected
rise to US$ 557 million in 2017. Similarly, the debt service to exports ratio declined from 5.2
per cent in 2005 to 1.8 per cent in 2014. Again the rise in 2017 is projected at 4.8 per cent. Debt
service to GDP also declined from 1.6 per cent in 2005 after the MDRI to 0.8 per cent in 2014,
but is projected to rise to 2% (International Monetary Fund, October 2016).

However, the debt initiatives which are neither designed nor intended to be permanent
mechanisms can only support but not guarantee sustainability going forward. This underscores
the importance of pursuing policies in the future that are consistent with debt sustainability,
particularly once debt initiatives run out.

Many of the issues relevant for debt sustainability in low-income countries are the same
as in other countries; however, some other factors play a role. A framework for assessing debt
sustainability in low-income countries was designed to provide a basis for better informed and
more disciplined assessments of sustainability. It lays bare the macroeconomic assumptions
underlying medium-term projections of the debt dynamics and subjects these assumptions to
stress tests ( (International Monetary Fund, 2002).).

Low-income countries like Uganda are characterized by their dependence on volatile aid
flows; the importance of concessional debt; the nature of the shocks to which they are subject
like fiscal indiscipline; and constraints on their ability to generate the revenues necessary to
repay their debts.

This makes Uganda’s current debt dynamics a major concern both in the medium to long
term under current policy frameworks.
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Causes of Increasing Debt in Uganda

Borrowing decisions made in the recent past, especially to finance infrastructure projects in the
National Development Plan (NDP), were premised on returns on growth although this has not
materialized due to their long-term nature to register significant economic returns ( (Ministry
of Finance Planning and Economic Development, March 2016) . Some of the specific factors
that explain the divergence between debt and economic growth include: (i) vulnerability to
exogenous shocks, such as adverse terms of trade or weather, (ii) waste of resources due to
policy deficiencies, poor governance, and weak institutions, (iii) inadequate debt management
reflected in unrestrained borrowing at unfavourable terms or on less concessional terms, (iv)
refinancing policies of creditors, especially from Export Credit Agencies motivated, in part, by
the desire to promote their own exports. Others include:

» Foreign-exchange constraints that were experienced in FY 2015/16 when government
borrowed US$ 200 million from the Regional PTA bank to support import requirements
in the national budget (Ministry of Finance Planning and Economic Development,
September 2016). This also reflected the limited degree to which domestic factors of
production can be transformed into the foreign exchange required for debt service and
financing of imports.

» Fiscal constraints: The fiscal deficit averaging 4 per cent between 2011-2016 reflected
the government’s limited ability and capacity to tax in order to meet debt service on
top of other expenditure priorities in the National Development Plan. The tax to GDP
ratio in Uganda has averaged at 12 per cent in the period 2011-2016, lower than EAC
regional average of 20 per cent ( (Parliamentary Budget Office, December 2016)) .

» Limited fungibility of resources, for example, due to earmarking of revenues for sub-
national governments and agencies or restrictions on the use of foreign aid for debt
service especially where foreign aid is explicitly tied to particular projects or uses, thus
reducing the government’s ability to shift resources toward debt service (International
Monetary Fund, 2003).

* Rollover constraints, reflecting the difficulty of smoothly refinancing debt-service
humps (International Monetary Fund, 2003)

 Political or moral considerations, associated with the resources allocated to debt service
inrelation to social or poverty-related expenditure (International Monetary Fund, 2003).

2.0 Objectives of the Paper

The severe economic and social implications for Uganda’s rising debt highlight the importance
of drawing the right lessons. The question is whether debtor countries like Uganda have learnt
from past mistakes.

There are still many factors that could make Uganda susceptible to debt-servicing
difficulties, including its high vulnerability to shocks; policy deficiencies and weak institutions;
limited administrative and debt-management capacity; and political risks.
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In the light of these considerations, a cautious approach to new borrowing may be
warranted, together with recognition of a greater role for grants to support the development
agenda, Sustainable Development Goals, without leading to an unsustainable accumulation of
debt.

In assessing debt sustainability—the requirement that indebtedness be kept in line with
a country’s capacity to repay—several considerations are particularly relevant to low-income
countries. These countries are generally characterized by reliance on official flows and by
various structural weaknesses and vulnerabilities that adversely affect their growth potential.

High debt itself can be an obstacle to growth, as argued in the debt overhang literature.
While implementation of good policies can greatly reduce the implicit tension between
financing needs and debt sustainability; the article explores this in the context of Uganda.

Based on these considerations, this article discusses beyond a one-dimensional measure
of debt sustainability. It proposes sustainability of Uganda’s debt using a menu of indicators
including the NPV of debt and debt service relative to exports, revenues, and GDP, and their
evolution over time under realistic macroeconomic assumptions. Interpretation is made based
on the outcome of such an analysis relative to empirical thresholds as well as in identifying
Uganda’s key constraints, both in normal and stressful times.

Methodology

In 2005 the International Monetary Fund (IMF) and the World Bank developed an analytical
tool that analyses public and external debt sustainability for Low Income Countries (LICs)
called the Debt Sustainability Framework (DSF).The analytical tool has undergone a number
of reviews to ensure adequacy in the light of changing circumstances in LICs (International
Monetary Fund, November 2013) .

The DSF is a standardized framework for conducting debt sustainability analysis in LICs.
Its main objectives are to: guide a country’s borrowing decisions; provide guidance to creditors’
lending operations; and for policy prescriptions. The Debt Sustainability Analysis (DSA) is
undertaken annually to explicitly assess the risk of external debt distress and generally guide
management of public debt (International Monetary Fund, 2002).

The DSF has two components, namely: external DSA and the Public DSA. The external
DSA covers total external debt in the economy, owed by both private and public sectors.
The Public DSA covers total debt of the public sector for both domestic and external debt.
The public external debt captures both external debt owed by government and external debt
guaranteed by government for the private sector or government parastatals. This sub category
is what is referred to as Public and Publically Guaranteed (PPG) external Debt.

DSAs include external risk rating where an explicit assessment of a country’s risk of
external debt distress is made. The risk is based on PPG external debt analysis, implying that
the private external debt is less emphasized in LICs. The justification of emphasizing PPG in
the analysis is largely due to historical reasons where PPG external debt has been the largest
component of debt in LICs and largest source of risks.
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Where there are vulnerabilities related to private external debt or public domestic debt,
an assessment of the overall risk of debt distress is undertaken. This is meant to complement
the external risk rating by highlighting the sources of risk that the external risk rating does not
capture. The overall risk assessment is intended to guide macroeconomic and structural policy
of a country.

This article analyses Uganda’s debt sustainability using the debt sustainability framework
established by IMF and the World Bank. The article defines debt burden indicators and looks at
the steps taken in undertaking a DSA for low income countries, focusing on Uganda.

Debt Burden Indicators

Debt sustainability is analyzed by assessing the projected evolution of a set of debt burden
indicators over time. Debt burden indicators in the Debt Sustainability Framework (DSF)
consist of ratios of debt stock or debt service relative to repayment capacity measures (GDP,
exports or domestic revenues).

The ratios of debt stock relative to repayment capacity measures represent future
obligations of a country, reflecting risks to solvency; while debt service ratios indicate the
likelihood and possible timing of liquidity risks.

The ratios are therefore categorized as solvency and liquidity ratios in the DSF, and
measure the following:

Solvency Ratios

i) Present value (PV) of Public and Publically Guaranteed (PPG) external or public debt
to GDP. The ratios for both external and public DSA compare the debt burden with the
resource base.

ii) PV of PPG external debt to exports of goods and services. This is a measure used in
the external DSA to compare the debt burden with the country’s capacity to generate
foreign exchange receipts.

iii) PV of PPG external or public debt to domestic revenue. These ratios compare the debt
burden with public resources available for repayment. A significant increase would
suggest budgetary challenges in servicing debt.

Liquidity Ratios
i) PPG external debt service to exports. This ratio is evaluated in the external DSA,

indicating how much a country’s export revenue is used to service debt.

ii) PPG external or public debt service to domestic revenue. This ratio indicates how much
a country’s domestic revenues are used for debt service payments, and captures the
vulnerabilities of debt service to variations in revenues.



