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1. SOURCES OF GROWTH  

A. SUMMARY 

1.1 The first section of this retrospective briefly traces Uganda’s economic history from 
Independence in 1965, describes the current status and unique characteristics of Uganda’s 
economy, and sets out how the economy has evolved since peace and stability were restored in 
the late 1980s, and reforms began.  Section 2 compares Uganda’s growth performance to other 
countries in the region, and to other regions of the world, and then begins a detailed 
decomposition of growth; by production (sector) and by expenditure [C+I+G+(X-M)].  The 
section then assesses the underlying factors behind the apparent recent slowdown in growth, then 
draws implications of the slow down for policy makers.  Section 3 presents the results of growth 
accounting exercises for Uganda, using the augmented Solow-decomposition1, and applies an 
econometric analysis to try to account for the role of policy reforms in explaining the residual2.  
The section then looks more qualitatively at the short-term and transformational factors which 
explain the large residual value for TFP in the decompositions, considering the respective roles of 
product discovery and technical change, post-conflict `rebound’ effects on capacity utilization, 
structural transformation, terms of trade, the reallocation of labor, entry and exit of firms, and 
ratios of land to capital and labor.  Section 4 looks for evidence of changes in productivity in 
firms and farms.   
 
1.2 The key conclusions are positive: 
 

1. Uganda’s remarkable run of growth has continued in the face of shocks.   

2. Trend growth has not slowed down significantly since 1999.  The rebound phase of 
growth is over, but after deducting adverse terms of trade and re-basing the National 
Accounts, underlying growth since 1999 is close to that in the 1990s. 

3. The economic reform program is working.  This underscores the importance of 
maintaining the existing policy framework of macro stability competition in markets, and 
level playing field for investors. 

4. The quality of growth seems to be improving.  Many of the features of a dynamic 
economy are visible in Uganda’s growth experience: 

• farmers are switching to new higher value crops,  
• labor is moving into new occupations,  
• new products are being discovered, and  
• new exports are emerging. 
• the technology component of imports and exports is improving. 

5. Human capital is improving from a very low base.  Primary and secondary enrollment, 
and recently even university enrollment, has increased sharply.  The seeds for an 

                                                 
1 See Collins and Bosworth (1996) “Economic Growth In East Asia: Accumulation versus Assimilation”, 
Brookings Papers on Economic Activity 1996(2). 
2 Following Easterly & Levine (2001). 
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improvement in human capital have been laid.  The labor force is set to expand 
dramatically in terms of size and skills. 

6. Now the physical capital stock needs to improve to keep pace with labor growth.  
Within capital formation, the shares of machinery and equipment and public 
infrastructure need to expand. 

1.3 Some challenges are outlined too: 

1. High population growth and a high dependency ratio especially amongst poor 
families is a concern; this could limit domestic savings and investment and so provide a 
brake on national welfare unless Uganda can hasten a demographic transition. 

2. Much of the growth in output and employment has been in informal and micro 
enterprises.  76 percent of new firms on the Uganda Business Registry in 2002 which 
were established between 1999 and 2002 employed less than 5 employees in 2002. 

3. Much of the employment growth and new firm entry has been in services.  Retail, 
restaurants, security services, health and education and more recently 
telecommunications sectors, have seen rapid job growth. 

4. Employment in manufacturing and large-scale commercial agriculture has not 
grown so fast. 

5. The Eastern and Northern Regions are trailing behind. 

B. RECENT ECONOMIC HISTORY:  FROM POST CONFLICT, TO MATURE REFORMER 

1.4 In the last 20 years, Uganda has undergone an incredible transformation from a 
failed state to one of the world’s fastest growing economies.  With the passage of time it is all 
too easy to forget just how far the country has come.  From 1971 to 1986 Uganda’s economy was 
blighted by the succession of economic tyranny under Idi Amin, extreme political instability 
under Milton Obote, and ultimately the descent into an asset-destroying civil war.  During this 
tumultuous period, 7 per cent of the population was displaced.  Exports, which peaked at 30 
percent of GDP prior to Independence in 1965, fell to just 8 percent in 1987.  Openness (imports 
and exports as a share of real current price GDP) fell from 50 percent at Independence in 1966, to 
just 10 percent in 19773.  Real GDP per capita for the average Ugandan fell by a quarter (Figure 
1-1).  By 1987 real GDP was declining by 2.7 percent annually, and inflation was in 3 digit 
levels.  The currency was heavily overvalued, both the current and capital accounts were 
controlled, as were interest rates and commodity export prices.  All sectors of the economy were 
operating below capacity.  Gross domestic investment halved from its peak of 16 percent of 
market price GDP in 1971, to average 7.8 percent in the period until 1986.  Gross domestic 
savings fell from a post-Independence peak of 17 percent of GDP in 1970, to negative 0.4 percent 
of GDP in 1980, averaging just 6 percent for the period 1972-86 despite a significant boom in 
coffee prices in the late 1970s.   

                                                 
3 Penn World Tables (PWT 6.1) 
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Figure 1-1:  Savings, Investment, Trade and $US GDP per Capita PPP Since 1970 
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1.5 Physical, human and social capital was depleted, and firms and farms were run 
down. Roads were not maintained, and water and power infrastructure was depreciated.  Social 
capital was broken by the conflict and intimidation of people by Amin’s army. Trading virtually 
stopped, and people retreated into subsistence farming.  Thousands of Asian families who largely 
made up the business class were expelled, losing or transferring their wealth in capital flight as 
they fled.  A large stock of private land and productive assets were seized by the state, and given 
to cronies. These firms were mismanaged, and the appropriated land was inefficiently distributed 
for political favor.  Many homes, factories and offices were destroyed in the conflict.  Capital 
flight was dramatic, despite the controls: by 1986, as much as 60 percent of Uganda’s private 
wealth was held abroad.   
 
1.6 By 1986 Uganda was a heavily under-capitalized, closed subsistence economy with 
failed public services and severe price distortions.  Its structure was adversely affected by civil 
disorder.  The already low share of manufacturing had halved (from just 8.8 percent to 4.4 
percent of GDP) while that of subsistence agriculture rose (from 21 to 36 percent), as people 
retreated into self-sufficiency.  Consequently the service sub-sectors also declined (banking, 
transport, construction etc) fell from 33.6 percent to just 19.6 percent as demand for them from 
agriculture and industry shrank.  The public sector was in disarray.  Whereas data for the period 
are poor, it is estimated that tax revenues had fallen to just 5 percent of GDP, and the black 
market premium on the exchange rate was several hundred percent, peaking at about 1,000 
percent in 1978.  The extent of capital depletion has been estimated by Easterly et al. (GIST 
growth project), and in global calculations by Mahajan (World Bank)4.  According to their 
estimates, Uganda’s real physical capital stock in 2000 was still at the level of 1975.  With the 

                                                 
4 PREMEP database (June 2003), using Nehru-Dhareshwar database and SIMA, and assuming 4% 
depreciation. 
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labor force rising by around 3 percent annually throughout, this means the capital to labor ratio in 
the economy would have more than halved in this 20 year period. 
 
1.7 Between 1986 and 1999, Uganda experienced a remarkable rebound in economic 
growth and poverty reduction5.  Much of this was a rebound to past levels of economic activity: 
by 1996 the economy only just recovered to its nominal 1971 $US per capita GDP.  Some of the 
rebound was down to good luck6; international coffee prices were buoyant in the early 1990s, 
resulting in an improvement in Uganda’s terms of trade by 100 percent between 1992 and 1995.  
Some was due to the resumption of trading.  Some was due to the demand-stimulus of large scale 
donor-financed rehabilitation in the post-war period.   

Figure 1-2:  Exchange Rate Depreciation Kick-Starts Growth Acceleration 
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1.8 The early rebound was accelerated by good policies.  These other factors clearly 
played an important initial role.  Indeed, most post-conflict countries tend to rebound with peace.  
But most post-conflict rebounds typically run their course within 6 years (Collier & Hoeffler 
(2001)).  And most growth episodes, however they were started, tend to run out within 8 years or 
so, having run-up against a binding constraint (Rodrik and Velasco (2003) “Growth 
Accelerations”).  Uganda’s growth spurt is still running, for more than twice as long as would be 
regarded as “normal”.  There can be little doubt that the rebound was first accelerated, and then 
kept alive, by the authorities’ careful sequencing and determined implementation of the most far-
reaching stabilization and structural reform program in Africa, and one of the most 
comprehensive reform efforts in the world7.  It appears that Uganda’s officials got a lot of things 
right – by first anticipating, and then removing the right policy barriers to growth.  So what 
exactly did they do8? 
 

                                                 
5 This experience is thoroughly documented in Reinikka and Collier (2001), and in IMF (1994) and is 
covered in the first background paper in CEM volume 2. 
6 Consistent with the findings in Easterly, Kremer, Pritchett and Summers (1993) who find that favorable 
terms of trade are as important as good policies in medium-term growth performance over decades.. 
7 A comprehensive catalogue of Uganda’s reforms was prepared as a background paper and is available on 
request. 
8 Appendix 1 presents a comprehensive catalogue of reform measures supported under the ERP. 
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1.9 Policy reform started with a focus on price stabilization and liberalization.  Within 
one year of coming to power, the NRM Government had secured peace across all but the 
Northern Region.  In May 1987 they initiated the first phase of reforms under an “Economic 
Recovery Program” (ERP), starting with currency reform, devaluations, liberalization of domestic 
prices, and eventual conversion to floating exchange rate regime by 1993, under phase 2.  Figure 
1.29 suggests the early decision to depreciate the real exchange rate was closely associated with 
the growth acceleration which ensued in the following 8-10 years. 

1.10 Structural reforms deepened as the reform program matured, and kept providing a 
growth impetus up to 1999. Following the early first generation of reforms, Uganda’s 
authorities embarked upon a sequenced package of structural reform policies and investments 
designed to free up markets and create price incentives, stimulate private investment, and 
encourage competition.  Marketing boards were abolished and the financial sector was 
liberalized.  A privatization package focused initially on banks and then on public enterprises, and 
eventually in 1998 on utilities, including telecoms and electricity sectors.  Substantial aid inflows 
and return of flight capital rewarded the early reforms, followed by an increase in FDI, 
particularly following the immensely successful telecommunications privatization. Throughout, 
macro economic stability was maintained.   
 
1.11 From 1997, the focus of reforms switched to poverty reduction.  A substantial scale 
up of aid flows followed the introduction of Universal Primary Education and establishment of 
sector investment programs.  Reform emphasis switched somewhat to improving public service 
delivery, tightening public expenditure and procurement systems, and building broader systems 
of accountability, law and order. 
 
1.12 The next section describes Uganda’s remarkable growth acceleration.  It tries to account 
for it, and the recent slowdown.  The section then ends by putting this recent growth acceleration 
into the broader perspective of Uganda’s relative status today. 

C. IS AN IMPRESSIVE GROWTH SPURT BY WORLD STANDARDS SLOWING DOWN? 

Aggregate GDP Growth 

1.13 Uganda’s per capita GDP growth of 3.5 percent per annum in the 1990s was 
amongst the fastest in the world10 (see Table 1-1).  Annual real growth averaged 6.9 percent, 
well above that the sub-Saharan African average of 2.0 percent, and also close to that of East Asia 
and Pacific region of 7.6 percent (Table 1-1).  This performance was all the more impressive 
considering the conflict in the North. 

                                                 
9 From Hausmann, Pritchett and Rodrik (2004), “Growth Accelerations”.  
10 Source: World Bank (2005) “Development Lessons of the 1990s” estimates per capita income growth for 
Uganda at 3.2% per annum. The top 20 fastest growing countries of 152 for which data are available, were: 
China(8.6%), Vietnam(5.7%), Korea(5.0%), Lebanon(4.4%), Chile(4.3%), Mozambique(4.3%), 
Mauritius(4.1%), Sudan(3.7%), Malaysia(3.7%), Dominican Republic(3.7%), Loa PDR(3.6%), 
India(3.6%), Thailand(3.4%), Bhutan(3.4%), Uganda(3.2%), Sri Lanka(3.1%), Poland(3.1%), 
Bangladesh(3.0%), Tunisia(29%), Iran(2.7%)  
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Table 1-1: Uganda’s Recent Growth Performance in International Context 

Country/region/group Annual GDP growth rates(%) Per capita income growth(%) 
 1990-99 2000-03 1990-99 2000-03 

a. East African region     
          Kenya 2.14 0.82 -0.43 -1.22 
          Uganda/1 6.86 5.52 3.46 1.80 
          Tanzania 3.14 5.91 0.22 4.41 
     
b. Fastest growing African countries: 5.38 4.46   
          Mozambique 5.67 7.30 8.10 5.11 
          Mauritius 5.38 4.58 4.20 3.47 
          Botswana 4.70 5.35 1.74 4.17 
          Tunisia 5.08 4.63   
     
c. Other regions/groupings     
          Sub-saharan Africa region    1.96 3.27 -0.64 0.98 
          East Asia & Pacific 7.63 6.80 6.24 5.85 
          South Asia 5.38 5.16 3.37 3.37 
          Low Income Countries (LICs) 4.36 4.87 2.18 2.95 
Source: Uganda Bureau of Statistics for Uganda and World Development Indicators for other countries and regions 
Note: 1/ Uganda averages 2000-05 

 
1.14 Trend growth over the last 2 decades is estimated at 5.7 percent per year.  Trend 
GDP growth drawn from a univariate fit also appears to show a rise in 1992, as economic reforms 
gained pace11.  This is shown by the positive coefficient for the dummy used to differentiate the 
post liberalization/reform era in Table 1-2.   
 
1.15 Since 1999 real GDP growth slowed down to 5.5 percent, compared to 6.9 percent in 
the 1990s. This was still higher than the 3.3 percent recorded for the Sub-Saharan region; but 
Uganda’s exceptionally high population growth coupled with a high dependency ratio, means it 
translated into per capita income growth of just 1.8 percent.  This growth rate is below the LIC 
average since 2000.   

                                                 
11 The long term trend is estimated from the function log(Ymkt) = b1 + b2*Trend + et, where b1  is a constant 
and b2 is the trend growth of GDP, but also included a dummy to capture the post liberalization era starting 
in 1992. 
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Table 1-2: Estimation of Uganda’s GDP Growth Trend 

Dependent Variable: Log of GDP at market prices 
Sample: 1982 2004   

Variable Coefficient  t-Statistic Prob.   

C 14.86169  493.9339 0.0000 
@TREND 0.057474  17.20766 0.0000 
@TREND*DUM 0.003296  1.628607 0.1229 
AR(1) 1.075015  7.903529 0.0000 
AR(2) -0.461320  -4.413977 0.0004 

R-squared 0.998669   
Adjusted R-squared 0.998336   
Durbin-Watson stat 2.025162   

Source: World Bank Staff calculation using data from UBOS 

 
1.16 At this rate, it would take Uganda 40 years to double average income per head, 
compared to just 20 years with the per capita growth rates of the 1990s.  The effect of the 
dependency ratio is most noticeable when comparing real GDP per worker with real GDP per 
capita (Figure 1-3). 

Figure 1-3:  Impact of Dependency Ratio on Per Capita GDP  
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1.17 Much of the recent slowdown in growth is explained by adverse terms of trade.  
Apart from a period in the mid-1990s when coffee prices boomed, Uganda’s terms of trade have 
been trending downwards throughout the reform period, and have in fact fallen by more than any 
other African country during this time (Figure 1-4).  In fact, the terms of trade deteriorated by 
about 40 percent between 1998/99 and 2003/04 (before improving slightly in 20004/05), with 
nearly all of Uganda’s main exports - traditional and non-traditional - suffering slumps in 
international prices (Figure 1-5).  This coincided with escalating prices for petroleum just as the 
intensity of petroleum use in Uganda was increasing.  As an example, world prices for Robusta 
coffee in August 2004 were just 36 percent of the level in May of 1997, whilst petroleum prices 
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were doubled.  Recently this differential between export and import unit values has got even 
wider, as petroleum prices have hit near record highs.   

Figure 1-4:  Uganda’s Terms of Trade Fell by Much More Than Other African Countries  
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Figure 1-5:  World Commodity Prices 1999-2005  

-

50.0

100.0

150.0

200.0

250.0

300.0

350.0

400.0

19
97

 N
ov

19
98

 A
pr

19
98

 S
ep

19
99

 F
eb

19
99

 Ju
l

19
99

 D
ec

20
00

 M
ay

20
00

 O
ct

20
01

 M
ar

20
01

 A
ug

20
02

 Ja
n

20
02

 Ju
n

20
02

 N
ov

20
03

 A
pr

20
03

 S
ep

20
04

 F
eb

20
04

 Ju
l

20
04

 D
ec

20
05

 M
ay

20
05

 O
ct

IN
D

E
X

 (1
99

9 
A

N
N

U
A

L
 A

V
E

R
A

G
E

 =
 1

00
) Petroleum

Coffee (Robusta)

Cotton

Tea

Fish

Poly. (Coffee (Robusta))

Poly. (Petroleum)

 



 9

1.18 Adjusted for terms of trade, Uganda’s recent annual real GDP growth would have 
been maintained at the same level as the 1990s (Figure 1-6)12.  The terms of trade decline 
propelled a faster deceleration in Gross Domestic Expenditure (GDE), compared to GDP.  GDE 
decelerated from 8.1 percent for the period of the 1990s, to 5.8 percent from 1998/9 to 2003/04.  
Over most of the 1990s, thanks to favorable commodity prices, annual growth rates of GDE were 
higher than those of GDP. 

Figure 1-6:  Uganda’s Growth: Actual Versus Terms of Trade Adjusted Growth 
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1.19 Uganda’s economy also weathered a banking crisis and a severe drought, but 
currently faces a power crisis.  In 1998, the State-owned Uganda Commercial Bank was closed, 
restructured, and sold.  Lending by Stanbic, the new owner, only resumed in 2004, leaving a 
credit crunch at the start of the century.  Shortly after, in 2002/03, Uganda suffered a severe 
drought, which affected food crop output and drove up food prices and created a severe power 
shortage on account of low levels of the Lake Victoria.  Coming off the back of severe terms of 
trade decline, it is remarkable that Uganda’s robust growth performance – at close to trend – 
continued.  

Aggregate Supply 

1.20 There was a rapid transformation in sector production between 1990 and 1999.  
Industry was the fastest growing sector, led by manufacturing and construction, which together 
accounted for 1.8 percentage points of average annual GDP growth of 6.3 percent.  Services were 
the principal driver of overall growth in value added however, providing 2.7 percentage points to 
GDP growth, with transport & communications, hotels and restaurants and general government 
recording strong growth.  Agriculture grew at a steady rate of 3.9 percent per annum between 
1990 and 1999, contributing 1.8 percentage points to growth. 
 

                                                 
12 The TOT adjusted GDP growth is estimated by assuming that TOTs mainly affect exports as imports are 
more price inelastic. Adjusted GDP growth therefore estimates what the contribution of exports would have 
been had the terms of trade not changed (= change in export price/import unit price*GDP share of exports).  
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1.21 According to the National Accounts, structural transformation has slowed down 
since 1999.  The contribution of all sectors to GDP growth fell, except for construction.  Growth 
in agriculture decelerated to 3.3 percent over the period 1999/00-2004/05. The sector’s 
contribution to annual GDP growth of 5.5 percent was just 1.3 percentage points, half a 
percentage point lower than in the 1990s.  Industry decelerated to 7.0 percent, contributing 1.6 
percentage points to GDP growth. Within industry, manufacturing growth decelerated from 12.3 
percent over 1990s to 5.6 percent over the period 1999/00-2004/05, and contributed just 0.5 
percentage points.  The services sector remained the biggest source of GDP growth, decelerating 
only modestly, to 6.8 percent.  Its contribution to GDP was 2.6 percentage points. The slow down 
in transformation has led some commentators to suggest that either Uganda has reached the limits 
of its manufacturing recovery, or that industry needs incentives in order for firms to invest. 

Figure 1-7:  Evolution of Sectoral shares of Gross Domestic Product (1981/82-2003/04) 
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Source: Data from Uganda Bureaux of Statistics 
 
1.22 This apparent slowdown in structural transformation should however be 
interpreted with some caution, until GDP accounts are updated.  The national accounts 
weights are still based on 1997/98 data and hence could be underestimating the contribution of 
fast growing sub-sectors to GDP.  For example, a simple re-weighting of the index of industrial 
production for the period 1997/98 to 2004/05 would put average growth at 8.8 percent, higher 
than the 6.4 percent, derived from the index based on 1997/98 weights.  National accounts based 
in 1997/98 are also probably under-recording value added growth in the fast growing 
telecommunications and banking sectors, and perhaps also understating education and hotels and 
restaurants. 
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Table 1-3: Sectoral Composition and Growth of GDP (1990-2005) Shows Slower Structural 
Transformation 

 Growth rates (%) Sectoral contribution 
to GDP growth (%) 

Sectoral shares in 
nominal GDP (%) 

 1990-99 2000-05 1990-99 2000-05 1990-99 2000-05 

       

Supply of GDP/1  6.3 5.5 6.3 5.5 100.0 100.0 

1.  Agriculture  3.9 3.3 1.8 1.3 46.4 33.8 
2.  Industry 10.0 7.0 1.8 1.6 18.5 24.6 
           Manufacturing 12.3 5.6 0.8 0.5 7.3 9.4 
           Construction 8.3 8.3 0.8 0.9 9.6 13.0 
           Gas, electricity, water 7.6 6.5 0.1 0.1 1.2 1.4 
           Mining and quarrying 34.1 8.5 0.1 0.1 0.4 0.8 
3.  Services 7.8 6.8 2.7 2.6 35.1 41.6 

Demand of GDP/2 6.9 5.5 6.9 5.5 100.0 100.0 

1.  Domestic Absorption 7.5 5.3 7.8 5.8 112.4 113.6 
        Consumption 7.3 5.1 6.4 4.7 96.0 93.2 

• Public  7.6 5.1 0.9 0.6 12.1 14.4 
• Private 7.3 5.1 5.5 4.1 83.9 78.8 

         Investment  9.0 6.6 1.3 1.0 16.5 20.5 
• Public  4.0 -1.2 0.1 -0.1 5.5 5.3 
• Private 12.7 9.4 1.2 1.1 10.9 14.5 
• Change in stocks 21.2 18.5 0.0 0.1 0.0 0.4 

2. External Absorption 5.5 0.4 0.3 0.0 -12.4 -13.6 
        Exports 12.7 7.2 1.0 0.8 10.4 12.0 
        Imports  7.4 4.3 1.3 0.8 22.9 25.6 
3.Statistical Discrepancy   -0.6 -0.3 … … 
       
Memo:       
Monetary GDP 7.9 6.1 5.7 4.8 72.7 80.6 
Non-monetary GDP 2.3 3.3 0.6 0.7 27.3 19.4 
Source:  Uganda Bureau of Statistics 
Note: 
1/ GDP at factor cost 
2/ GDP at market price, but Sectoral Shares are based on Total Expenditure on GDP (i.e. exclude the statistical 
discrepancy)   

Aggregate Demand 

1.23 The economy is still consumption-driven, but is becoming less so.  In the past 5 years, 
consumption has accounted for about 85 percent of growth in aggregate demand (private 
consumption was 75 percent of total growth in GDE from 2000-05).  This compares with 93 
percent for the 1990s (of which 80 percent was private).  This slow down in private consumption 
growth – most of which occurred after 1996/97, probably implies a return to more normal levels 
following the post-conflict rebound, and following the end of terms of trade gains in the mid-
1990s13.  Given the level of poverty in Uganda, the high share of consumption in income, and the 
relatively closed economy, there can be quite large multiplier effects to increased incomes.  For 
example, preliminary analysis using the draft Social Accounting Matrix compiled under this 
study seems to suggest that in Uganda higher incomes from a shift in employment; eg the rise in 
                                                 
13 See Collier, P. and Gunning, J and Associates, (1999) “Trade Shocks and Developing Countries” for a 
summary of evidence on how economies respond to terms of trade shocks. 
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manufacturing employment in the formal sector, generate gains for the rural economy too, by 
increasing the demand for higher-value (income elastic) foods such as matooke, rice, poultry and 
milk.  It is possible that growth in Uganda has `fed off itself’ since the restoration of formal 
enterprises.  The injection of additional purchasing power from teachers’ wages under the 
education sector expansion since 1998, may have had a similar positive effect. 
 
1.24 Private investment and exports – though small - continue to be the fastest growing 
components of aggregate demand, and will increasingly need to be the drivers of Uganda’s 
growth.  Both remain relatively small, but both have been growing.  Since 2000, private 
investment has accounted for 20 percent of annual growth, compared to 17 percent in the 
recovery and reconstruction period of the 1990s.  Exports accounted for 15 percent of growth 
since 2000, compared with 14 percent of annual growth in the 1990s, despite the coffee price 
collapse, buoyed mainly by fish & fish products, the “other” exports category, tourism, oil re-
exports and to a lesser extent flowers, tobacco and maize. 
 
1.25 The investment pattern shows rising private construction, falling machinery and 
equipment, and falling public construction (Table 1-4).  Bigsten et al. (1999) noted that in 
1998 investment rates in Ugandan firms were in line with Africa’s average, but profits at half the 
average14.  They attributed this to the extra confidence Ugandan firms had in their economy.  The 
trends in public vs. private investment and consumption growth may in part be due to the 
privatization program – which would have transferred public investments into private hands and 
should have created efficiency gains which could have reduced private consumption.   In that 
case, the productivity element of growth may be increasing.  Nevertheless, when investment 
growth is deflated to 1997/98 prices, it appears lower than in either the more rapid growth period 
(1992/93 – 1996/97), or in the rehabilitation period (1986/87 – 1991/92).   
 
1.26 Total investment remains low by international standards, and its composition may 
no longer be as productive as it was in the recovery period.  The share of private investment in 
GDP over the period 1997/98-2004/05 is the same as it was over the period 1992/93-1996/97, but 
a fall in the machinery and equipment component was offset by an exactly equal rise in private 
construction.  The decline in public construction investment therefore accounts for the overall fall 
compared to the rapid growth period.15  The fall in public structures investment is analyzed 
further with sectoral data in chapter 7.   

                                                 
14 Bigsten A, Collier, Dercon, Gauthier, Gunning, Isaksson, Oduro, Oostendorp, Patillo, Soderbom, 
Sylvain, Teal, Zeufack, (1999). 
15 Obwona M., J. Nannyonjo and S. Bahemuka (2005) 
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Table 1-4:  Uganda’s Investment Growth (1997/98=100) 

 
1982/83 to 

1985/86 
1986/87 to 

1991/92 
1992/93 to 

1996/97 
1997/98 to 

2004/05 

Fixed Capital Formation 12.2 16.1 17.2 15.9 
     of which - Private 7.4 8.5 11.9 11.9 

                      - Public 4.8 7.6 5.3 4.1 

     Construction 7.8 9.9 11.3 11.9 
     of which - Private 4.9 5 7.3 9.1 

                      - Public 2.8 4.8 4 2.8 

     Machinery & Equipment 4.4 6.3 5.9 4 
     of which - Private 2.4 3.5 4.6 2.8 

                      - Public 2 2.8 1.3 1.3 
Source: Uganda Bureau of Statistics 

 
1.27 Exports are diversifying, with most of the net total increase in export earnings 
coming from tourism & fish.  Albeit from a low base, the recent across-the-board increase in 
non-traditional exports in the face of falling prices for Uganda’s traditional exports (coffee, cotton 
and tea), could be an encouraging sign of economic transformation.  By far the main driver of the 
increase in export revenues has been fish and fish products.  However, neither the 200 percent 
increase in fish product manufacturing in the Industrial Production Index, nor the 295 percent 
increase in US dollar-valued fish exports is reflected in a proportionate growth in fishing in the 
GDP accounts: the real value of fishing in monetary GDP is estimated to have grown by only 20 
percent since 1997/98.  Tourism also accounts for a large share of the increase in exports from 
1998/916.  The technological component of manufacturing in the fisheries industry is likely higher 
than that of the coffee sector which it has replaced in export volume; hence the technological 
composition of exports should have increased.  An important indicator of technology adoption, 
adaptation and innovation will be whether technology in the fish & fish product export industries 
continues to develop, e.g. with the introduction of new product lines.  Another is whether 
technology is spreading to improve the sustainability of fishing practices.  It is not clear that 
either is happening yet. 

                                                 
16 World Bank (2006), Diagnostic Trade Integration Study (DTIS).  Tourism statistics in Uganda’s Balance 
of Payments need further scrutiny, because neither the nationality nor the numbers of arrivals in Uganda’s 
game parks and other tourism attractions match well with statistics on visitor arrivals that are used to derive 
tourism exports. 
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Figure 1-8:  Structure of Exports, 1994/5-2004/5 

 

Source: BoU Quarterly reports, various issues. 
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by the increase in worker remittances, official transfers (including HIPC assistance), NGO 
transfers and a reduction in private outflows.  Since 1998/99, worker remittances and NGO 
transfers have accounted for a similar share of the change in net current inflows as aid.  Net 
transfers (official and private) saw two surges.  The first, in 1993/94, came from private transfers, 
as flight capital returned. Net transfers then declined as a share of GDP during the terms of trade 
boom (Figure 1-7).  Since 1998/99 aid flows, debt reduction, increased FDI, and a sharp rise in 
remittances have been boosted GDY.  This offset the income effects of the negative terms of 
trade that the country experienced over the period. Overall, GDY growth decerated from an 
average of 7.0 percent in the 1990s, to 5.5 percent over the 5 years to 2004/05.  
 
1.29 These external shocks to Uganda’s national income will have affected the 
distribution of income, and the economy’s supply response. First, the transport and 
distribution sectors have been expanding rapidly with growth, as should be expected in a rural 
economy with a sparsely distributed population.  With rising oil prices, Uganda has been 
importing a higher volume of petroleum products at higher prices.  Unless competition was 
strong, traders would tend to pass their increased transportation costs on to farmers and 
consumers; either in lower farm gate prices and higher market prices, or by not showing up at all 
in more remote areas.  Either way, rural communities would likely suffer worsened terms of 
trade. Second, lower coffee prices would have a direct negative impact, which has been 
compounded by widespread coffee wilt disease, which reduced coffee yields. Third, whereas the 
aggregate economy received compensatory FDI and remittances, it is unlikely these would have 
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poverty reduction depends upon the incidence of public spending.  The recently completed 
Poverty Assessment suggests that poor groups in rural areas did benefit from social programs 
under the PEAP such as UPE and water programs.  
 
1.30 The actual impact on national income, national expenditure, and output growth are 
more complex than simply looking at world commodity prices and balance of payments 
aggregates.  A fuller understanding of the first and second round effects on incomes and demand 
of different groups of producers and households would require the use of a CGE model, and is 
beyond the scope of this report17.  Four effects are worth considering, along with the path of the 
exchange rate.  The first two factors would have reduced the incomes of farming communities 
since 1999, and in turn would have taken away what had been a strong source of demand in the 
rural economy in the preceding 5 years.  The third factor would have benefited urban workers.  
The impact on inequality of the fourth, depends upon who benefited from aid-financed public 
spending.  Since most of these factors works against rural communities, we should expect - and in 
fact we do observe - a widening of inequality in Uganda since 199918. 

Figure 1-9:  Growth in GDP, GDE and GDY and the Terms of Trade over 1990/91-2004/05   
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1.31 How should Government react to the growth slowdown?  That growth is slowing 
down, and inequality is rising, is obviously a problem, whatever its cause.  The cause appears to 
be exogenous, and its impact has been disproportionately felt by rural groups.  Since the urban 
economy around Kampala is doing relatively well, the correct policy response will differ from if 
the economy was stagnant, or if the slowdown was caused by domestic factors, or was policy-
induced.  Some academics and policy makers have used the slowdown to question whether 
Uganda’s policy framework is working for growth and poverty reduction.  The evidence 
presented here (and subsequently in this report) suggests four key conclusions for policy 
makers; 
 

(i) The reform program is working, in difficult external circumstances.  

(ii) Trend growth has not significantly slowed down.  

                                                 
17 A CGE model was developed under this study and will be running within the next year to address 
research issues such as these. 
18 World Bank (2005) Uganda Poverty Assessment. 
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(iii) It would be wrong to roll back or reverse policies that have sustained two decades of 
growth in Uganda. 

(iv) A special effort is needed to resuscitate rural growth to address inequality caused by 
the fall in terms of trade. 

1.32 Prudent exchange rate management, coupled with investments to raise rural 
incomes and exports should feature in the policy response.  The appropriate response to a 
lasting decline in the terms of trade is to adjust – by allowing the currency to depreciate19; a 
policy which in the early reform days, combined with price liberalization, seems to have helped 
farmers, especially coffee farmers.  In this regard, officials in the Bank of Uganda have rightly 
been concerned about managing the recent hike in net transfers from aid and worker remittances 
without allowing the exchange rate to appreciate too strongly.  Appropriate exchange rate 
management is taken up in Chapter 8.  Chapter 2 looks in more detail at policies to stimulate 
agricultural productivity, whilst Chapters 6 and 7 provide recommendations for improving rural 
finance and infrastructure.  The rest of this chapter adopts a growth accounting approach to take 
the analysis of recent growth deeper; into factor accumulation and factor productivity.  It ends the 
macro stock take by setting out where Uganda is now, and what the implications of current 
endowments are for growth strategy. 

D. ACCOUNTING FOR GROWTH – MACRO ANALYSIS 

1.33 Long run growth is about factor accumulation and technical change, and about the 
incentives entrepreneurs have to invest in them.  The right choice of public interventions for 
growth depends on whether future growth is more feasible through accumulation and more 
intense employment of factors of production, or from increased efficiency in the use of available 
factors.  In East Asia there is evidence of more intense factor use and efficiency-enhancing 
technologies.  In Latin America the turnaround in growth in the 1990s was driven by one-off 
policy-induced reversal of negative growth in total factor productivity in the 1980s.  Long-run 
growth is therefore not just about macro policies. 
 
1.34 Stabilization through demand-management and monetary restraint are necessary 
but insufficient for long run growth.  This report has so far stayed quiet on Uganda’s 
exemplary stable macroeconomic management.  The omission was deliberate.  Along with the 
market and trade friendly structural reforms mentioned in section 1.0, macro economic stability in 
Uganda has doubtless underpinned the solid growth performance. It is a critical foundation for 
price signals to work, for investor confidence, and for FDI.  We know from global experience 
dating back to the 1970s that not having macro stability is enough to wreck a country’s growth 
prospects; but having stability is not enough for growth20.  Economic textbooks tell us that 
demand management policies for macroeconomic stability affect the cyclical fluctuations of an 
economy around its potential or full-employment level of output.  Long run growth in contrast, 
depends upon the supply of factors of production in an economy, and upon technological change.   
 
1.35 Nor is long run growth about the endless pursuit of progressively more 
comprehensive structural reforms.  The tradition of macro economists in assigning policies to 

                                                 
19 See Paul Cashin and Catherine Pattillo, 2000, "Terms of Trade Shocks in Africa: Are They Short-Lived 
or Long-Lived?" IMF Working Paper 00/72 
20 De Long and Summers20 (1992) note that whereas poor macro policies can cause dismal performance in 
an economy, good macro policies are insufficient for an outstanding growth performance.    
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long run growth probably dates back to Easterly et al. 1991.21  Now 14 years on, Easterly (2005) 
is amongst those questioning the extent to which gradual changes in policies really do matter for 
growth. Capabilities definitely matter, and they matter a lot. Countries which maintain openness 
to trade and investment, maintain sustainable public finance and sound money, and who protect 
contracts and property rights do tend to earn a long term growth dividend.22  Rodrik23 however, 
goes further on the limits of standard policy reform prescriptions.  He suggests that neither casual 
empiricism nor statistical analysis suggests we should expect a determinate, uniform, and non-
context specific relationships between specific policy reforms and economic growth.  He suggests 
that most developing economies exhibit considerable “slack” and can therefore respond very 
vigorously to relatively small-scale changes in the business environment if binding constraints 
can be relaxed. 

Growth Accounting Using Solow’s Decomposition: It’s the TFP Residual Again 

1.36 If factor accumulation, factor efficiency, and factor mobility into new products and 
through new technologies are what matter most for long-term growth, what’s the story for 
Uganda?  We start with a review of various growth accounting exercises for Uganda using 
variants on Solow’s decomposition, before delving into physical capital accumulation and total 
factor productivity (TFP) in more detail. 
 
1.37 TFP growth accounts for most of Uganda’s real GDP per capita growth during the 
1990s 24 (Table 1-5).  Kasekende et al. (2004)25 conclude that 90 percent of Uganda’s growth in 
output per worker in the 1990s can be `explained’ by the TFP residual.  They arrive at the same 
result using a regression-based decomposition of real GDP growth over the same period using the 
Hoeffler (1999) augmented Solow decomposition26, i.e. the large growth in per capita real GDP 
over the 1990s of 3.3 percent resulted from productivity growth.  They calculate that `base’ 
factors (initial income, investment rates, education attainment, and replacement investment) 
would have given negative growth in per capita income.  Berthelemy and Soderling (2002) use an 
error correction model formulated from the long run co-integration between GDP per unit of 
labor with capital per unit of labor and proxy variables for factor productivity.  They got similar 
results; as did Tahari et al. (IMF 2004)27.  While growth in the preceding two decades relied on 
capital accumulation, 80 percent of growth in GDP during the reform period came from TFP.  
Fortunately, since it uses broadly the same methodology as Kasekende et al. the World Bank’s 
own calculations28 also suggests that while TFP growth has over the long term (1965-2004) 

                                                 
21  William Easterly, Robert King, Ross Levine and Sergio Rebelo “Do National Policies Affect Long-Run 
Growth?  A Research Agenda (World Bank, 1991).   
22 Quote - Larry Summers (2003), from Rodrik (2004). 
23 Rodrik, D. (2004), “Growth Strategies” 
24 This conclusion is broadly shared by Dunn (2002), Bethelemy and Soderling (2001), Keefer (2000) and 
most recently by Tahari  et al., IMF Working  Paper 04/176 (2004), and Kasekende, Atingi-Ego and 
Sebudde (2004). 
25 From Bosworth and Collins (2003).  The basis for these growth accounting exercises is a benchmark 
Cobb-Douglas aggregate production function in physical capital K and effective labour, h*L, : 
Y = AKα (h*L(1-α) )  where α=0.35 r in per worker terms y = Akα (h(1-α) )  
26 Hoeffler augmented Solow decomposition is a regression of the form dlny = αlnyt-1 + x’t β + z’γ+ et  
27 Tahari, A. Ghura, D. Akitoby, B. and Aka, E. (2004) Sources of Growth in Sub-Saharan Africa, IMF 
Working Paper WP04/176 
28 “Measuring growth in total factor productivity.”; PREM Note 42 
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contributed negatively to growth, the growth phase of the 1990s is mainly attributable to 
productivity growth (Figure 1-11)29. 
 
1.38 Unsurprisingly, TFP growth also seems to have slowed since the late 1990s, 
signaling a possible lowering in social returns to investment in Uganda.  Dunn (IMF 2004) 
suggests that while factor productivity rose rapidly in the 1990s, it has since slowed down.  
Obwona, Nannyonjo and Bahemuka endorse this view in their recent study.  They conclude that 
TFP growth was just 0.4 percent in the period from 1997-99 to 2004.30  They add that this is 
reflected in an increase in the ICOR from an unusually impressive 1.8 in the early reform period 
(1992-1996) to a still impressive 2.2 since 1996.  Investment can increase growth through an 
increase in the share of output that is invested, and through an increase in the social return on the 
investment; d (g) = r *d(I/Y).  For Uganda the private investment share of real GDP remained 
constant in the period after 1997/98 when the ICOR deteriorated.  Hence one can infer that either 
public capital was falling, or social returns to investment were falling, or both.  Public 
investment’s average share of real GDP did in fact fall – from 5.3 percent in the period 1992/93 
to 1996/97 to 4.1 percent in 1997/98 to 2004/05.  The ICOR deteriorated by more than the fall in 
the real share of investment in GDP, implying a fall in aggregate returns to investment.  Given 
that public investment is generally a complement to private investment, this could suggest that 
falling public investment is behind a decline in real social returns to investment.  Further 
decomposition of investment is needed to uncover more. 

Table 1-5: Growth Accounting Decomposition of Uganda’s Growth31: 

  
 

Percentage Contribution   

Source/Study 
 

Period 
Dependent 

variable 
Dependent 

variable 
growth 

Physical 
capital 

Human 
capital 

TFP 

Kasekende et al. 1960-97 Output per 
worker 

-0.23 134.7 69.5 -
304.3 

Kasekende et al. 1990-97 Output per 
worker 

2.5 2.4 6.4 91.6 

Berthelemy and 
Soderling (2002) 

1986-96 GDP per unit 
labour 

3.8 19.4 …. 80.6 

Dunn (2004)       
Tahari et al. 
(2004) 

1960-2002 GDP growth 5.1 13.7 29.4 54.9 

       

                                                 
29 Most growth accounting studies conclude that the TFP contribution to growth is larger when growth is 
higher, see for instance Loayza, Fajnzybler and Calderon (2005) for Latin America, and global estimates by 
Bosworth and Collins (1996). 
30 Obwona, M. Nannyonjo, J and Bahemuka S. (2005). The trend and financing of investment at the macro 
level in Uganda: The implications for sustainable growth, EPRC. 
31 See background paper: Macro stocktake  
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Figure 1-10:  Comparison of Growth Performance and TFP Trend in Uganda (1960-2000)  

 
Source: Kasekende et al. (2004) 

Trends in Physical Capital Accumulation 

1.39 Decomposition of gross fixed capital formation reveals a significant increase in real 
commercial buildings investment, and falls in equipment investment as a share of GDP.  
This is further evidence of lower capital equipment per worker.  Structures investment dominates 
the investment picture in terms of shares and recent growth.  The share of machinery and 
equipment investment has been falling since 1996/7, with all of the fall in the share of GDP being 
due to a fall in private equipment investment.  This could be regarded as a property boom, most 
likely around Kampala and Entebbe.  The finding justifies further investigation.  It may reflect the 
emergent structural transformation of the economy towards services after the manufacturing 
sector rebounded, but it could be potentially concerning.   
 
1.40 The fall in equipment investment could signal a growth concern.  Much of the change 
in economic performance across countries comes from productivity growth, and some theorists 
attribute the uptake of new productivity-enhancing technologies to investment in equipment 
rather than structures.  De Long and Summers (1992) show that machinery and equipment is 
closely associated with output per worker in economies.  They note that equipment embodies 
technology transfer, and learning-by-doing.  They suggest that the direction of causality seems to 
run from equipment to growth, and that equipment’s effects on growth are structural – ie they are 
not the by-product of other contributors such as policy improvement.  They also note that relative 
prices between equipment and other investments matter for the ensuing pattern of capital 
formation.  Ortiguera (2003) also finds strong links between; a) investments in equipment and 
income growth, and b) the rate of decline of equipment prices and income growth.  He finds that 
the production of equipment goods leads to faster technological change than the production of 
final goods, because improvements in the production of capital goods lower their relative price.  
New research from Hausman et al. (2005) suggests that it matters what a country exports, and to 
who32.  They note that countries that have grown rapidly from exporting have tended to sell 

                                                 
32 Hausmann, Hwang and Rodrik (2005) “What You Export Matters”, NBER Working Paper. 
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successively higher technology products to countries richer than themselves.  Such products are 
generally manufactured, and so their production employs equipment.   
 
1.41 In Uganda, nearly all capital goods are imported –which makes the exchange rate 
and taxes important in determining investment prices.  The country’s landlockedness makes 
equipment expensive.  This fact creates a peculiarity – in that the exchange rate has an effect of 
the relative price of equipment and structures investment, as do border taxes33.  For Uganda, taxes 
seem heavily skewed towards equipment rather than property or rental income, and the exchange 
rate depreciation caused by declining terms of trade could also be marking up capital prices 
relative to buildings investments. 
 
1.42 The slow rate of accumulation of equipment, coupled with rapid population growth, 
suggests capital shallowing in the economy.  A fast rate of growth of labor implies that a greater 
share of national product must be devoted to investment in physical capital and   education just to 
keep the average level of skills and amount of physical capital used per worker constant.  
Berthelemy and Soderling conclude that early TFP growth in Uganda characterizes the one-off 
effects from successful adjustment policy, and that sustaining growth in Uganda requires capital 
accumulation and accelerated structural change.  Kasekende et al., and Dunn also conclude that 
future growth will require stepping up the country’s investment efforts to promote capital 
deepening.   

Human Capital Trends 

1.43 What about human capital accumulation?  There are two main factors; the size of the 
working population, and the average education of workers.  In addition, the number of 
dependents per worker (dependency ratio) is an important consideration for growth and national 
welfare.  Placing a high economic responsibility upon workers tends to reduce the propensity to 
save and invest. 
 
1.44 Uganda’s labor force has been growing at an average annual rate of 3.2 percent per 
year during the reform period. (Figure 1-12). This is a slightly higher rate of growth than the 
average since the 1960s (3.15 percent).  There are two discernible turning points in the early 
1970s and in the early 1990s which may relate to the impacts of the expulsion of Uganda’s Asian 
population and the impact of high mortality from HIV/AIDS respectively. 

                                                 
33 The construction sector also has import content. 
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Figure 1-11:  Annual Growth in the Labor Force (1960-2006) 

Uganda: Estimates of Annual Labor Force Growth 1960-2006

2.5%

2.7%

2.9%

3.1%

3.3%

3.5%

3.7%

3.9%

196
0

196
3

196
6

196
9

197
2

197
5

197
8

198
1

198
4

198
7

199
0

199
3

199
6

199
9

200
2

200
5

 
Source: Staff Estimates based upon UN Population Data 

 
1.45 The average skills of the workforce have also been increasing.  Using data for 2000, 
Figure 1-12 shows that for both the 15-19 years cohort and for the 30-39 year cohort, average 
years’ schooling increased between 1995-2000.  Since the younger cohort enjoyed a higher 
educational attainment, and since enrollments in primary education have increased dramatically 
since the start of the UPE program in 1998, the average years’ schooling of the workforce in 
Uganda should continue to rise healthily in the coming decade.  Secondary school enrolment 
remains low relative to the fast growing economies in Africa (averaging 14.6 percent, compared 
to the sub-Saharan average of 24.0 percent – Table 1-6).  The challenge for Uganda will be to 
maintain education standards and find jobs for a growing and more skilled future workforce. 
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Figure 1-12:  Educational Attainment of Workers (1995-2000) by Cohort 
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1.46 But Uganda has the highest dependency ratio in the world.  Half of the population is 
children (see Figure 1-14).  The main reason for this is the high fertility rate.  At 6.8 births per 
mother on average in 2002, Uganda’s fertility rate is the third highest in the world.  The situation 
in urban areas is markedly better; fertility and dependency are lower in Uganda’s cities than in 
rural areas.  The dependency ratio currently stands at 1.12 (ie there are 1.12 dependents per 
worker.  This compares with 0.84 for Kenya and 0.85 for Tanzania, and the average for sub-
Saharan Africa (which is already high by world standards) of 87.  The dependency ratio increased 
during the reform period (Figure 1-15), and it increased by considerably more in rural than in 
urban areas.  World Bank staff estimates suggest that the dependency ratio will continue to rise – 
and will not peak until 2013 (World Bank (2006) forthcoming).  A major policy challenge will be 
to hasten the demographic transition and generate a per capita growth premium form this (see 
Klasen (2005)). 
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Figure 1-13:  Population Pyramid of Uganda in 2002 

 
Source: UBOS. The 2002 Uganda Population and Housing Census.  

Figure 1-14:  Labor Force and Dependency Ratio (1980-2006) 
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1.47 Human capital accumulation has exceeded physical capital accumulation through 
three decades (Figure 1-16).  Human capital was boosted in the late 1990s by the return of 
residents following the end of the war.  Positive growth rates have been maintained through 
public policy on education, and private demand for education returning to traditional levels. 
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Figure 1-15:  Comparison Human and Physical Capital Growth since 1965 

 
Source: Kasekende et al. (2004) 

Table 1-6: Selected Human Capital Development/Accumulation Indicators (average2000-2003)  

Country/region/group Education effort Education Outcomes 

 

Public 
Expenditure 
on Education 
in GDP(%) 

Primary 
enrolment 

Secondary 
enrolment 

Tertiary 
enrolment 

Labour force 
with primary 

education 

 

a. East African region       
          Kenya 6.6 68.4 21.3 2.2 …  
          Uganda 2.5 52.7 14.6 2.0 62.0  
          Tanzania 2.2 47.3 5.4 0.5 43.0  
       
b. African countries among 
the fastest growing 
countries in the world 

      

          Mozambique 2.4 47.3 8.2 0.6 …  
          Mauritius 4.1 96.9 64.1 6.0 65.6  
          Botswana 2.2 80.9 45.5 3.2 63.2  
          Tunisia 7.6 94.2 68.6 15.1 42.9  
       
c. Other regions/groupings       
          Sub-saharan Africa    3.4 53.5 24.0 2.7 45.6  
          East Asia & Pacific 2.2 95.6 56.3 7.5 47.9  
          South Asia 2.8 84.0 44.6 7.8 43.8  
          Low Income 
countries 

2.8 76.2 29.1 6.9 44.4  

Source: World Development Indicators (2003) 
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Understanding the TFP Residual – Towards and explanation of the drivers of growth 
in Uganda 

1.48 The TFP residual in standard growth accounting is “a measure of our ignorance”34.  
It captures all factors which contributed to growth other than the accumulation of human 
and physical capital. Given Uganda’s recent economic history, the TFP residual most likely 
captures;  
 

1. “catch-up” - an increase in utilization of the economy’s resources (including farm land) 
during post-conflict rebound; 

2. “policy-induced rebound”; improved efficiency in resource allocation from increased 
trading and openness to international trade); 

3. terms of trade fluctuations;   

4. “reconstruction-induced rebound”; higher investment returns as economic infrastructure 
was rehabilitated;  

5. transformational growth, including: 

• shifts in labor between sectors and lines of production 
• efficient firms expanding at the expense of inefficient firms as outward-oriented 

policies expose them to competition 
• new investments bringing a higher quality of capital35. 
• productivity-enhancing technical change; either within farms and firms through 

technology adoption, or from the entry of new farms and firms, and new product 
innovation.   

Short-term Factors versus Longer-term Transformational Aspects 

1.49 Quantitative assessments identify short-term factors including terms of trade and 
rebound through policy reforms.  Some authors have tried to estimate the determinants of TFP, 
although such attempts are fraught with difficulty because growth accounting is at best imprecise.  
Data gaps in measuring physical and human capital are passed on to the TFP residual, and get 
picked up in coefficients in TFP regressions.  Berthelemy and Soderling, and two of the 
background papers to this study have attempted a quantitative explanation of the drivers of TFP36.  
Of the factors listed above, each finds that structural transformation and openness have been 
important long-term factors, whereas terms of trade and policy factors have been significant 
short-term influences. The story that emerges is that Uganda has bounced back, thanks to good 
policies and good luck, and has experienced a slowdown despite good policies, through a recent 
run of bad luck.  Structural transformation has started, but Uganda has a long way to go to 
generate employment in jobs which yield higher productivity. 
   
1.50 Apart from policy and prices, other macro factors which may have driven TFP 
growth in Uganda include the quality of growth, rising hi-tech products in both exports and 
imports, increasing number of firms that exports and rural urban migration,and 
diversification within and out of agriculture.  

                                                 
34 Easterly and Levin (2001), “It’s not Factor Accumulation: Stylized Facts and Growth Models”. 
35 The World Bank’s Investment Climate Assessment (2004) notes that Uganda’s capital stock in 
manufacturing is young – consistent with re-habilitation of businesses by returning Asian entrepreneurs. 
36 Obwona et al. (2006) and Sebudde (2006). 
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1.51 First, the quality of growth in Uganda seems to be improving.  Many of the features of 
a dynamic and transforming economy seem visible in Uganda’s recent growth experience. 
Changes in Uganda’s product mix, labor movements across sectors, a changing composition of 
imports, and efficiency indicators for formal sector firms all point to a more positive growth 
picture.   
 
1.52 Second, new exports have been discovered, with higher technology content than 
Uganda’s traditional exports.  Exports remain weakly diversified, and still remain too low in 
volume terms to drive economic growth (see trade chapter).  A common measure of the extent of 
concentration or diversification, is the Herfindahl Index, ranging from 1 to zero – where 1 
represents extreme concentration (ie one export).  Nevertheless, the number of products exported 
by Uganda has risen substantially from 11 in 1986, to 21 in 1990 and averaging over 50 since 
2004.  Although still natural resource-based, several non-traditional exports have involved 
product processing, nudging the export basket towards higher technology exports37 38.  These 
emergent successes could be worth encouraging, because exporting firms experience significant 
efficiency gains, and the number of firms exporting does not seem to be increasing due to high 
start-up costs (Ha (2006) finds results consistent with Gauthier (2001) on this point). 
 
1.53 Third, the share of manufacturing firms exporting seems to have decreased between 
1998 and 2002/03, although the value of their total exports has improved.  Ha (2006) 
concludes that firm productivity decreased marginally between 1998 and 2002/03.  He finds that 
imports were a significant contributor to productivity.  Firm size and foreign ownership determine 
exports.  He also concluded that a firm’s productivity does not seem to affect its export market 
share.  Exports were only weakly found to cause productivity.   
 
1.54 Fourth, the share of high technology products in imports increased from 11 percent 
of imports in 1996, to 16 percent in 2004.  This occurred despite the rise in oil prices which 
raised the value of resource-based imports.  It largely reflects the boom in telephony, ICT and 
financial services following liberalization of Uganda’s telecommunications sector in 1998, the 
banking reforms of 2001, and the re-habilitation of the electricity companies following reform in 
the energy sector.  Growth and investment in manufacturing of metals and plastics has also 
contributed to machinery imports, but it is the services boom that has driven an increase in hi-tech 
imports. 
 
1.55 Fifth, there has been gradual net migration to the cities, but by no means a mass-
migration from rural areas.  Extrapolations from the 2002 Census show that the urban 
population in Uganda in 2005 is still only around 15 percent of the total.  UBOS estimates that 
the population of Kampala has been increasing by around 40-50,000 people per year since the 
2002 Census, a rate of growth of around 4 percent, compared with urban population growth for 
the whole country, of about 5.3 percent and national population growth of 3.4 percent.  There are 
estimated to be over 2 million more people living in urban areas now than in 1991 with about a 
quarter of them living in Kampala. 

                                                 
37 Chandra, V. and Boccardo J.  (2006), “Export Diversification and Competitiveness In Uganda”, 
forthcoming.   
38 New empirical work by Rodrik and Hausman suggests that it matters what a country exports, and to 
whom.  Hwang (unpublished, forthcoming) finds unconditional convergence at the level of individual 
products, suggesting that incomes in countries that produce products typically produced by richer countries, 
start to converge with the richer countries.  This strengthens the case for supporting successful higher 
technology exports. 
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1.56 In the 2002/03 UNHS survey, half of Uganda's households had migrated out of their 
location of birth, and 44 percent of households living in rural areas had migrated at least once. 
However, most of these migrations had taken place long in the past. Only 10 percent of 
households had migrated in the previous five years.  For all migrant households, those in the 
richest quintile were more likely than those in the poorest quintile to report a recent migration. In 
urban areas 10 percent of the poorest quintile are migrants. 
 
1.57 Within agriculture, farmers have been diversifying into higher return crops, 
increasing yields, and selling more of their output in markets.  A much larger share of crop 
production (about 70 percent) is now being marketed.  There has been a diversification in exports 
of agricultural commodities.  Productivity has been increasing since 1996, although the pace of 
technical change remains far too slow.    
 
1.58 Household labor in rural areas is moving out of agriculture and into higher return 
informal household-based services.  Households have shifted their labor out of crop agriculture 
and into higher return activities in livestock and fishing and trade and distribution services 
(Tables 1-7 and 1-8 show the shifts in labor and the higher real returns which have encouraged 
it).  This has increased the productivity of the labor force which remained in agriculture, and in 
most cases, has increased the productivity of the labor which exited agriculture.39 
 
1.59 There is, however, little evidence to suggest that shifts in formal employment have 
added much the TFP growth.  New registered businesses are being created, but they have 
created limited job opportunities in the formal sector.  In fact, employment by formal firms40 
actually fell in the 1990s in all sectors except trade, hotels and restaurants, and manufacturing.  
Firms in manufacturing and trade created most employment, gross output and value added, with 
most value added being created by larger firms.  Since in contrast, most employment in recent 
years has been created in small firms, it is unlikely that labor movement within the formal sector 
has contributed very much to TFP growth.  
 
1.60 The next section of the growth stock-take switches from macro to micro analysis.  It 
considers productivity and labor movements on farms, the productivity of informal household 
enterprises (informal firms), and productivity and labor movements in formal sector firms.  A 
variety of data sets are used for the analysis of farms, which draws on deeper analysis under 
chapter 2.  For informal household enterprises, the work uses the Informal Sector Survey of the 
2002/03 UNHS (3,191 enterprises in the sample).  For the formal sector analysis, we use the 
Business Register for employment data (166,000 firms) and the 2001/02 Uganda Business 
Inquiry (over 4,400 firms) for information on productivity, capital and costs.  First, the section 
starts by re-capping why policy makers need to concern themselves with productivity and labor 
movements. 

                                                 
39 See World Bank Poverty Assessment, and also Boumeester, K and Burger, K (2006).  
40 Those with >5 employees. 
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E. ACCOUNTING FOR GROWTH: EVIDENCE FROM FARMS AND FIRMS 

Why is Productivity so Important for Policy Making and Why Is Labor 
Productivity Especially Important? 

1.61 Policy makers should be concerned with productivity improvements because they 
can dwarf capital accumulation in their growth impact.  As set out in De Long and Summers41 
a very simple relationship is useful in thinking about the relationship between investment and 
growth: Dg = r D(I/Y). The immediate increase in an economy's growth rate (g) from an increase 
in its investment share in national income, is the product of two things: first, the increase in the 
share of output that is invested (I/Y), and; second, the social rate of return on the investment (r). 
If an economy increases (I/Y) by 3 percent of GDP and the investment yields a 10 percent rate of 
return, its immediate output growth rate will rise by 0.30 percentage points.  But it’s long run 
growth rate will not increase by that much, because; a) there may be decreasing returns to scale in 
investment, and b) the capital stock depreciates, so the investment does not permanently increase 
capital.  This is a big investment increase for a small impact on output.  In contrast, the impact of 
an increase in productivity on growth is much more profound, which is why we see TFP 
dominating growth accounting exercises in the Solow decompositions.  A nation that sees 
productivity grow three percent per year, sees income per worker rise eight fold over a lifetime; 
income only doubles if annual growth is one percent”42. 
 
1.62 To maximize growth through encouraging additional investment, it is very 
important relative to the quantity of investment, that policy makers raise the quality of 
investment. 43  Public policy should seek to encourage investments with high social returns.  
There are good reasons to believe that equipment investment might have a strong association with 
growth through its impact on raising productivity (equipment is associated with learning-by-
doing externalities).  New and improved technologies require new and improved types of capital 
equipment.  Technological change is capital using, and TFP cannot increase without an increase 
in capital intensity as well.   
 
1.63 To improve the quality of growth, public policy should therefore set the right price 
and policy incentives for private investments which yield the highest social return.  In 
Uganda’s case there may be a need to look in more detail at incentives to invest in equipment 
rather than buildings.  Policy makers should also select public investments as efficiently as 
possible.  In order to identify investments with high enough social returns to have a substantial 
impact on growth, it is necessary to find investments with substantial external benefits – i.e 
benefits not captured by the entity undertaking the investment.  Identifying and promoting such 
strategic investments is a critical way in which public policy can promote growth.  “Leaving it to 
the private sector” is appropriate if the policy and price signals they pick up are right for 
investment.  Getting the environment right involves structural and microeconomic policy, hence it 
is important that policy-makers gain evidence on productivity and returns to capital from 
microeconomic data (firm surveys in particular).   
 
1.64 The pattern of economic growth matters for poverty reduction.  Labor intensive 
growth benefits people most because labor is the most important, and sometimes the only asset of 
people, especially poor people.  In Uganda many people, including poor people, also own and use 
land, or have some form of land rights.  This section therefore considers trends in returns to farm 

                                                 
41 De Long, J.B and Summers, L.H, (1992) “Macroeconomic Policy and Long-Run Growth 
42 De Long and Summers (1992). 
43 De Long, J.B and Summers, L.H, (1992) 
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land and labor, and in the movements of labor in the economy, and it considers the future 
prospects for each. 
 
1.65 Growth in labor productivity matters most for growth in welfare.  In a poor country 
where labor is the abundant factor of production, labor productivity more than anything will 
`drive’ TFP growth.  This is true at the level of the individual, the household, the sector or the 
economy as a whole.  It holds even truer if growth in labor productivity results in higher real 
returns to labor; i.e. if increased labor productivity increases the demand for labor, and thus drives 
up real wages of workers.  Workers with better health, education and equipment, are generally 
more productive.   
 
1.66 Fast population growth can reduce welfare if human and physical capital per 
worker falls, leading to lower labor productivity.  In Uganda’s case, rapid population growth is 
driving fast growth in the work force, as Uganda has entered the demographic transition.  More 
workers can mean more production, i.e. overall growth.  But having more workers in itself may 
not be welfare-enhancing.  It is very important to draw distinctions between national economic 
growth, per capita income growth, and growth in labor productivity.  High population growth will 
usually lead to high overall GDP growth; because production will rise when there are more 
people to produce it.  So long as the real price of the product being produced does not fall through 
increased supply, this can happen so long as the new people joining the workforce produce the 
same amount of the same thing as those who came before them; i.e. it can happen if labor 
productivity (output per worker) stays the same. 
 
1.67 New workforce entrants can only produce as much value as those who came before, 
if they either have; a) similar physical and human capital endowments with which to 
produce the same product, or b) new efficient ways of producing the same product, or; c) if 
they produce a product with more value.  A healthier and better educated workforce tooled 
with more equipment, more land, more roads and more bridges, will produce more output per 
person on average than a sick, under-nourished and impoverished workforce operating with fewer 
tools and machines, on depreciating roads and bridges.  Again, there are two concepts in play 
here: a) factor accumulation - the new working age people need to be at least as well educated 
and well equipped as their predecessors for their productivity not to fall with rapid population 
growth; b) factor employment – the workers need to be employed in activity that is at least as 
valuable as that of existing workers.  If additional workers don’t at least maintain the same level 
of productivity, national productivity falls, income per capita and welfare falls too – people 
consume less per head, demand falls, production falls and so incomes per head fall some more. 
 
1.68 Labor mobility and relative factor proportions (capital and land to labor ratios) are 
important for productivity-led growth.  For a rural economy like Uganda, the extent of labor 
mobility into more productive activities will be determined by the demand and supply conditions 
in agriculture, and the returns to labor in other activities.  The land to labor ratio in agriculture 
and the productivity of agricultural practices will determine labor demand.  The attractiveness of 
alternatives and the rural population growth rate will determine the supply of unskilled 
agricultural labor.  Alternatives to agricultural employment for unskilled rural workers are; 
unskilled labor in the formal farming sector, government employment, and employment in the 
informal sector.   

Productivity and Labor on Farms:  What’s the evidence? 

1.69 For those who remained in agriculture, productivity has been increasing since 1996, 
although the pace of technical change remains too slow.  Area expansion was the main driver 
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of output growth in the rebound phase of growth up to 1996: yields declined between 1989 and 
1996.  Since 1996 area expansion has accounted for more than half the increase in agricultural 
output; but aggregate yields have contributed significantly too, reversing the downward trend the 
first half of the 1990s.  The use of modern inputs has grown quite quickly since 1995, but it 
remains among the lowest in the World.  The intensity of fertilizer use in Uganda is less than 10 
percent of even the average intensity for Africa, which itself is low.  Other inputs such as seeds, 
capital inputs, and other chemicals - although higher than fertilizer use – remain very low.  
(Chapter 2 offers explanations for the low use of fertilizers, and recommendations for how to 
address this).  Nevertheless, land productivity in agriculture is rising faster than in most 
developing countries, and is rising twice as fast as Uganda’s agricultural labor productivity.  
Population pressure on the land makes productivity improvements in agriculture imperative for 
future growth in the sector (see chapter 2). 
 
1.70 A structural transformation in agriculture is gradually underway.  A much larger 
share of crop production (about 70 percent) is now being marketed.  Growth since 1998 in land 
area under different crops shows land is increasingly being allocated to higher value (higher 
return) crops.  Furthermore there has been a diversification in exports of agricultural 
commodities.  As coffee prices fell, Uganda’s exports of fish, tea, tobacco, cotton, flowers, cocoa 
beans and vanilla have increased.  In addition, new informal exports of maize and beans and 
bananas were found in a recent survey to be highly significant.  Chapter 2 explores these factors 
in detail. 
 
1.71 Farmers have been diversifying into higher return crops, increasing yields, and 
selling more of their output in markets.   Uganda’s farmers still have scope to improve crop 
yields - so long as price incentives remain positive.  In producing more for markets however, 
farmers have found themselves more susceptible to real crop price volatility.  Data on informal 
household enterprises points toward new household enterprises having been set up as a response 
to low returns in agriculture44.  A combination of; a) lower incentives to farmers from real crop 
price volatility, and b) rapid population growth, could easily put a brake on growth in labor 
productivity in farming, despite the opportunities Ugandan farmers have to increase crop yields.   
 
1.72 High population growth is reducing average farm sizes, which may be lowering 
productivity in farming.  Small farms in Uganda yield high productivity, as one would expect.  
They also market less of their produce.  There is some evidence that beyond a certain dependency 
ratio on small farms, population pressure is leading to increased intercropping.  Intercropping in 
turn is resulting in a lower input use, and so a lower overall level of crop production, and possibly 
soil depletion.  Population density and high dependency is also associated with higher 
diversification, largely into food crops, presumably as a risk-mitigation strategy (see chapter 2).  
With limited new land available for extensification in agriculture, and with the population set to 
explode, these negative trends in productivity with population growth present a very important 
challenge for future growth in natural-resource dependent Uganda.  It seems likely with the 
projected population exceeding 100 million people in the next 40 years (from 27 million today), 
that future generations of people will need to leave the land to avoid a downward cycle of soil 
infertility, declining productivity and increasing subsistence.  Towns will need to increasingly 
provide jobs for them, and a major challenge in the towns will be supply of adequate water and 
sanitation, transport and trade infrastructure, and renewable energy supplies (urbanization will 
lead to increased fuelwood and charcoal demand unless there are cheap substitutes). 

                                                 
44 Boumeester and Burger (2006), “The Informal Sector Survey In Uganda”, CEM background paper.  
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Table 1-7:  Agricultural Value Added Growth Rates (1990-2004) 

 Growth in 
Value Added 

Population 
Growth (%) 

Per Capital 
Growth 

Uganda   3.8 3.3 0.5% 
Tanzania 3.5 2.4 1.1% 
Kenya 1.2 2.2 -1.0% 
Ethiopia 1.8 2.5 -0.7% 
South Asia 2.7 1.8 0.9% 
Sub-Saharan Africa 3.4 2.4 1.0% 
East Asia & Pacific 3.0 1.5 1.5% 
Latin America & Caribbean 2.2 1.6 0.6% 

 
1.73 Large scale commercial or plantation farming is still the exception in Uganda, 
despite good productivity levels and healthy productivity growth.  It employed a tiny fraction 
of the agricultural labor force and farm land in 2001/02.  Aside from Jinja, Mukono, Masindi and 
Kasese, Kabarole and Tororo Districts, large scale farming represents less than 2 percent of 
farmland in use.  It is much less for most Districts.  Looking only at large farms, just 55 registered 
commercial farms employed almost 13,000 workers, around 90 percent of total formal 
employment in commercial farming.  Workers on commercial farms enjoy less volatile earnings, 
and proximity to a commercial farm is associated with higher marketed share of production for 
smallholders in the vicinity (see Porto 2005)45.  Formal employment in commercial agriculture 
represented 10.5 percent of total formal employment in 2001/02, compared with 17.3 percent in 
1989.  This change was driven by both a rise in formal employment in services and industry, and 
a fall in the absolute number of people formally employed in agriculture and fishing according to 
the surveys46.  Yet returns to capital in commercial agriculture calculated from the UBI data, 
seem to be amongst the highest of all the sectors in the economy, in part because wages are 
relatively low and are rising more slowly than input and output values.  Output per worker in 
2001/02 in current prices, although just 43 percent of labor productivity in manufacturing, 
exceeded that of the formal fishing industry and was rising faster than for the economy as a 
whole, and faster than the high employment sectors of manufacturing, trade, and hotels & 
restaurants (see Table 1-17).   
 
1.74 The average education level of farmers also improved.  So the story on farms seems to 
be – more workers in absolute terms, but a smaller proportion of the workforce.  Farmers have 
more skills, and likely more equipment than they did at the start of the reform period, but they are 
facing limits to land fragmentation, soil depletion, and use a low level of inputs. 

Productivity and Labor in Household Firms 

1.75 Employment in informal and household based enterprises has increased very 
rapidly.  Informal enterprises are abundant among Ugandan households. No less than 35 percent 
of the households in rural areas and 19 percent of the households in urban report having such an 
enterprise.  To illustrate the rapidity of growth in informal enterprises, of the 1.7 million 
enterprises showing up in the 2002/03 UNHS informal sector survey 56 percent of existing 
household enterprises were set up in the 5 years to 02/03, with 39 percent opening between 2000-
02/03 (see Table 1-9).  In the year 2000, at least 187 thousand small enterprises were started in 

                                                 
45 Porto (2005) 
46 This surprising result may be due simply to sampling given the low number of farms in the 2001 
Business Register. 
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Uganda which still existed in 2002/03.  In the same year of 2000, however, 158 thousand 
enterprises were closed.   

Table 1-8:  Growth rate of GDP and Change in Shares of Production and Labor Force by Sector: 

 Share 
 1992/93 1999/00 2002/03 
GDP (factor cost) 100.0 100.0 100.0 
Agriculture 48 41 39 
Industry 12 18 18 
Services 40 41 43 
    
Labor force 100.0 100.0 100.0 
Agriculture 82 80 69 
Industry  5 4 7 
Services 14 16 23 
NB – construction is here classified as industry, consistent with the IIP (UBOS), classifying it as a service, would have 
the share of industry unchanged at 10 percent between 1999-2003. 

Table 1-9:  Change in Average per Capita Consumption by Sector of Household Head (in constant, 
1997/98 prices) 

  Average per AE 
consumption 

Change in average 
Consumption* 

Percent of hh-heads 

Sector 1992 1999 2002/03 92-99 99-
02/03 

92/93-
02/03 

1992 1999 2002/03 

Crop agriculture 20,682 28,759 25,659 4.8 -3.7 2.2 71.6 68.9 52.5 
Noncrop agriculture 24,319 32,538 39,288 4.2 6.5 4.9 2.8 3.0 5.1 
Mining/ construction 37,832 38,895 42,303 0.4 2.8 1.1 1.7 2.2 2.3 
Manufacturing 28,517 44,774 38,929 6.7 -4.6 3.2 4.7 4.0 8.1 
Trade, hotels, 
restaurants 

42,939 58,439 48,929 4.5 -5.7 1.3 8.2 10.0 22.3 

Transport/ 
communications 

35,300 55,376 197,739 6.6 52.8 18.8 1.6 2.5 0.6 

Government services 37,576 56,671 51,024 6.0 -3.4 3.1 7.6 5.8 2.8 
Other services  45,842 67,463 66,684 5.7 -0.4 3.8 1.8 3.6 6.4 
          
All 25,154 35,725 36,461 5.1 0.7 3.8 100.0 100.0 100.0 
          
Formal 33,994 54,817 52,623 7.1 -1.4 4.5 19.6 16.6 17.5 
Informal 42,297 52,512 47,844 3.1 -3.1 1.2 10.8 14.0 28.4 
Agriculture 20,591 28,687 27,049 4.9 -1.9 2.8 69.6 69.5 54.1 

 "* Average annual growth in per AE consumption. 
 **The formal sector includes wage earners. The informal sector includes self-employed and unpaid family workers in 

non-agriculture, unpaid family workers in urban areas who do not report a sector, and domestic workers in urban areas. 
Agriculture includes selfemployed and unpaid family workers in agriculture, domestic workers in rural areas, unpaid 
family workers in rural areas who do not report a sector, and those in rural areas who do not report either employment 
status or sector. "  
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Table 1-10:  Household-Based Enterprises by Age 

Year Started: Number % 
Before 1980 108,003 6% 
1980-1989 212,951 12% 
1990-1995 292,505 17% 
1996-1997 152,405 9% 
1998 120,801 7% 
1999 159,710 9% 
2000 186,659 11% 
2001 194,281 11% 
2002/03 284,745 17% 
Total 1,712,060 100% 
Source:  Informal Sector Survey 
 
1.76 Household enterprises now account for about 21 percent of total employment; 
expansion in start-ups seems to have been sensitive to coffee prices and real interest rates.  
Based upon calculations for this study from the informal sector survey of the UNHS, informal 
enterprises comprise about 21 percent of total employment.  The average enterprise is young; at 8 
years, younger than the average formal sector firm (9.7 years).  Years with low levels of the real 
interest rate are also those with more starters. Each percentage point change of the real interest 
rate goes along with almost a percentage increase in starts.  Macro analysis shows a role for 
agriculture as the source of finance for new starters.  Higher prices for coffee appear to have 
induced more people to start new enterprises47.   
 
1.77 For rural households, informal and household based enterprises are mostly used to 
supplement income from agriculture, which remains an important income source and a 
source of food (the main expenditure item).  The average value added of an enterprise is just 
one third of the average consumption expenditure of the household.  The average correlation of 
value added with household expenditure is just 11 percent in urban areas, and 6 percent in rural 
areas.  For 35 percent of the rural households with a home-based firm, agriculture still is the most 
important source of income, while 54 percent of rural households indicate the informal enterprise 
to play this role.  In urban areas this latter percentage rises to 74 percent. 

Table 1-11:  Ratios of Value Added (VA) to Capital and Worker 

 Forestry Restaurant Livestock Manufacturing Trade 
Household-based    
Mean VA/capital 0.30 0.45 0.16 0.34 0.21 
Median VA/capital 0.63 0.36 0.00 0.12 0.18 
Mean VA/worker 99,272 250,187 219,007 259,820 319,697 
Median VA/worker 72,000 150,000 14,000 43,200 129,600 
Non household-based      
Mean VA/capital 0.90 1.90 0.01 1.66 -0.47 
Median VA/capital 0.18 2.46 -0.01 2.56 -0.92 
Mean VA/worker 586,543 330,640 14,219 560,444 -165,954 
Median VA/worker 90,000 144,000 -12,000 243,600 -132,000 

 

                                                 
47 Consistent with findings following the Kenya coffee boom in the mid 80s in Bevan, D., P. Collier and 
J.W. Gunning  (1989) Peasants and Governments. 
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1.78 Although it exceeds returns in own-account agriculture, labor in the informal sector 
is far less productive than labor in formal firms.  The “1989 Manpower and Employment in 
Uganda” survey showed returns to informal sector in urban areas were only 13 percent below 
earnings in the formal sector48.  This is definitely no longer the case.  Separate establishments for 
manufacturing in the informal sector (i.e. non-household based in the ISS) have a value added to 
worker ratio that is about a quarter of the standard for Ugandan manufacturing industry (a 
standard which itself was considered in the World Bank ICA to be very low by international 
comparisons).  It amounts to half the per worker per year that the RPED survey showed for micro 
firms in 2003 ($578).  Smaller manufacturing firms should have lower labor productivity, if only 
because they have less capital per worker in general.  The RPED survey showed that for medium 
sized firms (50-99 employees), small (10-49) and micro (<10) firms, value added per worker was 
$1379, $897 and $578. The outcome of $311 for the non-household-based micro enterprises in 
the ISS establishments – which have an average of only 2.1 workers, seems to fit this series.  The 
pattern may also hold for the household-based enterprises with only 1.5 worker on average, where 
value added per worker was estimated from the ISS at just $144.  Neither the household-based 
enterprises nor the separate (non-household-based) seem to show any signs of increasing 
economies of scale in labor – value added per worker in the 1 person firm is higher than the two 
person firm, and 4 employees have similar value added per worker to a one-person firm.  In 
contrast to the earnings function in RPED data, for firms in the ISS, younger household heads 
show considerably higher levels of value added per worker.  Returns to capital are high, 
especially in the household-based sector; the most obvious reason for this is that capital is under-
recorded, but it may also be an indicator of capital scarcity. 

                                                 
48 World Bank (1995), “Uganda: The Challenge of Growth and Poverty Reduction” 
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Table 1-12:  Average Consumption by Sector of Household Head 

  Agriculture Self-employed  
Non-agriculture  
(informal sector) 

Wage earners 
(formal sector) 

Average monthly cons. per AE    
District Kampala 1992 52,271 78,041 63,809 
District Kampala 1999 163,452 84,263 100,074 
District Kampala 2002/03 252,442 89,076 114,050 
    
Average annual consumption growth   
District Kampala 1992-1999 17.7 1.1 6.6 
District Kampala 1999-2002/03 15.6 1.9 4.5 
District Kampala 1992- 2002/03 17.1 1.3 6.0 
    
Average monthly cons. per AE    
District Mukono 1992 24,872 37,765 25,111 
District Mukono 1999 32,347 45,893 46,920 
District Mukono 2002/03 24,310 40,160 50,091 
    
Average annual consumption growth   
District Mukono 1992-1999 3.8 2.8 9.3 
District Mukono 1999-2002/03 -9.1 -4.4 2.2 
District Mukono 1992- 2002/03 -0.2 0.6 7.1 
    
Average monthly cons. per AE    
District Wakiso 2002/03 62,519 87,812 88,499 
    
Average monthly cons. per AE    
Other urban 1992 24,881 40,494 38,588 
Other urban 1999 45,679 63,438 69,608 
Other urban 2002/03 36,057 55,868 66,969 
    
Average annual consumption growth   
Other urban 1992-1999 9.1 6.6 8.8 
Other urban 1999-2002/03 -7.6 -4.1 -1.3 
Other urban 1992- 2002/03 3.8 3.3 5.7 
Note: Consumption is measured in constant, 1997/98 prices.   Districts not surveyed in 1999 are excluded from 
1991, 2002 samples. 

 

 
1.79 Successful informal enterprises have helped their owners escape poverty, but they 
don’t generate enough employment to draw other poor Ugandan workers out of poverty.  
Owning a successful household business seems to have helped many households escape 
poverty49.  But setting up a business is risky given the turnover rate, and requires initial capital, 
which is generally not available through the banking system (see chapter 6).  The wages of paid 
workers in the informal sector (separate establishments) are between USh 20,000 a month for 
casual workers and USh 30,000 per month for regular workers.  This is close to the value of 
shillings 23,800 per month that Ellis and Bahiigwa (2003) present as the poverty line in rural 
areas for 2001, implying that workers taking on such wages are either poor and have no other 
option, or perhaps have a farm of their own, but need cash.  Wages paid in the informal sector are 
lower than can be explained by labour productivity, and the levels paid do not differ between 

                                                 
49 World Bank 2005, Poverty Assessment. 
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male and female workers.  The differential between wages and productivity is high by 
international standards.  Paid workers form only a very small proportion of all workers in the 
informal sector, suggesting that much of the labor in informal enterprises is unpaid family labor.  
The livestock sector scores highest, with 19 percent of all workers regularly paid, but in the other 
sectors the percentage is around 7.  Since wages are low and employment opportunities are thin, 
employment in the informal sector micro enterprises is unlikely to draw poor Ugandans out of 
agriculture and out of poverty.  Uganda needs to look to the formal sector for this. 

Table 1-13:  Monthly Wages of Paid Workers In ISS 2002/03 

 Regular Casual 

Forestry 21,900 24,261 

Restaurants 24,269 18,006 

Livestock 31,245 24,410 

Manufacturing 27,774 23,006 

Trade 32,782 21,837 

All 29,948 21,613 

Productivity and Labor in Formal Sector Firms 

1.80 An expansion in formal employment might also show up as TFP growth.  TFP would 
have increased considerably if; (i) labor was moving from low productivity informal sectors to 
the higher productivity formal sectors, (ii) labor was moving from low productivity firms within a 
particular sector, to higher productivity firms; or (iii) labor productivity in the formal sector as a 
whole was rising.  This section tries to find out which of these may be true.  We first analyze 
employment and start-up data from the Uganda Business Register (2001)50 for over 166,000 
registered firms in all sectors and across all Districts of Uganda.  We compare aggregates of this 
firm-level information with aggregate sector-level data collected under the 1989 Census of 
Business Establishments51.  Finally, we analyze sector-level productivity indicators for the 4,400 
firms surveyed in the Uganda Business Inquiry.52  We conclude that;  

• aggregate formal employment growth in the 1990s was disappointing, and needs to 
increase much more rapidly to absorb a much higher flow of semi-skilled workers;  

• some of this could be due to closures of unproductive firms that could not survive 
competition;  

• labor productivity is rising in the formal sector. 

 
1.81 New businesses are being created, but they have created limited jobs opportunities 
in the formal sector.  Out the formal sector firms that existed in 2001/02, the 83 percent 
established after 1989 provided 71 percent of all formal sector employment. The sixty two 
percent of all firms that were created after 1995 provided 44 percent of all jobs, whilst the 46 
percent of firms started after 1998 created just 36 percent of all formal sector jobs.  Younger 
firms are smaller, and most firms are relatively young.  
 

                                                 
50 UBOS (2003) 
51 UBOS (1992) 
52 UBOS (2004) 
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1.82 New large firms are not emerging.  Entry of new firms employing 10 people or more is 
minimal (Figure 1-14). Most small businesses (those employing from 1 to 9 people) that existed 
in 2001/02 were created in the previous 3 years.  The opposite is true for the large firms: less of 
them were created recently. The medium size firms demonstrate a flat trend: approximately equal 
number of those was established at different points of time. 

Figure 1-16:  Formal Sector Firms: Start-Ups by Age 

Number of Businesses by Year of Establishment and Firm Size. 
Uganda Business Register, 2001/02 (logarithmic scale) ) 
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1.83 Most employment, and most of the additional jobs created in recent years, seem to 
be in small firms53.   Firms that opened or newly registered between 1989 and 2001/02 comprise 
56 percent of estimated total formal employment.  Within the firms which started since 1989, 
some sixty percent of total employment is in micro firms (i.e. firms with less than 5 employees).  
This means that in total 48 percent of employment in registered firms in 2001/2 was in micro 
firms.  Micro firms account for 84 percent, 81 percent, 75 percent and 64 percent of firms starting 
up in 2002, 2001, 2000 and 1999 respectively.  There is nothing unusual about firms starting 
small.  The same phenomenon occurs in the US and UK economies.  The more important 
questions for pro-poor growth are which sectors these businesses are starting up in, whereabouts 
in the country they are located, and whether they succeed and grow as they get older. 

Figure 1-17:  Size Distribution of Firms Started Since 1989 

Distribution of Employment In Firms Started S ince 1989
(Business Registry 2001)
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53 This is inferred.  We do not know for sure by how much older firms have grown, and it is feasible, 
although implausible that new firms could have started then shrunk.  Further work is under way to assess 
the extent to which old firms are more productive, invest more, and grow. 
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1.84 Firms in Uganda do seem to grow over time.  Available data in Uganda prevents an 
accurate analysis of whether firms in particular sectors have grown over time.  We know only 
how many workers a firm employed in 2001/02, and when it was started.  We do not know how 
many people it employed upon starting54.  However, in line with other studies, we can impute that 
if average employment per firm increases with age, firms on average do grow.  Younger firms 
appear to be smaller, and the majority of firms are relatively young.  Out of all formal sector 
firms that existed in 2001/02, those created after 1989 constituted 83 percent and provided 71 
percent of formal sector employment. Corresponding numbers for firms created after 1995 are 62 
percent and 44 percent, for firms started after 1998 - 46 percent and 36 percent. Based upon this, 
there is evidence that firms which started since the reform period have indeed grown on average. 
 
1.85 Firm growth seems to be more pronounced in Kampala and Wakiso, and is less 
consistent elsewhere.  Figure 1-16 shows that the average size of manufacturing firms during the 
reform period increased quite steeply with age in Kampala and Wakiso (Entebbe corridor) and 
from 1990 in Mukono too, but the traditional industrial belt of Jinja and Mbale shows the 
opposite for the 1990s, whilst Mbarara, Masaka, Lira and Gulu show little sign of firm growth.  
These Districts account for 70 percent of all formal employment in 2001/02. 
 

Figure 1-18:  Age and Average Firm Size: Whole Economy 

Mean Number of Employed in Formal Sector by Year of Firm's 
Establishment (annually, 1975-2002). Uganda Business Register, 
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54 Work by Hesse (2006) for this study shows using limited data available from the 2002/3 RPED dataset 
that firms which grow are generally more productive. 
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Figure 1-19:  Manufacturing Firms Age and Average Firm Size: Selected Districts 

 Manufacturing Firms Average Employment By Age
(Selected Districts)
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1.86 Overall employment in formal sector firms is low, and the rate of growth in formal 
jobs, at 5.4 percent from 1989 to 2001, was slower than real GDP growth.  At this rate of 
growth in job creation, it would take Uganda almost 40 years to create 2 million jobs.  More 
ominously, it would take some 13 years just to create the ½ million jobs needed to employ the 
annual flow of new entrants to the labor force over the next 5 years.   
 
1.87 Formal employment did not grow very quickly during the rapid growth period of 
the 1990s.  In 1989, with 135,45155 people working in the formal sector in 2,787 registered firms, 
formal employment constituted 1.6 percent of the labor force.56  By 2001 a total of 254,28257 
people were employed in, or 2.2 percent of labor force, worked in the formal sector and 
additional 236,725 people or 2.0 percent of labor force - in urban informal sector.58  Most firms 
outside of self-employed agriculture are in urban informal sector.  In 2001, out of all registered 
formal and urban informal firms, 92.2 percent were urban informal (with less than five people 
employed), 6.7 percent were small formal firms (employing 5-19 people employed) and just 1.1 
percent were medium and large firms (with 20 and above employees, see Table 1-13). 

Table 1-14:  Percentage of Firms, Number of Employed and Percentage of Employed in Labor Force 
by Firm Size, 2001/02 

 Percentage 
of all firms 

Number of 
workers 

Share of total 
labor force 

Urban informal sector firms (number of 
employed<5) 92.2% 236,725 2.0% 
Small formal  firms (number of employed 5-19) 6.7% 90,241 0.8% 
Medium size and large formal firms (number of 
employed 20 and above) 1.1% 164,041 1.4% 
All formal sector firms 7.8% 254,282 2.2% 
All firms 100% 491,007 4.2% 

Source: Business Register 2001. 

1.88 In fact, employment by formal firms59 actually fell in the 1990s in all sectors except 
trade, hotels and restaurants, and manufacturing.  Some of this fall may have been due to 
restructuring following trade liberalization and privatization.  It is not possible to say for certain 
because firm-level data in Uganda are insufficient to look at trends firm-by firm (there is no panel 
data).  Making the most of Uganda’s unbalanced RPED surveys, Ha (2006) suggests that even 
new entrants in the manufacturing sector between 1998 and 2002 have found the going tough, and 
have experienced some shrinkage in employment.  He also notes that on average large firms 
grew, and small firms shrank somewhat.  What we can say for certain is that there has been no 
major increase in TFP from net labor movements to formal sector firms. 

                                                 
55 This figure includes the highly diverse “other services” category which was excluded from Table 1-14. 
56 Data for urban informal sector are not available for 1989. 
57 This figure includes the highly diverse “other services” category which was excluded from Table 1-14. 
58 One can see from these data that formal sector employment increased from 1989 to 2001/02 by 88%. 
During the same period, the labor force increased by 37% and GDP – rose by 41%. 
59 Those with >5 employees. 
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Table 1-15:  Comparable Numbers for Shares of Formal Employment and Numbers Employed * 

Share of Employment In Firms > 5 
Employees 

Total Numbers Employed By Sector In Firms > 5 
 

 1989 2001 Sector 1989 2001 
By Sector :      
Agriculture  17 11 Agriculture 15,279 11,415 
Industry 53 41 Fishing & Forestry 8,171 1,318 
Services 30 48 Mining and Quarrying 1,597 45 
   Total 100 100 Manufacturing 48,798 142,385 
By Region   Utilities (electricity, Gas 

& Water) 
6,092 2,517 

Kampala 49 39 Building and Construction 15,005 3,339 

Central (ex-Kampala) 26 24 Trade 11,000 38,450 

Eastern 12 13 Hotels and Restaurant 6,149 23,711 
Western 9 19 Transport & 

Communications 
15,130 4,402 

Northern 3 4    
   Total 100 100    Total 127,221 227,581 

NB – excludes “other services” category.  The data are subject to gaps in Census recording between the periods – for 
instance formal employment in mining in 2001 looks very odd. 

 
1.89 The Central Region (mostly Kampala) has the highest employment and number of 
firms, but the Western region has done well recently, and has several large firms (Figure 
1-17). The regional distribution of employment became more balanced between 1989 and 
2000/01, mostly because of employment creation in the West.  In 1989, 75 percent of formal 
employment and 60 percent of formal sector firms were located in Central region, and within 
Central region 65 percent of regional formal employment and 69 percent of regional formal firms 
were in Kampala. The Eastern region contributed 12 percent of total formal employment in the 
country, the Western region 9 percent, and the Northern region only 3 percent.  The Central 
region remains dominant and the North still has the lowest formal employment (4 percent of 
national formal employment) and number of firms (6 percent of registered firms.  The share of 
formal employment in the Western Region rose significantly, from 9 percent in 1989 to 19 
percent in 2001.  Little has changed in the relative shares of the Eastern and Northern regions.  Of 
the Districts, Kampala and Wakiso account for 50 percent of total employment.  Most 
employment (76.5 percent) in large and medium size firms (those with 50 or more employees) is 
in just 12 Districts with municipalities: Iganga, Jinja, Kabale, Kabarole, Kampala, Masaka, 
Mbale, Mbarara, Mubende, Mukono, Tororo, Wakiso. 

Table 1-16:  Formal Employment and Number of Firms in Formal Sector by Region and in the 
Capital, 1989 and 2000/01 

Regions  
  Kampala Central Eastern Northern Western country 

percentage of total 
employment 49% 75% 12% 3% 9% 100%

1989 

percentage of all firms 42% 60% 15% 8% 16% 100%
percentage of total 
employment NA 64% 13% 4% 19% 100%

2000/01 

percentage of all firms NA 64% 15% 6% 16% 100%
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Figure 1-20:  Regional Pattern of Employment by Firm Size 

Regional Breakdown Of Formal Employment By Firm Size 2001/02 
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1.90 Most employment, gross output and value added got created by firms in 
manufacturing and trade, and most value added was created by larger firms.  Trading firms 
dominate total employment, but most of them are micro firms.  Trade, manufacturing, services 
and hotels & restaurants together comprised 71 percent of total employment and 68 percent of 
formal employment.  Manufacturing and trade together contributed 60 percent to total output and 
61 percent to formal sector output.   
 
1.91 While most firms are small, most of output and value added is created by larger 
firms. In 2000/01, informal sector firms (below 5 people employed), while constituting 92 
percent of all firms in formal and urban informal sectors, produced only 28 percent of output and 
30 percent of value added.  Firms with 5-19 people employed constituted 7 percent of all firms 
and produced 15 percent of output and also 15 percent of value added. Firms with 20 and above 
people employed added up to 1 percent of firms and contributed 57 percent of output and 55 
percent of value added).  Figures 1-18 and 1-19 amply illustrate the share of value added which is 
accounted for by the big shift in labor into micro enterprises in service sectors subtracting the 
employment and value added of micro firms gives a very different picture, with manufacturing 
easily the most important sub-sector in terms of value added.   
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Figure 1-21:  Sector Pattern of Employment in 2001/02 

Employment by Sector as Percentage of Total Employment. 
2001/02 Business Register.
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Figure 1-22:  Sector Distribution of Value Added in 2001/02 

Value Added by Sector as Percentage of Total Value 
Added. 2000/01 UBI.
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1.92 Formal employment in firms which were established since 1989 has been mostly in 
retail, restaurants, and education sectors.  These three sub sectors together account for 60 
percent of total formal employment in “new” firms.  Ninety percent of employment in firms 
which opened since 1989 has come in just 15 sectors.  Two thirds has come in just four; retail 
services, hotels, bars and restaurants, education services and repairs, personal, household, and 
other services.  Table 1-16 provides the contrast with firms established before 1989; tea 
processing and horticulture are amongst the largest employers in older firms 
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Table 1-17:  Sector Shares of Formal Employment– For Registered Firms Established Before and 
Since 1989 
 

 

1.93 There is little evidence of TFP gains from labor shifts within the formal sector.   
Manufacturing and utilities increased their share of formal sector value added between Overall, 
the 1990s saw a big shift of labor from agriculture into informal sector services, and a modest 
shift into formal sector manufacturing, trade, and hotels and restaurants 1989 and 2001/02.  The 
share of transport & communications, buildings & construction and agriculture fell.  The driver of 
increased share for manufacturing was increased manufacturing employment.  For utilities, a 
huge increase in value added per worker (34 percent per year) seems to have been driven by 
increased capital – most likely through construction of the Kiira Dam, and a substitution of labor 
for capital. The workforce in utilities more than halved, but their staff costs (especially Directors’ 
costs) increased by some 44 percent per year in real terms, whilst profits increased 40 percent per 
year.  Formal employment increased most in manufacturing, trade and hotels, and fell in 
relatively higher productivity sectors of utilities, construction, and transport and 
telecommunications.  Since 2001 there has been an increase in skilled labor in 
telecommunications and banking, which is not captured in these results.  The main increase in 
real capital stock in the 1990s seems to have flowed into utilities and transport and 
telecommunications. 
 

Before 1989 Since 1989 
  Cum 

% 
  Cum 

% 
Tea Processing 14% 14% Retails Services 38% 38% 
Growing Of Fruit, Nuts, Beverage 
And Spices 

12% 25% Hotels, Bars And Restaurants 13% 51% 

Primary Education 6% 31% Education Services 8% 59% 
Retail Sale: Food, Beverages And 
Tobacco 

5% 37% Repairs, Personal Household 
Services 

5% 64% 

Hospital Activities 5% 41% Coffee And Tea Processing 4% 68% 
Restaurants, Bars And Canteens 4% 45% Public Service Activities 3% 71% 
Building Of Complete Constructions 3% 48% Wood & Wood Products 3% 74% 
General Secondary Education 3% 52% Agriculture (Fruits, Nuts, 

Beverage) 
3% 77% 

Other Retail Sale In Non-Specialized 
Stores 

3% 55% Health Services 2% 79% 

Wholesale Of Agricultural Raw 
Materials 

3% 58% Manufacture Of Food And Animal 
Feed 

2% 82% 

Maintenance And Repair Of Motor 
Vehicles 

3% 60% Wholesale Services 2% 84% 

Hotels; Camping Sites etc 3% 63% Motor Repair And Spare Parts 2% 86% 
Farming Of Cattle, Sheep, Goats, 
Horses, 

3% 65% Manufacture Of Metal Products 2% 87% 

Manufacture Of Furniture  2% 67% Agriculture (Vegetables, 
Horticulture) 

1% 89% 

Medical And Dental Practice 
Activities 

2% 69% Manufacture Of Clothing Except 
Fur 

1% 90% 



 45

Table 1-18:  Formal Sector - Real Output, Labor, Capital, Profits and Inputs per Worker 1989 vs 
2001 by Sector. 

 
 
   Agriculture 

Fishing 
& 

Forestry 

Mining 
and 

Quarrying Manufacturing 

Utilities 
(electricity, 

Gas & 
Water) 

Building and 
Construction Trade 

Hotels and 
Restaurant 

Transport  
& 

Communications Total 

1989 1,197 250 2,239 8,831 1,714 4,034 10,817 2,620 6,457 5,963 

2000/01 5,148 3,443 19,909 12,046 59,771 41,613 12,020 5,986 26,399 11,296 

Q 
annual 
growth 13% 24% 20% 3% 34% 21% 1% 7% 12% 5% 

1989 293 102 285 673 223 307 660 666 905 547 

2000/01 685 934 4,355 1,309 17,620 5,941 1,679 866 3,488 1,466 

L 
annual 
growth 7% 20% 26% 6% 44% 28% 8% 2% 12% 9% 

1989 643 154 1,040 1,951 718 1,083 4,362 1,625 3,605 1,895 

2000/01 2,659 2,061 11,038 4,000 44,671 11,867 6,975 2,320 12,536 5,050 

VA 
annual 
growth 13% 24% 22% 6% 41% 22% 4% 3% 11% 9% 

1989 349 53 755 1,278 495 776 3,702 959 2,700 1,348 

2000/01 1,974 1,127 6,682 2,691 27,051 5,926 5,296 1,453 9,048 3,583 

Profit 
annual 
growth 16% 29% 20% 6% 40% 18% 3% 4% 11% 8% 

1989 555 96 1,199 6,880 996 2,950 6,456 996 2,852 4,068 

2000/01 2,489 1,382 8,872 8,046 15,100 29,746 5,045 3,666 13,862 6,247 

Inputs 
annual 
growth 13% 25% 18% 1% 25% 21% -2% 11% 14% 4% 

1989 68 9 1,813 1,112 1 1,019 1,311 2,249 405 849 

2000/01 1,738 - 765 23,713 343,767 21,335 13,469 9,773 32,656 15,543 

K 
annual 
growth 31% -100% -7% 29% 187% 29% 21% 13% 44% 27% 

1989 1% 0% 3% 50% 0% 14% 13% 13% 6% 100% Share 
Of 

Capital 2000/01 1% 0% 0% 27% 41% 1% 9% 6% 15% 100% 

1989 12% 6% 1% 38% 5% 12% 9% 5% 12% 100% Share 
Of 

Labor 2000/01 5% 1% 0% 63% 1% 1% 17% 10% 2% 100% 

 
1.94 Unit labor costs grew faster than per worker output for the economy as a whole.  
Unit labor costs grew faster than productivity in the formal sector in Mining and Quarrying, 
Manufacturing, Utilities (electricity, Gas & Water), Building and Construction and Trade (Table 
1-17).  However, since operating costs per worker grew more slowly than output for per worker, 
both profits per worker actually grew faster than  

Conclusions from Ugandan farms and firms: 

• Much of the growth in productivity in Uganda in the early 1990s seems to have come 
initially from capacity utilization and investment in response to policy reform and 
rehabilitation, including the rebound of manufacturing.   

• Later, structural transformation in the form of a movement of labor into non-farm 
enterprises – especially in trade – and revolutionary reforms to telecoms and banking 
sectors have probably accounted for much of the observed improvements in TFP, along 
with a gradual transformation in agriculture in response to increased demand for higher 
value foods.   

• Much of this transformation also has its roots in policy reforms and rural infrastructure 
investments, which together provided better incentives for trading.  Policy reforms also 
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seem to have laid the foundation for more efficiency in manufacturing firms, which now 
seems to be showing up in lower input costs and higher profits per labor unit in the 
manufacturing sector compared to1989.   

• There are few macro and structural reforms left to be implemented!  The reform agenda 
needs to get deeper into specific sector issues which protect competition and private 
enterprise, and encourage productive investment (some of these are discussed in the 
background papers on service sectors).   

• There is widening inequality, little evidence of growth in the average employment level 
of firms outside of Kampala, and some evidence of an overall fall in the returns to capital 
in formal sector firms in some industries.   

• We conclude that Uganda now needs to enter an investment phase.  Carefully selected 
public infrastructure investments are a key priority, especially in electricity and road 
transportation.  These should focus on rural towns with growth potential, Greater 
Kampala, and trading routes, to reduce the costs of external trade.  They should seek to 
reduce the high costs of infrastructure in Uganda.  

• The twin aim of public investments should be to stimulate formal sector jobs which 
attract workers from agriculture, and to encourage commercial ventures which reduce the 
volatility in demand and prices for rural produce.  A special attempt should be made to 
attract viable exporting companies who could bring new technologies and create out-
grower schemes.   

• Privatization and competition from imports may have slimmed down the formal sector, 
but it should have emerged more competitive as a result.  Indeed there are early signs of 
the emergence of a range of new processed export products, which would be worth 
nurturing, without targeting specific firms.   

• A positive growth agenda such as this will create opportunities for rent seeking and 
cronyism.  Such individual interests should not distract policy makers from protecting the 
national interests of Uganda, which lie in ensuring a level playing field for competition.   

• A change in behavior is needed: with more open consultation with and amongst business 
clusters on identifying coordination gaps, opportunities for technological innovation, and 
market failures, rather than firm-specific investment incentives. 

• Uganda’s economy has come a long way on `policies and prices’: the priority now is to 
invest in high return projects to increase the set of economic opportunities in the 
economy; ie to create new sources of growth, with the accent on export potential.  
Uganda needs investment and behavior change for growth. 
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2. AGRICULTURE SECTOR PERFORMANCE 

A. INTRODUCTION 

2.1 This chapter diagnoses growth in the agriculture sector, with a particular emphasis on its 
contribution to poverty reduction.  Consistent with chapter 1, it seeks to provide an understanding 
of Uganda’s recent growth experience, dating back over the past two decades.  Then, consistent 
with chapter 3, and within the limits of available data and time constraints, this chapter also seeks 
to identify key constraints which could be restricting growth in the agriculture sector.  The 
chapter then tries to draw implications for policy.   

B. AGRICULTURE AND PRO-POOR GROWTH  

2.2 Agriculture has a critical role to play in growth and poverty reduction.  The 
international empirical evidence on the importance of agriculture for poverty reduction and 
growth is well documented (World Bank 2005a and Figure 2-1).  Agriculture contributes most 
directly to the reduction of income poverty.  The other (non-income) dimensions of poverty are 
equally important but are beyond the scope of this analysis.  A full analysis of Uganda’s 
performance on the various dimensions of poverty is discussed in detail in a recent poverty 
assessment report (Poverty Assessment, World Bank, 2005b). 

Figure 2-1:  Agricultural Growth Remain the Engine of Growth for Poverty Reduction in Low 
Income Countries 

 
2.3 Between 1992/93 and 1999/2000, Uganda’s growth strategies were impressively pro-
poor (Okidi, et al. 2005).  The recent albeit modest reversal is also tied to the performance of the 
agricultural sector.  According to the 2002/03 household survey, about 86 percent of the 
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population (83 percent of households) were rural, and the headcount poverty in rural areas was 42 
percent, compared to the national poverty estimate of 38 percent (World Bank PA, 2005).  Rural 
and aggregate poverty declined from 60 percent and 56 percent, respectively, in 1992 to 37 
percent and 34 percent in 1999, before rising slightly to the levels of 2002/03.  Slightly over 52 
percent of the total population and 61 percent of the rural population lives in crop farming 
households.  Among all sectors, poverty is the highest among those dependent on crop 
agriculture, and the largest number of absolute poor are dependent on crop agriculture.  This 
implies that what happens in crop agriculture would have a direct impact on poverty. 

2.4 Agriculture contributes directly to poverty reduction by reducing real prices of food 
and increasing the real incomes of the population directly dependent on agriculture as their 
main source of income.  A decline in real prices of food increases the real incomes of all, but 
particularly the poorest who spend a large proportion of the income on food.  Lower real food 
prices also underpin expansion in employment throughout the economy (through reduced 
inflationary pressure on wages).  Increasing incomes of agriculturists has a direct impact on the 
majority of the population that is still employed in agriculture. Agriculture also has a higher 
multiplier effect as higher incomes spur demand for non-agricultural goods.  Higher agricultural 
incomes are effected through increased productivity, for both food and non-food crops.   

2.5 For higher farm incomes, the rise in productivity must offset the decline in prices of 
agricultural commodities.  Higher productivity in cash crops is critical to help reduce the raw 
materials for domestic agro-based industry and to increase the competitiveness of exports. 

2.6 Higher productivity in both the food and non-food sectors is critical for poverty 
reduction and growth.  To achieve productivity growth, attention needs to be directed on both 
the supply and demand.  On the supply side, raising farm (land and labor) productivity highlights 
the role of agricultural technology (generation and dissemination), but also market efficiency (to 
improve incentives for producers through higher real producer prices) both of which are equally 
important.   

2.7 Ensuring adequate producer incentives, by keeping producer prices from falling 
faster than productivity gains, requires outlets for agricultural products and hence a focus 
on the demand side.  Demand side comprises domestic demand (for food and raw materials) and 
export (for industrial crops).  Improved marketing efficiency will help also lower final consumer 
and raw materials prices as well as make Ugandan exports more competitive.  And while 
improved markets will help stimulate the demand side, higher real non-farm incomes, particularly 
among the urban and rural poor, will be important to increase the demand for agricultural 
commodities.  Actions on all three fronts are needed to increase farmer incomes through higher 
productivity, even as the final consumer and producer prices decline. 

C. AGRICULTURE SECTOR 

2.8 The share of agriculture in the economy has declined overtime but still remains 
substantial. Over the past 25 years, the structure of the Ugandan economy has changed 
significantly.  Agriculture contributed the dominant share (53 percent) to the national economy in 
the early 1980s, but it currently contributes 36 percent of GDP.  This is an expected correlate of 
growth and development, but the structural transition from a rural base has been relatively 
limited.  Agriculture continues to employ almost 70 percent of the labor force, accounts for 90 
percent of the exports and provides a large proportion of the raw materials for its industrial sector.  
Until 1999/2000, the share of agriculture in employment was 80 percent, virtually the same as in 
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1992/93.  The decline by 2002/03 marks a structural shift, the drivers of which need to be 
understood better. 
 
2.9 Agriculture continues to exert considerable influence on overall GDP Growth: 
Given the large proportion of people whose livelihood is dependent on agriculture, its 
performance matters greatly for general welfare, and still impacts on overall economic growth.  
Table 2-1 shows the growth rates of the three main sectors of the economy and their contributions 
to the overall growth.  The share of agriculture in overall growth has declined as industry has 
grown, particularly through the 1990s.  It still directly contributes 21 percent of the observed 
growth between 2001-2005 and also probably accounts for a significant proportion of the growth 
indirectly, through linkages with the service and industrial sectors.  Evidence of the importance of 
agriculture for overall growth is the high correlation between total GDP and agricultural GDP 
growth rates of 77 percent between 1991/92 and 2004/05.  And within agriculture, food crop 
growth continues to be important, with a correlation of 96 percent with agricultural GDP and 66 
percent with overall GDP.  Agricultural and trade services show a correlation of 38 percent. 
 

Table 2-1:  GDP Growth and Sector Contributions 

1987-2005 1983-1986 1987-1990 1991-2000 2001-2005
GDP at Factor Cost 6.0 1.3 5.7 6.4 5.4

Agriculture 3.81 1.44 4.77 3.89 2.89
Industry 9.13 -0.23 8.43 10.24 7.48
Services 7.17 1.71 6.02 6.38 5.45

Agriculture 0.29 0.60 0.44 0.28 0.21
Industry 0.29 -0.03 0.23 0.30 0.32
Services 0.43 0.43 0.34 0.43 0.48

Sector Growth Rates

Sector shares in Aggregate GDP Growth

 
 
2.10 Food crops continue to dominate agricultural value added. Over 2000-2005, on 
average over two-thirds of agricultural GDP was from food crops and only 9 percent from 
industrial crops.  The economic dominance of the sub-sector combined with the concentration of 
the poor in agriculture and particularly in crop agriculture highlights the importance of growth in 
the crops and in particular food crops for poverty reduction.   
 
Figure 2-2:  Composition of Agricultural GDP 

Composition of Agricultural GDP

  Industrial 
crops
11%

  Fishing
6%

  Forestry
5%

  Livestock
13%

  Food crops
65%

(Note: Shares are averages from 2000-2005)
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2.11 Over the past almost two decades (1987-
2005), agriculture has performed well, growing 
at 3.8 percent.  It has grown faster than population 
(averaging about 3.3 percent), and has thus been a 
major contributor to the success of Uganda in its 
poverty reduction efforts in the 1990s.  Even 
relative to other countries (in the region and 
average for other regions worldwide), Uganda’s 
long term agricultural growth trend has been 
impressive (Table 2-2).  [But per capita growth is 
far less impressive]. 
 
2.12 Disaggregating the long-term trend into shorter periods shows that growth has been 
fairly robust since 1987.  The sub-period growth rates shown in Table 2-1 indicate a significant 
and sustained improvement after 1986.  There was a notable change from the low 1.4 percent 
annual growth before 1986 to 4.8 percent as peace and stability were established.  The strong 
performance continued through the 1990s, averaging 3.9 percent per year.  After 2000, growth 
was slower than the population growth rate of 3.4 percent. 
 
2.13 The policy reforms initiated in the early 1990s and sustained since have been highly 
effective.  This long and sustained period of growth has earned Uganda the distinction of being 
one of the most successful sub-Saharan African countries in reducing poverty (Figure 2-1).  This 
growth process demonstrates the success of the policy framework adopted and maintained by 
Uganda.  A conducive policy environment, led by exceptional progress in stabilization and 
market liberalization, has been a key factor in Uganda’s success.  Without any obvious change in 
the policy or economic environment, the slowdown after 2000 thus calls for deeper analysis. 
 
2.14 Food crops are still a dominant contributor to growth.  The sub-sectoral contributions 
to overall agricultural growth are given in Table 2-2.  Food crops have traditionally been the 
dominant sub-sector.  In the 1990s, driven by the rise in the world price of coffee (which peaked 
in 1997), the contribution of industrial crops increased significantly but food crops were still the 
main contributor.  In the post-coffee boom period, i.e., over the past five years, food crops remain 
the main contributor, accounting for 58 percent of the sector growth rate, but the contribution of 
industrial crops has declined significantly, while livestock has become more important.  
 
2.15 The decline contribution of industrial crops is a source of concern.  This is especially 
disconcerting given reversal in coffee prices in recent years and the impressive growth in new 
industrial crops. A clear policy priority is to address the coffee wilt disease (CWD) problem (see 
text box on coffee). 
 

Table 2-2:  Agricultural Value-Added  
Growth Rates, 1990-2004 

Uganda 3.8 
Tanzania 3.5 
Kenya 1.2 
Ethiopia 1.8 
South Asia 2.7 
Sub-Saharan Africa 3.4 
East Asia & Pacific 3.0 
Latin America & Caribbean 2.2 
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Table 2-3:  Sub-Sectoral Contributions to Agricultural Growth 

1987-2005 1983-1986 1987-1990 1991-2000 2001-2005
Agriculture 3.8 1.4 4.8 3.9 2.9

  Industrial crops 0.53 0.05 0.27 0.77 0.26
  Food crops 2.41 1.32 3.62 2.30 1.69
  Livestock 0.50 -0.22 0.50 0.48 0.53
  Forestry 0.19 0.07 0.19 0.19 0.21
  Fishing 0.22 0.28 0.21 0.22 0.21

  Industrial crops 0.14 0.04 0.06 0.20 0.09
  Food crops 0.63 0.92 0.76 0.59 0.58
  Livestock 0.13 -0.15 0.11 0.12 0.18
  Forestry 0.05 0.05 0.04 0.05 0.07
  Fishing 0.06 0.19 0.04 0.06 0.07

Sub -sectoral shares in Growth

Growth Contributions

 
 

Box 2-1:  Some Facts about Coffee and the Ugandan Economy 

• In the mid-1990s, liberalization of the coffee sector, combined with high world prices, and easier 
availability of higher yielding varieties, had a significant positive impact on poverty in Uganda;  

• Between 1997-2000, growth in crop agriculture more broadly had a large impact on poverty, 
contributing about 80 percent of the reduction in poverty incidence (Deininger and Okidi, 2003; Okidi, 
et. al. 2005). 

• The coffee price boom in the mid-1990s benefited the coffee growers and had broader positive 
economic impacts.   

• The subsequent decline in coffee prices was in part compensated by the rise in the share of farmgate in 
export prices (from 30 percent in the 1980s to over 70 percent in 2004), but production suffered due to 
coffee wilt disease (CWD), resulting in a decline in the volume of coffee exports.   

• Uganda has a comparative advantage and a niche in the world coffee market, but current supply is 
much below what it should be (Baffes, 2006). 

 
2.16 Agriculture is particularly vulnerable to weather variability. While the longer term 
trends are impressive, a closer look at the annual rates of growth shows that the ride over the past 
two decades has not been particularly smooth.  Agriculture closely tracks the growth rate of food 
crop production and they, on average have grown at the same rate (Figure 2-3).  
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Figure 2-3:  Agricultural Growth Volatility and Poverty Estimates 

 
 
2.17 Overall volatility in growth rates has declined but agriculture remains relatively 
more susceptible to shocks than other sectors.  The degree of variability, measured as the 
coefficient of variation (CV) of sectoral growth rates has been compared for the period 1987-97 
and 1998-2005 (Figure 2-4).  In the early part of Uganda’s recovery (1987-97), industrial 
performance was more volatile, perhaps reflecting growing pains. After 1998, however, all 
sectors were relatively more stable, except industrial crops, whose volatility increased. This 
reflects the fact that in addition to weather shocks, industrial crops are also subject to external 
market fluctuations, which directly affect export crops such as coffee. Food crops and overall 
agriculture remained relatively more unstable compared to other sectors.  
 

Figure 2-4:  Change in Growth Volatility 

 
 
2.18 The correlation between agricultural performance and poverty provides some 
insights to the estimated levels of poverty. There are some insights for the ongoing analysis of 
poverty trends in the comparison of the annual growth rates in agriculture and poverty levels 
(Figure 2-3).  The three point estimates of poverty are based on household surveys for the years 
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the 1992, 1999 and 2002/03.  Based on these surveys, national poverty is estimated to have fallen 
from about 60 percent in 1992 to 34 percent in 1999, and then risen again to 38 percent in 2002. 
 
2.19 There is an inverse relationship between the poverty rate and agricultural growth.  
The survey year 1992/93 was a particularly bad year for production and corresponds to the 
highest measured poverty rate.  The year 1999/00, which saw a large decline in the poverty rate, 
was the second in a row of three very good years of production (with almost identical growth 
rates of 6 percent per year for food crops).  The year 2002/03 was also a positive but below 
average growth year (especially for food crops), and this corresponds to the small rise in the 
poverty rate in that survey year. 
 
2.20 The critical point is that the overall trend in poverty is strongly downwards, 
suggesting that the basic economic strategy over the past decade or so has been essentially 
on the right track. Given the importance of food production and agricultural income to the 
welfare of Ugandan households, and the fluctuation in the performance of these sectors 
depending on exogenous shocks, the three point estimates need to be interpreted with caution.  
The fluctuations also reinforce that agricultural performance is a good surrogate measure of 
poverty.  The annual fluctuations in agriculture thus imply that around the long term poverty 
trend, there appears to be a lot transient poverty.  This is consistent with the “churning” effect 
identified in the Poverty Assessment (World Bank, 2005b). 
 
2.21 There is a need to better understand the factors driving volatility in agricultural 
performance, and what they mean for household welfare, and then to identify policy options 
or actions that might appropriately address the underlying causes.  Among these, the wide 
fluctuations in agricultural production suggest greater attention to devising policy options and 
actions to help reduce the vulnerability of households to the volatility in incomes.  In considering 
alternatives, it is important to understand how volatility is changing over time.   

D. DRIVERS OF PAST AGRICULTURAL GROWTH 

2.22 The recent slowdown in agricultural performance is understandably raising 
concerns at the policy level.  To help formulate appropriate policy actions, it is critically 
important to understand the underlying factors and identify the most appropriate response. 
 
2.23 The analysis here suggests it may be due to a decline in prices.  As productivity rises, 
a decline in real prices is to be expected, and as noted earlier, this is desirable, as long as that 
productivity increases more than offset the fall in real prices.  To understand how the aggregate 
value has evolved, consider the graphical presentation of the trends in indices of output, price, 
value of production and output per capita (using 2000 as the base year) for the major food and 
industrial crops.  As the aggregate output is dominated by food crops, the comparison of output 
per capita provides a good approximation of food production per capita.   
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Figure 2-5:  Agricultural Performance:  Trends 

 
 
2.24 Output has grown steadily since 1996, but prices have fluctuated significantly. 
Aggregate real value of agricultural production, the normally used barometer of performance, has 
grown at about 5.8 percent a year since 1989/90.  Value of production, however, closely follows 
the price trend, indicating a dominant influence of prices on aggregate performance.  At the same 
time, output (a value weighted aggregation of all crop outputs) has grown at a more modest rate 
of 3.1 percent.  There are two distinct periods that can be discerned from the output trend: that of 
stagnation prior to 1996 with growth in output at 0.1 percent per annum, and that of positive 
growth after 1996 when out grew at 4.7 percent.   
 
2.25 Even the last three years, which have been a cause for concern for policy makers, 
output has maintained the upward trend, except for a slight dip in 2003.  This dip and the 
slightly below trend in 2004, reflects the twin impacts of a prolonged drought over the past 2 
years, and a likely negative reaction to the decline in producer incentives (because of the sharp 
decline in prices) in the preceding years. 
 
2.26 Volatility in aggregate production value thus appears to be driven by price 
variability more so than production variability.  For the period 1990-2004, the variability in 
the value of output, measured as the coefficient of variation (CV) around the trend, is estimated to 
have been 24 percent.  This was driven mainly by volatility in prices, with a CV of 20 percent, 
and to a much lesser extent by output variability, with a CV of only 8 percent.60  The covariance 
between prices and output is also negative, as expected. Further almost 80 percent of the 
variability in output is attributable to yield variability, and much less to changes in total area 
cultivated.   
 
2.27 The trends in prices are consistent with the trends in output.  In the early1990s, per 
capita output fell, assuming a steady or growing level of demand (with population growth), and as 
a result prices trended sharply upwards.  After about 1996, output per capita rose, and supply side 
                                                 
60 For food crops, variability in value of production is 25%, which is again dominated by price variability of 
20% and much lower production variability of 9.5%.   
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pressure resulted in a downward trend in prices (the trend between 1997 and 2004).  Initially, 
between 1997 and 2000, there was a modest downward trend in prices, but because of output 
growth, value of production (and by association, incomes) continued to rise. 
 
2.28 In 2001 and 2002, there was an unusually large and sustained decline in prices, 
which drove down aggregate value of production.  It is critical to understand the reason for this 
decline in prices.  From the trends in food and industrial crop yields and prices depicted in Figure 
2-6, the yields during these years do not appear to be abnormally high and they are in line with 
the trend from 1997 to 2002.  However, production indices from FAO data indicate that these two 
were good years in neighboring countries (particularly Kenya, Rwanda and Burundi – confirm).  
This could have created a regional surplus but with knock-on effects on Uganda (with essentially 
open borders with these countries).  The most important impact was probably through reduced 
demand for Ugandan products in Kenya.  Another important effect on Ugandan markets was the 
change in purchases by the World Food Program (WFP), which has a large local procurement 
program and dominates the Ugandan maize and beans markets.  In 2002, WFP purchases were 
significantly below the rising trend (about 8,000 tons compared to over 30,000 in 2001).   

 

Figure 2-6:  Yields and Prices of Food Crops and Industrial Crops in Uganda(1990-2004) 

 
2.29 Understanding the price dynamics in agricultural markets remains an important 
area for study.  The events described above do not fully explain the large and sustained price 
fluctuation. Volatility in market prices can have serious negative consequences for farmers to 
undertake productive investments and adopt technology for productivity enhancement.  It is 
important to understand the nature and causes of price volatility to be able to develop appropriate 
policy responses, and thus remains as a high priority area for further analytical work. 

Agricultural Growth Decomposition 

2.30 To identify the drivers of past and recent growth in agriculture, it is important to 
understand its composition of the aggregate trends.  The growth experienced between 1989/90 
and 2003/04 is further decomposed by type of crop.  The period is split into two –from 1989/90 to 
1996/97 and from 1997/98 to 2003/04.  This provides about equal observations in the two periods 
and also coincides with the peak of coffee prices in 1997/98.  The split could be done in 
1999/2000 to coincide with the debate on poverty trends, but that would leave fewer observations 
in the second period.   
 
2.31 Ugandan agriculture is highly diversified, but the aggregate composition of output 
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Uganda Industrial Crop Output & Real Value 
Indices

40

60

80

100

120

140

160

Output Value Baseline

 Uganda Food Crop Output & Real Value 
Indices

20

40

60

80

100

120



 56

Figure 2-7, one can infer that traditional staple foods (matoke, cassava and sweet potato) 
dominate with the share in aggregate value changing little over the years. The major changes that 
took place between 1989-97 and 1997-2004 are a reduction in the share of matoke from 31 
percent to 23 percent, and a significant increase in the share of cassava from 9 percent to 25 
percent.  Almost all other crops have declined in share to some extent, yielding acreage to 
cassava. 

Figure 2-7:  Structure of Major Crops by Value (% of total gross crop value) 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
2.32 The food sector dominates overall agricultural performance. The results of the 
sectoral growth decomposition for each crop by area, yield, output, price and value are 
summarized in Tables 2-4 and 2-5, while the contributions of components of output and value of 
individual crops to total growth are given in Tables 2-6 and 2-7, respectively.  The last two 
columns of Tables 2-4 and 2-5 show that not only do food crops dominate in terms of their share 
of area but also in terms of their share in the value of total production.   
 
2.33 The first period (1990-97) is characterized by very large gains, with area expansion 
as the main driver of output growth.  Both industrial crops and food crops experienced 
significant growth.  Because of the small share of industrial crops in aggregate value added, 
overall sector growth was much closer to the food crops’ growth rate.  For industrial crops, the 
growth was due to increase in both production (output) and prices, with output growth 
contributing relatively more.  For food crops, output stagnated until 1997/98, and growth in value 
was driven by price increases.  Area expansion has been the main driver of output growth, with 
yields showing a significant declining trend.  This result is again driven by food crops, with all 
except matoke experiencing declining or stagnant yields.  The decline in land productivity 
outweighed area expansion for food crops.  In contrast, industrial crops did remarkably well, with 
area expanding at the same rate as food crops, but yields increasing at a very high growth rate.  It 
is noteworthy that the output growth of almost all industrial crops was faster than that of coffee. 
 

Industrial Crops
7%

Sweet Potato
12%

Irish Potato
4%

Cassava 
15% 

Matoke
27%

Maize
5%

Vegetables 
8%

Millet
5%

Sorghum
2% Rice

2%

Beans & Peas
6%

Oilseeds
7%

Note: shares are averages from 1990-2004



 57

2.34 Between 1998-2004, overall performance was very modest, but growth in food 
output has been a major source of growth.  Prices fell for both food and industrial crops, but 
much more so for industrial crops.  Food crop output did well growing at (3.8 percent), but there 
was a marked slow down in industrial crop output (2 percent compared to the earlier rate of 11 
percent).  It is notable that the growth in food output was a result of gains in a broad range of 
crops (with big gains recorded in cassava, maize, irish potato, rice, beans and peas and oilseeds). 
The performance of food crop yields showed a significant reversal (from -2.7 percent to 1.3 
percent) but yield growth remains low.  Cassava was a major contributor to the increase in food 
output, with disease resistant varieties spreading quickly and widely, reversing the earlier trend of 
negative growth in area and yields to positive growth in area and a significant improvement in 
yields. 
 
2.35 A significant change in the recent years is the decline in area under industrial crops, 
with a significant decline in coffee acreage.  Initially, this reflected a combined impact of the 
coffee wilt disease and reduced incentives as world coffee prices dropped.  More recently, the 
coffee prices have picked up but production continues to decline.  Yield growth for industrial 
crops made up for the lost acreage. 
 
2.36 Area expansion continued to account for more than half the increase in output in 
the second period, but aggregate yields also contributed significantly to output growth. 
Tables 2-6 and 2-7 show the difference in the contributions of the different drivers of agricultural 
growth rate.  The roles of output and price have similarly changed between the periods, with 
prices falling in the second period and most of the growth coming from output growth. 
 

Table 2-4:  Principal Crop Growth Estimates from 1989/90-1996/97 

Crop area yield output   price value 
value 
share 

area 
share 

Food Crops 2.5% -2.7% -0.3%  5.7% 5.5% 0.93 0.90 
Matoke 1.4% 1.3% 2.7%  8.6% 11.3% 0.28 0.26 
Cassava -2.9% -4.0% -6.9%  16.8% 9.9% 0.15 0.06 
Sweet Potato 3.6% -2.9% 0.7%  -2.5% -1.8% 0.12 0.09 
Irish Potato 8.3% -1.4% 6.9%  -1.8% 5.1% 0.04 0.01 
Maize 6.4% -1.7% 4.7%  6.9% 11.6% 0.05 0.10 
Sorghum 2.6% -5.3% -2.6%  7.9% 5.3% 0.02 0.04 
Rice 5.5% 0.0% 5.5%  -1.1% 4.5% 0.02 0.01 
Millet 0.7% -3.3% -2.5%  -0.9% -3.4% 0.05 0.07 
Vegetables   2.8% -0.5% 2.3%  -1.1% 1.2% 0.08 0.01 
Beans & Peas 3.4% -8.4% -5.0%  6.2% 1.2% 0.06 0.14 
Oilseeds 4.0% -2.2% 1.8%  1.6% 3.4% 0.07 0.11 

Industrial Crops 2.4% 8.6% 11.0%  7.6% 18.6% 0.07 0.10 
Cotton -5.2% 19.3% 14.1%  -10.0% 4.1% 0.00 0.03 
Sugar 13.1% -1.2% 11.9%  -6.5% 5.4% 0.00 0.02 
Cocoa 3.2% 11.4% 14.6%  -12.7% 1.9% 0.00 0.00 
Coffee 3.5% 6.0% 9.4%  11.5% 21.0% 0.05 0.05 
Tea -0.3% 15.1% 14.8%  -0.4% 14.3% 0.00 0.00 
Tobacco 4.7% 2.7% 7.4%  -5.6% 1.8% 0.00 0.00 

Total 2.5% -1.9% 0.5%  5.9% 6.4% 1.00 1.00 
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Table 2-5:  Principal Crop Growth Estimates from 1997/98-2003/04 

Crop area yield output   price value 
value 
share 

area 
share 

Food Crops 2.5% 1.3% 3.8%  -1.9% 1.9% 0.93 0.90 
Matoke 1.3% 0.1% 1.3%  -2.7% -1.3% 0.28 0.26 
Cassava 2.0% 4.7% 6.6%  -0.8% 5.8% 0.15 0.06 
Sweet Potato 2.2% 0.8% 3.0%  3.6% 6.5% 0.12 0.09 
Irish Potato 5.6% 0.8% 6.4%  -7.4% -1.0% 0.04 0.01 
Maize 3.5% 1.9% 5.4%  -4.3% 1.1% 0.05 0.10 
Sorghum 2.0% -0.9% 1.1%  1.9% 3.0% 0.02 0.04 
Rice 5.9% 0.2% 6.1%  -2.8% 3.2% 0.02 0.01 
Millet 0.8% 0.8% 1.7%  -1.3% 0.4% 0.05 0.07 
Vegetables   1.9% -0.5% 1.4%  -6.5% -5.1% 0.08 0.01 
Beans & Peas 3.5% 1.5% 5.0%  -1.6% 3.4% 0.06 0.14 
Oilseeds 4.2% 1.6% 5.7%  -1.5% 4.3% 0.07 0.11 

Industrial Crops -3.8% 5.8% 2.0%  -7.7% -5.7% 0.07 0.10 
Cotton -2.3% 21.6% 19.3%  2.0% 21.3% 0.00 0.03 
Sugar 0.9% -0.4% 0.5%  0.2% 0.7% 0.00 0.02 
Cocoa 2.7% 5.5% 8.2%  -1.4% 6.8% 0.00 0.00 
Coffee -8.4% 6.5% -1.9%  -10.5% -12.4% 0.05 0.05 
Tea 0.2% 7.6% 7.8%  4.6% 12.4% 0.00 0.00 
Tobacco 10.7% 5.8% 16.4%  0.2% 16.6% 0.00 0.00 

Total 2.0% 1.7% 3.7%  -2.3% 1.4% 1.00 1.00 

 

Table 2-6:  Output Growth Decomposition for Individual Crops 

 1989/90-1996/97  1997/98-2003/04 
crop area yield output   area yield output 
Matoke 34.0% 33.3% 67.3%  9.5% 0.4% 9.9% 
Cassava -39.3% -54.0% -93.4%  7.9% 18.9% 26.8% 
Sweet Potato 38.7% -30.9% 7.9%  7.0% 2.6% 9.6% 
Irish Potato 26.4% -4.5% 21.9%  5.4% 0.7% 6.1% 
Maize 25.5% -6.7% 18.8%  4.2% 2.3% 6.5% 
Sorghum 5.8% -11.5% -5.7%  1.3% -0.6% 0.7% 
Rice 8.4% 0.1% 8.5%  2.7% 0.1% 2.8% 
Millet 3.3% -14.6% -11.3%  1.1% 1.1% 2.3% 
Vegetables   20.1% -3.5% 16.5%  4.1% -1.1% 3.0% 
Beans & Peas 16.5% -41.0% -24.5%  5.1% 2.3% 7.4% 
Oilseeds 24.2% -13.6% 10.6%  7.6% 2.8% 10.4% 
Cotton 0.3% 1.0% 1.3%  -0.1% 0.2% 0.1% 
Sugar -1.9% 7.2% 5.2%  -0.3% 2.4% 2.2% 
Cocoa 0.5% 0.0% 0.4%  0.0% 0.0% 0.0% 
Coffee 15.1% 53.0% 68.1%  3.8% 7.8% 11.5% 
Tea 1.1% 1.8% 2.9%  -0.8% 0.6% -0.2% 
Tobacco -0.1% 5.6% 5.5%  0.0% 0.8% 0.9% 

Total 178.5% -78.5% 100.0%  58.6% 41.4% 100.0% 

Note: Estimates calculated using production weights. 
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Table2-7:  Value Growth Decomposition for Individual Crops 

 1989/90-1996/97  1997/98-2003/04 
crop output price value   output price value 
Matoke 12.9% 41.0% 53.9%  18.7% -37.6% -18.9% 
Cassava -18.0% 43.5% 25.5%  50.7% -6.1% 44.7% 
Sweet Potato 1.5% -5.1% -3.6%  18.1% 21.7% 39.8% 
Irish Potato 4.2% -1.1% 3.1%  11.6% -13.3% -1.7% 
Maize 3.6% 5.3% 8.9%  12.3% -9.8% 2.5% 
Sorghum -1.1% 3.3% 2.2%  1.4% 2.4% 3.8% 
Rice 1.6% -0.3% 1.3%  5.3% -2.5% 2.8% 
Millet -2.2% -0.8% -2.9%  4.3% -3.2% 1.0% 
Vegetables   3.2% -1.5% 1.7%  5.7% -26.4% -20.7% 
Beans & Peas -4.7% 5.9% 1.2%  14.0% -4.6% 9.4% 
Oilseeds 2.0% 1.9% 3.9%  19.7% -5.0% 14.7% 
Cotton 0.3% 0.2% 0.4%  0.1% -0.5% -0.4% 
Sugar 1.0% -0.7% 0.3%  4.1% 0.4% 4.5% 
Cocoa 0.1% 0.0% 0.0%  0.0% 0.0% 0.0% 
Coffee 13.1% -11.4% 1.7%  21.8% -3.8% 18.0% 
Tea 0.6% 0.7% 1.2%  -0.3% -1.8% -2.1% 
Tobacco 1.1% 0.0% 1.0%  1.6% 1.0% 2.6% 

Total 19.2% 80.8% 100.0%  189.1% -89.1% 100.0% 

Note: Estimates calculated using value weights. 

 
2.37 Summary: Aggregate trends and decomposition of growth highlights important reversals 
in key underlying trends in the performance of the agricultural sector.   
 

• Crop productivity as defined by output per unit of land (yields) reversed in the mid-1990s 
from a negative to a positive trend.   

• With area expansion slowing down marginally in the second period, the major change has 
come as a result of yield increases for virtually all food crops, while maintaining yield 
growth for industrial crops.   

• Despite the good performance in output, growth in gross value has been slowed down by 
price declines. 

• The aggregate decline in food crop prices is desirable, as their value has still been 
growing.   

• The substantial decline in export crop prices has been a drag on overall growth. 

• Most importantly, the trends in recent years suggest that the worrisome slowdown after 
2000 has been due to a significant and unexplained negative price fluctuation, while 
output has continued to grow at a steady pace.   

• These trends endorse the current policy framework that has helped promote yield and 
productivity growth.   

• To address the slowdown, the appropriate policy response would be to target the factors 
underlying the prolonged price decline in 2001-2002.  

• There is a need to undertake this analytical work to avoid similar declines in future, as 
Uganda continues to grow. 
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Sources of Growth 

2.38 Growth in agriculture would come from increased factor inputs (area), improved 
productivity of existing crops (higher yields) or shifts to higher valued crops. A good 
measure of the contribution of factor productivity as opposed to expansion of factor inputs is total 
factor productivity (TFP).  However, a lack of good quality aggregate time series data prevent 
reliably estimating Total Factor Productivity in agriculture and how it has evolved overtime.  
Trends in area expansion and partial factor productivity are discussed in this section, and shifts 
among crops are discussed in the next section. 

Area Expansion 

2.39 A major part of the past growth came from area expansion but this cannot continue 
for long.  There are limits to environmentally sustainable area expansion, especially with a 
population growth rate as high as Uganda’s.  The decomposition of growth shows that area has 
expanded at over about 2.2 percent a year consistently since 1987.  And while there was a 
significant improvement in yield trends after the mid-nineties, area expansion continues to 
account for over half of the current growth.  Based on data from the 1995 and 1999 Uganda 
National Household Survey (UNHS) crop module data, average area cropped per farm (for the 
first season) has fallen from 1.4 hectares to less than 1 hectare, reflecting rising population 
pressure on land.  Consistent with this trend, the number of parcels of land owned by households 
has declined on average from 1.84 to 1.54.   
 
2.40 As the younger population enters the work force in the coming years - effectively 
doubling it - labor will have to leave agriculture. Aggregate data shows that arable land per 
agricultural worker is now under 0.54 hectares, while arable land per rural person is less than half 
or 0.26 hectares.  This reflects the age structure of the Ugandan population, with over half the 
population under 15 years of age who will come into the work force over the next 10 years 
(approximately).  Since 1987, agricultural work force has increased by about 45 percent, but 
availability of land per worker has fallen by about 25 percent.  
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Figure 2-8:  Land Use 

 
2.41 Continued reliance on extensification of agriculture as a source of growth is likely to 
be environmentally disastrous.  It could lead to enormous conflicts with diminishing grasslands 
and other areas for cattle grazing for the pastoralists. There is already limited scope for area 
expansion. About a third of the tropical high forests are already degraded, 17 percent of the land 
remains as woodland and 2 percent as wetlands (see Figure 2-8).  If it can be assumed that the 
remaining woodland, grassland and land under bush (currently accounting for about 44 percent of 
Uganda’s geographical area) could be brought under the plow, just the current population 
(without any additional growth) would require adding at least another 35 percent of the total area 
to smallholder farmland over the next 10-15 years, leaving at most 10 percent of the total area of 
Uganda as woodland, grassland or bush.  Even these crude calculations and unrealistic 
assumptions show that area expansion is not a viable source of future growth.   
 
2.42 Future growth will thus have to rely on a combination of more intensive agriculture 
and movement of labor out of agriculture to urban and rural non-farm activities. More 
intensive agriculture to raise land productivity is clear.  And this is discussed further in the next 
section.  At the same time, continued population expansion (and even the momentum of the 
current population structure) will put immense pressure on land as more and more seek to make a 
living out of smaller and smaller farms.  This is simply not a viable scenario for sustainable and 
improving livelihoods.  There is a clear need to address the issue of rapid population growth, but 
also to help people off the land and out of farming.  Providing education is a key part of this 
strategy, and is already being done.  The strategy also needs to address the issues concerning the 
environment for the creation of off-farm employment.  Growth of the non-farm economy, and 
preferably following a pattern that is not centered on Kampala as the primary urban area, remains 
a high priority area.   

Changes in (Partial) Factor Productivity 

2.43 Data on yields needs to be interpreted with caution, as they likely underestimate 
yield levels.  Published yield data are based on household survey data (1995 and 1999 UNHS) 
and are likely estimated with error because of inaccurate estimates of area under each crop.  The 
data do not allow identifying production from sole cropped plots as distinct from intercropped 
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plots.  Further, area under individual crops on intercropped plots is not estimated.  Without an 
accurate estimate of the area allocated to specific crops, yields cannot be estimated reliably.  Thus 
it is likely that the published data underestimate crop yields.  For example, maize yields are 
estimated at 1.0-1.2 tons (depending on the season) per hectare using the 1999/00 UNHS data.  
Using an independent household survey, which allows distinction between sole cropped plot 
output and intercropped plot output, maize yields are estimated at just over1.6 tons/ha for 
solecropped maize plots.  At the same time, the same survey gives an average across all plots of 
1.2 tons/Ha, which is similar to the published estimates from UNHS data.   
 
2.44 Uganda needs to raise land and labor productivity. The two primary factors are land 
and labor.  Raising land productivity is clearly high priority based on the discussion above.  But 
the ultimate goal is to raise living standards, which is more appropriately measured as labor 
productivity.  This section discusses the trends in land and labor productivity.  Land productivity 
can be measured as yields and a commonly used measure is cereal yields.  An alternative 
measure, which is broader and also relevant from a broader economic growth perspective is 
agricultural value added per hectare.  Both these measures are examined for Uganda. 
 
2.45 Cereal yields: Growth in recent years is much improved over previous years, and 
aggregate yields compare well with the rest of SSA, but there is substantial scope for 
improvement.  Uganda is endowed with relatively favorable weather (a bimodal and relatively 
reliable rainfall pattern) and agro-ecological conditions, especially soils.  Thus, despite having 
among the lowest rates of fertilizer use in the world (less than 10 percent of even the Sub-Saharan 
Africa average), crop yields are better than neighboring countries and Sub-Saharan Africa as a 
whole.  However, they remain low in comparison with other regions of the world.  The growth in 
cereal yields has also been low in absolute terms as well as relative to other countries.  Yield 
growth has averaged 0.1 percent since 1990, but as noted in the decomposition discussion above, 
the performance in the second half of the period was significantly higher.  

Figure 2-9:  Cereal Yields (Average 1999-2004) 

 
 
2.46 Changing cropping patterns make estimating yield growth rates difficult.  Yield 
growth is a key indicator used to judge the performance of agriculture and the effectiveness of 
agricultural services (specifically agricultural research and advisory services).  As noted earlier, 
farm sizes and the number of parcels owned per household are falling, reflecting rising population 
pressure on land.  This decline in the availability of land has led to a change in the patterns of 
farming.  The 1995 and 1999 UNHS data show a shift from sole cropped plots to more 

0 
500 

1000 
1500 
2000 
2500 
3000 
3500 
4000 
4500 
5000 

U
ga

nd
a

T
an

za
ni

a 

K
en

ya

E
th

io
pi

a 

S.
 A

si
a 

SS
A

 

E
A

P 

L
A

C
 -0.5

0

0.5

1

1.5

2

2.5

3

Cereal Yields (Kg/Ha) Growth rate



 63

intercropped plots (Figure 2-11).  Also the crop mix is changing, with a marked reduction in sole 
food crops and cash crops, and an increase in the proportion of area under food-food based 
intercrops (Figure 2-10). Thus, with these non-insignificant changes taking place and the lack of 
an accurate estimate of area under each crop, not only is it impossible to get an accurate measure 
of technical efficiency based on yields at a point in time, but also it is difficult to estimate yield 
growth rates.  Thus an assessment of performance based on crop yields is not appropriate. 
 

Figure 2-10: Composition of Crops Grown per Plot 

 
2.47 Nevertheless, available evidence suggests that average yields obtained by Ugandan 
farmers are well below their attainable potential (as obtained from research trials).  There remains 
ample room for growth through yield increases even for traditional crops as demonstrated by the 
comparison of the estimated (pure stand) yields from REPEAT survey and yields obtained in 
research trials(see Table 2-8).  Realistically obtainable yields will be below those obtained in 
research trials, but there is potential to increase output between 100-300 percent (or more) 
depending on specific crops.  This potential validates the government’s focus and commitment to 
agricultural advisory services and research, two key pillars of the PMA.  There is a need to 
strongly maintain this focus and redouble the efforts to expand the NAADS program that has 
suffered from resources constraints, as well as to fully support the establishment of the new 
NARS system that was recently launched after the passing of an innovative and progressive 
NARS bill by the Parliament. 
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Figure 2-11:  Sole Crop Verus Intercrop 

 
 

Table 2-8: Comparison of Existing Yields to Research Trials 

 
Crop 

Current yields on farmers’ 
fields (REPEAT survey 

2002/03) Kgs/Ha 

Experimentation Station yields 
Kgs/Ha (verify) 

Maize 1609 5000-8000 
Beans 641 2000-4000 
Groundnuts  1222 2700-3500 
Banana 1200 4500  
Coffee 1019 3500 

 

Figure 2-12:  Land and Labor Productivity 
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Land and labor productivity:  Aggregate land productivity (value added per hectare) has risen 
almost twice as fast as labor productivity (at 3.6 percent and 1.8 percent, respectively) and 
significantly faster than growth in estimated crop yields. Factor productivities more broadly 
defined as valued added per unit of factor employed are a better measure of the overall 
performance of the sector.  Trends in aggregate crop yields, land productivity defined as 
agricultural value added per hectare, and labor productivity defined as agricultural valued 
added per agricultural worker are summarized in  

2.48 Figure 2-12.  The divergence between yield growth and the broader measure of land 
productivity indicates a structural shift to higher value crops. 

2.49 Uganda has done better in land productivity than labour productivity. However, the 
growth rates in land and labor productivity for Uganda are comparable to a number of other 
developing countries (Figure 2-13).  

Figure 2-13:  Uganda’s Land Productivity as Compared to other Countries 

2.50 The growth in labor productivity has been constrained by the population growth 
rate, which is among the highest in the world.  As in the case of yields, however, there remains 
much scope for improvement.  Figure 2-14 below shows the levels of agricultural GDP per 
worker in Uganda compared with neighboring countries and averages for other regions for the 
world (averaged over a1999-2003, years for which data are available).  The level of labor 
productivity in Uganda is higher than some of its neighbors, but it is lower than most developing 
countries.  The growth rate, however, has been higher than most, with the only exception being 
the Latin America and the Caribbean region countries (taken as an average). 
 
2.51 So far labor productivity has been higher than the estimated agricultural value 
added per capita.  This is because agricultural labor force has grown at a slower pace than total 
population.  Some of this is because of outmigration but also because at present over half of 
Uganda’s population is below working age, and hence is not yet in the labor force.  Looking to 
the future, sustaining the trend in labor productivity growth will require a combination of slower 
population growth and much more rapid out-migration.  Uganda needs to create jobs outside of 
agriculture. 
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Figure 2-14:  Agricultural Value Added per Worker 

 

Structural transformation: commercialization of Ugandan agriculture 

2.52 Agriculture is increasingly shifting from subsistence to commercial orientation 
suggesting that PMA is working. The divergence between growth rates of agricultural value 
added per hectare and crop output per hectare (yields even though inaccurately measured) 
indicates that a structural transformation is taking place in Ugandan agriculture.  This is 
significant as it reflects the growing success of the government strategy of promoting commercial 
agriculture – the explicit objective of its multi-sectoral policy framework of the Plan for 
Modernization Agriculture (PMA).  There are three dimensions of this transformation – one is the 
increased monetization of agriculture, with a larger share of production now being marketed than 
before; the second is a shift to the production of higher valued crops; and the third is the 
diversification of export of agricultural commodities.   

Monetization: 

2.53 The overall degree of commercialization, or extent of market participation has been 
rising steadily as observed from the trend in the monetization of agriculture.  The 
monetization of traditional food crops has also risen overtime.  At present, about 58 percent of 
agricultural output and 46 percent of food is marketed (monetized). Livestock and fisheries have 
traditionally been largely in the monetary economy (two-thirds for the former and almost 90 
percent for the latter). 
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Figure 2-15:  Agricultural and Food Crop Monetization 

Shift to Higher Value crops 

2.54 “Value” lies in the eye of the beholder.  From the farmers’ point of view, it is the 
profitability of crops (adjusted for risk) that drives their decisions on production and productivity. 
Thus to assess a move towards “higher value” crops, it is important to note that the concept of 
higher value crops does not necessarily rule out traditional food crops.  Based on a combination 
of changes in productivity and prices some traditional “low value crops” such as cassava and 
sweet potatoes have been important contributors to sector growth after 1997/98, as discussed in 
the growth decomposition analysis earlier.   

Table 2-9: Average Production 

2.55 And the contribution of oilseeds was almost as much as that 
of coffee, while vegetables declined in importance. Table 2-9 
indeed shows that average (from 2000-2004) value of production 
per hectare for some traditional crops can be quite high.  The 
negative growth in vegetable gross value of production probably 
reflects lack of appropriate marketing infrastructure for perishable 
commodities such as vegetables. 
 
2.56 At the aggregate level, land is increasingly being 
allocated to higher value crops as indicated by the growth in 
area under different crops over the past 6 years (since 1998). 
There is a negative correlation between area allocation and value 
added per hectare across crops (Figure 2-16).  Of course, land 
allocation across different crops is influenced by many factors that 
need to be understood using micro level analysis, as is doen in the 
next section. 

Crop 
Value per 

Ha 
Vegetable 2884 
Cassava 2791 
Tobacco 2764 
Irish Potato 1934 
Tea 1143 
Rice 957 
Sweet 
Potato 854 
Matoke 698 
Coffee 613 
Sorghum 550 
Millet 504 
Oilseeds 373 
Maize 334 
Beans & 
Peas 259 
Sugar 136 
Cocoa 127 
Cotton 65 
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Figure 2-16:  Shift in Area Allocated to Higher Value Crops 

 
 
2.57 The policy framework adopted by Uganda to create an enabling environment for 
producer incentives to drive agricultural growth has been appropriate and should be 
strengthened.  The rising trends in monetization are encouraging as they indicate that the 
mindset of smallholders is changing from subsistence to a more commercial orientation. And they 
appear to be responding to incentives. Going forward, the sources of growth will not be the same 
depending on market conditions and productivity changes.  Thus, given consumer preferences, it 
is likely that some of the past sources of growth will no longer be viable (e.g., cassava as a food 
staple as incomes rise because of its negative income elasticity of consumption).  Yet, with 
technological change, additional demands for the same products will likely come on line, such as 
cassava processing for starch to be used in beer production.  Thus it is difficult to predict what the 
next “winner” will be.  Nor should it be the objective of policy to do so.  The primary objective of 
policy needs to remain on strengthening the enabling environment for producers to respond to 
incentives to drive and sustain future growth in the sector. 

Export Diversification 

2.58 The increasing diversification of exports also provides evidence of the changing 
structure of production and farmers’ response to changing incentives. There has been a 
significant decline in the importance of coffee over time, and a rise in the exports of other 
commodities (Figure 2-17).  After a sharp decline from 1996 to 2000 (due to decline in coffee 
earnings as prices declined), the value of agricultural exports have risen at an annual rate of 
almost 10 percent.  Non-coffee exports show a steady increase from 1995 at an annual rate of 
about 10 percent a year.  
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Figure 2-17:  Change in Exports 

 
 
2.59 Formal trade statistics, however, present only a part of the export story.  A significant 
volume of informal cross-border trade is not captured in the formal statistics.  A recent survey by 
UBOS shows that over a period of 6 months, about $27 million worth of goods were informally 
exported, while about $8 million worth were imported.  Of these, 71 percent of the exports and 36 
percent of the imports were agricultural goods.  Among exports, the main commodities were 
maize, beans, fish, bananas, and other cereals.  Based on these estimates, annualized agricultural 
exports would be about $38 million, in addition to the $98 million recorded formal trade of non-
industrial agricultural crops (i.e., leaving out crops such as coffee, tea, cotton, tobacco, flowers, 
cocoa beans and vanilla).  This is important as it reflects a significantly larger share of 
agricultural food commodities which are often not considered as having much potential for trade. 
 
2.60 A high priority is to identify the constraints to increased regional trade and pursue 
regional agreements for increasing agricultural trade.  Regional trade provides significant 
potential for helping commercialize even farmers who currently grow “subsistence” crops.  As 
the only surplus producer in the region, surrounded by countries facing a structural deficit in 
staple crops (maize, beans and possibly bananas and other crops), Uganda is in a unique position 
to exploit its comparative advantage in growing these crops.  It is also in a unique situation to 
exploit the high transportation cost barrier facing most countries in the region, and to use its 
advantage to compete against imports from outside the region.  The biggest constraint of being a 
land-locked country is the high transport costs faced for imports and exports.  However, 
proximity to countries that provide a market for its commodities gives Uganda the competitive 
advantage over imports from outside the region.   

E. UNDERSTANDING GROWTH CONSTRAINTS 

Supply Side Analysis:  Stimulating Agricultural Production 

2.61 Growth in agricultural sector depends on the choices made by households, and 
specifically on the factors driving those choices.  In this section, two sets of analyses are carried 
out to enhance the understanding of agricultural production decisions.  The first set of analyses 
focuses on farm household decisions making concerning crop choice and marketing, and 
examines:  (i) the determinants of overall diversification on-farm; (ii) the share of land allocated 
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specifically to commercial crops; and (iii) the share of output marketed.  An understanding of 
these issues is critical for formulation of appropriate policy measures to promote 
commercialization.  All three dimensions are important as they reveal different aspects and levels 
of the household decision making process, although in a dynamic sense they are inter-related.  
The scope for this analysis, however, is limited to looking at each aspect individually, leaving the 
study of the dynamic aspects of decision making to a later stage.  All three analyses are 
investigated using reduced form regressions to identify key variables that may influence 
household decisions.  The second set of analyses is focused on farm productivity, and examines: 
(i) the basic determinants of agricultural productivity; and (ii) the factors influencing farmers’ 
decisions regarding input use and technology adoption.  Policy recommendations based on the 
results are offered. 

Crop choice and market participation 

2.62 Recent household survey data show a high degree of degree of diversification.61  The 
estimate of the Simpson index, a measure of diversification, is quite high at 0.70.62  The most 
widely grown crops are beans (grown by 76 percent of farmers), maize (75 percent), matoke (67 
percent), sweet potato (52 percent), and cassava (48 percent).  Coffee is grown by 31 percent of 
the sample and other industrial crops by 8.4 percent.  In terms of area, cereals are grown on 
average on 22 percent of the farm area, bananas on 25 percent, legumes on 19 percent and roots 
on 18 percent.  On average, 10 percent of farms grow cash crops.  Vegetables and fruits are 
grown by few households among those surveyed (15 percent for both) and command a small 
share of the farm area (3 percent). 
 
2.63 The structure of production at the micro-level shows a high concentration in staple 
crops, as may be expected in a poor rural economy.  Clearly there are still signs of households’ 
focus on food security. However, as noted above, not all of these are necessarily “low value” 
crops.  While subsistence requirements continue to play an important role in household decisions 
to allocate land among crops, a number of factors including risk aversion, market opportunities 
and profitability probably explain why a majority of households grow at least one and usually 
more basic staples (e.g., cereals, matoke, cassava, and roots).  This could also reflect lack of 
adequate integration and outreach of markets, which raises food security concerns and risks 
facing households, forcing them to diversify into multiple staple crops.   
 
2.64 At the same time, however, a very large percentage of farmers participate in the 
market.  Overall, about 77 percent of the households report selling at least a part of their 
produce, with the percentage particularly high for vegetables (96 percent), cash crops (91 percent) 
and fruits (85 percent).  The high percentage of even staples (close to 80 percent) suggests that 
households may be reacting to a strong demand for staples, perhaps from local and urban centers, 
that provides the incentive for farmers to concentrate on these crops. 
 
2.65 The proportion of output marketed varies by type of crop.  As may be expected, the 
proportion of cash crop output marketed is highest, with almost 100 percent of coffee and over 90 
percent of vanilla marketed. Very high proportions of some other crops, including vegetables 
(such as onions and tomatoes) and rice, are also marketed (ranging from 70 – 90 percent).  The 

                                                 
61 The data used are from the 2003 REPEAT survey, which covered three regions of Uganda (Eastern, 
Central and Western).  
62 The Simpson Index is defined as 1-(Aij/ΣAij)

2, where Aij is the area devoted to crop i on plot j.  The index 
takes the value of 0 for an undiversified crop portfolio (only one crop grown), and rises asymptotically to 1 
as the portfolio is increasingly diversified. 
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proportions of staples such as matoke and cassava are much lower at about 15 percent; the 
proportion of maize marketed is about 26 percent. 
 
2.66 The patterns of farm size, productivity and diversification are complex.  The table 
below gives the averages for some key variables, notably farm area, diversification index, and 
proportion of area under different crops, by six farmer groups.  These groups are defined 
according to farmer productivity, using percentile ranges for the value of production per hectare 
of farm size.  

Table 2-10:  Averages by Value of Production per Acre Groupings 

Percentiles 
Area 

(acres) 
Div. 

Index 
% 

cash 
% 

cereals 
% 

legumes 
% 

roots 
% 

banana 

               
0-10 4.41 0.59 0.08 0.36 0.21 0.21 0.09 
11-25 6.02 0.70 0.09 0.29 0.21 0.16 0.18 
26-50 5.54 0.73 0.11 0.21 0.21 0.17 0.25 
51-75 5.04 0.73 0.11 0.20 0.18 0.18 0.29 
76-90 4.29 0.72 0.09 0.16 0.18 0.18 0.34 
91-100 3.14 0.67 0.09 0.17 0.15 0.22 0.32 

 
2.67 The relationship between farm size and productivity is non-linear, but generally 
shows an inverse relationship.  The smaller farms are the more productive, with productivity 
falling as farm size grows.  However, at the bottom end of the productivity scale farm size falls, 
indicating that not all small are necessarily more productive.   
 
2.68 The least productive farmers are also least diversified.  The relationship between 
productivity and diversification is also non-linear.  Diversification increases to about the median 
productivity farmer group.  The most productive farms again start to specialize, or show lower 
levels of diversification.  These patterns probably reflect changes in the average share of farm 
allocated to each crop in the different productivity groups.  Area under cash crops initially rises 
with productivity and then falls.  The proportion of area under cereals is the highest for the least 
productive group and is consistently inversely related with rising productivity.  Area under 
legumes shows a similar trend, but increasing area under bananas is associated with rising 
productivity.  The proportion of area under root crops initially falls with rising productivity and 
then rises.  

Determinants of on-farm Diversification 

2.69 Larger farms, those in more densely populated areas and those living in more 
remote areas are likely to be more diversified.  Farmers in endemic risks areas are likely be 
less diversified, likely because of a focus on specific less risky crops.  Annex 2.1 gives the 
regression results of the determinants of the degree on-farm diversification.  It should be noted 
that the results are from a reduced form specification; a more structural model would be helpful in 
understanding better the path of influence of different factors, but that is a much more 
sophisticated and time consuming modeling exercise that needs to be pursued as part of the 
ongoing analytical work.  The dependent variable is the farm level of crop diversification as 
measured by the area-based Simpson index.  The regression equation includes a number control 
variables, most notably the district fixed effects that capture a wide range of economic and 
geographical non-observable factors, including price variability.  In addition, within each district 
the agro-climatic factors may vary and hence agro-climate zone indicators are included.  As 
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defined here, crop diversification reflects both the physical dispersion of the different parcels of 
land owned by the household and the choice of crops.  Thus, the positive impact of the number of 
parcels cultivated helps control for this source of diversification.   
 

• Larger farms are more diversified as are farms located in more densely populated areas.  
The latter may reflect that higher population pressure leads household to diversify their 
production patterns, in part as a risk aversion measure but also to meet family 
consumption requirements. 

• The distance from district towns is positively correlated, indicating that households in 
more remote areas are more likely to diversify.   

• Those who live farther from agricultural markets are more likely to diversify.   

• Along with the fact that those who sell on farm are likely to be more diversified, this 
indicates that more remote households, and more specifically those whose access to 
markets is limited, are more likely to diversify. 

• None of the demographic variables are significant determinants of diversification; the 
only variable weakly associated with less diversification is the indicator for male-headed 
households.   

• Nor are any of the connectivity variables significant (e.g., ownership of radio, mobile 
phones or bicycles).   

• The impact of exogenous shocks (i.e., factors that damage production) shows significant 
effects.  The damages are reported by households for their crops in the survey year.  
Since the diversification decision is made at the start of the growing period (i.e., prior to 
the incidence of weather or pest or other damage is incurred on individual crops), this set 
of variables is used to capture potential endemic risks in each location.   

• With that interpretation, it appears that areas that suffer from droughts, diseases, and 
pests are likely to be less diversified, probably because they concentrate on fewer but 
more drought resistant crops.   

Determinants of share of land allocated to commercial crops 

2.70 Crop choice is determined by market access, endowments, and prevailing risks. Area 
allocation to individual crops provides some explanation of the results from the generically 
defined level of diversification in the previous section.  Annex 2.2 gives the results of models 
explaining the proportion of area under the five main crop groups – cash crops, cereals, legumes, 
roots and bananas. These results are from fixed effects regressions to identify factors influencing 
the share of farm area under different categories of crops to provide additional insight to the 
degree of commercialization.  Prices are an important determinant of crop allocation decisions; 
however, for lack of a complete set of prices, these effects are controlled for through district 
specific effects.   
 
2.71 Proportionally greater area is devoted to cash crops and legumes as farm size 
increases and population density decreases.  Cereals and bananas are allocated proportionally 
less (coefficient less than 1), while area allocated to root crops falls rapidly.  These show that as 
farm size decreases, farmers tend to retreat into subsistence.  High population density also places 
a greater premium on cereals and legumes, and to a lesser extent on cash crops, but reduces the 
area to root crops.  The large influence of land pressure on cereals reflects food security concerns.  
The share of banana (matoke) appears to be uninfluenced by population pressure. 
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2.72 High market access promotes the production of cash crops and banana, while 
reducing the dependence on root crops.  Both cash crops and banana have high commercial 
value and hence this confirms the importance of market access for commercialization. Holding 
market access constant, distance to markets is positively correlated with the production of cash 
crops, which probably reflects the degree of specialization in cash crops that is likely to occur in 
areas farther from populated areas.  This is consistent with the negative impact of distance to 
markets for cereals and legumes, both relatively low value and bulky crops.  The positive impact 
on root crops reflects subsistence focus away from markets, with the same holding for bananas, 
although bananas are also easily transportable and marketable.  The indicator for selling on farm, 
as opposed to in markets, is also consistent with the distance to market, and has similar patterns 
across crops.  This likely reflects the fact that cash crops, being commercial, also have a larger 
interest among traders and hence a greater propensity to be marketed at the farm gate as opposed 
to in the market center.  At the same time, the low value-high bulk cereals are probably less 
attractive to traders and hence are more often sold at the market place than at the farm gate. 
 
2.73 Farmers’ age and household size matter.  Among the demographic variables, farmer’s 
age (a proxy for farming experience) is an important determinant of allocation to cash crops and 
bananas as opposed to the other crops.  Household size, a proxy for food security concerns, shows 
up as important only for root crops (largely cassava).   
 
2.74 Exogenous shocks such as weather and pests/diseases also have predictable impacts, 
reflecting important risk aversion behavior.  Droughts reduce allocation to cash crops, root 
crops and bananas, but increase the focus on cereals.  This likely reflects subsistence 
requirements take precedence in the presence of drought risk.  At the same time, prevalence of 
diseases affects cereals and legumes negatively but increases the reliance on cash crops.  Pest 
damage reduces allocation to all crops with revealed preference towards bananas. 

Determinants of the share of output marketed 

2.75 Distance to district towns is an important determinant, with households closer to 
towns marketing less, while likely relying more on non-farm income for their cash 
requirements.  This puts the focus on transport and market infrastructure to reduce marketing 
costs for households in more remote areas to benefit more from commercialization. 
 
2.76 Households that have higher production per unit of land market a higher 
proportion of their product.  The value of production per hectare, or plot level productivity, was 
included to capture factors that may affect outcomes beyond the factors explicitly included in the 
regression.  Farm level productivity also has its own influence on a household’s decision to 
market its output, as a higher level of productivity is likely to lead to a larger quantity marketed.  
The results show that this is a statistically significant factor.   
 
2.77 A large number of farmers, other than those producing cash crops, are participating 
in markets.  Overall, the proportion of output that is marketed is also a good indicator of the 
degree of commercialization or market participation.  Annex 3 gives the regression results 
describing the market participation analysis.  The estimation uses plot level data, as farmers were 
asked how much of the output from each plot was sold.  Since the quantity sold was zero for a 
significant number of plots (about 38 percent of the 9,137 observations available for estimation), 
a Tobit regression was estimated. The regression controlled for district fixed effects (not reported) 
in addition to the agro-ecological zones and crop groups indicated in the results table.   
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2.78 Root and fruit crops are marketed less than cash crops, vegetables, and cereals, and 
those living farther from a district town market more of their output.  Households farther 
away from the district town (the main urban economic center in the district) tend to market a 
greater proportion of their output. This likely reflects the fact that households closer to the district 
town rely more on non-farm income for their cash needs and probably produce for own 
consumption needs.  This is an important result since the regression controls for the different 
types of crops grown.  Thus the fact that commercial crops are grown more in areas farther from 
town centers (because of specialization as noted in the previous section), and these are likely to 
be marketed more than other crops, is controlled for in this regression.  A similar effect holds for 
distance to markets. 
 
2.79 More remote households receive a lower price for their products, and hence may 
need to sell more of their output to generate sufficient income to meet non-food 
consumption needs. That the households with high market access get a better price for their 
products, and those selling on farm get a lower price, is confirmed using preliminary regressions 
of prices on these variables (using the REPEAT survey data – results not reported).  These results 
were also found in Porto et al. (2006) from 1999 UNHS data.   
 
2.80 Current estimates indicate that for cereals and beans, farm gate prices are 17-20 
percent lower than at the market place, indicating a high transport cost element.  At the 
same time, high market access raises prices received by farmers by about 20-40 percent 
(estimated to be significant for some but not all crops).  Further analysis is needed to better 
understand the factors driving household marketing decision, using better data and statistical 
methods. 
 
2.81 Food  security and risk aversion are important concerns.  Households headed by 
older people and larger households tend to market less of their produce, both reflecting food 
security concerns and risk aversion.  As may be expected, larger farms participate more in 
markets.  Households that have borrowed money also participate more, reflecting the need to 
generate cash to repay their loans.  Finally, all damage variables have negative coefficients, with 
five of the six variables statistically significant.  This is also intuitive, as lower outputs are less 
likely to be marketed as households try to meet their own requirements.  But also, as before, if 
weather or pest/disease damages are endemic, this could also reflect a retreat to self-subsistence.   
 
2.82 Summary: The above findings on farm level diversification, allocation of area to 
different crops, and the degree of market participation (proportion of output sold) indicate some 
common issues that are important.   

• Market Access and Infrastructure:  They highlight the importance of access to 
markets, indicating the need for improved infrastructure, to help in the commercialization 
process.   

• Population Pressure: The second key point relates to population pressure, as it forces 
households to either retreat into subsistence production and use of outputs, with their 
focus more on assuring household food security.   

• Risk and volatility:  A consistent theme emerging in influencing household choices is 
weather-, pest-, and disease-related risks that affect not only the degree of diversification 
and crop choice, but also the degree to which farm output is marketed.  Importantly, 
damage from excess water has a larger quantitative impact than droughts, indicating need 
for better water and natural resources management.  
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2.83 These effects clearly swamp the effects of household characteristics such as education (an 
important determinant of other sources of income), physical assets (other than land), and access to 
information.  The main implications emerging are the need to increase investments in public 
goods targeting pest and disease control, while also focusing on natural resource management 
issues and household risk management. 

Determinants of agricultural productivity 

2.84 As noted earlier, there remains considerable potential to raise farm productivity 
through increased efficiency of production and yields.  This section is focused on 
understanding factors influencing farm productivity, especially important in light of the above 
results positively linking higher yields to the degree of market participation by households.  
Proper use of inputs, and hence agricultural advisory services, and natural resource management 
practices are important for higher productivity.  Weather impacts, high population density and 
declining farm sizes appear to be main constraining factors.  Using plot level data on crop 
production from the REPEAT household survey, factors contributing to higher production are 
investigated.  The value of plot production is explained, and the regression is estimated across all 
plots.  The results from the regression holding LC1 level fixed effects constant are given in 
Annex 4.  Dummy variables for the type of crop grown on each plot are included to control for 
crop-specific effects.  Agro-ecological indicators are also included to hold these factors constant. 
 
2.85 The regression results show that the value of production is lower on intercropped 
plots (i.e., plots with multiple crops as opposed to a single crop grown).  Thus the declining farm 
sizes and increased intercropping evident from the macro data are constraining growth in overall 
production.  As expected, plot size has a positive impact.  For key productivity enhancing 
variable inputs (i.e., improved seeds and fertilizers), dummy variables are used to capture the 
average effect of their use.  The marginal effect using quantities provides qualitatively similar 
results.  Using quantities would reflect the combined effect of the usefulness of the input as well 
as the efficiency with which they are used.  The latter is planned to be investigated at a later time.  
 
2.86 Improved seeds and natural fertilizers have a large and quantitatively important 
impact on production, but chemical fertilizers appear not to be used properly.  As currently 
used, natural fertilizer use on average is associated with about 40 percent higher production, all 
else held constant.  Similarly, improved seeds increase production on average by about 21 
percent.  Chemical fertilizers have a statistically insignificant estimate, but a large effect 
quantitatively.  This suggests that currently the chemical fertilizers are not being used properly, 
resulting in a highly variable impact.  Irrigation does have an impact, but it should also be noted 
that at the moment a very small percentage of area is irrigated.  Investment in farm capital is also 
very low, with hand implements as the main form of capital for most farmers.  Thus, the 
insignificance effect is not a surprise.   
 
2.87 Mulching and zero-tillage, as well as slash and burn practices have significant and 
positive impacts on farm productivity.  This suggests that there remains room for improving 
soil fertility through better management practices, but it also indicates that farmers who are not 
practicing these methods, and who are also not using fertilizers, are likely depleting soil fertility 
quite rapidly.  Overall, 63 percent of the farmers are using at least one NRM practice, with 25, 15, 
2 and 43 percent of the plots using mulching, slash and burn, zero tillage and compost, 
respectively.  Zero tillage is the most beneficial of these, but this is practiced on only 2 percent of 
the plots.  Compost appears to have the least benefit but is used on 43 percent of the plots.  This 
remains an area for further research and investigation, as it is possible that the proper composting 
practices are not being used. 
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2.88 The variables that might affect farming efficiency, namely market access, distance 
to plots and population density, have statistically significant effects.  The distance to plot, in 
terms of time from homestead, has a negative impact (as it likely reduces the incentive to give 
distant plots more attention); high market access areas have a substantial positive impact on the 
value of production; and high population density has a negative impact on value of production.  
These reflect the indirect influence through crop choices (discussed earlier), but also affect 
economic efficiency as they influence farmer incentives.  They could also reflect other 
unobservable effects, such as general and economic services associated with easier access to 
markets (economic dynamism).  The Boserup hypothesis would dictate that population pressure, 
through smaller farm sizes, increases the incentive to become more efficient, but it is also 
possible that population pressure is leading to soil depletion and reduced productivity.  Which of 
these hypotheses reflects the true underlying factors needs further investigation, but also requires 
panel data that is currently unavailable.   
 
2.89 Weather shocks and education have significant impacts on production.  Education 
has a strong and large positive impact.  Dummy variables indicate that drought and other weather 
impacts have a significant impact on production, confirming the importance of these variables in 
the household decision making discussed earlier.   
 
2.90 More effective and demand-driven technical advice (as opposed to simple delivery of 
extension services) has a strong positive impact.  Credit is not an important factor.  Two key 
policy variables that usually attract a lot of attention are credit and agricultural technology 
extension or dissemination services.  The data show that credit does not have any impact on 
production.  Including access to extension services does not have any impact (not reported), but 
when a variable indicating whether households applied the extension advice (the true test of 
effective extension services), the impact is significantly positive.   
 
2.91 The main finding here is that delivery of extension services is not sufficient, and that 
the relevance of the advice provided, as revealed through actual adoption by farmers, is 
more important.  This result is also consistent with emerging evidence on the impact of National 
Agricultural Advisory Services projects (NAADS), which shows that NAADS is delivering more 
effective demand driven and farmer controlled advisory services and that the program is 
beginning to have significant impacts on farmer income (via moves to higher value production 
enterprises and rising productivity). 
 
2.92 Fertilizers are perhaps not being used efficiently.  Further and better analysis is needed 
to guide policy actions, especially on the determinants and economics of fertilizer use.  The above 
analysis is based on cross-sectional data.  While it is useful and can provide a number of insights, 
some key policy issues can only be isolated using a panel data set that allows controlling for a 
number of unobservable variables.  One such key variable is the impact (average or marginal) of 
chemical fertilizer use.  As noted, the estimated coefficient is quantitatively important but 
statistically insignificant (both the average and marginal impacts.  Whether this means fertilizer is 
being used inefficiently requires further study with more robust statistical methods.  One key area 
for further investigation is whether fertilizers are profitable – under current practices as well as 
under more efficient use of fertilizer.63   

                                                 
63 The REPEAT survey provides an opportunity to do this with a recent resurvey of the households used for 
this analysis.  It is also possible to link back to an earlier IFPRI survey, which was more limited in its 
coverage, but does provide a subset of households used in this survey.  These investigations are planned for 
a follow up study to this analysis. 
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Determinants of input use 

2.93 The use of modern inputs is growing in Uganda, but its intensity remains among the 
lowest in the world.  The use of fertilizer is growing at a rapid 18 percent rate of growth since 
1982 (and at much faster if only the late 1990s are considered).  Yet fertilizer intensity is less that 
10 percent of even the average intensity for Africa.  Other inputs such as seeds, capital and other 
chemicals remain very low.   

Figure 2-18:  Fertilizer Use (100 gms per Ha) 

 
 
2.94 Whether or not the cost of fertilizer is a binding constraint remains a subject of 
debate, with insufficient evidence to support the case.  As the table below shows, only 4 
percent of the farmers in 1999/2000 reported using inorganic fertilizer.  Improved seeds were 
used by a much larger but still low proportion of 18 percent, and pesticides used by about 9 
percent.  A lot of policy attention is focused on the “cost’ of fertilizer and attempts to subsidize 
fertilizer to promote its use.  But it is not evident that cost is the binding constraint in the use of 
fertilizers.  The table below also shows that more farmers are incurring as high a cost (on a per 
acre basis) using other inputs that cost as much or more than fertilizers.   
 
2.95 It is not at all clear under these circumstances that credit for fertilizer will increase 
its use.  These results, combined with the production function findings above which show that the 
impact of fertilizer used is statistically insignificant, suggest that there may be other reasons for 
farmers not using fertilizer.  At the same time, improved seeds and natural fertilizers were found 
to have a significant impact and the table above shows that more farmers are indeed using these 
inputs. 
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Table 2-11:  Household Use of Improved Agricultural Inputs in 1999/00 

 
2.96 Relevant technical advice has a significant positive impact on input use.  Ongoing 
pilot programs (e.g., Agricultural Productivity Enhancement Project (APEP) program on maize 
production in Eastern Uganda) also find that chemical fertilizers can be profitable if used 
properly.  Additional evidence of the importance of appropriate uses of inputs is the finding by 
International Food Policy Research Institute (IFPRI) from a recent survey conducted as part of 
the NAADS mid-term evaluation (Nkonya et al. 2005).  The survey found that among households 
who were aware of modern inputs or technologies and had received advice on their use, adoption 
rates were significantly higher than households who were also aware of these inputs or 
technologies but had not received advice on their proper usage.  This is a significant finding in 
that appropriate advisory services, not only on enterprise selection but also on input use, can have 
a significant productivity impact. 
 
2.97 Infrastructure has a strong and consistent impact on adoption of modern 
technology, as does effective delivery of advisory services; but credit consistently fails to 
show up as a determining factor.  Given the critical importance of modern inputs to 
productivity growth, this section looks at the determinants of adoption of these inputs.  Two data 
sets are used for this analysis.  One is the National Service delivery Survey (NSDS) data, which 
are more limited in information on input use, but nevertheless have certain types of information 
that allow tests of some important hypotheses.  The other is the REPEAT household survey, 
which also has certain unique types of information for testing additional hypotheses.   

Analysis using NSDS 2002/03 Survey  

2.98 The NSDS data do not have any information on fertilizer use, but do have information on 
the use of improved seeds and on other inputs (chemicals, pesticides, etc.).  Using Probit 
equations, the results on factors affecting the adoption of improve seeds and all inputs are given 
in Annexes 5 and 6, respectively.   
 
2.99 Identifying the impact of credit is difficult.  The NSDS contains data on a series of 
questions asking households if they needed credit; if so, whether they applied for credit; and if so, 
whether they got the full amount applied for, a partial amount or nothing.  Normally, including 
credit in a regression establishes correlation but determining causality is very difficult.  That is, it 
is not clear if higher credit leads to increased input use or whether households actually seek out 

  
Number of 
Households USh per Acre 

Household Adoption 
Rate (adopting hh 
as a % of total hh) 

Single input adoption 666,652 9,112 23% 
Two input adoption 221,337 26,969 8% 
Three input adoption 68,460 50,785 2% 
Full input adoption 15,422 51,138 1% 

Fertilizers 261,346 15,137 9% 
Manure 169,573 14,936 6% 
Inorganic 75,117 13,293 3% 
Manure+Inorganic 16,655 25,303 1% 

Pesticides 249,183 12,277 9% 
Improved Seeds 504,952 7,018 18% 
Land Preparation (tractors, oxen, 

etc.) 360,910 16,211 13% 

Source: 1999/00 UNHS 
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credit once they have decided to use inputs (e.g., once they are empowered with knowledge on 
their effective use).  This endogeneity is difficult to overcome as the appropriate instruments for 
the credit received are often not available.  Another problem is that credit access is often 
determined by a number of factors that also relate to input use (farm size for collateral purposes, 
household wealth, education, etc.).  Thus what is captured as a “credit” effect may actually 
represent the impact of some other unobservable characteristic.  This is confirmed by an auxiliary 
relationship (the results of which are not reported here) between expressed need for credit as well 
as of the credit amount applied and a number of household characteristics and 
infrastructure/access variables.  The results show a strong correlation between dependent 
variables and better roads, farm size, participation in livestock activities, and the level of per 
capita total consumption expenditures.  Since these also affect adoption decisions, it is difficult to 
disentangle the pure credit effect. 
 
2.100 It is not evident that credit constraints are the most binding on household decisions 
to adopt inputs.   The data at hand allow testing for the hypothesis that credit rationed 
households end up using less inputs.  Using full information available in the survey, the impact of 
the various interrelationships is minimized by explicitly including key variables to tease out 
possible causal effects.  With regards to credit, in addition to whether the household applied for 
credit, another variable is included to capture those households who expressed a need for credit 
but did not apply.  Thus, while the application of credit is likely to be associated with increased 
adoption, those who expressed a need for credit but did not apply are expected to be negatively 
affected, i.e., they should have a significant and negative coefficient.  Additionally, two variables 
are included to indicate those households who applied but got only partial or no credit.  The 
hypothesis here is that these households, being rationed, should have a negative coefficient for 
adoption (relative to those households who applied and got the full amount applied for).  The 
results confirm a positive and significant correlation between the variable indicating that a 
household applied for credit the adoption of improved seeds.  However, none of the other three 
credit variables are significant, raising doubts about the causal effect from credit availability and 
adoption of improved seeds.  On the contrary, in the regression for all inputs combined (Annex 
2-6), households who did not apply for credit also have a positive and significant coefficient, 
which is inconsistent with the credit constraint hypothesis.   
 
2.101 Infrastructure and agricultural advisory services have consistent and strong 
impacts on adoption.  The quality of roads matters, as progressively poorer quality roads 
(murram, feeder and community roads, respectively) have progressively negative impacts on 
adoption in both equations.  Distance to roads is also a disincentive for seed adoption but not for 
all inputs taken together.  Extension services, including the presence of NAADS, over and above 
extension services, have a positive and significant impact, confirming the importance of 
appropriate advice on input use.  
 
2.102 Crop indicators, farm size, number of adults, gender and age affect input use.  A 
number of crop indicators are significant, indicating that not all inputs are applicable or adopted 
for all crops (reflecting in part the availability or applicability of such inputs for certain crops). 
Farm size has a positive impact in both equations, but the number of adults matters only for seed 
adoption, while males are more likely to adopt inputs more broadly defined.  Age has a negative 
impact in both regressions, also statistically significant only for all inputs taken together. 
 
2.103 The NSDS results for input use confirm results for productivity and diversification; 
infrastructure and advisory services matter, but it is not clear that credit does.  Of course, 
access to credit will help, but the driving force seems to be profitability through access to markets 
and relevant information.  Given the hard choices to be made on public expenditures, the 
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rationale for a large scale investment in providing credit services to farmers is not likely to have a 
large payoff, while it will probably have significant opportunity costs in terms of other key 
investments that could be made with scarce resources. 

Analysis using REPEAT Survey 

2.104 The data from the REPEAT survey provide an alternative source of information on the 
determinants of adoption.  This survey collected information on fertilizers (both natural and 
chemical), as well as on the use of improved seeds. Again probit equations are used (the results 
are in Annexes 2-7, 2-8 and 2-9) to model the probability of adoption of each input relative to a 
wide set of explanatory factors.  The results are intuitive given the cost and familiarity of 
different types of households with chemical and natural fertilizers. But the main conclusions on 
key policy issues remain the same as those derived from the NSDS data.  These findings confirm 
the same for the case of fertilizer use – which information was missing in the NSDS data. 
 
2.105 The results for improved seed adoption are similar to the NSDS results but provide 
additional insights: intercropping, large families and weather and pest shocks reduce the 
likelihood of adoption.  Mixed plots (intercropped) are less likely to adopt improved seeds; 
hence, as farm sizes get smaller and more farmers resort to intercropping, the likelihood of using 
modern technology to raise productivity is diminished.  Availability of credit does not have any 
impact on adoption of improved seeds. Plot size, total wealth, farm capital and irrigation use are 
significant determinants of improved seed adoption.  Large households, and families with older 
household heads, are less likely to adopt.  Areas suffering from weather shocks and pests are less 
likely to adopt.  Interestingly, households who practice mulching or zerotillage are less likely to 
adopt modern technology, while those practicing slash and burn are more likely to adopt 
improved seeds.  
 
2.106 The further the distance to district towns, the less the likelihood of adoption, but 
higher population density is positively associated with adoption of improved varieties.  Radio 
and mobile phone access is negatively associated with improved seed use, which is a surprising 
result.  The access to markets variable is insignificant, perhaps because the distance to district 
town is capturing this effect.   
 
2.107 The factors explaining the adoption of chemical fertilizers are very similar.  Credit 
again has no impact, while market access (as opposed to distance to market towns) is now 
significant.  NAADS has a positive impact (though significant only at 10 percent level).  Natural 
resource management practices have the opposite effect of those on the adoption of improved 
seeds, but have intuitive signs.  Mulching does not show any influence on chemical fertilizer 
adoption; slash and burn practice reduces the demand for fertilizer; and zerotillage increases the 
demand for fertilizers.  Other farm and demographic variables have a similar effect as on the 
adoption of improved seeds. 
 
2.108 The determinants of adoption of natural fertilizers also are the same as for chemical 
fertilizers.  Again, credit is not significant.  The main differences are that for natural fertilizers, 
market access variables (either the distance to district towns or a market access indicator) are not 
significant. Wealthier households demand less natural fertilizer, and farm size and household size 
both reduce natural fertilizer demand. Mixed crops, on the other hand, use more natural than 
chemical fertilizer.  Education increased the likelihood of adoption of natural fertilizers but was 
insignificant for chemical fertilizers.  Mulching reduces the likelihood of adoption, while slash 
and burn increases it. Farmers in high populated areas are more likely to adopt natural fertilizer, 
as are those who own more cattle. 
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Demand Side Analysis: Incentives for Productivity Growth 

2.109 To stimulate production and productivity growth, the incentives facing the farmers 
need to be attractive.  The correlation of trends in area allocation among crops with net returns 
per hectare demonstrates this.  Prices and risks are key elements of the market environment that 
are important for farmers.  Increased supplies with inefficient or segmented markets or markets 
that fail to absorb the increased supplies can create severely adverse incentives.  Thus, to fully 
understand the potential for growth in the agricultural sector, the demand side of the equation 
must also be taken into account. 
 
2.110 High price variability identified earlier suggests there may be demand side 
problems, specifically a lack of effective demand.  Price fluctuations could be suggestive of 
markets not clearing adequately, either because the markets are functioning imperfectly or 
because there isn’t enough purchasing power.  The two sources of demand for agricultural 
products, including food products, are domestic demand and exports.  By far the main source of 
demand is domestic, which is in turn related to domestic incomes.  Exports of industrial crop 
exports are primarily to the world market, while food crop exports (mainly maize but also other 
foods) are primarily to regional markets.   

Domestic consumption patterns 

2.111 An important determinant of the price for domestic food commodities is the 
structure of domestic consumption (i.e., household per capita expenditures). Patterns of 
consumption and their impacts on domestic prices helps assess the prospects for various 
commodities and also helps guide public policy decisions that may be targeted as supply side or 
demand side constraints. This section describes the structure of consumption and provides 
estimates of Engle elasticities for main food crops (to explain how consumption levels change as 
expenditures or incomes rise. 

Figure 2-19:  Household Per Capita Expenditures 

 
 
2.112 Consumption patterns: A large share of household expenditures goes on food. The 
2003 REPEAT household survey data show that households on average spend about 58 percent of 
their total per capita expenditures on food.  Of the total, 26 percent is accounted for consumption 
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of own produced products (Yamano et. al. 2004).  Of the cash expenditures, another 34 percent is 
spent on purchase of food.  UNHS data for 2003 show that on average about 51 percent of 
household expenditure is spent on food and only 4 percent on non-consumption.  The share of 
rural expenditures is higher (55 percent) than in urban areas (47 percent).  Of the food 
expenditure, about 29 percent is from own production and 67 percent is purchased food (about 4 
percent is “free food”).  Purchased food is 85 percent of the food bill for urban households, and 
54 percent for rural households, who consume a larger proportion of own produce.  Ownfood is a 
relatively larger part of the food consumption expenditure for the lowest quartile (based on per 
capital total expenditures), at 43 percent.  This declines with rises in income (36 percent, 25 
percent and 11 percent for successively higher income quartiles). But surprisingly, the share of 
food in total expenditure of all four quartiles is about the same (51 percent, 54 percent, 52 percent 
and 51 percent from the bottom to the top quartile, respectively).  
 
2.113 A very large proportion of the income at the margin is spent on food reflecting a 
continuing need to raise food productivity to lower real prices for broad welfare impacts. 
The total expenditure elasticity of demand for food, controlling for household size, is estimated to 
be very high at 0.74. (The estimated elasticity of food consumption is 0.76 using the REPEAT 
survey data.)  For non-food consumption and for non-consumption expenditures the elasticity is 
about the same at 1.17.  In urban areas, households spend 70 percent of their marginal shilling on 
food; in rural areas, this rises to 81 percent.  Per capita expenditures are still very low: in 2002/03 
monthly per capita expenditures are estimated at USh 23,474 in rural areas and USh 70,167 in 
urban areas.  This indicates the low income levels, with high marginal propensity to spend on 
food.   

Demand for agricultural products 

2.114 Meat and fish have the highest share of food expenditures, followed by matoke, 
cassava, and pulses.  Expenditures on other commodities are lower, ranging from 1 percent to 7 
percent, as given in the table below. The results from the regression analysis are also summarized 
in the table below.  Engle curves were estimated by regressing the share of each commodity 
against the log of total food expenditures on log of household size (see results in Table 2-12).  
Prices are not available but the results obtained are consistent with those for fixed effects models, 
with district fixed effects used to control for price variation across districts.  Because of a large 
number of zero quantities reported (e.g., different staples are consumed in different regions based 
on tradition and agro-ecological suitability), Tobit regressions were used.  Foods were classified 
into 14 groups, some as individual commodities, others as categories representative of a group of 
commodities.  The sign of the coefficient indicates the commodity expenditure elasticity as 
greater than one/less than one when the estimated coefficient sign is positive/negative.   
 
2.115 Matoke is a preferred staple, whereas cassava is an inferior staple.  Maize 
consumption also falls as total food expenditures (and hence incomes) rise.  Consumption of 
other cereals (rice, breads, etc.) increases as expenditures rise.  The results for livestock products, 
oils, fruits, beverages and other foods are as expected – with elasticities greater than one 
indicating rising shares of these commodities as incomes rise.  Roots, pulses and sugar/salt/spices 
appear to be inelastic in demand, indicating that at lower levels of income, they are substituted for 
the higher value animal proteins and other starches. What is not usually observed is the fall in the 
share of vegetables.  This suggests that perhaps households at all levels are producing and 
consuming vegetables but as incomes rise, they prefer to switch to other foods.  This is also 
consistent with a diversified agriculture with a continuing subsistence orientation.  Some of these 
consumption patterns may also be consistent with isolated markets (lack of adequate 
transportation facility or high transfer costs) that make local areas diversify into a number of 
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commodities and promote local consumption.  The fact that weather and soil conditions are 
reasonably good across the country allows farmers to grow multiple commodities, either autarkic 
reasons or for economic reasons (e.g., high transaction/transport costs provide incentives for 
production for own consumption). 

Table 2-12:  Results of Engle Curve Estimation 

Commodity Share in Food 
Expenditure 

Log of food expenditures Log of household size 

Matoke 0.10 0.064*** -0.014*** 
Maize 0.06 -0.005* 0.034*** 
Cassava 0.09 -0.092*** 0.102*** 
Other cereals  0.06 0.027*** 0.005* 
Roots (potatoes) 0.07 -0.026*** 0.057*** 
Meat and fish 0.14 0.077*** -0.023*** 
Milk and eggs 0.05 0.093*** -0.026*** 
Oils and fats 0.03 0.013*** -0.003*** 
Fruits 0.02 0.030*** -0.004** 
Vegetables 0.07 -0.035*** 0.018*** 
Pulses 0.12 -0.058*** 0.058*** 
Sugar, salt and spices 0.07 -0.003*** 0.002** 
Beverages 0.06 0.057*** -0.050*** 
Tobacco 0.01 -0.007 -0.011** 
Other foods 0.06 00.280*** -0.34*** 
***, **, *: significance at 99%, 95% and 90%, respectively. 

 
2.116 Summary: food expenditures dominate household consumption expenditures, reiterating 
the need for the following. 
 

• Continued focus on increasing productivity and production of basic food commodities to 
reduce real prices for welfare gains.   

• The elastic demand for certain commodities identifies potential areas where additional 
production could be absorbed domestically (assuming marketing, transaction and 
transport costs are not prohibitive).  These include matoke, livestock products, fruits and 
other cereals.   

• The importance of matoke highlights the need to focus on Banana Bacterial Wilt and 
other diseases that have reduced production in recent years.   

• The elasticity of other cereals indicates that the recent focus on rice (with growing urban 
demand) is justified.   

• Livestock products have the highest elasticity and offer the best market prospects.  But 
the livestock sector remains underdeveloped and livestock marketing remains inefficient.  
The livestock sector could be significant potential source of growth for agriculture. 

• For other crops with inelastic demand, cost-effective and competitive supply to regional 
and global markets is the best option.   

• Maize has a ready regional market and a substantial volume is already being traded, both 
formally and informally.  Prospects for maize marketing could be significantly improved 
through trade negotiations and agreement with Kenya for maize trade.   

• The prospects for maize as animal feed also remains severely underexploited but its 
prospects are tied to the development of the poultry and animal feed industry.   
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• The market potential for other staples, such as cassava, is pessimistic but it has performed 
well over the last few years indicating that to some extent it remains an important food 
security crop.   

• There are also prospects, currently under review by private investors, for cassava 
processing as an industrial starch. its continued relevance remains to be tested (as for 
processing for starch, and other products).   

• Similarly, the regional demand for vegetable exports needs to be determined. 

The performance of markets and market efficiency 

2.117 This section looks at how well agricultural markets perform in Uganda, and hence 
how well they transmit market signals. Lowering real food prices for consumers is a key 
development objective. One of the primary contributions of agriculture towards poverty reduction 
is the potential to lower real food prices via increases in production.  But for this productivity 
based growth to be sustainable, it is important that farmers have adequate incentives to pursue 
productivity enhancing practices.   
 
2.118 The efficiency with which markets operate determines farmer incentives.  The level 
of retail prices and farm gate prices, the variability in producer prices and high input costs are 
critical elements of farmers’ incentive structures, and they are, in turn, a function of how well 
markets operate.  Productivity increases are a result of a combination of higher yields through 
improved technology and shifts in farm and crop enterprises to higher valued activities.  Yield 
increases can be brought about through improved technical efficiency of production (adoption of 
improved crops and practices) and economic efficiency (through more efficient use of inputs in 
response to market signals). Adoption of technology is critically dependent on profitability of the 
input use, and this is a function of market incentives, primarily the result of how well markets 
function.  
 
2.119 Lowering high marketing margins serves the dual purpose of lowering retail prices 
and raising farm gate prices.  Transport costs are important determinants of marketing margins, 
and it is estimated that these costs are a large proportion of the total marketing costs in Uganda.  
How well markets clear, in terms of geographical or inter-temporal arbitrage, determines the level 
of price variability, an important factor in the decision making process of risk-averse poor 
farmers.   
 
2.120 At the macro level, food prices relative to non-food prices show a long term decline.   
This is encouraging as it suggests rising food production is putting downward pressure on food 
prices. The figure below shows that after rising in the early part of the 1990s, food price inflation 
leveled off around 1998, and has started to rise in the past two years.  Non-food prices have 
maintained a steady upward trend.  The relative prices show a slight declining trend in food 
prices, with a notable deviation from the trend due to the fall in food prices during 2001-2002.  
The sharp decline in food prices between 2001 and 2002 is a reflection of market imperfections, 
the exact reasons for which are not fully known and need to be investigated further.  As noted 
earlier, in part this was due to the shift in the demand for bulk food by WFP and good agricultural 
production in neighboring countries. 
 
2.121 The detail with which the performance of agricultural markets in Uganda can be 
studied is limited by the availability of a long enough time series for relevant prices.  From 
the available data, this analysis first looks at the ratio of producer prices (national average) to 
export prices for selected commodities; the trends in whole price differentials between markets; 
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and the incentives for arbitrage.  It finally tests for market integration and assesses how well the 
wholesale markets are functioning. 

Figure 2-20:  Trends in Price Indices 

 

Export margins 

2.122 For the main export crops, both formal and informal, the share of the export price 
received by farmers is a useful way to look at the likely performance of markets.  The trends 
in the ratio of nominal producer prices (national average) to export prices are given in Annex 2-7.  
Among basic staples, the share of bananas is low but more or less constant since 1990; the share 
of maize is relatively high, but also fairly constant.  The different levels could reflect transport 
costs, since bananas are more prevalent in the western part of the country, while maize production 
is concentrated in the eastern region, closer to Kenya, the main (albeit informal) export market for 
maize. 
 
2.123 The share of producer prices for beans and coffee show a remarkable improvement 
over time, going from about 50-60 percent to almost 90 percent for beans and 80 percent for 
coffee.  The improvements in coffee marketing, with the liberalization of the sector since the 
early 1990s, have been a major factor for coffee.  The beans trend probably reflects the proximity 
to Mbale and the main markets bordering Kenya.  Thus, with increasing demand in the east for 
beans and improved market performance, the share of the export price reaching farmers has 
increased over time.   
 
2.124 Cocoa, cotton, and tobacco show a declining share of producer price in export price, 
only tea has a flat trend.  The share of cocoa has fallen sharply from a high of 75 percent to a 
low of 15 percent.  Cotton, tobacco and tea have a substantial proportion of processing costs and 
hence the share reaching the farmers is lower than other crops.  But the declining shares for 
cotton and tobacco cannot be easily explained.  These could reflect increased processing costs but 
this needs to be investigated further.  
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2.125 The trends across commodities do not reveal a clear cut pattern, nor allow 
speculation of what might be the driving factor.  For example, how much and what the role 
transport costs is versus improvements in market functioning and efficiency cannot be established 
from this mix of trends.64  Even among the relatively low value, high bulk commodities like 
bananas, maize and beans, the trends are very different.  Similarly, the different trends among the 
cash crops make it difficult to draw any conclusions about potential transport cost constraints or 
the impact of fuel prices.  Different commodities are likely to be affected by sub-sector specific 
issues, suggesting that the performance of each commodity needs to be looked at separately and 
in depth. 

Spatial margins 

2.126 Beyond the clearing of markets across space, it is important that markets function 
efficiently.  This will reduce price volatility facing farmers, and lower margins will benefit both 
farmers and consumers.  To assess how market performance has changed over time, the trends in 
marketing margins for four major commodities – beans, maize, groundnuts and matoke – are 
examined (see Annex 2-8).  The data were collected from several markets and on selected 
commodities from around the country from 1991-2005 (sources – foodnet, etc.).  In the early 
1990s, the data were collected on a monthly basis, and from the mid-1990s onwards, on a weekly 
basis.  However, there are a number of gaps in the data.  Therefore, monthly averages are used 
from January 1995 to December 1998, and from January 2001 to December 2005.  Wholesale 
marketing margins are calculated as the ratio of Kampala wholesale price to other markets’ 
wholesale prices.  For presentational purposes, Annex 2-8a presents the trends from 2001-2005, 
using the average for four markets in each of the three directions from Kampala – Southwest 
(including markets in Mbarara, Rakai, Masaka and Kabale); North (Gulu, Arua, Lira and 
Masindi); and East (Soroti, Mbale, Iganga and Tororo).  The trends for the longer time series, 
1995 to 2005, are given in Annex 2-8b (data for matoke are not available for 1995-1998).  
 
2.127 There has been a general improvement in the marketing margins especially over the 
longer term, indicating improvements in market functioning.  The shorter time series also 
shows a general improvement, with some exceptions.  For beans, the markets to the North and 
Southwest show an improvement, with margins reducing to quite low by 2005.  The only 
divergent trend is in the East (ratio is less than one and falling).  This could reflect an increasing 
share of the output going to the Kenyan border from Eastern markets, raising the price in the East 
relative to Kampala, while Kampala is increasingly better integrated with markets to the North 
and West.  Maize prices show an improvement in the margins between East and Southwest, but 
for the North, the trend shows an improvement till mid-2004, after which the price differential 
starts to rise again. The Kampala price is higher than in the North, and the rise in price differential 
indicates the difficulty producers in the North have to market their maize in Kampala.  Markets 
for groundnuts are improving all around (the margins to the North were low to begin with, 
indicating well performing markets).  Matoke price margins are the most volatile and also show 
the biggest movements. Matoke markets have improved dramatically in the Southwest.  Markets 
to the North are improving as well, but widening in the East. 
 
2.128 One general conclusion from this analysis is that wholesale markets appear to be 
functioning well and improving (for the most part).  Decreasing marketing margins could be 
the result of lower transport costs, or improved marketing efficiency and hence lower transaction 
                                                 
64 One also needs to account for the increased efficiency in the transport sector and the increased costs due 
to higher fuel prices. 
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costs, which would indicate increased competitiveness.  As we shall see in chapter 6, there is a lot 
of scope to reduce transport costs. 
 
2.129 A second conclusion is that marketing margins appear to have been reduced to quite 
low levels by the end of 2005 for the North and Southwest, and are higher in the East.  
Taking the average price differential for the period (2001-2005) as a whole, the figure below 
shows that with the exception of matoke, other price differentials are not very high, and fairly 
stable across markets, some of which are widely dispersed.  

Figure 2-21:  Average Monthly Wholesale Price Differential to Kampala (Jan 2001 – Dec. 2005) 

 

2.130 These results are somewhat at odds with the general perception that because of high 
transport costs in Uganda the marketing margins would also be quite high.  It should be 
noted that the markets included in this analysis are major wholesale markets in regional/district 
towns.  They are likely well connected, although roads to some towns may not be tarmac or as 
good as one might like.  Given this, it appears as if the price differentials that transport costs are 
not prohibitive. But it should also be noted that there are peculiarities in the transport market that 
influence transport costs and these vary by town and time of year.  Thus for equidistant towns, 
depending on whether they are on a major trucking route (e.g., to Rwanda or DRC), the backhaul 
freight may not be much, which reduces transport charges (in one direction, usually coming from 
the North or SW to Kampala) and probably explains the low marketing margins to these areas.  
At the same time, transport from the East to Kampala is usually very costly as most trucks carry 
full loads to Kampala (from Kenya) (Kiddedde 2006). 
 
2.131 Marketing margins are also quite stable, with the exception of matoke and maize.  
The figure above shows the average monthly price differential over a five year period. It may be 
possible that prices and price differentials are highly volatile and are perhaps being “averaged” 
out. However, the coefficient of variation of price differentials over the same period for each 
market, shown below, does not indicate very high volatility for most crops.  The prices for 
matoke and maize are the most volatile, reflecting their particular market peculiarities.  For other 
crops, the variability is within reasonable bounds considering it is taking account of both the 
inter-seasonal and inter-year price variability. 
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Figure 2-22:  CV of Monthly Wholesale Price Differential to Kampala (Jan. 2001 – Dec. 2005) 

 
 
2.132 Despite the rising price of petrol, marketing margins have fallen suggesting that 
marketing (and perhaps transport sector efficiency) has dominated in compensating for 
higher fuel costs. This is investigated in the figure below plots the average of the wholesale price 
differential for beans between Kampala to three markets (Mbarara, Mbale and Jinja) plotted 
against the real price of petrol (Kampala). 

Figure 2-23:  Average Wholesale Marketing Margins for Beans & Real Petroleum Pr 
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2.133 The above analysis suggests a 15-20 percent marketing margin between major 
market centers and Kampala, which is mostly due to transport costs.  This compares well 
with the estimated marketing costs for maize in a transactions study conducted in 2002 
(NRI/IITA).  In that analysis, the marketing costs between secondary markets and tertiary 
markets (Mbale, Kampala, Kenya) are estimated to be between USh 10-30 per kg depending on 
the secondary and tertiary markets).  The study associates all these costs to transport costs at that 
level of the marketing chain. 
 
2.134 A large part of the transport cost is incurred before reaching the secondary 
markets, i.e., between farm gate and primary markets, and between primary and secondary 
markets. The above analysis between secondary and final consumer markets does not capture the 
major share of overall transport costs. And while even at the higher level the costs could be 
brought down, it is important to look at the relative prices between farm gate to primary markets 
and primary markets to secondary markets. Unfortunately there are no comparable time series 
data to conduct such an analysis.  But the transaction costs study provides some insights to this.  
The study estimates that transport costs from the farm gate to the primary market are about USh 
10 per kg for maize, which is 15-20 percent of the farm gate price.  The total marketing costs, 
including trader margins of between 4-9 percent, range from 30-43 percent of the farm gate price.  
Of this, 50-75 percent is the share of transport costs alone.  Between primary markets and 
secondary markets, the marketing costs are USh 20-25 per kg, of which 25-40 percent is transport 
costs.  Trader margins were again estimated to be reasonable at USh 3.5-5 per kg or under 5 
percent of the final secondary market price.  
 
2.135 Getting from the farm gate to the primary market, and then from primary to 
secondary markets, costs about the same as getting from secondary to tertiary markets, 
which are at a much greater distance than the first two links in the supply chain.  Overall, 
maize producers get about 45-50 percent of the final tertiary market price (not the retail price as 
retail margins have not been included).   
 
2.136 Thus, the bigger challenge is to tackle the rural transport problem, which adds 
much more in proportional terms to the post-farm gate costs than the transport between 
urban centers/markets.  Clearly a reduction of transport and transaction costs at all levels of 
marketing chain will help improve farmer incentives and market efficiency, but as a priority, 
targeting rural access to markets or reducing the costs of rural transport should be targeted.  How 
much leeway there is or what impact the reduction in different segments of the transport market 
will have needs a more thorough study of the components of transport costs and potential for cost 
reduction (fuel prices, vs transport vehicles costs, vs vehicle operating costs).  Chapter 6 takes 
this issue up. 
 
2.137 Another aspect of marketing is the retail-wholesale price differentials.  In general 
these are larger and more volatile than the wholesale price differentials across market 
centers.  The figure below shows the price spreads for beans, comparing the retail to wholesale 
prices in Kampala and then the Kampala wholesale price to other markets’ wholesale price 
(averaged across markets). The retail-wholesale margins are generally higher in Kampala than in 
other market centers. The trends show that the retail spreads increased until about 1998; after 
2001, the margins have had a flat trend but have been fluctuating.  At the same time, wholesale 
margins declined after 2001.  Retail margins are also more volatile, indicating a fair amount of 
risk in retail business. 
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Figure 2-24:  Price Margins for Beans 

 

Inter-temporal price variability and arbitrage 

2.138 The third major dimension of market efficiency is the degree to which there is inter-
temporal arbitrage – to reduce the gap between harvest season low prices and pre-harvest 
season high prices.  If the storage markets are functioning properly, or are improving, then it is 
expected that the intra-year price rises would become progressively less with time.  Using 
monthly prices (averaged across markets) for different commodities, the price rise between the 
lowest price month and the highest price month, in percentage terms, is plotted for different years 
below.  

Figure 2-25:  Returns to Intra-Year Storage: Average across Markets (Percent Difference between 
Min and Max Prices) 
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2.139 The intra-year price rises have become less pronounced over time (as shown by the 
declining trends) but the absolute magnitudes of inter-temporal margins are quite high.  
Maize prices still rise as much as 50 percent between seasonal lows and highs.  Considering that 
these price rises are often for as short a period as three months, the annualized returns to storage 
are quite high.  A large part of the country also enjoys two growing seasons, implying even 
greater returns to storage activity. 
 
2.140 Despite the decline in the inter-temporal margins, the continued high returns call 
for a further investigation into the working of the commodity storage markets.  One major 
constraint noted by market observers is that access to finance for storage of commodities is very 
difficult to obtain.  Thus despite significant storage capacity in Uganda, there is little storage and 
stocking of food grains, which severely limits large formal trading activity.  Besides trade 
finance, finance by small and medium size traders to invest in storage is severely limited – either 
because the commercial banks are not willing to lend to small traders or the cost of borrowing is 
prohibitively high.  This remains an area of high priority for analytical work, and is taken up in 
chapter 7. 

Degree of Market integration 

2.141 The above analysis shows that market performance has improved and markets 
appear to be functioning well.  Statistical analysis verifies this.  The graphical and trend 
analysis shows that marketing margins on average are improving except in a few specific 
circumstances.  Also the degree to which price margins decline appears to be market and 
commodity specific.  But it does not provide answers to whether the markets are integrated or 
efficient in terms of the transmission of price signals.  This requires a statistical assessment of the 
degree of market integration.  To answer these questions, a statistical model belonging to the 
family of error correction models (ECM) is estimated for 10 markets (relative to Kampala) for 4 
major crops.  The same time series are used as were used for the trend analysis of marketing 
margins above.  Most prices were test to be stationary, but some were not.  The ECM model is 
robust to potential non-stationarity. It also provides several insights that most other models do 
not: it tests for market integration (i.e., whether or not prices in different markets co-move in the 
long run); it allows an estimate of the degree of instantaneous price transmission between two 
markets; and it allows testing for the number of periods (months used here) it will take for the 
prices to equalize (to a pre-set level of differential).65  Alternatively, the last measure of the speed 
of transmission can be judged by how much of the price change in one market is transmitted to 
the other market.  The model also allows inference as to the direction of price change, or which 
market appears to be the price setter. 
 
2.142 The results show that all markets are integrated with Kampala, and for all crops. 
The detailed results are given in Annex 2-9.  The feedback (ECM) coefficient for all market pairs 
is highly significant.  Also for most market pairs, the instantaneous adjustment coefficient is also 
significant (it is insignificant for 8 of 40 pairs).  While the ECM coefficient shows that most 
markets are in a long term relationship (are integrated), it does the degree of integration varies 
considerably.  The degree to which prices are transmitted instantaneously, that is within period 1, 
and the speed of adjustment (the degree to which price is transmitted at the end of period 3) are 
show graphically in Figure 2-26. 

                                                 
65 Most market integration models stop with the short-run or instantaneous relationship, but this can be 
misleading as this may simply represent a response to a common exogenous shock but not be able to test 
whether there is a longer term relationship between markets. 
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Figure 2-26:  Market Integration 

 

2.143 The degree of price transmission varies by crop and by market.  Masindi achieves the 
highest degree of instantaneous price transmission for maize, beans and groundnuts, but not for 
matoke.  Jinja, Iganga and Mbale also have good integrate for maize and to some extent Mbale.  
Mbale is well connected for beans and groundnuts as well.  This pattern shows a high degree of 
integration with markets in the East, a major thoroughfare and marketing corridor to Kenya. 
Matoke markets are well connected to Masaka and Iganga, and to a lesser degree Jinja.  These 
markets are in close proximity to Kampala and hence the high degree of instantaneous 
adjustment. 
 
2.144 The main conclusion is that markets are quite well integrated overall.  Most perform 
do well for maize and beans, with the exception of Arua, which is the most remote among the 
markets studied.  Gulu and Lira are well connected to Kampala for maize, and more so than 
Mbarara is.  Matoke markets are more fickle, though except for the north, most others are 
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reasonably well connected to Kampala. Overall Masindi is the best integrated, along with Mbale.  
As noted earlier, Masindi lies on the trunk road to DRC and has a lot of truck traffic, most of 
which is returning without much cargo.  This provides a good opportunity for low cost transport 
and probably explains the degree of integration with Kampala. In general, markets in the East are 
most connected.  Long distances to the north and West (Kabale) are less but still reasonably well 
connected.   

F. SUMMARY AND THE WAY FORWARD 

2.145 Agriculture will continue to play a critical role to play in growth and poverty 
reduction in Uganda.  Past performance has been impressive on both growth and poverty 
reduction counts.  The recent slowdown (post-2000) is a cause for concern, and needs to be 
properly analyzed to understand the key factors behind the decline in growth rates.  
 
2.146 The slowdown after 2000 was due to a significant and unexplained negative price 
fluctuation, while output has continued to grow at a healthy and steady pace.  It is important 
to fully understand the factors underlying the prolonged price decline in 2001-2002 and take 
appropriate action to address this issue.   
 
2.147 Whereas the main driver of past growth was area expansion, in recent years the 
contribution of yield and productivity growth has increased significantly.  Ugandan 
agriculture is becoming increasingly more commercial and shifting to higher valued crops. These 
developments, along with continued strong growth in output, indicate that the current policy 
framework and strategy of the PMA is yielding results.  This needs to be strengthened to promote 
future productivity growth.  
 
2.148 Looking to the future, the debate on whether the development strategy should focus 
on food crops or exports is not a productive one.  It is essential to focus on broad based 
productivity growth given the current structure of the economy and the strategic importance of 
both the food crops and industrial or export crops.  What is needed is a balanced development 
strategy. A critical role of agriculture in poverty reduction is to maintain downward pressure on 
real food prices.  But to ensure adequate producer incentives and enhance producer welfare, 
productivity gains have to outweigh declining producer prices.  This requires outlets for 
agricultural products and hence a focus on the demand side.  Demand side comprises domestic 
demand (for food and raw materials) and export (for industrial crops).  Improved marketing 
efficiency will help also lower final consumer and raw materials prices as well as make Ugandan 
exports more competitive.  And while improved markets will help stimulate some demand, higher 
real non-farm incomes, particularly among the urban and rural poor, will be important to increase 
the demand for agricultural commodities.  Thus, for a robust strategy for pro-poor rural growth, 
actions on all three fronts needed to increase farmer incomes through higher productivity, even as 
the final consumer prices (and producer prices) decline. 
 
2.149 One of the biggest challenges to sustaining agricultural growth in Uganda is the 
rising population.  In the past, with available land, growth was sustained through area expansion.  
In recent years yields have contributed to output growth, but area expansion still remains the 
major source of growth.  But the limits to environmentally sustainable area expansion have 
probably already been reached.  Without significant possibilities for further area expansion, future 
growth will have to rely on a combination of more intensive agriculture and movement of labor 
out of agriculture to urban and rural non-farm activities.  The latter will be important, as 
population pressure is already leading to uneconomical farm sizes, subsistence orientation of 
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households and reduced adoption of productivity enhancing technologies because of higher risk 
aversion.  
 
2.150 The second major challenge is the volatility in agricultural growth.  Agriculture is 
naturally more susceptible to weather variability.  In the case of Uganda, it appears to be also 
significantly subject to market (price) shocks.  Large exogenous shocks can have devastating and 
long-lasting impacts.  It is critical to better understand the factors driving the volatility and their 
impact on household welfare.  The analysis would then help identify appropriate policy actions to 
address the underlying causes.  The various analyses undertaken in this paper suggests that that 
both price and weather shocks are important in household decision making and outcomes.   
 
2.151 There are many options that can help cushion the impacts of exogenous weather 
related shocks. These include development of irrigation to reduced the impact of droughts, but 
also to help enhance productivity through a stable water supply.  Another option may be to put in 
place a safety net program in the form of a public works or employment scheme that the affected 
people can turn to in times of extreme and widespread weather outcomes (such as a major 
drought).  Such safety nets provides income earning opportunity for households in distress and 
can be used to help build labor intensive public infrastructure for future productivity growth.  An 
alternative, to deal with more localized shocks may be weather indexed insurance, which pays out 
in times of an objectively defined weather outcome based trigger.  Finally, helping promote the 
development of the non-farm economy would help provide income diversification and help 
cushion the impact of a negative shock to agricultural incomes. 
 
2.152 The third main challenge is to improve rural infrastructure and market access.   
This is an important and consistent theme emerging from almost all analyses (productivity 
enhancement, diversification, adoption of inputs and market performance).  Overtime, the 
performance of agricultural major markets has improved significantly, and evidence shows that 
most markets are performing well. However, the transport costs from the farm gate to primary 
and secondary markets remain high.  Thus, the main challenge is to tackle the rural transport 
problem, which adds much more in proportional terms to the post-farm gate costs than the 
transport between urban centers/markets.  High fuel costs may be an important element in this, as 
motorization rates are very low (see chapter 6). 
 
2.153 Fourth, an important segment of agricultural marketing is commodity storage 
market, which remains problematic. The intra-year price rises have become less pronounced over 
time as shown by the declining trends but the absolute magnitudes of inter-temporal margins are 
quite high.  Despite the decline in the inter-temporal margins, the continued high returns call for a 
further investigation into the working of the commodity storage markets. 
 
2.154 A Fifth theme emerging in influencing household choices is weather-, pest-, and 
disease-related risks that affect all aspects of farmers’ production decisions. Importantly, in 
addition to addressing the drought risks mentioned above, damage from excess water has a larger 
quantitative impact than droughts, indicating need for better water and natural resources 
management.  Main implications emerging are the need to increase investments in public goods 
targeting pest and disease control, while also focusing on natural resource management issues and 
household risk management.  Two examples of where pests and diseases are costing the economy 
significantly are the Coffee Wilt Disease (CWD) and the Banana Bacterial Wilt (BBW). The 
decline in coffee production is a direct impact of CWD, costing Uganda about half its potential 
coffee earnings.  Similarly, being a preferred staple, the decline in matoke production is also 
significantly hurting producers through foregone income. 
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2.155 Sixth, the analysis in this paper suggests that the fertilizers are likely not being used 
efficiently and hence the lack of more widespread adoption.  In the productivity debate in 
Uganda, considerable policy attention is devoted to the promotion of fertilizers.  However, there 
is insufficient evidence that the cost of fertilizer is a binding constraint in its use.  Further and 
better analysis is needed to guide policy actions, especially on the determinants and economics of 
fertilizer use. 
 
2.156 Seventh, it is not evident that credit constraints are the most binding on household 
decisions to adopt inputs, including fertilizer. On the other hand, infrastructure and relevant 
and effective agricultural advisory services show consistent and strong impacts on technology 
adoption.  The evidence on the strong impact of effective and demand-driven technical advice (as 
opposed to simple delivery of extension services) calls for a more rapid roll out and strengthening 
of the NAADS program which has been constrained by resources.. 
 
2.157 Eighth and finally, agricultural exports have performed well, with increasing 
diversification in formal exports, despite the decline in coffee.  There is also a volume of informal 
exports of traditional food staples.  Looking to the future, this suggests that Uganda stands to gain 
not only by focusing efforts on exporting “high value” formal exports, but also through regional 
trade which offers significant potential for helping commercialize even farmers who currently 
grow “subsistence” crops. 
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3. GROWTH DIAGNOSTIC 

A. GROWTH DIAGNOSTIC: BACKGROUND – THEORETICAL FRAMEWORK66 

3.1 Recent empirical research suggests that growth accelerations may be unleashed by 
relaxing a limited number of country-specific key constraints67.  This empirical observation 
occurs in developing economies in particular, because they typically exhibit a high degree of 
“slack”.  For example, firms in developing countries typically operate below their productive 
capacity and hold extra stocks, and there is typically an ample supply of unskilled or 
underemployed labor in the economy.   
 
3.2 It is certainly true in Uganda that manufacturing firms have spare capacity.  In the 
1998 Regional Program for Enterprises Development (RPED) firm survey, average capacity 
utilization was estimated by responding firms to be 56 percent for the period 1995-97.  
Respondents to the 2003 RPED survey revealed average capacity utilization at 57 percent for the 
period 2000-2002.  A survey by UNIDO based on 158 firms for the period 2001-2003 indicated 
capacity utilization at 74 percent.  Despite being rather rough measures, these results do suggest 
spare capacity for Uganda. 
 
3.3 On average globally, most growth accelerations are not sustained beyond about 8 
years.  This suggests that after the current binding constraint is relaxed, the economy starts to run 
up against other situation specific constraints, some of which in turn become binding on the 
country’s growth.  These then need to be removed to avoid bringing the growth spurt to an end. 
 
3.4 This line of research suggests that country-specific growth strategies need to focus 
on identifying and removing the binding constraints.  In a country with stable macro economic 
policies like Uganda, this will mean addressing a shortlist of structural reforms and `public good’ 
type investments that bind growth the most at any given time, and which can be dealt with 
without provoking negative effects which compromise future growth.  The “binding constraint” 
will change over time; hence the growth assessment needs to be regularly updated.  In some cases 
the constraints may vary by sector, or by area of economic activity, and possibly even by region. 
 
3.5 The search for a set of potentially binding constraints is particularly challenging in 
a growing low income country like Uganda.  For a start, the country is growing already: the 
quest for constraints to growth is perhaps relatively easier when investment and growth are 
showing less dynamism.  Nevertheless, given global evidence that growth spurts don’t last, the 
quest to find and remove the obstacles to growth is important.  Second, Uganda is a very poor 
country in which a lot of things need fixing – policy makers and the foreign consultants who 
advise them - can more or less take their pick from thousands of possible solutions to a myriad of 
development problems. 

                                                 
66 See World Bank “Development Lessons of the 1990s”, 2005, and Rodrik, Dani “Growth Strategies”, 
Harvard. 
67 Hausmann, Pritchett and Rodrik (2004) analyze 83 global instances of growth episodes between 1957 
and 1992 where growth in an economy accelerated at least 2 percentage points to a level of at least 3.5 
percent per capita for at least 8 years.  They found that it takes little to trigger growth, but that most 
episodes slow down. 
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3.6 This makes it all the more important to narrow down the list of priorities for 
growth.  Chapter 4 of the Poverty Eradication Action Plan (PEAP) on “Enhancing production, 
competitiveness and incomes” is 41 pages long, and contains a long and yet still not exhaustive 
list of desirable reforms.  In addition the Government is close to completing a re-draft of the 
Medium Term Competitiveness Strategy, and already has several sector strategies in 
infrastructure, agriculture, etc (the Plan for Modernization of Agriculture already runs into several 
chapters).  Most of the actions in these various strategies have a compelling rationale, and in most 
cases Uganda would fall short of satisfactory indicators.  But just because everything needs to 
improve, does not mean that there is the capacity to implement everything simultaneously.  Nor 
does it mean that if something in the list is fixed, it will have the same impact on growth as 
another alternative action.  As a case in point, privatization of telecommunications in 1997/98 
seems to have set in train a growth spurt – it would appear to have been the right thing to have 
done at the right time, to unleash service sector growth. 
 
3.7 To identify likely binding constraints to economic growth in Uganda, this chapter 
adopts the conceptual framework by Hausmann, Rodrik and Velasco (2005).  Their 
framework for growth diagnostics (which we call HRV) begins with the simple proposition that 
growth continues so long as the expected returns to asset accumulation (i.e. investment) exceed 
the costs of financing the investment.  The HRV framework is demonstrated in Figure 3-1. It 
starts with the simple proposition that growth in income depends on the interface between each of 
three determinants of returns to investment:  
 
Private income = appropriability (1- τ ) * productivity kα * accumulated factors (A) 
 
i.e:  Y   = (1-τ) * A * kα 
 
3.8 Consistent with neoclassical growth theory, in the HRV framework there are three 
ways in which a country can grow68.  It can accelerate factor accumulation, it can improve 
appropriability of the returns to accumulation, or it can improve productivity.  To increase 
accumulation, policy makers can seek to; (i) increase domestic savings (increase public savings, 
improve the financial system, social security reform), (ii) facilitate access to foreign savings 
(through official international lending, foreign direct investment, open capital account), and (iii) 
promote education (by increasing expenditure allocations, and improving the effectiveness of 
education services).  To improve appropriation of returns, policy makers can ; (i) ensure low and 
predictable taxes, (ii) reduce the probability of expropriation through macro volatility, (iii) 
improve contract enforcement, protect property rights and justice, (iv) reduce corruption and 
crime, and (vi) assure political stability and good governance.  To improve productivity, policy 
makers can; (i) invest in skills development, (ii) open up to foreign trade and investment, (iii) 
provide complementary public investment, (iv) uphold intellectual property rights, (v) promote 
innovation, (vi) resolve coordination failures, and (vii) promote R&D and foreign direct 
investment. 

                                                 
68 Draws heavily from presentation by Ricardo Hausman, May 2005 on “Growth Diagnostics” in the PREM 
2005 Conference. 
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Figure 3-1:  Growth Diagnostics 

 
3.9 Key public interventions in the HRV framework are those that remove the binding 
constraints or largest distortions in the economy.  In the ideal world all distortions would be 
removed, and all investment-enhancing infrastructure and institutions would be put in place 
simultaneously.  However the HRV framework recognizes that not all growth-enhancing 
interventions can be implemented simultaneously, and with perfect foresight.  Furthermore, it 
recognizes that different policy changes can have very different growth effects.  This is because 
the growth impact of an intervention depends on the level of the policy or investment that is being 
changed, as well as the other fundamentals (technologies, preferences) and “distortions” 
(government failures and market failures) in the economy which shape appropriability, 
productivity and accumulation.  The welfare returns to policy interventions which address non-
binding constraints can be low, or even negative.  But because the factors that determine growth 
(appropriability, accumulation, productivity) are complements, the marginal return on the binding 
constraint will be high, and this will drive down marginal returns to other factors. 
 
3.10 To keep growth from slowing, the challenge is to identify what could be most 
binding at any given time and correct for it.  To help do this for Uganda, the following 
diagnostic exercise investigates a number of questions – emerging from Figure 3-1 - to identify 
why investment is not higher.   
 

• Is it inadequate access to finance or inadequate returns to investment?  

• If it is access to finance, is this because of a lack of access to savings or because of poor 
intermediation? 
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• If it is low returns, is this because social returns to investment are low, or because private 
investors cannot appropriate the returns?  

• If it is low social returns, is this due to a scarcity and high price/cost of factors of 
production (human capital, technical know-how, or infrastructure)? 

• If it is poor appropriability, is the problem high taxes, instability, learning and 
coordination externalities, high costs of enforcing property rights, poor contract 
enforcement, etc? 

3.11 The growth diagnostic involves looking iteratively for direct and indirect evidence of 
symptoms of binding growth constraints.  As mentioned above, a low income country like 
Uganda, is likely to reveal evidence of constraints in many areas.  It is quite likely as growth 
continues, as the PEAP is implemented, and as the economy evolves, that the nature of 
constraints to growth will change.  The diagnostic should therefore be done carefully and 
iteratively, and it should be updated regularly by Uganda’s authorities, perhaps in updating the 
PEAP.  Three other things are worth bearing in mind in undertaking the diagnosis: 
 

1. The growth that does occur in the presence of a binding constraint should be in activities 
that are least intensive in that constraint. 

2. Thriving firms should more often exhibit behavior designed to get around the binding 
constraint than slow growing firms.   

3. Also, as Hausmann and Velasco (2005) point out, since the factors determining 
investment returns are complements, a constraint arising from one of them will cause a 
high marginal return on that factor, and a low return to the other factors.  Some likely 
symptoms to look for include: 

• If low education is a serious problem, the return to skills should be high and 
unemployment of skilled people should be low, assuming no other restrictions or 
distortions in the labor market. 

• If investment is savings constrained, interest rates on deposits and lending should be 
high, and short-term changes in available savings (e.g. inflows of foreign resources) 
should stimulate growth spurts. 

• If poor transport is a serious constraint, we should observe bottlenecks in busy 
locations, high private costs for transport, and perhaps low transport flows in more 
remote markets. 

• If coordination failures are serious, we might observe unfunded projects despite 
potentially high returns. 

• If high taxes are constraining appropriation, we should observe high informality 
and evasion. 

• If poor legal institutions were to blame, we should observe high demand for 
informal mechanisms of conflict resolution and contract enforcement. 

• If poor financial intermediation is the constraint, we should see internalization of 
finance through business groups, etc. 

• If access to capital goods is the problem, we should see high returns to capital stock 
and lower returns to labor. 
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• If poor public capital is the constraint, we should observe firms self-provisioning 
infrastructure (eg own electricity generators, water supply, transportation), reducing 
the returns to their investments. 

B. INITIAL RESULTS – TOWARDS IDENTIFYING BINDING CONSTRAINTS TO PRIVATE 
INVESTMENT AND GROWTH IN UGANDA 

Is it High Costs of Financing? 

3.12 Symptoms of Uganda’s financial market are: 

• high interest rates on private lending,  
• low interest rates on savings deposits,  
• very short maturity structure of bank credit (64 percent < 6 months duration), 
• low private credit to GDP ratio (just 7 percent in 2004/05), 
• low lending to deposit ratio, 
• Ugandan firms rely heavily on internal finance for investment and working capital credit 

market participation is very low, 
• Large firms do not appear to be credit constrained, but small firms are. 

The evidence 

3.13 Real interest rates on commercial bank lending are high, and have been so for many 
years.  However, real interest rates on bank deposits were – until recently69 - very low, with real 
returns on deposits negative when bank charges are taken into account.  In 2003/04, the average 
bank lending rate was 21.7 percent, compared to an average deposit rate of 2.2 percent, with 
average annual inflation at 5.1 percent.  The decomposition of these very high spreads is 
discussed in chapter 6.   
 
3.14 Ugandan banks have high net interest margins and high overhead costs.  Net interest 
margins and overhead costs are higher in Uganda - both on average, and for the same commercial 
banks – than in Kenya and Tanzania.  They are also higher than the average for low-income and 
Sub-Saharan African countries (see chapter 6). 

Table 3-1:  Selected Indicators of Financial Intermediation in 2004 across Countries   

Financial 
intermediation 
across countries, 
2004 

Private 
Credit/GDP 

Liquid 
Liabilities/GDP 

Bank 
deposits/GDP 

Loan-
deposit 

ratio 

Overhead 
costs 

Interest 
margin 

Uganda 5.9% 19.0% 14.8% 39.9% 9.5% 13.8% 
Kenya 24.7% 38.7% 32.0% 73.2% 5.7% 6.6% 
Tanzania 7.8% 22.1% 16.7% 46.7% 6.7% 8.0% 
Sub-Saharan 
Africa 19.7% 31.1% 24.4% 61.1% 6.8% 9.5% 
Low income 14.9% 30.8% 22.0% 113.5% 5.9% 8.1% 
Source: World Bank’s Financial Sector Assessment Program (FSAP) Update 2004 

                                                 
69 In 2005, the Government moved all donor accounts to the Bank of Uganda.  This removed a substantial 
foreign and domestic currency deposit base from the commercial banks.  Many banks then began to 
compete for deposits, and for some this drove deposit rates up to positive real levels.  Nevertheless the fees 
and charges imposed on transactions in some of these accounts remained high, and remained a significant 
source of income for the banks. 
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3.15 Manufacturing firms in 2002/03 cited high costs of finance and collateral as 
constraints to business.  Over 60 percent of manufacturing firms in the RPED survey regard cost 
of finance as a major or severe constraint, with over 45 percent citing access to finance (collateral 
requirement).  This was particularly the case for Ugandan owned firms and non-exporters.  Out of 
all possible constraints to operation, cost of finance ranks as the most severe in the 2003 RPED 
survey.  Furthermore, by far the most common complaint by the hundreds of thousands of 
households who recently set up household-based enterprises, is that access to credit and working 
capital is the most serious constraint on opening and running a business70.  Manufacturing firms 
also reported facing high costs of borrowing from banks.  The average reported rate in the 
previous three years of the survey was 20 percent. Ugandan firms do seem to face very high costs 
of finance, and undertake low credit market participation.  But this is not the same as concluding 
that firms are credit constrained – i.e. some firms do not participate in credit because they don’t 
need it.   
 
3.16 Borrowing from banks is an insignificant source of credit for rural households.  
Farmers and rural households require short-term credit for working capital and longer term credit 
for investments in processing, tree crops, machinery etc.  Studies have shown that rural Ugandans 
do not seek credit from formal financial institutions71.  The most common sources of finance and 
the purpose of borrowing in Uganda vary significantly by region; for example households in the 
North are heavily dependent upon cooperatives and Government agencies for credit for 
agricultural inputs), whereas households in the Central region relied on family and friends for 
enterprise loans.  Results for the country as a whole in 1999 (last available data) are shown 
below.  Like the results for manufacturing, this seems to suggest that formal bank lending in 
Uganda is of limited importance for the rural community.  

Table 3-2:  Sources and Uses of Credit – Rural Households 

Source of Credit in 1999 
Rural Households 

Share Purpose of Loan 
(1999) 

 

Share 
 

Source Of Enterprise 
Start-Up (Informal 

Sector Survey 
2002/03) 

Share 
 

- Relatives and friends 46% Expansion of Enterprise 29% Own Saving 92% 
- NGO / Cooperative society  21% Education & Health 27% Loan From Family / 

Friends 
4% 

- Community / group  13% Agricultural Inputs 24% Loan From Money 
Lender 

1% 

- Government agency 12% Consumption 17% Loan From Bank Or 
Financial Institution 

1% 

- Firm/employer/money lender 6% Housing 3% Other 1% 
- Banks  2%     
      
Source: Mpuga (2004) and Boumeester & Burger (2006) 
 

3.17 Credit market participation by Ugandan manufacturing firms is very low, especially 
for small firms (Table 3-3).  This is consistent with the findings of Collier and Gunning (1999). 
Very few surveyed micro or small firms were granted a loan in 2002, their access to overdraft 
facilities and trade credit is minimal, and their collateral value to loan size ratio is on average 
higher than that of the combined level for medium and large firms.  Since the access to bank 
loans is very limited for micro and small firms, they have to rely more extensively on internal 

                                                 
70 Boumeester and Burger (2006). 
71 See Mpuga (2004), `Demand for Credit in Rural Uganda: Who Cares for the Peasants?’ 
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funds and retained earnings to finance both their working capital (inventories, accounts receivable 
and cash) and new investments (not shown).  Firm size correlates highly with new investments 
undertaken in 2002; ie larger firms invested more. Overall, only 23 percent of firms have access 
to an overdraft facility, internal funds constitute 80 percent of working capital and debt/ overdraft 
to banks only 7 percent. 

Table 3-3: Credit Market Participation and Firm Size (by no. of Employees 

 Micro Small Medium Large  
 (1-5) (6-25) (26-100) (100+) All 

Received loan in last year (2002) 0.10 0.07 0.09 0.28 0.11 
% of firms with overdraft facility 0.05 0.15 0.40 0.69 0.23 
Debt/ overdraft to banks as % of working capital 0.02 0.05 0.07 0.28 0.07 
% of firms with informal sector debts 0.01 0.01 0.02 0.00 0.01 
Informal debt as % of working capital 0.01 0.00 0.00 0.00 0.00 
% of firms currently receiving trade credit 0.10 0.10 0.18 0.41 0.14 
Trade credit outstanding as % of working capital 0.04 0.04 0.07 0.13 0.05 
% of firms providing collateral (formal loans) 0.67 1.00 0.92 1.00 0.93 
Internal funds or retained earnings as % of working capital 0.85 0.84 0.79 0.53 0.80 
Collateral value to loan size ratio 2.02 1.12 0.83 1.22 1.21 
% of firms invested in last year 0.36 0.39 0.58 0.71 0.46 
Observations 83 126 57 32 298 

Source: World Bank, RPED survey, Uganda, 2002/2003      

 
3.18 Large firms are much more likely to apply for and receive credit (Table 3-0).72  This 
is natural since typically the returns to their investments are higher, and lending to large firms is 
less risky and therefore more `bankable’.  Also, the fact that firms do not apply for loans does not 
necessarily mean that they are credit constrained.  We therefore investigate credit constraints 
using the methodology from Bigsten et al. (2003)73.  In Table 3-5 we consider as credit 
constrained, those firms in the categories who did not apply for credit because they had 
‘Inadequate collateral,’ ‘Process too difficult,’ and ‘Didn’t think I’d get one’.  Firms who either 
do not need current or additional debt, or who think they are already heavily indebted, or who 
regard the interest rate as too high are treated as unconstrained firms without credit demand.  
Using this classification, the severity of credit constraints in Uganda diminishes with firm size 
(Table 3-6). 

                                                 
72 Bigsten et al. (2003) find for their sample that micro firms require a return on fixed capital of more than 
200% in order to have the same likelihood of obtaining a loan as large firms. 
73 They have analyzed credit constraints in African manufacturing companies in the six countries 
Cameroon, Ghana, Kenya, Zimbabwe, Burundi and Cote d’Ivoire. 
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Table 3-4:  Formal Credit Market Participation by Firm Size (Percentages of Firms) 

 Micro Small Medium Large All 

            
Did not apply 0.64 0.67 0.54 0.31 0.60 
Applied and did not receive 0.05 0.01 0.02 0.00 0.02 
Applied and received 0.31 0.32 0.44 0.69 0.38 
      

Source: World Bank, RPED survey, Uganda, 2002/2003         

 

Table 3-5:  Why did Firms not apply for Loans? By Firm Size (Percentage of Firms) 

 Micro Small Medium Large All 

            
Inadequate collateral 0.13 0.11 0.07 0.00 0.10 
Don't want to incur debt 0.15 0.23 0.27 0.11 0.21 
Process too difficult 0.23 0.16 0.03 0.00 0.15 
Didn't need one 0.11 0.14 0.37 0.44 0.19 
Didn't think I'd get one 0.06 0.07 0.07 0.00 0.06 
Interest rate too high 0.15 0.20 0.13 0.11 0.17 
Already heavily indebted 0.02 0.00 0.00 0.00 0.01 
Other 0.15 0.09 0.06 0.34 0.11 
      

Source: World Bank, RPED survey, Uganda, 2002/2003         

 
3.19 Credit constraints are highest amongst micro and small firms, but overall credit 
constraints do not appear to be binding for Ugandan manufacturing firms (Table 3-4). Only 
7 percent of medium and no large firms are considered credit constrained, and over 70 percent of 
large firms receive a loan following application.74 It also appears that the degree of credit 
constraints for micro and small firms is not very high, since almost a third of them receive a loan, 
and a high proportion does not face any credit demand.  

Table 3-6:  Credit Constraints by Firm Size 

 Micro Small Medium Large All 

            
No credit demand 0.36 0.48 0.48 0.30 0.43 
Demand, but rejected* 0.33 0.20 0.07 0.00 0.19 
Received loan 0.31 0.32 0.45 0.70 0.38 
            
*Includes firms that suggested that a loan application would be rejected by banks 
Source: Own calculations  

 
3.20 By regional standards, credit constraints in Uganda are relatively low, access to 
overdrafts is low, and the share of working capital from internal funds is high.  A cross- 
country comparison of RPED surveys from African countries suggests that credit constraints in 
Uganda are relatively low by regional standards, but that credit market participation or access to 

                                                 
74 The sample for the large firms is small with only 32 observations.  
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finance is a potential bottleneck for Uganda’s manufacturing firms.  Except Kenya with an 
average of 9 percent, Uganda’s average percentage of credit constraints – at 19 percent - is below 
all African countries in Table 3-7.  In contrast the percentage of Ugandan firms with access to an 
overdraft is well below that of most African countries.  Finally, an above-average percentage of 
working capital is financed by internal funds in Uganda.  

Table 3-7:  Cross Country Comparison (Independent of Firm Size) 

Country 
Credit 
Constraints 

Non- Bank 
Application 

Received 
loan in  
last year 

Overdraft 
Access  

Internal 
Funds  
in WC 

Collateral to 
Loan Size 
Ratio 

Kenya (2003) 0.09 0.45 0.18 0.74 0.48 1.80 
Madagascar (2005) 0.33 0.80 0.10 0.34 0.76 1.37 
Mali (2003) 0.31 0.61 0.04 0.44 0.83 1.17 
Mozambique (2002) 0.38 0.60 Na 0.12 0.90 1.31 
Senegal (2003) 0.30 0.64 0.12 0.60 0.74 1.08 
Tanzania (2003) 0.31 0.58 0.10 0.32 0.74 1.15 
Uganda (2003) 0.19 0.60 0.11 0.23 0.80 1.21 
Zambia (2002) Na na 0.16 0.51 0.61 2.29 

Source: World Bank, RPED surveys, and own calculations 
 
3.21 Credit is important to Ugandan firms; evidence suggests growing firms are 
demanding it.  Using RPED firm data from 2002, Habyarimana (2004) investigates the effect on 
the performance of Ugandan firms which lost a banking relationship after the problems at the 
then Uganda Commercial Bank (UCB).  The growth rate of employment for such firms fell by 
10-15 percent relative to unaffected firms over the three years after the incidence.  These findings 
suggest that banking relationships are beneficial for Ugandan firms. Given that many micro and 
small firms do not have close relationships with financial institutions, their growth potential has 
not been optimized. 

Diagnostic analysis 

It’s not low Savings:  good international finance offsets low domestic savings: 
 
3.22 Macro level analysis suggests that Uganda’s economy is not constrained by low 
savings.  Again, this does not mean savings are high; they are not.  It means that an additional 
inflow of savings is not necessarily going to lead to a growth spurt.  At about 9 percent of GDP, 
domestic savings are low, largely because Uganda’s revenue performance has lagged in recent 
years, and because of scaled-up spending on Universal Primary Education.  However, official 
transfers more than compensate for the public deficit, so the public sector’s demand for external 
savings is not competing with private sector.  Government has no access to international capital 
markets, nor does the Government use domestic debt to finance expenditures.  The rapid build up 
in domestic debt in recent years has been driven by Bank of Uganda interventions in the money 
market to mop up excess liquidity arising from foreign inflows.   
 
3.23 Foreign savings and private transfers seem more than adequate to meet domestic 
investment requirements.  Cumulatively, foreign reserves have been built up to the tune of 
$US425 million from 2001-05 and Uganda has made cumulative net repayments to the IMF of 
$150 million in 4 years.  Furthermore, commercial bank deposits in Uganda were 19.3 percent of 
GDP in 2003/04, compared to private credit of just 5.8 percent of GDP.  The loan/deposit ratio, at 
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39 percent was just over half the average for Sub-Saharan Africa.  This does not suggest a macro 
savings constraint.  On the contrary, it suggests an excess of inflows over intermediation.   
 
It Could Be Poor Intermediation: 
 
3.24 Uganda shows evidence of quite low credit demand, and even lower credit supply, at 
high lending rates, and with high interest rate spreads.  Low credit demand could be 
symptomatic of low investment returns.  However, Uganda has relatively high levels of 
investment – mostly financed out of internal finance – which suggests intermediation problems.  
High interest rates on lending might suggest low savings, but not when interest rates on deposits 
are simultaneously very low as they are in Uganda.  Very low lending to deposit ratios also 
suggest that Uganda could be experiencing intermediation constraints.  We therefore take this 
issue up in detail in chapter 6. 

Is It Low Appropriability? 
 
3.25 Symptoms observable in Uganda include: 

• high informality; 
• relatively low costs of doing business; 
• high degree of confidence in the judiciary; 
• macro stability with low inflation, and some recent financial volatility; 
• business associations more focused on lobbying than on product standards and 

technologies; 
• product discovery is increasing; 
• the spread of new technologies in manufacturing is slow; 
• apparently sound private infrastructure investments are going unfunded; 
• relatively low unofficial payments are made to officials, but medium size firms and 

exporters complain the most about officials; 

It’s not Macro risks: 
 
3.26 Macro risks in Uganda are definitely not the binding constraint, but there is no room 
for complacency on exchange rate and interest rate volatility, nor inflation.  The Bank of 
Uganda’s 2003 private investment survey revealed healthy confidence.  The vast majority of 
investors indicated an intention to expand or maintain their investments.  The survey showed that 
the level and equity share of FDI was increasing in 2001.  FDI has since increased on average by 
18 percent per year, with the annual flow in 2004/05 almost doubling compared to 2000/01.  
Investors saw the strongest negative effects on investment as coming from exchange rates, 
corruption, interest rates and inflation, and the strongest positive effects coming from political 
stability and economic policy.   
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Table 3-8:  Investor Perceptions of Likely Direction of Investment in 2003 

 Likely Direction of: Expand Maintain Contract 
Diversity by region 49.1 47.9 3.0 
Diversity by Sector 41.9 54.8 3.3 
Staff Training 62.2 32.2 5.7 
Research & Design 49.9 39.4 10.7 
Investment in technology 67.6 26.0 6.5 
Recruitment 56.5 37.0 6.5 
Imports 44.3 45.5 10.2 
Exports 61.7 32.2 6.1 
Turnover 89.5 8.2 2.4 
Profit 86.9 10.2 2.9 
Source: Private Sector Investment Survey by Bank of Uganda, Uganda  
Bureau of Statistics and Uganda Investment Authority 

It’s not high taxes: 
 
3.27 Taxes in general are not high, but the sector composition of the tax burden needs to 
be reviewed from the standpoint of growth.  Marginal rates of tax in Uganda are not high.  
Uganda’s tax mobilization effort has been slow, indicating low compliance, extensive 
concessions, or a combination.  The tax structure and tax rates are simple and efficient.  The 
corporate tax rate is 30 percent, VAT is 18 percent, the top rate of income tax is 30 percent, and 
there are just three bands.  Tariffs on imports are low by international comparisons, and are 
largely uniform.  Taxes on equipment and machinery almost certainly exceed taxes on property, 
and this should be reviewed.  Taxes are frequently mentioned by entrepreneurs as burdensome, 
but analysis of the characteristics of complaining firms and non-complaining firms is 
inconclusive, suggesting this is a not a specific issue.  Analysis of RPED data shows that on 
average, total tax payable from profits is 15 percent lower in Uganda than the Sub-Saharan 
average. 
 
3.28 Taxes on transportation are disproportionately high.  Transportation is heavily taxed 
in Uganda; in such a rural economy, this amounts a tax burden on farmers.  Table 3-9 which is 
drawn from the 2001 supply and use tables prepared by UBOS shows that 4 of the top 10 taxed 
manufacturing activities in Uganda are in the transport sector.  As a rural and landlocked country 
which depends disproportionately on transportation, this is inappropriate for growth.  The finding 
is confirmed by recent detailed transport sector studies conducted by the Bank; Johanson (2005) 
and Hussein and Kopicki (2006) under this project, and Raman (2005) under the DTIS (results 
are shown in chapter 7).  They find that vehicle operating costs (at 50 percent) are a higher share 
of transport costs in Uganda than in most countries (the international average is 30 percent).  
They put this down to high fuel costs (in part due to high fuel taxes) and inefficient fuel use.  In 
turn the inefficiency of the vehicle fleet is due to its age; transporters tend to import older and less 
fuel efficient vehicles because the cumulative burden of import duties and withheld VAT makes 
importation of newer vehicles uneconomic (see World Bank DTIS 2006 for details).   
 
3.29 High tax rates on mobile telephony may now be limiting its spread.  With taxes now 
accounting for 30 percent of the cost of a call, after Turkey, Uganda has the second highest tax 
burden for mobile telephony in the world.75 In rural areas, only 2 percent of the population owns a 
mobile phone compared to 16 percent in urban areas.  Farmers, whose livelihoods could benefit 
                                                 
75 World Telecommunications Development Report 2006:  Measuring ICT for Social and Economic 
Development, (Geneva, Switzerland: International Telecommunication Union, 2006). 
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greatly from the use of mobile telephony, are likely being taxed out of the market.  In 2005, the 
number of mobile subscribers increased by 29 percent, far below the 50 percent and 97 percent 
growth rates accrued in 2004 and 2003 respectively. The 2005 mobile subscription growth rate 
has been the lowest growth rate experienced in the industry since 1997.   

Table 3-9:  Top 10 Taxed Manufactures (VAT Plus Import Duty as a share of supply) 

1 Petroleum Refining, Manufacture Of Products Of Coal 42.0% 
2 Other Manufacturing N..E.C. 18.6% 
3 Manufacture Of Wines 17.0% 
4 Manufacture Of Motor Vehicles, Bodies And Parts 14.1% 
5 Manufacture Of Electrical Equipment, Apparatus And Supplies 12.4% 
6 Reproduction Of Recorded Media 12.3% 
7 Manufacture Of Tyres, Tubes And Other Rubber Products 12.2% 
8 Manufacture Of Leather, Products And Footwear 11.4% 
9 Manufacture Of Glass And Other Non-Metalic Mineral Products 9.8% 

10 Manufacture Of Ships And Boats 9.2% 
Source: Uganda Bureau of Statistics 

It’s not corruption:   

3.30 There is high informality in the economy, and employment in the informal sector is 
booming.  Typically, informality signals firms wishing to avoid taxes or regulations.  Neither of 
these seems unduly burdensome in Uganda (ICA, FIAS report on costs of doing business).  The 
costs of business registration are abnormally high in Uganda, which may be a factor.  The number 
of procedures to start a business is high; 17 procedures take on average 36 days.  The average is 
11 procedures taking 63 days.  Informality can also be a means of avoiding corrupt and predatory 
officials.  More work is needed to understand what stops informal firms from growing and 
`formalizing’.  This should be a topic for the forthcoming investment climate update. 
 
3.31 Proxies for corruption from RPED data suggest it is not the binding constraint for 
Ugandan manufacturing firms. Table 3-10 provides a cross-country comparison of micro risks.  
On average Ugandan firms spend 6 days in meetings with tax officials, higher than the Sub-
Saharan average of 5.4 days, and also higher than other regions.  However, perhaps surprisingly 
given the general perception of corruption in Uganda, and given scores in the World Economic 
Forum’s Growth Competitiveness Index76  Manufacturing firms in Uganda report making lower 
unofficial payments as percentages of sales to get things done than most African countries, and 
countries in the Middle East & North Africa and Latin America & the Caribbean.  Furthermore, 
only 7 percent of the Ugandan firms give gifts to tax inspectors, which is far lower than the Sub-

                                                 
76 www.weforum.org – the competitiveness index is a survey-based instrument. WEF rates Uganda 79th 
out of 104 countries, and places Uganda in the bottom half of 25 African countries  (14th).  Uganda just 
makes the top half for macroeconomic environment (12th) and technology (10th).  Uganda’s overall score 
is dragged down by a low rating on the Public Institutions Index.  (18th).  Within public institutions, out of 
21 countries, Uganda scores badly on sub-indices for;  
(i) favoritism in decisions of government officials (16th),  
(ii) organized crime & extortion (18th),  
(iii) irregular payments in import and export (19th),  
(iv) irregular payments in utilities (15th), and  
(v)  irregular payments in tax collection (16th).   
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Saharan average of 17 percent and the other regions.77  Security and protection costs and the time 
to resolve a legal dispute are in the average with most African countries, whereas bureaucracy as 
measured by the time senior management spends with regulation requirements appears to be 
lower. 
 
3.32 Corruption is, however, disproportionately felt by medium-sized firms, foreign 
firms, and exporters, and it is a serious problem in the public service delivery, including in 
infrastructure.  Uganda’s manufacturing industry is largely comprised of micro firms, who do 
not seem to be as severely affected by corruption.  Large firms also seem relatively less troubled, 
and hence the overall score may be low for structural reasons.  However, to the extent that 
exporters and medium-sized firms will likely be the drivers of employment growth in Uganda, 
these findings are disturbing.  In addition, to the extent that public investment in skills and 
infrastructure are important for growth (see below), corruption is an important constraint which 
must be dealt with swiftly if scaled up spending on public investments are to generate 
commensurate growth.  Uganda Revenue Authority seems a particularly important source of the 
corruption experienced by firms. 

Table 3-10:  Cross- Country Comparison of Selective Micro Risks 

 
 
Economy or Region 

Time 
spent in 
meetings 
with tax 
officials 
(days) 

Unofficial 
payments 
for firms 

to get 
things 

done (% 
of sales) 

Firms 
expected to 
give gifts in 

meetings 
with tax 

inspectors 
(%) 

Security 
and 

protection 
costs (% 
of sales) 

Dispute 
resolution 

time 
(weeks) 

Senior 
management 

time spent 
dealing with 
requirements 
of regulations 

(%) 
Uganda (2003) 6.00 2.54 6.93 2.35 8.42 4.99 
Kenya (2003) 4.17 3.85 37.26 2.80 11.38 13.48 
Madagascar (2005) 2.65 7.69 12.69 0.92 4.39 22.18 
Mali (2003) 5.33 3.45 30.23 2.05 4.41 8.84 
Tanzania (2003) 12.40 1.48 22.41 2.85 8.34 15.74 
Sub- Saharan Africa 5.41 2.61 17.19 1.75 7.98 10.85 
Middle-East & North Africa 4.66 6.26 27.74 na 23.36 12.99 
South Asia 3.37 1.57 44.27 0.83 9.20 8.15 
Latin America & Caribbean 3.92 7.07 12.02 8.60 4.80 12.46 
Source: World Bank, RPED Surveys      

                                                 
77 Even though 55% of foreign and exporting firms perceive corruption as a major or severe constraint in 
Uganda, there is no statistical difference between all and foreign firms in the amount of unofficial payments 
to get things done and also the percentage of firms that give gifts to tax inspectors. In addition, exporting 
firms pay 4% of sales for unofficial payments and 16% of them give gifts to tax inspectors. These figures 
are higher than the Ugandan average but partly lower than most African countries. For instance, 39% and 
47% of exporting firms in Kenya and Mali, respectively, have to provide gifts to tax inspectors. Overall, the 
findings provide evidence that corruption especially hits foreign and exporting firms in Uganda which 
might indicate the presence of more bureaucratic barriers than for domestic or non-exporting firms. 
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Table 3-11:  Firms' Evaluation of Some Selective Constraints 

(% of respondents evaluating constraint as major or very severe)  

  Tax 
Rates  

Corruption Tax 
administration 

Crime, 
theft, and 
disorder 

Business licensing 
and operating 
permits 

      
Full-sample 48.3 38.2 36.1 26.9 10.1 
Foreign firms 43.3 55.0 42.2 37.3 13.4 
Domestic Firms 49.6 33.3 34.5 23.5 9.2 
Exporters 48.9 56.4 42.9 36.4 8.9 
Non-Exporters 48.4 35.0 35.1 25.3 10.4 
Micro (<10) 53.3 24.8 52.3 22.9 11.1 
Small (10-49) 47.6 46.3 30.3 26.8 8.7 
Medium (50-100) 33.3 56.5 48 38.5 15.4 
Large (100+) 47.2 38.7 37.1 30.6 8.3 
      
The firm size is measured in terms of employees     
Source: World Bank, Investment Climate Assessment, Uganda, 2004  

It’s not property rights or contract enforcement:   

Significantly improving the costs of doing business will help in alleviating possible growth 
constraints in the Ugandan manufacturing sector but it will not provide the intended push-effect 
since other growth constraints such as cost of finance and inadequate infrastructure are currently 
more binding.  
 
3.33 Contract enforcement indicators are good.  Whereas it takes on average 209 days to 
enforce a contract in Uganda, it takes 439 days on average for Sub-Saharan countries and 226 for 
OECD countries (Table 3-12). The figures for the cost of contract enforcement support this 
finding as they are 50 percent less in Uganda than the Sub-Saharan average.  Confidence in the 
judiciary is relatively good in Uganda – 70 percent of firms in the ICA reported confidence, 
compared with 55 for Tanzania and just 44 percent in Kenya.  Collier and Gunning (1999), 
suggest that manufacturing firms in Africa often lack social capital for contract enforcement, and 
hence companies resort to social networks which improve the asymmetries of information 
between business partners.  Uganda may well benefit from such strong social networks.  Almost 
70 percent of Ugandan firms are entrepreneur owned, and even though 75 percent of them are run 
by indigenous Africans, the entrepreneurs of Asian ethnicity that control the remaining 25 percent 
own most of the large firms.  Asian entrepreneurs in general have a higher level of education, 
more experience, and are often able to finance the start-up company with external loans – all of 
which leads to a higher growth rate than for firms of indigenous Africans.78 One implication of 
this might be the presence of a close Asian social network that fosters business links and enables 
Asian companies to lower the risk and cost of conducting business. 
 
3.34 Property rights do not seem to be a disproportionate problem for Uganda.  The time 
and cost of registering property are favorable in Uganda with the cost in percentage of the 

                                                 
78 These findings are robust across East African countries. (Ugandan ICA, 2004) 
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property value almost reaching OECD level.  Land administration and titling are inefficient, with 
the time taken to procure land relatively high at 12 months.   
 
3.35 The costs of starting and closing a business in Uganda are high, at around 118 percent 
of GNI per capita, compared with 215 percent for Sub-Saharan Africa, and only 64 percent in the 
Middle East & North Africa, and barely 7 percent in OECD countries.  Even though low by 
regional standards in Africa, the costs of starting a business are high in Uganda, especially 
compared with countries such as China (14 percent) and India (62 percent). Furthermore, the 
costs of closing a business are high in Uganda with 30 percent of the estate value but if we 
compare the recovery rate in contrast, a business closure in Uganda still recoups 40 percent of the 
investment, higher than Sub-Saharan Africa with 16 percent and all other regional averages 
except the OECD countries.79  This finding is consistent with observed high legal fees paid by 
businesses in the Uganda Business Inquiry, and may warrant further analysis of the costs of legal 
services in Uganda. 

Table 3-12:  Cross- Country Comparison of Cost of Doing Business Surveys 

  

Enforcing 
Contracts 

Registering 
Property 

Paying Taxes Starting a 
Business 

Closing a Business 

Economy or Region 

Time 
(days) 

Cost   
(% 
of 

debt) 
 

Time 
(days) 

Cost (%  
of 
property 
value) 
 

Total tax 
payable (% 

of total profit 

Cost (% 
of GNI 

per 
capita) 

 

Cost 
(% of 
estate) 

Recovery 
Rate (% 
of dollar) 

Uganda  209 22.3 48 5.1 42.9 117.8 30.0 39.8 

Kenya  360 41.3 73 4.1 68.2 48.2 22.0 15.0 

Madagascar  280 22.8 134 11.0 58.9 54.3 na 0.0 

Mali  340 34.6 44 20.0 44.0 190.7 18.0 6.4 

Tanzania  242 35.3 61 12.2 51.3 161.3 22.0 22.4 

Sub- Saharan Africa 439 41.6 118 12.6 58.1 215.3 19.5 16.1 
Middle-East & North 
Africa 

432 17.7 52 6.8 35.1 64.2 13.4 28.8 

South Asia 386 36.7 124 6.3 35.3 40.5 7.3 19.7 
Latin America & 
Caribbean 

461 23.3 77 4.8 52.8 56.2 17.0 28.2 

OECD: High Income 226 10.6 32 4.8 45.4 6.8 7.4 73.8 

Source: World Bank, Cost of Doing Business Surveys          

It’s not “self discovery”80 

3.36 Uganda does not seem to have a binding problem discovering new export 
opportunities.  The 97 non-traditional products that were discovered between 1976 and 2004 
accounted for 40 percent of Uganda’s overall export basket during 2001-04.  During the initial 
recovery period, these `discovered products’ averaged only 2.2 percent of Uganda’s exports.  This 
level of discovery is a huge achievement in the face of declining prices for Uganda’s main 
traditional exports of coffee and cotton.  It was greatly assisted by grant aid support to budding 
                                                 
79 One reason for the high closing costs as percentage of the estate value could be that Ugandan estate 
prices especially in the Kampala region have increased over proportionally in comparison to some African 
countries in recent years. 
80 Refer to Hausman and Rodrik (2002) “Economic Development as Self-Discovery”,  KSG Working Paper 
No. RWP02-023 
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exporters through for example USAID’s “IDEAS” project, which allowed private producers to 
overcome the costs of information externalities.  Even though the bulk of the products are tied to 
its primary and natural resource-base - reflecting Uganda’s comparative advantage – there has 
been a steady emergence in the number and value of new products signals diversification within 
these broad categories.  This trend will help to dampen the volatility of export growth associated 
with traditional exports such as coffee and minerals.  Government should encourage a transparent 
and contestable aid-financed experimentation facility along the lines of that started under the 
IDEAS project. 
 
3.37 The discovery of low, medium and high tech products is an interesting development. 
While negligible, the gradual increase in their share could be a signal of nascent manufactured 
exports, an encouraging development for a low income, primary product-dependent exporter. 
Among the notable export discoveries were maize and related products, high value fruits and 
vegetables (although each had a small share, collectively they accounted for a significant share), 
flowers, tobacco, fish products, cement, sheep and lamb skin leather, a variety of cotton products, 
iron and simple iron products (iron sheets, machine parts), chemical products, and paper products.   

Table 3-13:  Share of Discovered (non-traditional) Products in Total Exports (%) 

Tech  SITC products 76-85 86-90 91-95 96-00 01-04 2001 2002 2003 2004 
pp. Primary+high 

value 0.2 2.0 2.8 5.3 13.45 11.4 13.0 14.0 15.4 
Rb1 & 2 Natural resource 

based and 
processed 0.0 0.1 5.4 10.7 24.8 25.6 25.7 20.7 27.2 

Lt1 &2 Low-tech 0.03 0.12 0.09 0.28 1.3 0.71 0.66 1.7 1.98 
Mt1&2, 
Ht1,2&3 

Medium and  
High-tech 0.0 0.0 0.0 0.3 0.8 0.6 0.6 1.2 0.6 

 Total share of 
nontraditional 
products 0.2 2.2 8.3 16.6 40.3 38.3 39.9 37.6 45.1 

Source: Chandra and Boccardo (forthcoming) 
 
3.38 In contrast, there is dispersion in technical efficiency amongst firms in the same 
sector.  Productivity of the best firms determines the distance a firm is from the industry frontier.  
For Uganda the dispersion is very wide (World Bank, ICA).  On average, firms are only 50 
percent as efficient as the best practice firm, and this number is consistent across firm sizes and 
whether or not a firm exports.  This suggests that information flows amongst business 
associations are not so focused on technology adaptation for mutual productivity gains.  In fact, 
preliminary analysis of firm survey data suggests that more business association members value 
their membership to get information on Government regulations (73 percent) and to lobby 
Government (69 percent) than for accrediting standards or product quality (59 percent).  This 
behavior needs to change for the mutual gain of all Ugandan industry.  It may be to do with fierce 
competition for the limited market for manufactured goods, which are supplied mostly to the 
domestic and neighboring markets.  One way to overcome it may be to work with export 
associations. 
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Are there coordination failures?  

3.39 Coordination failures81 do seem to be a problem in Uganda with respect to 
infrastructure gaps.  There are examples of some coordination successes in Uganda, where 
firms in an industry have overcome coordination problems, but a better approach is needed, 
particularly to overcome Uganda’s serious infrastructure gaps.  In the late 1990s, the fisheries 
industry worked together with Government to overcome the threat of a salmonella outbreak, 
which led to a ban on East African fish exports to Europe.  Fisheries and floriculture firms have 
worked together to develop cold storage at the international airport to handle the extra bulk of 
these expanding export sectors.  The Uganda Grain Traders Ltd was formed as a consolidated 
company of individual traders to capitalize on WFP bulk contract for maize, and to exploit 
opportunities in the Kenyan grain market.   
 
3.40 But there are numerous examples of coordination problems too, particularly in 
overcoming Uganda’s infrastructure deficit with private solutions.  For instance, internal 
transport logistics would benefit greatly from up-country storage warehouses linked to transport 
facilities, but none have opened up.  Better connection between water, road and rail modes would 
improve external transportation, but has not emerged.  Road transport service companies have 
been opening up at a rapid rate.  Nevertheless, their failure to offer services which enhance the 
competitiveness of transport dependent businesses is reflected in efforts on the part of specific 
groups of exporters to “in-source” their essential transport services rather than to rely on third 
parties to provide them.  There are also obvious coordination gaps in the power sector, which 
have not been overcome despite the availability of guarantees and subsidized capital in the Rural 
Electrification Fund; supposedly viable proposals from private generation companies for mini-
hydro schemes have gone unimplemented, whilst rural industry complains about the lack of 
power. 
 
3.41 The problem for Government is what to do about these coordination gaps.  This is a 
classic industrial policy dilemma.  It is beyond the terms of reference of this study to provide 
detailed recommendations in specific sectors, but it is worth proposing some ground rules, to 
which we will return in chapter 4.  The solution is not necessarily public interventions with public 
capital – even if the Government could afford these, they would not have the detailed sectoral 
knowledge to identify and design appropriate interventions.  To intervene in the right way; e.g. 
with complementary infrastructure, or with guarantees, Government needs to be wired in to the 
private sector’s dialogue on needs.  But officials need to be sufficiently distanced from the private 
sector so that they are not “captured”.  As Hausmann and Rodrik put it, Government needs to 
“find an intermediate position between full autonomy (to the public sector) and full 
embeddedness (by the public sector with the private sector).  Too much autonomy for the 
bureaucrats, and you have a system that minimizes corruption, but fails to provide the incentives 
that the private sector really needs. Too much embeddedness for the bureaucats, and they end up 
in bed with (and in the pockets of) business interests. Moreover, we would like the process to be 
democratically accountable and to carry public legitimacy”. 

 

                                                 
81 Well explained in Rodrik (2005), “Industrial Policy for the 21st Century”.  Profitable new industries can 
fail to develop unless upstream and downstream investments are coaxed simultaneously; when this depends 
upon private agents acting cooperatively, they may either not see the potential returns, or be unable to 
absorb all of the risks. 
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It’s Not Low Education… But Skills Gaps Are Emerging 

3.42 Symptoms observable in Uganda include: 
 

• strong human capital demand - as reflected in primary enrollments under UPE; 

• increase in the skills premium for highly qualified labor; 

• but returns to primary, secondary education have not been increasing since 1999; 

• high underemployment amongst secondary school graduates, low underemployment 
amongst technical skills graduates; 

• low returns for unskilled labor and falling returns to “some primary” education – perhaps 
in response to increased supply; 

• net outward migration, with significant inward migration of consultants and skilled 
workers, especially in telecommunications, engineering, and banking; 

• relatively high real wages, rising faster than productivity in manufacturing and trade 
(where input costs have come down), but rising more slowly than productivity in other 
sectors; 

• growing firms employ more secondary graduates. 

Evidence from Firm-level data 

3.43 The labor market in Uganda is not restricted.  Only 6 percent of the total workforce is 
unionized in the Ugandan manufacturing sector, and lost days from production strikes are 
minimal in comparison to most other African countries and the regions.   
 
3.44 Levels of training by Ugandan firms are low.  Fewer Ugandan firms offer formal 
training than the Sub-Saharan average, and in general the percentage of skilled workers in 
African companies receiving training is below that of other regions. The fact that the optimal 
employment level for Ugandan firms is 50 percent higher compared to the current level might 
imply some problems with a skills gap.82  In other words, Ugandan firms can not find the workers 
with the right skill set. 
 
3.45 Faster growing firms have a higher percentage of secondary educated employees (49 
percent) compared to below-average growing firms (37 percent).83 Slower growing firms 
operate at lower capacity (57 percent) than faster growing firms (64 percent) and over 36 percent 
of the slow growing firms state in the RPED survey that they are short of their desired staff, 
compared with 14 percent for faster growing firms.  In other words, fast growing firms do not 
seem to face a significant shortage of employees.  There is, however, no evidence that fast 
growing firms have higher wage rates for their skilled production workers84. 
 

                                                 
82 The very high Ugandan number for the optimal employment level is partly driven by a few outliers. For 
example, one company has three employees but regards the optimal employment level as 200 employees. 
83 We use employment growth as a proxy for firm growth since we have more observations for employment 
than sales, and the period for employment growth (2002-1998) is longer than sales growth (2002-2000) so 
this provides a better perspective on firm growth than with short-term sales growth figures. Also, faster 
growing firms have a higher sales growth so our usage of employment growth as a proxy for firm growth is 
justified. 
84 The UBI dataset would give more reliable data on the link between wages and firm growth. 
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3.46 Forty seven percent of Ugandan companies report skills as either a moderate, 
major, or very severe constrain to business.  In Uganda, sixty percent of top managers have no 
university training, compared to 6.8 percent in Zambia and 30 percent in Kenya and Tanzania. It 
seems likely that improved educational levels for top management, given good quality university 
training, should increase industrial productivity and competitiveness. 

Diagnosis 

3.47 The Universal Primary Education program in Uganda (UPE) has yielded strong 
results in terms of enrollment (Figure 3-3).  Graduates of UPE are now entering the workforce, 
slowly increasing the average number of years’ schooling, although this remains very low in 
Uganda.  Education seems to have been closely associated with poverty reduction in the rebound 
phase.  Appleton (2001) 85 found quite high returns to primary education in household data from 
1999.  World Bank (2006) confirmed this trend for 2003 in both rural and urban areas. 

Figure 3-2:  Enrollments in Primary Education Have Increased  

0

50

100

150

Primary Secondary Tertiary

G
ro

ss
 e

n
ro

lm
en

ts
(%

) 1991

2002

 
Source: WDI 

 
3.48 Recently however, average real returns to education economy-wide seem to have 
stopped rising.  Figure 3-4 uses consumption data from the UNHS as a proxy for income, and 
displays real income for different schooling categories.  Since 1999, for all but those with post-
secondary schooling, returns to education do not seem to have risen86.  As the dependent variable 
is household consumption, these returns reflect not only the impact of education on earnings from 
labor activities, but also the impact of education on the entire household production process – 
how the household deploys labor, investments in labor saving technology in the household, the 
effect of labor in lowering fertility, etc.   
 
3.49 If low education was a serious problem for economic growth, the returns to 
education in the workforce should be high, and unemployment rates for those with 
schooling should be low.  This only seems to be the case for the more highly skilled and those 
with vocational training; in fact the Ugandan Labor Force Survey suggests that a significantly 
higher share of secondary graduates are underemployed than those with more vocational 

                                                 
85 Simon Appleton (2001) What can we expect from Universal Primary Education?  In Collier and 
Reinikka. 
86 This result is confirmed in Mugume and Canagarajah (2005), who find convexity in the earnings 
function. 
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training87.  Economic efficiency would suggest the need for investments in tertiary education, 
where returns are higher, but before we can conclude this it is important to understand why 
returns to education have stopped rising in a growing economy. 
 
3.50 Falling returns to education could be due to a number of factors.  First, in any 
economy where the supply of human capital rises rapidly relative to the supply of physical 
capital, returns can be expected to fall.  This is clearly the case in Uganda.  Second, this result can 
occur through selectivity: those graduating primary education before it became universal would 
have had unobservable characteristics which exert a positive effect on their earnings (family 
support, determination, or natural ability if for instance they were selected to attend school by 
family heads who were rationed in the education they could afford to provide their children).  
Third, the fall may be due to adverse selection; poorer children are now going to school and on 
average leave with lower attainment.  Fourth, if low returns to primary education are the result of 
falling standards, investment in improving standards may be needed.  On the supply side, 
according to Mugume and Canagarajah (2005), enrolment in secondary schools has doubled from 
1996-2003, whereas the number of university graduates has increased by 66 percent during the 
period 2000-2003.  The number of people with primary education increased two-and-a-half fold 
between 1992/3 and 2002/03, as did the number with some secondary (Figure 3-5).  Combined 
with the number of workforce age people with some primary education – which increased by 46 
percent – the increase in `semi-skilled’ people amounted to 30 percent of the total population of 
working age88.   

Figure 3-3:  The Higher Returns to Higher Education Depict a Skills Premium 
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87 Secondary education is still something of a luxury on Uganda – it could be that secondary graduates 
coming from higher income groups are simply better able to hold out for a longer job search. 
88 NB – the age group 10-64 is used in the poverty assessment because children from the age of 10 are 
typically employed by their parents on farms or in family businesses.  In no way does use of this number 
imply by the authors of this report their acceptance of 10 year olds as being of working age; quite the 
opposite is true. 
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Figure 3-4:  Supply of Workers with Primary and some Secondary Education has Increased 
Markedly 
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3.51 Low demand for educated labor relative to its supply is another possible cause.  
Decreasing returns to investment from some other cause could be reducing the returns to skills.  
We already know that in the period from 1999 real prices for farmers fell, and many rural workers 
diversified into household enterprises.  Figure 3-5 looks at a consumption proxy for earnings 
from non-farm employment89.  What stands out is that between 1999 and 2002/03, non-farm 
earnings have increased in real terms on average only in Kampala.  Within Kampala, earnings 
increased most for wage earners.  Wage earners in other urban areas outside of Kampala actually 
saw their earnings drop in real terms between 1999-2002/03.  This suggests there is something 
unique about returns in Kampala relative to the other municipalities in districts in Uganda.  We 
suggest this is a problem of inadequate infrastructure outside of the city, which has become the 
binding constraint for Uganda as growth in the economy has continued in the 1990s. 
 
3.52 Government should take a phased and targeted approach to expanding secondary 
education.  Basic education does not appear to be Uganda’s binding constraint for growth, hence 
Government should phase in its expansion, or risk increasing youth underemployment.  A first 
priority is to seek to get more efficiency and effectiveness from primary education in order to 
expand post-primary.  Second, Government should consider the transition to work from post-
primary education; an assessment should be made of the appropriate supply of vocational 
secondary education.  Third, Government should look into technical skills gaps and higher 
education to anticipate what the labor market demand might be in future.  In the short-term 
growing firms in Uganda can, and do, import skilled labor. 

                                                 
89 Income data are not available for Uganda in the 2002/03 UNHS. 
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Figure 3-5:  The Higher Returns to Higher Education: Evidence of a Skills Premium? 

 

Is It Poor Infrastructure?   

3.53 Symptoms observable in Uganda include: 

• internal provision of infrastructure services is common; companies run their own 
transport fleets, and firms generate their own electricity; 

• load shedding is now routine; 
• industry has a low reliance on electricity; 
• traffic bottlenecks are part of daily life in Kampala; 
• transport costs are high; 
• Uganda has very low infrastructure indicators, especially for road transport and 

electricity; 
• fuel represents a high share of vehicle operating costs; 
• volatile prices for agricultural produce – in part due to a lack of storage; 
• rapid growth in telephony, but with expensive external communications; 
• relatively healthy returns to capital, which exceed the costs of borrowing; 

 

Evidence of High Indirect Costs: 

3.54 Ugandan firms face some considerable cost disadvantage; from Uganda being 
landlocked, and from high energy and indirect costs90.  Using the RPED surveys, Eifert et al. 
(2005) calculates both gross value- added (sales less raw materials) and net value-added (gross 
value-added less energy and indirect costs). Indirect costs include land rent, transportation, 
telecom, water and further operating expenses. In high growth countries such as China (85 
percent) and India (71 percent), net value-added is a high share of gross value-added, indicating 

                                                 
90 This will be taken forward in a CEM follow-up study for the Uganda using UBI data. 
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that indirect costs are a low burden.  Table 3-14 shows the relative importance of infrastructure 
charges to total costs for a sample of registered firms. 

Table 3-14:  Share of Infrastructure Charges in Total Cost, by Sector (2000/01 List) 

  Electricity 
Water & 
Sewerage Transport 

Post & 
Telecom 

Agriculture 0.2% 0.9% 10.3% 0.1% 
Fishing 0.0% 0.0% 4.3% 0.1% 
Mining & Quarrying 5.6% 0.0% 7.0% 0.6% 
Manufacturing 7.4% 0.5% 9.7% 1.9% 
Utilities 6.6% 0.5% 14.5% 1.9% 
Construction 1.6% 0.4% 22.4% 2.6% 
Trade 2.6% 0.3% 6.2% 12.3% 
Hotels 2.8% 6.3% 12.8% 2.3% 
Transport 1.0% 0.4% 16.3% 6.1% 
Communications 0.7% 0.1% 11.6% 7.4% 
Finance and Insurance 0.6% 0.1% 6.2% 2.8% 
and Business Services 2.3% 0.8% 8.3% 4.2% 
Personal Services 2.1% 0.3% 4.0% 2.1% 
      
Total 3.0% 1.7% 9.1% 5.9% 

Source: UBI     
 
3.55 Despite getting more efficient in input use, Uganda’s firms face relatively high raw 
material costs, which may be due in part to high transport and storage costs.  We saw in 
Chapter 1 (section 1.92) that the real value of input use in Uganda’s manufacturing firms 
increased at one third of the value of output during the 1990s, suggesting substantial efficiencies 
in production.  Nevertheless, Eiffert et al.(2005) find that Uganda lags behind somewhat in gross 
TFP, indicating relatively high materials costs.  These perhaps result – for the import content - 
from Uganda’s landlocked status, Uganda’s dependence upon the inefficient port at Mombassa, 
and the notoriously inefficient rail service from Mombassa to Kampala.  The domestic component 
of raw materials will also embody a high transport cost element, driven in part by high fuel costs 
and inefficiencies in logistics (the coordination failures noted above).   
 
3.56 Ugandan manufacturing firms also face disproportionately high indirect costs 
relative to other countries, largely due to energy costs.  The ratio of gross TFP to net TFP in 
Uganda is 63 percent.  This is better than Kenya (42 percent) and Nigeria (51 percent), but lower 
than Tanzania and the more successful exporting countries.  Eifert et al. (2005) then estimate a 
production function to account for these differences, and assess the TFP measures against the 
benchmark of China.  Uganda’s productivity measured by gross TFP is about 47 percent of 
China’s, and is far lower than the best African performers Kenya or Senegal (Figure 3-6).  
However, including energy and indirect costs in production function, Uganda’s productivity 
performance falls to 30 percent of China’s.  Lastly, the authors decompose the cost structure and 
profits for their sample countries and argue that a reduction of indirect costs will have a larger 
effect on profit margins than sharply reducing labor costs for most African countries, including 
Uganda. 
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Table 3-15:  Net Versus Gross TFP, Adjusted Prices 

 
 Source: Eifert et al. (2005) 

Evidence of Poor Electricity Provision 

3.57 Electricity use by households in Uganda is stunningly low, but even worse in rural 
areas (Table 3-16).  Only 8.6 percent of households nationally, reported having any access to 
electricity for lighting in the 2002 Population Census.  Just over 3.2 percent of the total 
population reported access to modern cooking fuels, which is a startling number for a natural-
resource dependent poor country with the world’s third highest population growth rate. 
 
3.58 Electricity self-generation is the norm for large firms, and is costly, especially at 
current world oil prices.  Reinikka and Svensson (2002) showed using a Ugandan RPED survey 
from 1998 that manufacturing firms subject to poor public capital- specifically firms that suffer 
from power supply problems- are not able to make productive investments. Firms with their own 
generators did not invest significantly in further productive capacity, and in firms without 
generators, the investment rate was negatively influenced by the number of lost days due to 
power outages. Finally, a firms’ probability of owning a generator was significantly positively 
correlated with the number of days of power outages.  We could not replicate this picture with 
data from the 2002/03 firm survey, since there was no clear link between outages and generator 
ownership, and those who owned and used a generator did not invest any less than those without.  
However, since 1998, generator ownership has increased - over 60 percent of medium, and 93 
percent of large firms now have a generator compared with 45 and 92 percent, respectively, in 
1998. 



 120

Table 3-16:  Household Fuel Use  

Fuel For Cooking Total Rural Urban Fuel For Lighting Total Rural Urban 
Electricity 1% 0% 4% Electricity 8% 3% 39% 
Gas 0% 0% 1% Gas 0% 0% 0% 
Paraffin 1% 1% 4% Paraffin (lantern) 11% 9% 25% 
Charcoal 15% 7% 67% Paraffin (tadooba) 75% 82% 33% 
Firewood 82% 91% 22% Candle 1% 0% 2% 
Cow Dung / Grass (reeds) 0% 0% 0% Firewood 5% 6% 0% 
Bio gas 0% 0% 0% Cow Dung / Grass (reeds) 1% 1% 0% 
Others 0% 0% 2% Other 0% 0% 0% 

Source: Population Census, 2002 

 
3.59 Firms that self-generate face high costs of generator fuel, and invest less as a result.  
There is some evidence91 that larger firms and exporters face higher generator fuel costs. 
Furthermore, there is a positively significant relationship between investment scaled by capital 
and generator costs.  The inclusion of sector and regional dummy variables yields unsurprising 
results.92  Energy intensive industries such as plastics face higher costs of running generators, 
whereas low energy intensive industries such as paper & publishing and wood, have lower costs.  
Finally, firms that operate in the central region with a more adequate infrastructure and reliable 
electricity have lower costs of generator fuel than firms in other regions.  Overall, the estimations 
are able to explain 60 percent of the cross-sectional variation of the costs of running a generator. 
 
3.60 Running a generator is between 2 and 6 times more expensive than obtaining 
electricity from the public grid.  For the full sample of firms that owns generators and for which 
data is available, running a generator is three times more expensive than obtaining electricity 
from the public grid. For smaller firms that employ up to 25 people self-generated energy is five 
times more expensive. Not surprisingly, for larger firms the price difference becomes smaller 
even though it is still fairly substantial.  
 
3.61 The costs savings for Uganda’s firms from being able to substitute self-generated 
electricity for public grid electricity are huge.  This is true even though tariffs for grid-
purchased electricity in Uganda are not cheap.  Table 3-17 presents some preliminary results for 
the savings which firms could have achieved in 2002/03 if they could have substituted electricity 
generated with electricity from the public grid.  Smaller firms would have saved USh 7 million on 
average a year for 10 percent less self-generated electricity.  Large firms with more than 100 
employees would have saved on average USh 40 million per year.  

                                                 
91 Hesse (2006) for this project estimates a basic OLS equation with robust standard errors to avoid 
heteroskedasticity.  The dependent variable is the log cost of generator fuel regressed against various 
determinants. 
92 In the RPED survey firms operate in the following sectors: Agro industry, chemicals, construction, 
furniture, metals, paper & publishing, plastic, textile and wood.  
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Table 3-17:  Costs of Running a Generator Versus Obtaining Electricity from the Public Grid 

  Small Medium Large Full sample 

% of self generated electricity 21.82 15.56 22.76 20.00 

Average costs of 1% firm electricity 
from the public grid (USh) 169,505 613,203 2,959,072 1,061,348 

Average fuel costs for generating 1% of 
firm electricity (USh) 900,165 3,359,242 6,951,427 3,267,312 

How much more expensive is self- 
generated electricity? 5.31 5.48 2.35 3.08 

Cost Savings if 10% less self-generated 
electricity (USh) 7,306,594 27,460,394 39,923,550 22,059,640 

Source: World Bank, RPED Surveys; Own Calculations     
 
3.62 Extrapolating to 2005, the potential savings from medium and large firms become 
still more significant.  Updating with 2005 data on Ugandan diesel and public grid energy prices 
indicates that the cost savings for large firms from switching 10 percent of their generated energy 
to the public grid would be around USh 64 million.  This exercise is crude and simple since it 
excludes employment costs and other factors.  But the findings strongly suggest that the high 
costs of running a generator in response to poor electricity availability might put Ugandan firms 
at a severe competitive disadvantage. 

Table 3-18:  Costs of Running a Generator versus obtaining Electricity from the Public Grid in 2005 

  Small Medium Large Full sample 

Average costs of 1% firm electricity 
from the public grid (USh) 215,272 735,843 2,337,667 1,099,237 

Average fuel costs for self- generating 
1% of firm electricity (USh) 1,143,209 4,266,237 8,828,312 4,149,486 

How much more expensive is self- 
generated electricity? 5.31 5.80 3.78 3.77 

Cost Savings if 10% less self-generated 
electricity (USh) 9,279,374 35,303,942 64,906,454 30,502,495 
Source: World Bank, RPED Surveys; Own calculations of extrapolating the 2002 figures to 2005 by including 
changes in diesel prices and energy tariffs. 

 

Evidence from the petroleum sub-sector 

3.63 High petroleum prices also drive up indirect costs in Uganda (Table 3-19).  Further 
work is needed to determine the drivers of high petroleum product prices in Uganda, and how 
best to reduce them through public action.  It is unclear for instance how much of the cost of fuel 
in Uganda is driven by high margins, high taxes, diseconomies of scale in importing, and the 
costs of having neither a pipeline from Eldoret to Kampala, nor a railway capable of competing 
with it93.  What is clear is that there are high social costs in terms of maintenance and road 
congestion from the current practice of trucking petroleum products into Uganda. 

                                                 
93 The best source of information is included in the PDC Consultants Report – which concludes that high 
retail margins, and high taxes are responsible for high pump prices in Uganda. 
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Table 3-19:  Trend of Petroleum Prices for a Slecetion of Countries and Regions 

Country/region Super gasoline (US$ per liter) Country/region Diesel fuel (US$ per liter) 

  1998 2000 2002 2004  1998 2000 2002 2004 

  Low income 0.47 0.61 0.55 0.79   Low income 0.31 0.44 0.41 0.66 
  Lower middle 
income 

0.46 0.49 0.50 0.65   Lower middle 
income 

0.27 0.35 0.34 0.44 

  Middle income 0.46 0.55 0.54 0.68   Middle income 0.29 0.41 0.39 0.55 
  Sub-Saharan 
Africa 

0.53 0.65 0.64 0.85   Sub-Saharan Africa 0.41 0.47 0.51 0.77 

  World 0.50 0.61 0.58 0.78   World 0.34 0.45 0.44 0.64 
           
  Burkina Faso 0.68 0.68 0.83 1.18   Burkina Faso 0.50 0.46 0.62 0.94 
  Zambia 0.53 1.00 0.72 1.10   Zambia 0.49 1.00 0.60 0.98 
  Burundi 0.72 1.01 0.58 1.04   Burundi 0.66 0.71 0.54 1.08 
  Uganda 0.86 0.86 0.83 1.02   Uganda 0.68 0.75 0.70 0.88 
  Rwanda 0.72 0.89 0.84 0.98   Rwanda 0.72 0.84 0.84 0.99 
  Malawi 0.51 0.69 0.66 0.95   Malawi 0.45 0.68 0.62 0.88 
  Tanzania 0.63 0.75 0.67 0.93   Tanzania 0.57 0.73 0.61 0.87 
  Congo, Dem. 
Rep. 

0.50 1.00 0.70 0.92   Congo, Dem. Rep. 0.50 0.93 0.69 0.81 

  Kenya 0.70 0.71 0.70 0.92   Kenya 0.54 0.60 0.56 0.76 
  Ethiopia 0.36 0.46 0.52 0.60   Ethiopia 0.25 0.27 0.32 0.42 
Source: World Bank’s World Development Indicators, 2005 

 
3.64 The price of alternatives to modern fuel is rising much less slowly than the price of 
modern fuel.  One would expect some substitution in demand from traditional to modern fuels as 
incomes rise.  But set against this is the price effect caused by the exogenous shock to world 
prices of paraffin and LPG, and the recent increases in electricity tariffs.  The net effect would 
probably be to increase demand for traditional fuels (ie wood and charcoal), as would increasing 
household size, especially amongst poor households.  However, monthly data from the CPI 
suggest generally stable prices for fuel wood. Charcoal in the likely face of increased demand.  
Prices to the West of Kampala actually seem to be trending down in nominal terms.  Either fuel 
wood is being burnt more efficiently, or supply has been increasing.  As a natural resource based 
economy with low fertilizer use, depending upon the source of wood, a more rapid rate of wood 
burning could potentially reduce farm productivity in Uganda. 
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Figure 3-6:  Nominal Prices for Traditional Fuels 1990-2005  
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Source: Consumer Pice Index Data from UBOS 

Evidence from the transport sub-sector 

3.65 Being both a landlocked, hilly, and agrarian country, Uganda’s transport sector 
needs to be highly efficient to offset the competitive disadvantages of geography and 
topography.  Instead, transport costs in Uganda seem to be high.  Rail services are poor and 
unreliable, forcing many exporters to use road links to Mombassa.  In some cases transport costs 
can be 50 percent of the value of goods depending on bulkiness and weight94.  Ugandan firms on 
average lost 1.8 percent of domestic sales and 1.1 percent of exports because of delays in 
transportation services.  23 percent of non-exporting firms cited transport as a major or severe 
obstacle to business, compared to 35 percent of exporters.   
 
3.66 Uganda’s international freight transport rate95 is high even among land-locked 
countries.  From a group of countries including SSA (Figure 3-8), only Ethiopia had a higher 
freight transport rate than Uganda during 1999-2003.  All the other landlocked countries shown—
Malawi, Mongolia and Kazakhstan—had lower freight transport rates. The contrast is even 
starker when compared with exporting countries in Asia. 

                                                 
94 Siggel and Ssemogerere (2004), Uganda’s Policy Reforms, Industry Competitiveness and Regional 
Integration: a Comparison with Kenya, Journal of Trade and Economic Development, 13:3. 
95 This is an extract from the World Bank DTIS report – volume 1 chapter 6.  The freight transport rate is 
given by (freight credit + freight debit + other transportation services credit + other transportation services 
debit + insurance credit + insurance debit) / (merchandise exports + merchandise imports), using IMF 
Balance of Payments Statistics. 
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Figure 3-7:  Freight Transport Rates of Selected Countries (in percent) 

 
Source: DTIS(2006), based on IMF Balance of Payments data  

 
3.67 Rail services are a major cause of high external transport costs.  Although 
there is enough track and rail ferry capacity to carry all of Uganda’s export trade by rail, only 27 
per cent of Uganda’s exports actually go by rail.  Operations are inefficient, and the availability 
and reliability of rolling stock and infrastructure are poor.  Estimates of average wagon cycle time 
for Port-Kampala-Port on the two rail corridors in the period 2001-2005 are about 34 days for the 
Northern (Kenya) Corridor, double or three times what is easily achievable, and 43 days on the 
Central (Tanzania) Corridor.  In contrast, imports to Kampala by road take only 7 days from 
Mombassa or Dar-es-Salaam, and exports on the Northern Corridor take about 3 days to 
Mombasa.96 
 
3.68 Poor rail services have created a costly imbalance between import and export trade.  
New high-value non-traditional exports go out by air, yet the aircraft arrive half empty, meaning 
the cost of air freight are borne disproportionately by exporters. By contrast, Ugandan trucking 
firms lose out to their Kenyan competitors from the deficit of exports over imports in road 
transportation via Mombassa.  Transporters based at Mombasa have the advantage that they 
would normally be at their home base waiting for import traffic, while trucks from Uganda with 
exports to Mombasa would have to wait for return cargoes without a confirmed booking in 
Kenya. 
 
3.69 Since around 90 percent of freight is carried by roads, rising road transport costs 
could put a brake on economic growth.  Poor access and quality of the domestic road network 
is one driver of high costs.  In the 2002-household survey, two thirds of households reported 
having access to a usable road year round, but only 17 percent report their closest feeder road in 
good condition, and a mere 3 percent report their closest community road to be in good condition.  
Whereas the density of the total road network is good, the paved network density is among the 

                                                 
96 Most imports move in organised convoys unlike exports, and this is the main reason why land transit 
times for imports are higher than for exports on the Northern Corridor. 
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lowest in the Africa region.  At 7 percent, the percentage of paved roads in Uganda is one tenth 
that of Korea in 1999.  Furthermore, the percentage of paved roads in Kampala is just 12 percent.  
Within the road sector, national roads make up 15 percent of the network but carry about 80 
percent of the total traffic.   
 
3.70 Vehicle prices and vehicle operating costs are too high.  In fact vehicle operating costs 
are 50 percent of total transport costs in Uganda, which is far above the global benchmark of 30 
percent.  Increasing traffic congestion around Kampala, the transport hub for most of Uganda’s 
trade, is one of the drivers of high vehicle running costs.  Others include the high price of 
petroleum products, high CET tariff on freight vehicles, and delays in VAT refunds to 
transporters.  Road transport costs are further raised by high operating costs resulting from old 
age and poor quality of vehicles, some of which are arguably imported because of high tariffs on 
newer trucks, and the long wait times from storage and coordination problems referred to earlier.   

Diagnosis 

3.71 We do not see low average returns to capital from the 2001/02 Uganda Business 
Inquiry.  Low infrastructure would normally reflect in low investment returns for firms and 
industries which are infrastructure-intensive.  On the contrary, weighted returns to capital97 
averaged around 21 percent for formal sector firms in 2001/02 prices.   

Figure 3-8:  Returns to Capital in Manufacturing Sector versus Infrastruture availability by District 
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97 Measured as profit as a share of market value of capital stock – as measured in UBI (2004). 
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3.72 Yet, there is very wide variance in returns to capital across regions within a 
particular sector.  There is wide variance across sectors as one would expect - but the variance 
within sectors by region is also striking.  As demonstrated in Figure 3-8, returns to capital in 
manufacturing were noticeably higher (and indeed very high) in Kampala in 2000/01, averaging 
93 percent, and curiously low in Jinja, the old industrial center, where they averaged 25 percent.  
Furthermore the correlation coefficient between the returns to capital in manufacturing in the 
main Districts where manufacturers are located, and the proportion of households using 
electricity for lighting is 0.69. 
 
3.73 One likely explanation for high returns despite poor public capital is that thriving 
firms in Uganda capitalize on the country’s comparative advantage, and adapt to cope with 
binding constraints.  Hausmann uses the metaphor of camels and hippopotami: just as one only 
observes camels in climates that are scarce in rainfall, he suggests that the firms that survive in a 
country are those that do not rely on the binding constraint.  This seems to be borne out by 
Ugandan firm data. As Table 3-14 shows, electricity use is a relatively low share of total costs for 
Uganda’s firms.  Transportation is a much more important cost driver – a constraint that firms 
cannot get around.  Firms seem to have adapted to do without electricity, and firms and industries 
that require it, simply don’t seem to open up in Uganda.   
 
3.74 High returns to capital and low returns to semi and low skilled labor are consistent 
with the syndrome of “under-investing State”.  As seen above, the social returns to connecting 
businesses to the grid are most likely very high, especially if the power produce by the grid was 
to be cheaper hydro power.   
 
3.75 Congestion in traffic around Kampala, and self-provision of electricity nation-wide 
are also symptoms consistent with an under-investing State.  Private returns to capital are 
higher where public infrastructure is better, and private returns on average exceed on the high 
costs of capital from the banking sector. 
 
3.76 This growth diagnostic for Uganda concludes the following: 

• Under-investment in infrastructure is the binding constraint to growth in Uganda; 

• Electricity is the number one priority – with major investments needed in towns outside 
of Kampala to expand job creation; 

• Trunk roads and main roads around Kampala need to be better maintained and expanded 
at key bottlenecks; 

• The costs of power and fuel are too high; 

• Financial intermediation is a future constraint that could quickly bind if infrastructure 
constraints are removed; 

• Coordination gaps are leading to inefficiencies in infrastructure, and seemingly skills 
training. 

 
3.77 Chapters 6 and 7 analyze infrastructure and financial sectors in more detail, and provide 
policy recommendations to remove constraints to growth. 
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List of Priority Specific Interventions [to be completed and sequenced after discussions with 
client: 
 

1. Scale up investments in power generation, overcoming coordination gaps associated with 
ERT, and low investment record to date; prioritize and sequence investments according 
to which are on the critical path – for instance, improving internal infrastructure is a 
priority, but it might not lead to higher processed exports if Mombassa port and the 
transport links to it remain poor. 

2. Scale up electricity connections to rural growth centers once the base load for existing 
customers is adequate; Government might also consider franchised Infrastructure 
Enhanced Zones in the short term, until problems with generation and transmission from 
the grid are fixed.  These could make available a full complement of infrastructure 
services, including a stand-alone reliable power supply (any spare capacity could be sold 
to the grid), dedicated telecommunications, a container depot, a freight handling facility; 

3. Develop a strategy to reduce price of modern fuels, prioritizing a low cost solution to the 
Eldoret-Kampala oil pipeline. 

4. Improve the efficiency of traditional fuel use by households, and the efficiency of 
charcoal production. 

5. Accelerate modernization of the railway and ensure rail concessionaire is capable of 
petroleum importation to compete with pipeline; 

6. Scale up road investments in Kampala and on trunk roads, first by addressing backlog of 
maintenance then by increasing paving. 

7. Reduce burden of corruption on exporters and medium-sized firms, targeting URA for 
anti-corruption effort. 

8. Formalize a transparent and contestable aid-financed fund for reducing discovery costs 
for exporters, building on USAID’s IDEAS project. 

9. Work more formally, collaboratively, and transparently with export associations to 
identify any coordination gaps, and to share latest technologies.  Given the different 
specificity of production methods, it will be important to approach each separately rather 
than all together to avoid recommendations that are common to all, but binding to no-one 
in particular.   

10. Cautiously roll out the expansion of post-primary education, considering the demand for 
vocational skills and the transition from post-primary education to the workforce.  
Identify likely labor market demands for skills, and target strategic skills and technology 
capabilities which will be required for Uganda to become internationally competitive in 
its areas of comparative advantage.  These are likely to include skills in renewable power 
generation, storage and transport logistics, telecommunications and ICT, road 
maintenance, accounting and banking. 

11. Implement reforms to increase competition within the banking sector (see chapter 7). 
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4. PATTERNS OF GROWTH AND PUBLIC SPENDING IN 
UGANDA: ALTERNATIVE SCENARIOS FOR 2003-202098 

A. SUMMARY AND CONCLUSIONS 

4.1 In this chapter, we explore the economywide effects of alternative scenarios for growth 
patterns, domestic policies and foreign aid during the period 2003-2020.  The analysis is based on 
the Ugandan version of an economy-wide simulation model – MAMS (Maquette for MDG 
Simulations).  
 
4.2 The BASE scenario, which is designed as a business-as-usual scenario, is calibrated to an 
annual GDP growth rate at just above 6 percent. As a general rule, government services and 
related spending also grow at a rate of 6 percent. Foreign aid (government grants and borrowing) 
grows roughly at the same rate as GDP, leaving the foreign debt – GDP ratio unchanged except 
for a slight downward adjustment in response to foreign debt relief. Under these circumstances, 
Uganda is able to achieve MDG 1 (reducing the poverty rate by half or more) and make 
considerable progress on other MDGs (in health, education, and water). The fact that the country 
still falls short of achieving the other MDGs largely reflects that real growth in MDG-related 
services is lower than what is required according to Uganda’s needs assessment (UNMP 2004). 
 
4.3 The scenarios are divided into two sets.  In the first set, we address the consequences of 
alternative growth patterns. In the second set, we explore issues related to alternative allocations 
and levels of government spending, improvements in government efficiency, and different levels 
of foreign aid.  
 
4.4 More specifically, the first set of simulations address the question: what is the impact of 
more rapid total factor productivity (TFP) growth targeted on a subset of the economy – 
agriculture, industry or transportation services – or affecting the entire private sector? The results 
indicate that the impact of stronger TFP growth tends to be benevolent – across the different 
simulations, which differ in terms of sector targeting, all household categories and most factors 
gain in welfare and wages or rents. Nevertheless, the results indicate that the factors that are 
concentrated in the sectors for which TFP growth expands see their wages improve if the targeted 
sector is “dynamic,” with growth supported by strong demand in domestic or foreign markets. 
This finding is particularly pertinent to agriculture. This is because at least part of domestic 
demand (that of the household sector) has relatively low income elasticities for agriculture and 
would, over time, switch their consumption basket to other products as incomes improve. 
Somewhat paradoxically, unless agricultural exports easily expand, the returns to factors that are 
intensively employed in agriculture grow more rapidly if TFP grows more rapidly in non- 
agriculture or across all sectors.. Given that the most of the poor live in rural areas and depend on 
agriculture, a multi-faceted approach to poverty reduction may therefore encourage growth in (i) 
agricultural subsectors with good export prospects; (ii) industries that use processed agricultural 
products; and (iii) the parts of the transportation and other services sectors that facilitate low-cost 
access to agricultural markets abroad and at home and to inputs used in agricultural production. In 

                                                 
98 This chapter draws on a background paper for the Country Economic Memorandum prepared by 
Lofgren, Hans and Diaz-Bonilla, Carolina “Patterns of Public Spending: Alternative Scenarios for 2003-
2020.   
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contrast to this, poverty reduction would not be served by higher productivity in the production of 
basic foodstuffs destined for domestic markets. For operational purposes, these general 
conclusions need to be complemented by more detailed analyses at a more disaggregated level.  

 
4.5 In the second set of scenarios, we address questions regarding the consequences of (i) 
alternative allocations of government spending across different functions, including human 
development (HD) and infrastructure; (ii) increased government efficiency; and (iii) scaled-up 
programs with and without additional foreign aid.  
 
4.6 The results indicate that, other things being equal, a reallocation of government spending 
from infrastructure (represented by roads and agriculture) to human development (represented by 
primary education, health, and water),  lowers growth in GDP, private final demand 
(consumption and investment). Poverty increases whereas indicators of human development 
MDGs (education, health, and water access) improve. The scope for realizing gains in one area by 
shifting spending is ultimately empirical, depending on relative marginal gains from spending in 
different areas. The potential gains may, however, be quite limited due to interdependencies and 
financing constraints. For example, growth losses from less spending on infrastructure reduce 
government revenues, limiting the resources for increasing spending on human development 
sectors. The gains from this expenditure switching are only gross, since they also have to make up 
for reduced, complimentary household out-of-pocket spending on human development sectors. 
Similarly, increasing expenditure on infrastructure at the expense of human development sectors 
may run into diminishing marginal returns in infrastructure in the short term, and in the long run, 
reduce economic growth due to slow human capital accumulation arising from slower increase in 
the average level of education of the labor force. In our simulations, we varied growth in 
government recurrent expenditure on “infrastructure” (defined to include roads and government 
services to agriculture) relative to the BASE scenario by ±90 percent and adjusted expenditure on 
human development (defined to include primary education, health, and water) within the 
available fiscal space. To exemplify the impact, when infrastructure spending was at its lowest 
level, the 2020 poverty rate was 22.8 percent whereas the net primary completion rate reached 
78.8 percent. In contrast, when infrastructure spending was at its highest level, the final-year 
poverty rate was 20.4 percent and the net primary completion rate 58.7 percent. The change in 
2020 primary enrollment is less drastic, around 4.2 percent, reflecting the fact that the 
deterioration in part is reflected in higher repetition rates, as opposed to dropout rates, and slower 
progress through the system. 
 
4.7 On the other hand, rather than reallocating spending between these high-priority and 
productive, it may be possible for the government to cut down on its unproductive activities 
and/or raise its over-all efficiency. This way, it can spend more within all the high priority areas 
and make more rapid progress across the full range of MDGs, although still without being on 
track to fully achieve them by 2015.  There would still be trade-offs but it may be easier to 
address these in a setting where there is room for a general expansion of productive government 
services. 
 
4.8 The government can become more productive, in terms of its objectives, in two related 
ways. First, it may be able to reallocate resources from wasteful activities, i.e., activities that do 
not contribute to the achievement of its objectives – an example would be government officials 
who administer programs that impose regulations with little or a negative impact on economic 
performance. Secondly, the government may be able to produce larger output quantities with 
unchanged input quantities or the same output quantities using smaller input quantities. We 
simulated the first case by reducing growth in “other government” activities (which include 
general government administration and defense) and the second case by reducing the 
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requirements of labor, capital and other inputs per unit of out produced throughout the 
government. In both cases, the resources that are released permit expansion in all high priority 
areas, adding to economic growth and private consumption and leading to more rapid progress 
across the full range of MDGs, also in human development areas. According to our simulations, a 
50 percent reduction in the growth of other government services to 3.1 percent per year or, 
alternatively, a percentage increase in government efficiency, registers considerable progress 
along several fronts: the poverty rate declines by 2-3 percent-age points (an 8-11 percent decrease 
in the number of poor); the net primary school completion rate increases by 15  percent-age 
points (a 20 percent increase in the number of within-cohort primary school graduates); gross 
enrollment rates increase at higher levels of education; the under-five mortality rate decreases by 
1.4-1.6 percent-age points (15-18 percent decline in the rate); and access to an improved water 
source increases by 11 percent-age points (17-18 percent increase in the number of people with 
access). 
 
4.9 The degree to which a government economy relies on foreign aid has numerous 
implications, including the scope for expansion of government programs that the donors are 
willing to finance, the extent to which domestic taxes have to be raised and the dynamics of trade 
flows and foreign indebtedness. First, we simulated the impact of lower growth in foreign aid 
(both grants and borrowing), reaching US $1.1 billion in 2020 (as opposed to US $1.8 billion for 
BASE). This cut was combined with reduced spending on infrastructure and higher direct taxes. 
The impact was negative on all indicators except for foreign indebtedness (which by 2020 had 
fallen from 70 percent to 64 percent of GDP) and exports – a stronger export orientation may 
have long-run benefits. GDP growth declined, primarily due to lower growth in the private capital 
stock but also because of less TFP growth and less employment of labor at all educational levels 
(for the least educated due to more unemployment and for the more educated due to slightly less 
rapid supply growth). Household consumption per capita decerated by 0.5 percent-age points per 
year, leading to an increase in poverty. The other MDG indicators all deteriorated, but to a lesser 
degree.  
 
4.10 These results suggest that additional foreign aid can contribute positively to economic 
objectives, especially if the new resources are targeted to services in productive areas and if they 
can be managed without any negative impact on over-all government efficiency. Under these 
assumptions, we implement a scenario with foreign aid increases in 2004-2020 that are twice as 
large as under the BASE scenario (reaching a total aid figure of US$2.9 billion in 2020 as 
compared to US$1.8 billion for the BASE scenario). The main qualitative difference between this 
scenario and the preceding scenarios with increased productivity is that more foreign aid permits 
a larger trade deficit, brought about by some combination of slower export growth and more rapid 
import growth, induced by appreciation of the real exchange rate. Although private consumption 
and incomes play a more prominent role here, the magnitute of improvements in MDG indicators 
is similar to the two scenarios with improved government productivity.   
 
4.11 Finally, we test the impact of an identical expansion in government MDG services and 
infrastructural investments financed by higher direct taxes in the absence of more foreign aid. The 
main consequence is that this increase in direct taxes significantly reduces growth in household 
consumption and savings, reducing growth in private investment, private capital stocks and GDP. 
More specifically, compared to the scenario with an expansion in foreign aid, the real growth rate 
for household consumption declines from 5.6 percent to 5.4 percent with a slightly larger decline 
for private investment. At a more disaggregated level, the welfare loss is faced by the households 
who have to pay the taxes (in this case the richest half in rural and urban areas). On the other 
hand, this scenario still realizes improvements in the indicators for primary completion, 
enrollment at higher levels of education, under-five mortality, and water access, albeit weaker 
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than under foreign-grant financing. From a macro perspective, these outcomes point to the fact 
that, if government consumption and/or investment expand in the absence of an increase in the 
trade deficit or an increase in GDP growth, then private consumption and/or investment have to 
decrease. This observation confirms that, in the absence of more foreign aid or productivity 
improvements, a government that pursues multiple objectives faces difficult trade-offs.  
 

B. INTRODUCTION 

4.12 The Uganda Government faces tough decisions about which sectors to promote and how 
to allocate scarce public resources across different types of spending. In this chapter paper, we 
used an economy wide model, MAMS99, for Uganda to analyze the long-run consequences of 
these choices by simulating alternative scenarios over the period 2003-2020. The scenarios were 
designed to shed light on the impact of alternative patterns for sectoral productivity growth and 
the allocation and over-all level of government spending, with alternative levels of foreign aid. In 
the analysis, we monitored the impact on national account aggregates, growth and trade at the 
level of major production sectors, factor wages and employment, and household welfare. 
 
4.13 The main contribution of the MAMS model is that it links the provision of human 
development (HD) services by different providers, inside and outside government, to education 
and health outcomes (including a subset of MDG indicators), while considering the role of other 
determinants, such as growth in the incomes and consumption of households. 
 
4.14 On a cautionary note, although we consider our qualitative conclusions as robust, one 
should view the specific quantitative results with caution given parameter uncertainty and the fact 
that the model provides a highly simplified representation of the Ugandan economy. In other 
words, the analysis should be considered as indicative, highlighting different issues that 
policymakers should consider when designing policies. It is also important to bear in mind that, 
given that many phenomena that are not considered also will change during the simulation period 
(for example world prices), the model generates counterfactual projections, not forecasts. 
 
4.15 This chapter is divided into three parts. The first presents the BASE scenario. The second 
analyzes a set of scenarios based on alternative patterns of total factor productivity (TFP) growth 
in the private sector. The third addresses alternative government scenarios in terms of spending 
patterns and levels, efficiency, and availability of foreign aid. Appendix A describes the model 
and the database in some more detail whereas Appendix B provides additional simulation results.  
 

C. BASE SCENARIO 

4.16 The main role of the BASE scenario is to provide a benchmark for comparison. Under 
this scenario, growth in TFP was adjusted on the margin (reaching 1.5 percent per year) to 
generate an annual growth rate of just above 6 percent for real GDP, i.e. a rate that is close to the 
actual growth rrealized during the period 1990-2003.  
 
4.17 Government is assumed to expand its spending according to a set of simple rules. 
Government consumption, outside of education, are all set to grow at around 6.2 percent per 

                                                 
99 The model on which this analysis is based is called MAMS (Maquette for MDG Simulations). MAMS is 
a dynamic CGE (Computable General Equilibrium) model, developed at the World Bank and designed for 
economywide analysis of the impact of poverty reduction and MDG strategies on the macro economy, 
poverty and human development (HD). 
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year.100 For primary education, Government increases its demand sufficiently to permit a gradual 
80 percent increase in total (government and non-government) resources per student, an increase 
that is deemed necessary to make substantial progress in reaching (geographically or socially) 
marginal groups and to reduce repetition and dropout rates. For secondary and tertiary education, 
government services will increase sufficiently to maintain unchanged resources per student.  
 
4.18 Government finances its activities from domestic and foreign sources in a manner that is 
designed to be compatible with macroeconomic stability. Tax collection is increased gradually, 
from 11 percent of GDP in 2003 to 18 percent in 2020 via increases in the effective rates of 
domestic direct and indirect taxes. For imports tariffs, the effective rates and the GDP share are 
roughly unchanged.101 Government domestic borrowing, part of which is interest-bearing, is close 
to 1 percent of GDP and grows at a rate that is close to the rate of GDP growth.102 The trajectory 
of foreign government borrowing is such that the base-year foreign debt – GDP ratio (71 percent) 
is targeted until foreign debt relief sets in (a total of US $109 million during the period 2006-
2008), at which point the targeted ratio is gradually adjusted downward (to 69.6 percent) in order 
to avoid a return to the initial debt burden. Foreign grant aid is assumed to grow at the same pace 
as GDP. As a result, total foreign aid (defined as the sum of government’s external grants and 
borrowing) increases by 6 percent per year from US $700 million in 2003 to US $1.8 billion in 
2020. For the full simulation period, most of the aid (63 percent) is in grant.  
 
4.19 In the BASE scenario, summarized in Table 4-1, most national account aggregates and 
parts of government consumption or demand grow at rates of 5-7 percent. Growth in private 
investment is determined by the availability of financing, net of government financing needs. The 
required annual growth rate for recurrent government demand for primary education is quite 
moderate (5.1 percent per year) due to the influence of growth in non-government spending and a 
gradual decline to zero for the number of out-of-cohort entrants to first grade. As a result of the 
increase in resources per student, the net primary completion rate improves drastically, from 15.5 
percent in 2003 to 76 percent in 2020.103 Given very rapid enrollment growth for secondary and 
tertiary education (at 8-9 percent per year), slower growth in non-government demands, and the 
policy of maintaining unchanged resources per student, government demand for secondary and 
tertiary education grows rapidly, at 14-15 percent per year.  

 

                                                 
100 For the sectors where capital spending is more important than recurrent spending – water, agriculture 
and roads – service expansion refers to growth in the government capital stock; for the other government 
functions, it refers to growth in recurrent real government demand (consumption). Across all government-
related functions, growth in output is proportional to growth in the government capital stock, which is 
determined by government investment. 
101 Changes in direct tax rates are free to adjust to balance government receipts and outlays. 
102 MAMS is a “real” model – nominal (as opposed to relative) prices do not matter and the monetary 
sector is not covered. In order to capture a key aspect of government financing, the ability of the 
government to obtain a certain amount of resources for free, it divides domestic government borrowing into 
two categories, interest-bearing , referred to as bond sales, and non-interest-bearing, referred to as Central 
Bank borrowing (providing resources to the government via money creation withhout any debt-servicing 
obligation). Bond sales are set to permit the stock of bonds to grow at the same rate as GDP. Bond sales are 
matched by an equal amount of Central Bank borrowing. Overall, this results in domestic borrowing 
growth at a rate that is close to GDP growth. Such a scenario for domestic financing should be compatible 
with continued macroeconomic stability.  
103 Given that the primary cycle in Uganda has 7 years, the 2003 net primary completion rate is defined as 
the product of the within-cohort entry rate in 1997 times the product of the primary passing rates in each 
grade during the period 1997-2003.  
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4.20 In the labor market, real wages grow for all three labor types at rates of 1-2 percent per 
year, most strongly for workers with tertiary education, next followed by those at the lowest 
education level. In conjunction with these wage developments, the rate of unemployment (which 
also covers underemployment) declines for all three labor segments, signaling an over-all 
tightening of the labor market.104 Among non-labor factors, rent (or wage) growth is particularly 
strong for land (given a rate of supply growth that, at 1 percent, is lower than those of other 
factors), while capital rents grow at the more moderate rate of 1.2 percent per year.105 Aggregate 
real household consumption per capita grows at 2 percent per year, with a moderate pro-poor and 
pro-rural bias, reflecting the composition of endowments for the different household types:106 (i) 
the higher the quartile to which a household belongs, the larger the income shares for capital and 
relatively educated labor, and the smaller the importance of the least educated labor segment; and 
(ii) only rural households own land, with larger per-capita endowments for the upper two 
quartiles. 
 
4.21 Among the MDGs, this performance is sufficient to generate substantial improvements, 
not only for MDG 2 (the net primary school completion rate), but also for MDGs 1 (poverty), 4 
(the under-five mortality rate), and 7a (access to safe water).107 With the exception of MDG 1 
(with the poverty rate defined as a function of per-capita consumption with an elasticity of -1), 
however, the modeled MDGs are not achieved by 2020 (or by 2015), reflecting the fact that the 
growth rates for the MDG outcome determinants (including relevant services, per-capita 
consumption and the availability of public infrastructure) are insufficient.  
 
4.22 At a more disaggregated level, real GDP growth is also quite uniform, in the range of 5-7 
percent per year, with the above-mentioned exception for higher education. Growth in agriculture 
is below average due to the tendency of households to reduce the share of agricultural 
commodities in their consumption basket as incomes increase. GDP growth in transportation 
services and agriculture is influenced positively by the endogenous TFP impact of growth in 
government capital stocks in road and services to agriculture – annual TFP growth in agriculture 
is 2.0 percent  and as high as 7 percent for transportation services, as compared to 1.7 percent for 
other private sectors. For all private sectors, there is also a positive relationship between TFP and 
increased openness (measured by the share of the sum of exports and imports in GDP); however, 
under the BASE scenario, openness does not change much over time. In government sectors, TFP 
growth is exogenous and set at zero for the BASE scenario. The distributional consequences of 

                                                 
104 The model allows for the existence of labor unemployment. As long as unemployment is above the 
minimum level, the labor supply cure is upward-sloping: employers can hire the desired quantity at a 
reservation rate that is inversely related to the unemployment rate. As a result, the impact of changes in 
labor demand is spread across wages and employment (as opposed to formulations with a fixed 
unemployment rate, under which wages would fully absorb demand- (and supply- )side shocks. Reliable 
data for un- (or under-) employment are not available. The model database assumes considerable 
unemployment (30%) for the least educated and largest segment of the labor force (those with less than 
completed secondary) and more moderate rates for those with more education (10%). The minimum rate is 
5% for all segments.  See Annex for Chapter 4 for more details.  
105 The total (agricultural) land supply is set to grow at an exogenous rate of 1% per year, a rate that is 
lower than the recorded growth rate of 2.2% for the period 1990-2004 – this reflects our assessment that 
land supply growth will be considerably lower in the future. Private capital growth is driven by private 
investment which is determined by the availability of financing (the sum of private savings and FDI), net of 
government borrowing. 
106 The chapter uses real household consumption per capita as the indicator of consumption-related 
household welfare. Equivalent variation (EV) results are computed but not reported since they generate the 
same results in terms of rankings of welfare outcomes across simulations and household types. 
107 Due to data limitations, the model does not consider the MDGs for maternal mortality and sanitation 
(MDGs 5 and [part of] 7, respectively). 
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alternative growth patterns are largely explained by the pattern of factor use across activities. In 
terms of value-added shares, land and the least educated labor segment are intensively used in 
agriculture, capital in industry and transportation services, and more educated labor in 
government services. Other private services are moderately intensive in capital and relatively 
educated labor.  
 
4.23 Annual growth rates for real exports and imports, both aggregate and disaggregated, are 
close to 7 percent and 6 percent, respectively. Non-trade sources of foreign exchange earnings 
and outlays are either exogenous or policy-driven (including the policy of maintaining a certain 
foreign debt – GDP ratio), in effect defining the required trade balance (in foreign currency). The 
real exchange rate (which depreciates at an annual rate of 0.3 percent) influence export and 
import volumes, assuring that this trade balance is realized. 
 
4.24 During the simulation period, the composition of the labor force and employment is 
changing toward a higher average level of education. Employment for the least educated grows at 
4.5 percent per year as opposed to 4.8-4.9 percent for the two more educated labor types. In terms 
of the labor force (as opposed to employment), the growth contrast is sharper due to a relatively 
strong reduction in unemployment (or underemployment) for the least educated: annual labor 
force growth for the latter is at 3.5 percent as opposed to 4.5-4.6 percent for labor with higher 
education. In the private sectors, employment of labor and private capital grows at close to 4.5 
percent per year. For government services, the growth rate is a couple of percentage points higher 
– in the absence of TFP growth, more rapid factor employment growth is needed to maintain real 
growth rates that are similar to those of the private sector. It should also be noted that private 
capital is used also in what is labeled as “government services,” reflecting that, inter alia, part of 
health and education is owned by the private sector. 
 
4.25 Table 4-1 summarizes the changes in economic structure between 2003 (according to the 
model database) and 2020 (according to the BASE simulation).  In 2003, private services 
represented the largest part of value-added (38 percent), followed by agriculture and industry 
(both at 23-24 percent), with the remaining part of GDP (15 percent) represented by government 
services.  The fact that, for industry, as opposed to the other sectors, the production share is larger 
than the value-added share indicates that it has stronger backward linkages to other sectors 
(value-added is a smaller share of its output value). Agriculture remains dominant in terms of 
employment whereas trade (both exports and imports) is dominated by industry. Under the BASE 
simulation, the structure in 2020 is quite similar. The main change is a growing importance for 
government services in terms of shares in value-added, production, and employment. This 
change, however, is driven by model assumptions, some of which are changed in model 
simulations.  
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Table 4-1: Structure of Uganda’s Economy in 2003 and 2020 (base simulation) 

 

value- prod- employ- exports in imports in 
added uction ment exports output imports demand

2003 
Agriculture 24.0 18.1 69.3 24.7 8.2 3.4 3.3
Industry 23.3 34.8 7.3 48.1 9.2 52.6 23.7
Petroleum 8.5 100.0
Transportation 4.0 3.5 1.9 13.2 37.7
Other private services 34.0 29.6 15.7 26.1 6.6 6.9 3.8
Primary education 2.3 1.9 0.8
Secondary education 1.9 1.6 0.5
Tertiary education 2.0 1.6 0.5
Health 2.2 2.5 0.9
Government water services 0.0 0.0 0.0
Government agriculture services 0.1 0.1 0.0
Government road services 0.3 0.3 0.1
Other government services 6.0 5.9 2.8 1.1 1.4 0.5 1.4
Non-competitive imports 14.9 100.0
Total 100.0 100.0 100.0 100.0 6.7 100.0 16.5
2020 
Agriculture 22.5 16.9 67.9 22.5 10.2 3.3 3.3
Industry 21.8 34.5 7.2 49.9 12.0 53.8 23.8
Petroleum 9.4 100.0
Transportation 1.9 2.4 0.9 10.3 39.0
Other private services 32.0 28.1 15.5 26.8 8.7 6.7 3.8
Primary education 2.4 1.9 0.9
Secondary education 4.0 3.1 1.1
Tertiary education 3.9 3.0 1.1
Health 2.9 2.8 1.2
Government water services 0.0 0.0 0.0
Government agriculture services 0.1 0.1 0.1
Government road services 0.4 0.3 0.2
Other government services 8.1 6.9 3.9 0.7 0.9 0.6 1.4
Non-competitive imports 16.0 100.0
Total 100.0 100.0 100.0 100.0 8.4 100.0 16.2
Difference (2020-2003) 
Agriculture -1.5 -1.3 -1.5 -2.1 2.0 -0.2 0.0
Industry -1.5 -0.4 -0.1 1.8 2.8 1.2 0.1
Petroleum 0.8 0.0
Transportation -2.1 -1.0 -0.9 -2.9 1.3
Other private services -2.0 -1.5 -0.2 0.7 2.1 -0.2 0.0
Primary education 0.2 0.0 0.1
Secondary education 2.1 1.5 0.6
Tertiary education 2.0 1.4 0.6
Health 0.7 0.3 0.3
Government water services 0.0 0.0 0.0
Government agriculture services 0.0 0.0 0.0
Government road services 0.1 0.1 0.1
Other government services 2.1 1.0 1.1 -0.4 -0.5 0.1 0.0
Non-competitive imports 1.1 0.0
Total 0.00 0.00 0.00 0.00 1.63 0.00 -0.26

Nominal share (%) of
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D. ALTERNATIVE PATTERNS FOR SECTORAL PRODUCTIVITY GROWTH 

4.26 The first set of experiments, defined in Table 4-2, addresses the impact of alternative 
patterns of accelerated productivity growth for the private sector, which, as noted above, is 
disaggregated into agriculture, industry, transportation services, and other private services. The 
scenarios do not address the costs of achieving these productivity gains. To the extent that 
government resources are needed, it is implicitly assumed that these can be mobilized by 
reducing spending in non-productive areas. The results are summarized in Tables 4-3 - 4-6. 

Table 4-2: Definitions of Simulations with Accelerated TFP Growth 

Name Description
tfp-agr increased TFP growth for agriculture
tfp-agr-pt increased TFP growth for agriculture + perfect transformability of agricultural 

output (between exports and domestic sales)
tfp-ind increased TFP growth for industry
tfp-pser

increased TFP growth for private services (transportation and other private services)

tfp-pall increased TFP growth for all private sectors (agriculture, industry and private 
services) + perfect transformability of agricultural output (between exports and 
domestic sales)  

 
4.27 In the first simulation of increasing TFP grpwth for agriculture (TFP-AGR), the 
exogenous component of TFP growth in agriculture is increased by 1.8 percent per year. This is a 
doubling of this component relative to the BASE scenario, under which total agricultural TFP 
growth was slightly higher (at 2.0 percent) due to some positive, endogenous developments 
(primarily expansion of roads and government services to agriculture). 
 
4.28 As expected, more rapid productivity growth in agriculture has a positive impact on 
growth in total GDP and absorption (i.e., total domestic final use or demand; the sum of private 
and government consumption and investment), both of which record annual growth increases of 
around 0.5 percent (Table 4-3). Given minimal changes in government demand, the absorption 
increase benefits private consumption and investment. As a result of higher private consumption 
and incomes, the poverty rate declines significantly (by 5 percent) while minor improvements are 
realized for other MDGs. At the sector level, agricultural growth increases by more than 1 percent 
per year while other private sectors see their growth increase by 0.4-0.6 percent (Table 4-4). With 
higher private incomes and output levels, there is also some expansion in non-government 
demand for “government” services (some of which are supplied by the non-government actors), 
complementing government spending on these sectors.108 The initial supply increase for 
agriculture (due to more rapid productivity growth) puts downward pressure on agricultural 
output prices and value-added, reducing agricultural production incentives and factor demands. 
Conseqyently, wages decline for factors that are intensively used in agriculture, especially if they 
are immobile. This explains why land rents decline for this scenario and why the factor with the 
second lowest rate of wage growth is the least educated segment of the labor force. Accordingly, 
employment growth in agriculture is lowest for this scenario. Migration of agricultural workers to 
other sectors mitigates their wage losses – the outcome would be even less favorable for the least 

                                                 
108 On the other hand, in education, the government may also have to increase its spending to maintain 
targeted resource levels per student to the extent that enrollment increases. This explains the minor increase 
in government spending on tertiary education under the scenario TFP-AGR. 
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educated labor if such migration were not possible to the extent assumed. Given these wage 
developments, welfare improvements are stronger for urban and better-off households. 
 

Table 4-3: Summary at Macro/Aggregate Level – BASE Versus TFP Simulations 

Simulations*
Indicator 2003 base tfp-agr tfp-agr-pt tfp-ind tfp-pser tfp-pall

bn annual growth
Real Absorption 13,484 6.0 6.4 6.6 6.5 6.5 6.6
macro Private consumption 9,232 5.6 6.2 6.4 6.3 6.2 6.3

Government consumption 1,799 7.3 7.3 7.3 7.3 7.2 7.2
Private investment 1,903 6.2 6.9 7.2 7.2 6.8 7.1
Government investment 553 6.0 6.0 6.0 6.0 6.0 6.0
Stock change -3
Exports 1,463 7.2 8.1 8.7 8.1 7.9 8.0
Imports 3,088 5.7 6.3 6.9 6.4 6.3 6.5
GDP at factor cost 10,871 6.2 6.7 6.8 6.7 6.7 6.7
Real exchange rate index 100 0.3 0.3 -0.6 0.2 0.3 0.0

bn annual growth
Real gov- Primary education 260.2 5.1 4.9 4.9 4.9 4.9 4.9
ernment Secondary education 75.2 14.8 14.7 14.6 14.6 14.5 14.5
services Tertiary education 85.7 13.7 13.8 13.5 13.5 13.3 13.4

Health 192.3 6.2 6.2 6.2 6.2 6.2 6.2
Water 2.9 6.2 6.2 6.2 6.2 6.2 6.2
Agriculture** 15.6 6.2 6.2 6.2 6.2 6.2 6.2
Roads** 57.6 6.2 6.2 6.2 6.2 6.2 6.2
Other government 1,109.6 6.2 6.2 6.2 6.2 6.2 6.2

% of GDP GDP in final year
Government Taxes 11.3 17.4 16.8 16.3 16.1 15.7 15.5
revenue Foreign aid 11.3 10.8 10.3 9.9 10.3 10.5 10.7

'000 annual growth
Factor Labor -- <secondary education 0.218 1.33 1.53 1.86 1.68 1.71 1.76
wages or Labor -- secondary education 3.061 1.16 1.76 1.91 1.68 1.55 1.70
rents Labor -- tertiary education 9.748 2.28 2.90 3.02 2.81 2.64 2.81

Land 0.087 4.93 4.87 6.02 5.88 5.71 5.88
Private capital 0.205 1.21 1.69 1.42 1.03 1.28 1.25

'000 annual growth
Real house- Rural 281.4 2.06 2.60 2.86 2.68 2.63 2.75
hold cons- Urban 903.5 1.83 2.42 2.54 2.44 2.48 2.52
umption Quartiles 1-2 167.9 2.26 2.78 3.10 2.78 2.72 2.86
per capita Quartiles 3-4 547.6 1.89 2.46 2.65 2.54 2.54 2.62

Total 357.8 2.00 2.55 2.77 2.61 2.59 2.69
%% in final year

MDG 1 (headcount poverty 35.0 21.0 16.3 14.3 15.7 15.9 15.1
indicators 2 (primary completion) 15.5 75.7 76.8 76.5 76.3 75.9 76.1

4 (Under-5 mortality) 14.0 9.2 9.0 8.9 8.9 9.0 8.9
5 (Maternal mortality) 56.0 64.0 64.2 64.3 64.2 64.2 64.2
7a (Improved water access) 56.0 64.0 64.2 64.3 64.2 64.2 64.2
7b (Improved sanitation access) 0.000 6.336

*The simulations are defined in Table 4.5.
**Measured by the size of the capital stock.  
 
4.29 This outcome is conditioned on the assumption that an increase in the proportion of 
output that is exported leads to efficiency losses and that, given this, very strong domestic 
demand growth would be needed to dispose of additional output without losses in profitability.109 
Although this is not an unreasonable assumption, it may also be possible to target productivity 
and output gains to agricultural products that can easily be exported. To test the impact of this 
aspect, a second simulation that increases TFP for agriculture and assumes perfect 
transformability of agricultural output (TFP-AGR-PT), was designed. It is identical to TFP-AGR 
except for that it is now assumed that agricultural output is perfectly transformable between 
exports and domestic sales.  
 

                                                 
109 In other words, the default assumption is that each sector with both exports and domestic sales can 
allocate its output between these destinations along a concave transformation or production possibility 
curve. 
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4.30 The impact of this change in assumptions is drastic. Comparing the new results to those 
of TFP-AGR, agricultural GDP now expands by an additional 0.7 percent per year while growth 
in total GDP, absorption, private consumption, and private investment increases by an additional 
0.2-0.3 percent per year. Agricultural export growth reaches 14 percent per year (up from 10 
percent per year under TFP-AGR). Among the factors, the strongest gain in wage growth is for 
land followed by the least educated labor segment, which, compared to the other productivity 
scenarios, here enjoys both stronger wage and employment gains. Also the other labor segments 
obtain higher wages. On the other hand, for private capital, rents decline, reflecting the combined 
impact of expanded supplies due to more investment and the low capital-intensity in agriculture. 
Outside agriculture, growth declines slightly for industry (since it now faces higher labor wages 
and higher prices for intermediate inputs from agriculture) whereas private service growth 
increases slightly, in part due to demand for its services in the marketing of agricultural output. In 
terms of distribution, the gains under this scenario are particularly strong for rural and low-
income households.  The gains in the MDG indicators are stronger except for MDG 2. The latter 
reflects weakening of wage incentives for continued education (measured by changes in the ratio 
between wages for workers with secondary and less than secondary education). 
 

Table 4-4: Sectoral Growth in Production and Trade – BASE Versus TFP Simulations 

2003 base tfp-agr tfp-agr-pt tfp-ind tfp-pser tfp-pall
Real GDP at factor cost
Agriculture 2610.9 5.6 6.7 7.3 6.0 5.9 6.4
Industry 2532.7 6.2 6.7 6.5 7.3 6.7 6.8
Transportation 431.8 7.2 7.8 7.9 7.9 7.9 7.9
Other private services 3694.8 6.1 6.5 6.6 6.7 7.0 6.8
Primary education 245.6 5.0 5.0 5.0 5.0 5.0 5.0
Secondary education 205.2 8.8 8.9 8.9 8.8 8.8 8.8
Tertiary education 212.1 8.5 8.6 8.6 8.5 8.5 8.5
Health 244.5 5.7 6.0 6.1 6.0 6.0 6.1
Government water services 1.6 6.2 6.2 6.2 6.2 6.2 6.2
Government agriculture services 8.6 6.2 6.2 6.2 6.2 6.2 6.2
Government road services 31.9 6.2 6.2 6.2 6.2 6.2 6.2
Other government services 651.4 6.2 6.2 6.2 6.2 6.2 6.2
Total 10871.0 6.2 6.7 6.8 6.7 6.7 6.7
Real exports
Agriculture 361.1 6.6 9.9 14.0 5.6 6.3 9.1
Industry 703.9 7.4 7.7 5.6 9.4 7.9 7.7
Other private services 382.2 7.4 7.0 5.4 7.4 9.3 7.7
Other government services 15.7 4.4 3.6 1.7 3.5 4.2 3.3
Total 1463.0 7.2 8.1 8.7 8.1 7.9 8.0
Real imports
Agriculture 105.6 5.4 5.4 6.4 6.4 6.1 6.3
Industry 1623.0 5.9 6.4 7.1 6.4 6.5 6.7
Petroleum 263.9 6.3 6.7 7.0 6.8 6.8 6.9
Transportation 407.4 4.2 5.0 5.6 4.9 4.5 4.9
Other private services 212.2 5.6 6.4 7.2 6.4 5.8 6.4
Other government services 15.8 6.9 7.3 8.0 7.3 7.0 7.4
Non-competitive imports 460.2 6.1 6.7 6.9 6.9 6.7 6.9
Total 3088.0 5.7 6.3 6.9 6.4 6.3 6.5
*The simulations are defined in Table 4.5  
 
4.31 The next simulation boosts TFP growth in industry instead of agriculture (TFP-IND). The 
addition to TFP growth for industry is the same as for agriculture except for a scaling factor that 
is designed to assure that overall growth changes are reasonably similar across the different TFP 
simulations.  In this case, given that, in 2003, industry had a slightly smaller value-added share 
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than agriculture, the adjustment factor slightly raises the growth push. Given that we consider 
penetration of industrial export markets more difficult, we retain the assumption that industrial 
output is imperfectly transformable between the domestic market and exports. The simulation 
results indicate that, as intended, he growth changes for GDP, absorption, and household 
consumption are similar to those of TFP-AGR. However, among the sectors and the factors, the 
patterns of change are different. GDP growth is now strongest for industry. Land and labor with 
less than secondary education enjoy stronger wage growth than under TFP-AGR whereas wage 
growth declines for private capital and the two more educated labor segments. Accordingly, 
welfare outcomes are more positive for households that are rural and/or relatively well-off.  

Table 4-5: Labor Employment an Unemployment – BASE Versus TFP Simulations 

2003 base tfp-agr tfp-agr-pt tfp-ind tfp-pser tfp-pall
EMPLOYMENT
Labor (all) total 10784.3 4.5 4.6 4.8 4.8 4.7 4.8
('000) agriculture 7476.8 4.4 4.2 4.8 4.8 4.7 4.8

industry 786.5 4.4 5.1 4.4 3.7 4.7 4.3
non-government services 1897.2 4.1 4.7 4.3 4.3 3.9 4.1
government services 623.8 6.9 7.3 7.0 6.9 6.9 6.9

Labor total 10148.1 4.5 4.5 4.8 4.8 4.7 4.8
< Secondary agriculture 7366.6 4.4 4.2 4.8 4.8 4.7 4.8
education industry 739.6 4.4 5.1 4.4 3.7 4.7 4.4
('000) non-government services 1578.8 4.1 4.8 4.3 4.3 3.8 4.1

government services 463.1 7.0 7.5 7.1 7.0 7.0 7.0
Labor total 377.5 4.8 4.9 4.9 4.9 4.8 4.9
Secondary agriculture 79.4 4.4 3.8 4.7 4.7 4.8 4.8
education industry 32.7 4.5 4.8 4.3 3.7 4.8 4.3
('000) non-government services 211.7 4.4 4.7 4.4 4.5 4.2 4.3

government services 53.8 7.0 7.0 6.9 6.9 7.0 6.9
Labor total 258.8 4.9 5.0 5.0 5.0 4.9 5.0
Tertiary agriculture 30.9 3.6 3.0 3.9 4.0 4.0 4.0
education industry 14.2 3.7 3.9 3.5 2.9 4.0 3.6
('000) non-government services 106.7 3.6 3.9 3.7 3.8 3.4 3.6

government services 107.0 6.5 6.5 6.4 6.4 6.5 6.4
Private total 21532.8 4.6 4.9 5.1 5.1 4.9 5.0
capital agriculture 961.2 4.5 4.0 5.3 5.6 5.2 5.4
(stock value) industry 8342.2 4.6 5.0 4.9 4.5 5.2 4.9

non-government services 10919.5 4.1 4.5 4.7 5.0 4.2 4.6
government services 1309.8 7.5 7.6 8.0 8.1 7.7 7.9

Land ('000 ha) agriculture & total 6554.0 1.0 1.0 1.0 1.0 1.0 1.0
UNEMPLOYMENT
Labor (%) total 29.1 17.6 16.6 12.6 13.5 14.3 13.5

< secondary education 30.0 18.4 17.3 13.1 14.0 14.8 14.0
secondary education 10.0 5.0 5.0 5.0 5.0 5.0 5.0
tertiary education 10.0 5.0 5.0 5.0 5.0 5.0 5.0

*The simulations are defined in Table 4.5

% annual growth

% final year

 
 
4.32 In yet another simulation, additional TFP growth is instead targeted to transportation 
services and other private services (TFP-SER). The macroeconomic growth changes follow the 
same pattern as for the previous simulations. Given that, in the base year, the share in total GDP 
for private services is larger than for agriculture or industry; the productivity boost for the two 
private services is more moderate, leading to a GDP growth gain of 0.7-0.8 percent per year for 
these sectors. GDP growth expands more in industry than in agriculture, among other things 
reflecting the fact that the service sectors rely more on inputs from industry than from agriculture 
and that the industrial sector depends more on service inputs (which have fallen in price) than 
agriculture.110 Following the same pattern as before, the strongest rent gain is for land (a factor 

                                                 
110 Agriculture has limited backward links to other sectors – most of the output value is value-added 
whereas intermediate input use is quite limited. Agriculture has relatively strong forward links to industry 
(processing of agricultural outputs), promoting growth in the sector under the scenario TFP-IND. 
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that is not used in services) whereas the weakest gain is for capital, a factor for which private 
services represent a relatively high demand share. However, over all, this scenario leads to the 
most uniform rates of wage growth. At the household level, welfare changes are slightly biased in 
favor of urban and better-off households.  

 
4.33 The final simulation in this set spreads the boost to productivity growth across all private 
sectors including agriculture, industry and services (TFP-PALL). It retains the assumption that 
agricultural output is perfectly transformable between exports and domestic sales. In order to 
generate increases in total GDP growth and other macro indicators, which are similar to the 
preceding scenarios, the productivity boost for each sector is more limited. The exchange rate 
appreciates in response to agricultural export expansion, reducing growth in other exports and 
encouraging imports. As expected, the gains in GDP growth are very uniform across the sectors, 
with a slight edge for agriculture given its ability to export additional output. Given this, factor 
wages and household welfare also grow in a relatively uniform manner, with slightly stronger 
gains for land among the factors and those who are better off among the households.  

 
4.34 In sum, the main finding of the first set of simulations is that the factors that are 
concentrated in the sectors for which TFP growth expands see their wages improve if the targeted 
sector is “dynamic,” with growth supported by strong demand in domestic or foreign markets. 
This finding is particularly pertinent to agriculture, for which at least part of domestic demand 
(from the household sector) has relatively low income elasticities and over time switches its 
consumption basket to other products as incomes improve. Somewhat paradoxically, unless 
agricultural exports can easily expand, the returns to factors that are intensively employed in 
agriculture (which are disproportionately owned by rural and poor people) grow more rapidly if 
TFP grows more rapidly in non-agriculture sectors or across all sectors. A cautious approach to 
poverty reduction may therefore encourage growth in (i) agricultural subsectors with good export 
prospects; (ii) industries that use processed agricultural products; and (iii) the parts of the 
transportation and other services sectors that facilitate low-cost access to agricultural markets 
abroad and at home and to inputs used in agricultural production. In contrast to this, poverty 
reduction would not be served by higher productivity in the production of basic foodstuffs 
destined for domestic markets. For operational purposes, these general conclusions need to be 
complemented by more detailed analyses at a more disaggregated level.  
 

E. GOVERNMENT SPENDING ALLOCATION AND EFFICIENCY 

4.35 In the second set of scenarios, we address questions regarding the consequences of (i) 
alternative allocations of government spending across different functions, including HD, 
infrastructure and non-productive activities; (ii) increased government efficiency; and (iii) scaled-
up programs with and without additional foreign aid. These secarios are defined in Table 4-6 and 
the results summarized in Tables 4-7 - 4-9. 
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Table 4-6:  Definitions of Policy, Government Efficiency and Aid Simulations 

Name Description
infcut 90% growth cut for infrastructure (roads and agriculture) and expansion of MDG-

related HD within fiscal space limits.
ogovcut 50% growth cut for other (unproductive) government and expansion of 

infrastructure and MDG-related HD  within fiscal space limits.
ogovcut 50% growth cut for other (unproductive) government and expansion of 

infrastructure and MDG-related HD within fiscal space limits.
goveff 1% additional growth in government efficiency and expansion of infrastructure 

and MDG-related HD within fiscal space limits.
faidcut lower growth in foreign aid (3 %-age points less of GDP in 2020); higher direct 

taxes and less spending on infrastructure
fgexp doubled foreign aid increase and expansion of expansion of infrastructure and 

MDG-related HD within fiscal space limits.
taxexp Same expansion of government as FGEXP and same foreign aid as BASE; 

government expansion financed by extra direct taxes.  
 
4.36 Under the first scenario, government service growth in the infrastructure area (INFCUT), 
covering agriculture and roads and defined on the basis of capital stock growth, is cut by 
approximately 90 percent relative to BASE (to 0.4 percent per year).111 Within fiscal space limits, 
the resources that are freed up are allocated to spending on MDG-related human development 
areas including primary education, health and water, via a uniform scaling up of their growth 
rates in each year.  
 
4.37 The size and direction of the different effects of these changes are of interest even if 
many of the effects are quite limited given the small share of agriculture and roads in the 
government budget. Agriculture and roads spending is about 2 percent of GDP, relative to 
spending on MDG-related HD of 5.4 percent of GDP. The growth rates for MDG-related HD 
spending increase by around 1 percent per year. This reallocation of government spending 
priorities results in a minor decrease in real GDP growth of 0.2 percent per year (instigated by 
productivity loss in the agricultural and transportation sectors due to slower growth government 
infrastructure capital stocks), leading to similar decreases in total absorption, private 
consumption, and private investment. This decline in household income and consumption growth 
reduces tax revenues and creates a need for increased government spending on higher education 
(to maintain quality in the face of less household spending on the sector), reducing the scope for 
increases in MDG-related HD spending. HD spending is more heavily oriented toward 
consumption relative to infrastructure spending. Given this, growth in total government 
consumption accelerates compared to BASE whereas growth in total government investment 
slows down. In the labor market, wage growth decelerates across the board (by 0.2-0.4 percent). 
Among the MDGs, the differences are as expected: poverty reduction is less rapid whereas the 
performance for the HD MDGs improves, especially for primary education and water, but only to 
a minimal extent for health.112  
 

                                                 
111 The cut is not exactly by 90% since investment in the base year, which is much higher, is taken as given.  
112 For health, this reflects the combined impact of more government health services, less real household 
consumption of health services, reduced access to road infrastructure, and relatively substantial 
improvements under the base scenario, reducing the marginal returns to further progress. 
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4.38 We further explored the trade-offs between HD and infrastructure spending in a series of 
simulations where we gradually varied the exogenous real growth rate for infrastructure services 
between -90 percent and +90 percent compared to BASE, with endogenous adjustments in MDG 
HD spending within fiscal space limits, i.e. the simulation INFCUT provided the first in a series 
of simulations. More rapid growth in HD services has a direct and positive impact on HD MDG 
outcomes. On the other hand, infrastructure investments raise TFP in the different production 
activities, with a positive impact on growth in GDP and private consumption and, to various 
degrees, mitigating the negative HD impact of less direct government spending on HD services. 
However, the marginal returns from increased infrastructure investments are also diminishing and 
slower growth in the more educated segments of the labor force reduces GDP growth. The 
results, reflecting the combined impact of these effects, are summarized in Figure 4-1, which 
shows alternative outcomes for 2020.113 When growth in infrastructure services is increased by 90 
percent, the degree of goal achievement is only 47 percent for a non-weighted average of the 
three HD MDGs but as high as 127 percent for MDG 1 (poverty). At the opposite extreme, when 
infrastructure growth is cut by 90 percent, the degree of goal achievement for the average HD 
MDG goal achievement reaches 73 percent while MDG 1 declines to 118 percent. When moving 
from the scenario with the lowest growth in infrastructure to the one with the highest growth, 
annual growth in GDP and household consumption both increase by 0.3 percent.  
 
Figure 4-1: Poverty – Human Development Trade-Offs 
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4.39 HD and infrastructure spending may both be classified as “productive” since they 
contribute positively to development outcomes (albeit with scope for efficiency improvements). 
On the other hand, the residual government function, other government (55 percent of total 
government spending in 2003) is in part made up of activities that are unproductive and therefore 
could be cut, freeing up resources for productive use elsewhere in the economy (e.g. 
administrators that enforce regulations without any positive impact on economic performance). 
However, it also includes activities that may be vital to the general well-functioning of the 
government administration and much of the rest of the economy (such as maintaining the judicial 
system and limiting the scope and incentives for corruption).  
 
4.40 For the scenario OGOVCUT, we assume that it is possible to cut growth in the 
government’s consumption of “other government services” by half, to 3.1 percent per year, 
without any negative repercussions. This reflects a gradual curtailment of the part of these 

                                                 
113 In Figure 3, the share of goal achieved was by definition 0% in 1990 and would be 100% in 2015 for an 
MDG that is achieved in full. For MDG 2, defined by the net primary completion rate, the 1990 figure is 
not available. The computation of goal achievement in 2020 is based on the 2003 figure and the 2015 goal. 



 143

services that are unproductive. Detailed analysis of the government administration would be 
needed to identify such activities. The resources that are released are used to expand both MDG-
related HD and infrastructure services. 
 
4.41 Annual growth rates in HD and infrastructure services increases by 2-3 percent-age 
points under OGOVCUT. Among government final demands, investment growth is boosted 
relative to consumption growth; this reflects that “other government,” which was cut, is tilted 
towards recurrent spending. Annual GDP growth is 0.4 percent higher, primarily due to more 
rapid growth in infrastructure, and a similar expansion in private consumption and investment. 
MDG indicators improve across the board. 
 
4.42 The efficiency with which government resources are utilized has a direct influence on the 
achievement of economic objectives (unless foreign aid is unlimited). Under the scenario 
GOVEFF, we assume that government efficiency improves by 1 percent per year; i.e., compared 
to the previous year, it is in any given year possible to provide the same service level with 1 
percent less of labor, capital, and intermediate inputs.114 As in the preceding simulations, the 
savings are used to expand spending on HD and infrastructure.115  
 
4.43 As expected, the effects are salubrious. Real growth in GDP increases by 0.5 percent per 
year whereas total real government consumption and investment increase by 1 percent and 3 
percent per year, respectively – the bulk of the resources that are freed up go to these areas. The 
annual growth gains in the HD and infrastructure areas are 2.5-3 percent. Growth also expands 
for higher levels of education as more students proceed from the primary level. For the private 
sector, real consumption and investment increase by around 0.3 percent. All MDG indicators 
improve with gains that are similar to those under OGOVCUT.  
 
4.44 The main messages that emerge from the simulations reported up to this point is that, 
within a given foreign aid envelope, switching spending between HD and infrastructure involves 
trade-offs, with relatively limited scope to make progress along one dimension at the expense of 
the other. On the other hand, if the government is able to cut down on its unproductive activities 
and/or raise its over-all efficiency, then it can expand in all high priority areas and make more 
rapid progress across the full range of MDGs, however still without being on track to fully 
achieve them by 2015.116 Trade-offs are still present but it may be easier to address these in a 
setting where there is room for a general expansion of productive government services.  

                                                 
114 Note that, although this has a positive impact on services produced by the government (like health, 
education, and infrastructure maintenance), this is not assumed to change the efficiency of investments, 
including the input needs when producing public infrastructure (since the production of this capital is not 
carried out by the general government).  
115 Under both GOVEFF and OGOVCUT, the government is able to consume and invest more in high 
priority areas. The main difference between the two scenarios is that, under GOVEFF, the source is 
increased government productivity whereas, under OGOVCUT, it is thanks to the fact that the government 
is able to reduce consumption and investment in unproductive areas. 
116 Of course, the fact that across-the-board improvements are possible does not remove the need for the 
government to face trade-offs and identify the allocation of government spending across functions that, 
given its effects on different objectives, is considered “optimal.” 
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Table 4-7: Summary of Results – BASE and Policy Simulations 

Indicator 2003 base infcut ogovcut goveff faidcut fgexp taxexp
bn

Real Absorption 13,484 6.0 5.8 6.3 6.5 5.5 6.7 6.0
macro Private consumption 9,232 5.6 5.4 5.9 6.0 5.1 6.1 5.4

Government consumption 1,799 7.3 7.5 7.2 8.2 7.2 8.4 7.9
Private investment 1,903 6.2 5.9 6.5 6.4 5.5 6.8 5.8
Government investment 553 6.0 4.6 8.8 9.1 4.8 9.2 8.8
Stock change -3
Exports 1,463 7.2 6.9 7.8 7.9 7.8 6.3 7.4
Imports 3,088 5.7 5.5 6.1 6.2 5.1 6.7 5.7
GDP at factor cost 10,871 6.2 5.9 6.5 6.7 5.9 6.6 6.2
Real exchange rate index 100 0.3 0.3 0.4 0.6 0.7 -0.2 0.3

bn
Real gov- Primary education 260.2 5.1 5.9 7.4 7.3 5.2 7.3 5.2
ernment Secondary education 75.2 14.8 15.1 16.1 15.7 14.8 16.3 15.4
services Tertiary education 85.7 13.7 13.9 15.3 14.8 13.6 15.7 14.4

Health 192.3 6.2 7.3 9.4 9.5 6.2 8.8 8.8
Water 2.9 6.2 7.2 9.1 9.1 6.2 8.5 8.5
Agriculture** 15.6 6.2 0.9 9.1 9.1 3.3 8.5 8.5
Roads** 57.6 6.2 0.9 9.1 9.1 3.3 8.5 8.5
Other government 1,109.6 6.2 6.2 3.1 6.2 6.2 6.2 6.2

% of GDP
Government Taxes 11.3 17.4 17.3 17.7 17.7 20.6 17.4 21.8
revenue Foreign aid 11.3 10.8 10.8 10.7 10.8 7.4 14.7 10.6

'000
Factor Labor -- <secondary educati 0.218 1.33 1.14 1.53 1.60 1.17 1.51 1.31
wages or Labor -- secondary educatio 3.061 1.16 0.79 0.96 1.11 0.95 1.01 1.12
rents Labor -- tertiary education 9.748 2.28 1.93 1.90 1.93 2.04 2.28 2.37

Land 0.087 4.93 4.64 5.35 5.47 4.68 5.22 4.82
Private capital 0.205 1.21 1.13 1.49 1.61 1.24 1.36 1.39

'000
Real house- Rural 281.4 2.06 1.82 2.34 2.40 1.62 2.51 1.86
hold cons- Urban 903.5 1.83 1.64 2.08 2.15 1.24 2.37 1.46
umption Quartiles 1-2 167.9 2.26 2.01 2.58 2.63 2.05 2.66 2.34
per capita Quartiles 3-4 547.6 1.89 1.68 2.15 2.21 1.32 2.39 1.53

Total 357.8 2.00 1.77 2.28 2.33 1.51 2.48 1.75
%

MDG 1 (headcount poverty 35.0 21.0 22.8 18.7 18.2 24.9 17.0 23.0
indicators 2 (primary completion) 15.5 75.7 78.8 91.0 90.8 73.1 92.4 78.2

4 (Under-5 mortality) 14.0 9.2 9.1 7.8 7.6 9.6 8.0 8.2
5 (Maternal mortality) 56.0 64.0 66.3 75.2 75.5 63.4 72.7 72.4
7a (Improved water access) 56.0 64.0 66.3 75.2 75.5 63.4 72.7 72.4
7b (Improved sanitation acce 0.000 6.336 6.119 6.614 7.054 6.295 6.283

*The simulations are defined in Table 1.
**Measured by the size of the capital stock.

% annual growth

% annual growth

% in final year

Simulations*

% annual growth

% annual growth

% of GDP in final year
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Table 4-8: Sectoral Growth in Production and Trade – BASE and Policy simulations 

2003 base infcut ogovcut goveff faidcut fgexp taxexp
Real GDP at factor cost
Agriculture 2610.9 5.6 5.3 6.0 6.0 5.4 5.8 5.6
Industry 2532.7 6.2 5.9 6.7 6.7 5.9 6.6 6.2
Transportation 431.8 7.2 6.0 8.0 8.0 6.5 7.9 7.5
Other private services 3694.8 6.1 6.0 6.5 6.5 5.9 6.5 6.1
Primary education 245.6 5.0 5.6 6.8 6.8 5.0 6.8 5.0
Secondary education 205.2 8.8 8.9 9.7 9.7 8.6 9.8 9.0
Tertiary education 212.1 8.5 8.5 9.5 9.4 8.2 9.8 8.7
Health 244.5 5.7 6.1 7.4 7.7 5.5 7.1 6.8
Government water services 1.6 6.2 7.2 9.1 9.1 6.2 8.5 8.5
Government agriculture services 8.6 6.2 0.9 9.1 8.1 3.3 8.5 8.5
Government road services 31.9 6.2 0.9 9.1 8.1 3.3 8.5 8.5
Other government services 651.4 6.2 6.2 3.2 6.2 6.2 6.2 6.2
Total 10871.0 6.2 5.9 6.5 6.7 5.9 6.6 6.2
Real exports
Agriculture 361.1 6.6 6.0 7.4 7.4 7.3 5.5 7.1
Industry 703.9 7.4 7.1 8.1 8.1 7.9 6.6 7.6
Other private services 382.2 7.4 7.5 7.9 8.0 8.0 6.6 7.3
Other government services 15.7 4.4 4.8 2.0 7.4 5.4 3.3 4.5
Total 1463.0 7.2 6.9 7.8 7.9 7.8 6.3 7.4
Real imports
Agriculture 105.6 5.4 5.2 5.7 5.7 4.8 6.2 5.2
Industry 1623.0 5.9 5.5 6.3 6.3 5.1 6.9 5.8
Petroleum 263.9 6.3 6.0 6.6 6.6 5.8 6.9 6.3
Transportation 407.4 4.2 5.1 4.1 4.1 4.3 4.5 3.8
Other private services 212.2 5.6 5.2 5.8 5.8 4.8 6.6 5.5
Other government services 15.8 6.9 6.7 3.7 5.7 6.5 7.4 6.9
Non-competitive imports 460.2 6.1 5.6 7.1 7.1 5.3 7.5 6.6
Total 3088.0 5.7 5.5 6.1 6.2 5.1 6.7 5.7
*The simulations are defined in Table 4.6  
Table 4-9:  Labor employment and unemployment: BASE versus policy simulations  

 

2003 base infcut ogovcut goveff faidcut fgexp taxexp
EMPLOYMENT
Labor (all) total 10784.3 4.5 4.4 4.7 4.7 4.4 4.7 4.5
('000) agriculture 7476.8 4.4 4.3 4.6 4.7 4.3 4.5 4.3

industry 786.5 4.4 4.1 4.9 5.0 4.2 4.8 4.5
non-government services 1897.2 4.1 4.2 4.3 4.3 4.0 4.4 4.0
government services 623.8 6.9 6.9 6.5 6.4 6.7 7.7 7.3

Labor total 10148.1 4.5 4.4 4.7 4.7 4.4 4.7 4.4
< Secondary agriculture 7366.6 4.4 4.3 4.6 4.7 4.3 4.5 4.3
education industry 739.6 4.4 4.1 4.9 5.0 4.2 4.8 4.6
('000) non-government services 1578.8 4.1 4.2 4.2 4.2 4.0 4.3 4.0

government services 463.1 7.0 6.9 6.4 6.4 6.8 7.7 7.4
Labor total 377.5 4.8 4.9 5.4 5.3 4.7 5.5 4.9
Secondary agriculture 79.4 4.4 4.6 5.2 5.1 4.4 4.9 4.4
education industry 32.7 4.5 4.4 5.5 5.4 4.3 5.2 4.6
('000) non-government services 211.7 4.4 4.5 5.0 5.0 4.3 5.0 4.4

government services 53.8 7.0 7.1 6.8 6.8 6.9 8.0 7.4
Labor total 258.8 4.9 5.0 5.4 5.4 4.8 5.6 5.1
Tertiary agriculture 30.9 3.6 3.6 4.3 4.4 3.6 3.9 3.5
education industry 14.2 3.7 3.5 4.6 4.7 3.5 4.2 3.7
('000) non-government services 106.7 3.6 3.6 4.2 4.3 3.5 4.0 3.5

government services 107.0 6.5 6.6 6.8 6.5 6.4 7.4 6.8
Private total 21532.8 4.6 4.4 4.7 4.7 4.3 4.9 4.4
capital agriculture 961.2 4.5 4.3 4.6 4.6 4.3 4.7 4.2
(stock value) industry 8342.2 4.6 4.2 4.9 5.0 4.2 5.0 4.5

non-government services 10919.5 4.1 4.2 4.1 4.1 3.9 4.3 3.9
government services 1309.8 7.5 7.4 7.0 6.7 7.1 8.3 7.6

Land ('000 ha) agriculture & total 6554.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0
UNEMPLOYMENT 
Labor (%) total 29.1 17.6 19.2 16.2 15.5 18.9 16.3 17.9

< secondary education 30.0 18.4 20.0 16.9 16.1 19.7 17.1 18.6
secondary education 10.0 5.0 5.0 5.0 5.0 5.0 5.0 5.0
tertiary education 10.0 5.0 5.0 5.0 5.0 5.0 5.0 5.0

*The simulations are defined in Table 4.6

% annual growth 

% final year 



 146

F. FOREIGN AID AND GOVERNMENT SPENDING 

4.45 What are the likely effects of alternative scenarios for foreign aid? In the absence of more 
foreign aid, what are the consequences of more rapid expansion of government spending? In 
order to respond to these questions, we constructed three scenarios. Under the first, FAIDCUT, 
we reduce growth in foreign aid (both grants and borrowing, keeping their shares roughly 
unchanged) sufficiently to reduce foreign aid in 2020 by 3.4 percent of GDP (from 10.8 percent 
of GDP under BASE to 7.4 percent of GDP under this scenario). In US dollars, the corresponding 
values for 2020 are US $1.8billion for BASE and US $1.1 billion for FAIDCUT. This foreign aid 
cut is combined with higher direct taxes (making up for lost foreign aid) and a reduction in 
spending on roads and agriculture (to mitigate the need for higher taxes). In the second 
simulation, FGEXP, we double the increase in foreign aid in each year (2004-2020). This 
additional foreign aid is entirely in grant form and the resources are used for HD and 
infrastructure spending. Under the third scenario, TAXEXP, we impose the same increases in real 
government service and capital stock growth but, in the absence of additional foreign aid, we 
finance this expansion with an increase in direct taxes.  
 
4.46 The fact that less foreign aid is received under FAIDCUT means that, compared to the 
BASE scenario, a reduction in the trade deficit is necessary, accomplished via higher export 
growth and lower import growth, induced by depreciation of the real exchange rate, at a rate of 
0.7 percent per year (as opposed to 0.3 percent for BASE). The required depreciation is kept in 
check by reduced imports for investments in roads and agriculture – as a result of the cut in 
infrastructure spending, total government investment and consumption growth decline by 1.2 and 
0.1  percent-age points, respectively. Annual growth for wages and rents for land and all types of 
labor decline by around 0.2  percent-age points, leading to reduced annual growth in private 
incomes, household consumption private savings and private investment, with the declines in the 
range of 0.5-0.7  percent-age points per year. In terms of distribution, the top two quartiles in 
rural and urban areas, who face the additional tax burden, suffer a slightly stronger decline in 
their consumption growth. The annual rate of GDP growth declines by 0.3 percent-age points per 
year. Domestic absorption (private and government consumption and investment) decline more 
strongly than GDP because the country has to reduce its trade deficit, raising export growth and 
reducing import growth (both change by +0.6 and -0.6  percent-age points per year, respectively), 
reducing what is left for domestic use. The decline in GDP growth is primarily due to the 
slowdown in private capital stock growth. To a lesser extent, it is caused by lower productivity 
growth (due to the cut in government spending on infrastructure), higher unemployment for the 
least educated labor category (due to lower wages, fewer are brought into employment), and 
slightly slower growth in the more educated labor segments. The latter is caused by a slight 
deterioration in the performance of the education sector – even though educational services per 
student are the same as far the BASE scenario, reduced growth in private incomes and the road 
infrastructure have a negative impact on the sector. All MDG indicators deteriorate, most 
noticeably the poverty index. On the positive side, the level of the foreign debt is lower (64 
percent of GDP as opposed to 70 percent for the BASE scenario) and the economy is less 
dependent on foreign aid, and more oriented toward exports. 
 
4.47 In light of the results for FAIDCUT, it is not surprising that the addition to foreign aid 
under the next simulation, FGEXP, has a positive impact on all components of domestic final 
demand (absorption). For the government, demand growth is particularly strong for investment 
(increase by more than 3 percent) as capital stocks have to grow to accommodate increased 
service production in the absence of any efficiency gains (as was the case for the simulation 
GOVEFF). The increase in foreign aid increases the trade deficit that Uganda can accommodate, 
leading to exchange rate appreciation that brings about slightly slower export growth and more 
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rapid import growth (both rates move by 1 percent) – this increase in the trade deficit is the main 
factor behind more rapid growth in total domestic final demand (absorption). On the private side, 
consumption and investment growth both expand by an additional 0.5-0.7 percent compared to 
the base scenario. GDP growth increases by around 0.5 percent, boosted by more rapid growth in 
private investment and more rapid expansion for the educated labor force. The scenario has 
positive effects on all MDG indicators.  
 
4.48 Under the last scenario, TAXEXP, the same real government expansion is financed with 
a direct tax increase, imposed on the upper two quartiles in rural and urban areas, in the absence 
of any additional foreign aid. Relative to GDP, direct taxes increase from 3 percent in 2003 to 11 
percent in 2020. The contrast to the preceding scenario is quite drastic as the increase in 
government demand has to be accommodated in a setting with an unchanged trade deficit and 
little change in GDP growth, leaving growth in total absorption unchanged (all comparisons are 
with the base scenario). Given this, the expansion in government demand comes at the expense of 
private consumption and investment, the growth rates of which decline by 0.3-0.4 percent. The 
changes in wage rates are small. The distributional consequences for this scenario is driven by the 
tax policy – while the bottom two quartiles register a marginal increase in per-capita 
consumption, consumption declines by 0.4 percent per year for the two quartiles. Compared to 
the base, this scenario generates a higher poverty rate but slight improvements in the other MDG 
indicators; compared to the preceding scenario with an increase in foreign aid, all MDG 
indicators perform less well. All in all, these scenarios show that attempts to let the government 
grow more rapidly in the absence of a parallel increase in foreign aid brings difficult trade-offs to 
the fore: human development services and the stocks of public infrastructure increase more 
rapidly while leaving households and the private sector with less resources for consumption and 
investment, developments that puts a break on progress in the human development area.117 
 
 

                                                 
117 We carried out an additional simulation that differed from TAXEXP in that the government expansion 
was financed by additional domestic government borrowing (instead of direct taxes), more directly 
crowding out domestic private investment. Compared to the TAXEXP, the growth rates are more rapid for 
private consumption (6.4% growth rate) but slower for real GDP (6.6% growth rate) and private investment 
(-0.8% growth rate, i.e. declining).   



 148

5.  EXPORTS, TRADE POLICY AND GROWTH 

5.1 Chapter 1 concluded that export growth would increasingly be needed for Uganda to 
maintain rapid economic growth.  This was also a theme of chapter 2.  This chapter therefore 
looks at what Uganda could do to stimulate exports118.   
 
5.2 Promoting traditional agricultural exports is important and so is supporting the 
continued diversification of exports.  Export growth contributes to overall economic growth, 
which in turn is the key to reducing poverty, as evidenced by experiences world-wide as well as 
in Sub-Saharan Africa (SSA).  However, the benefits of high growth—including those from 
export growth—may not reach some of the poorest households.  This is underlined by the finding 
of the recent Uganda Poverty Assessment Report (World Bank) of growing inequality in the 
country, including that between rural and urban areas.  Accordingly, improving agricultural 
incomes would need to be the cornerstone of Uganda’s poverty reduction strategy; in addition, 
non-farm earning opportunities need to be increased to absorb the rapidly growing labor force.   
 
5.3 Export diversification in Uganda has come from the emergence of non-traditional 
exports, and the decline in traditional exports.  Uganda has made important progress in 
diversifying from traditional exports, in part due to the emergence of non-traditional exports (in 
particular fish, followed by gold, cut flowers, and maize), and in part due to the decline in 
traditional exports (in particular coffee).  Exports of coffee—which had driven the high 
merchandise export growth in the first half of the 1990s—have been falling since the mid-1990s, 
in part due to the decline in international prices, but also due to the coffee wilt disease and the 
unsuccessful GOU coffee replanting program.  By 2004/05, fish exports had overtaken coffee 
exports as the largest merchandise export item from Uganda.  Both these export items, however, 
appear to have been surpassed by tourism, which has been steadily increasing since the mid-
1990s, to become the single largest foreign exchange earner for Uganda. 
 
5.4 Uganda’s exports reflect its competitive advantages, which stem from high 
transportation costs for both exports and imports; and its natural advantage in agro-based 
products.  High transport costs are due to the country being landlocked, and having poor 
transport infrastructure to the nearest port.  Accordingly, in the international markets, Uganda’s 
competitive advantage lies in those products which are based on domestically produced inputs 
and raw materials, as well as those which have high value-weight ratios (fish and cut flowers are 
prominent examples).  In the regional markets, Uganda has a competitive advantage in some 
agricultural products, in particular in maize, with Uganda being a surplus producer surrounded by 
mostly maize deficit countries.  It appears to also have a competitive advantage in some 
manufactured goods with respect to countries/regions that are even more landlocked than itself, 
such as southern Sudan, eastern Democratic Republic of Congo (DRC), and Rwanda.  DRC and 
Rwanda are among Uganda’s top 10 export partners, and metal products are amongst the top 
exports to these countries.  Finally, Uganda could also aim to develop a competitive advantage in 
service exports, for which high transport costs would not be such an important constraint. 
 

                                                 
118 This chapter is the executive summary of the World Bank DTIS study (June 2006), which was led by 
Helena Tang. 
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5.5 There are economy-wide and sector-specific constraints to stronger export 
performance in Uganda.  Addressing the former would help provide a stronger enabling 
economic and business environment to support the expansion of existing exports as well as the 
diversification into other exports, such as manufacturing and information, communication and 
technology (ICT).  At the same time, however, the provision of an appropriate enabling 
environment by itself may not be sufficient, and there may also be sector-specific constraints to 
exports that need to be tackled.  This report addresses both these sets of issues. 

A. ECONOMY-WIDE ISSUES 

5.6 Economy-wide issues for exports include those that can be addressed domestically 
(either by the government and/or the private sector possibly with donor support) or 
externally (either in a regional context or in a multilateral arena).  It should be noted that 
virtually all aspects of the development agenda—ranging from education, health, taxation, 
governance, business environment, financial sector development, and so on—could affect trade 
and growth performance.   These are dealt with in other chapters of this report.  The analysis in 
this chapter focuses on the more trade-related aspects.     
 
5.7 With respect to domestic policy issues, Uganda has performed well in some 
important areas.  It has achieved macroeconomic stability, with inflation being at single digits 
since the mid-1990s.  Uganda’s high aid inflows have given rise to concerns about the emergence 
of “Dutch Disease”.  However, the real exchange rate remains substantially more depreciated 
than in the mid-1990s despite a slight reversal from trend in recent years (and a slight slowing of 
real merchandise export growth).  Moreover, many other factors determine export 
competitiveness—including all the behind-the-border issues addressed in this report.  
Nonetheless, since Uganda is likely to continue to be highly aid-dependent for the foreseeable 
future, it is important that aid (and public expenditures) be optimally utilized for generating 
productivity gains and growth in the country.  Using aid flows to strengthen infrastructure (which 
are also priority areas for attention—see chapter 8) would support this aim. 
 
5.8 Uganda has also made good progress on the institutional front.  With respect to the 
business environment, Uganda does well (ranking in the top third among some 150 countries and 
better than most other Sub-Saharan African countries) in contract enforcement, labor flexibility, 
and closure of business.  Undoubtedly Uganda can improve on the governance front, but the level 
of corruption in the country is no worse than the average of countries at a similar level of 
economic development.   
 
5.9 Much more attention needs to be given to infrastructure.  Power is the immediate 
priority, followed by transport.  Access to, and high cost of, finance need to be addressed, and 
various measures are also recommended for trade policy; regional trade arrangements; customs; 
sanitary, phyto-sanitary (SPS) and other trade-related standards; and trade-related institutions.  
Addressing them will certainly facilitate trade, and in some cases help the poor.        

Power 

5.10 Power shortage has long been an important constraint, and has recently reached 
crisis proportions because of a combination of factors including delay in Bujagali Hydropower 
Project, high distribution losses, growing electricity demand, and low water levels in Lake 
Victoria (from which Uganda derives its main source of power—hydropower). The low water 
levels of the lake are due to te prolonged drought in the region and consequent over-abstraction of 
water for hydro power generation. As a result, many private firms resorted to self-provisioning of 
electricity. Running a generator is 2 to 6 times more expensive than obtaining electricity from the 
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public grid for a Ugandan manufacturing firm (2 times for larger firms and 6 times for smaller 
firms).  Such costs have further been exacerbated by the world oil price increase.  Reducing the 
cost of energy would reduce the costs of production in Uganda.  This is crucial for maintaining 
the competitiveness of existing exports which depend on energy to greater or lesser extents. Such 
exports are flower and horticulture which require energy for cold stores, processing equipment, 
and irrigation; fish which requires electricity to make ice to maintain quality of fish all through 
the supply chain and for cold stores; manufactured exports which require energy to run their 
factories; tourism operators who need energy to run their hotels and restaurants; and 
transportation of all exports requiring fuel.  Reducing the costs of energy could also lead to the 
emergence of new export products (for example in manufacturing and ICT) once this potential 
binding constraint to manufacturing is relaxed.     
 
5.11 More permanent relief from the power shortage situation is not expected until 2010. 
GOU is addressing the crisis situation by increasing thermal generation capacity to meet its short 
to medium term electricity needs, while developing long-term additional generation capacity 
through the Bujagali Hydropower Project, which is expected to be commissioned in early 2011.  
GOU is planning to finance the high costs of thermal power through various means including 
through donor support, budgetary support, tariff increases, as well as improvements in demand 
side management and energy efficiency.  Meeting long-term electricity needs would involve 
private sector development of the Bujagali hydropower plant, for which donor financing has been 
sought.   
 
Transport and Trade Facilitation 

5.12 By virtue of its landlocked status, Uganda is automatically disadvantaged with 
respect to transport and trade facilitation (TTF).  Not only does it have to incur additional 
costs arising from the greater distance to the sea ports, it also needs to bear costs arising from 
TTF issues in its littoral neighbors which are outside of its control.  In Uganda’s case, such issues 
are arguably more constraining than those that are under its control.   
 
5.13 There are several TTF issues within Uganda.  First, is increasing congestion around 
Kampala, the transport hub for most of Uganda’s exports and imports, which could fast become a 
constraint to trade expansion.  Second, is high costs of road transport due to high tariffs on freight 
vehicles (raised from 7 to 25 percent with the introduction of the CET), and slow refund of VAT 
to freight companies. Oil company margins also appear high, although the reasons behind them 
need further analysis. Third is the need to expand air freight infrastructure and facilities.  Fourth, 
is potential anti-competitive behavior of railway concessionaire (of the Northern Corridor) as it 
would also concession the ferry services that serve the Central Corridor; with respect to access of 
all inland container depots (ICDs) to railway services in the event that the railway concessionaire 
establishes its own ICD; and with respect to petroleum transport after the construction of the 
pipeline from Eldoret (Kenyan side) to Kampala.  Finally, rural roads are in poor condition, and 
reduce returns to farmers.    
 
5.14 Of the TTF issues outside of Uganda’s control, the most important one is congestion 
at Mombasa Port, which handles 95 percent of Uganda’s external trade traffic.  Customs bonds 
add a substantial 4 percent to the costs of export and import commodities transiting through 
Kenya.  The poor performance of rail transport in Kenya necessitates intensive use of higher cost 
road services.  Finally, the cost of transportation of petroleum products by pipeline is excessively 
high because of the lack of competition from the railways. 
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5.15 Several of these TTF issues need to be addressed in conjunction with partners in the 
East African Community (EAC).  The most important is addressing the problem of port delays, 
including the use of electronic data interchange (EDI) of transit related information and improved 
cargo tracking (the Global Positioning Satellite).  Second, is finalizing the joint concessioning of 
the Kenya and Uganda railways which would provide competitive pressures on road transport 
services and on petroleum transport.  Third, is reviewing the CET tariff on heavy freight vehicle 
imports taking into account fiscal implications.  Fourth, is reducing or removing the requirement 
for customs bonds, particularly when major clearing and forwarding firms are involved.   
 
5.16 Given the many TTF issues that are outside of Uganda’s control, it is all the more 
important for Uganda to address those issues within its control.  First, is to expedite approval 
and implementation of the Master Plan for the Greater Kampala Metropolitan Area.  Second, is to 
expedite refunds of VAT (in this context for transport operators but obviously also more 
generally).  Third, is to invest in freight infrastructure and facilities at Entebbe Airport, and for 
accelerating the rural road connectivity program.  And fourth, is to ensure the independence of 
the proposed Multi-Sector Transport Regulatory Authority to control potential anti-competitive 
behavior indicated above.   

Trade Policy 

5.17 It is recommended that Uganda push for a reduction of the CET, and in 
consultation with its EAC partners, establish a time-table for the phase-out of special tariffs 
on “sensitive products”. Prior to joining the East African Community (EAC) Customs Union 
(together with Kenya and Tanzania) and adopting the Common External Tariff (CET) in January 
2005, Uganda had one of the most liberal trade regimes amongst developing countries, with tariff 
levels actually close to those in developed countries (and even lower in agriculture). Adoption of 
the CET raised both the levels as well as the escalation of tariffs in Uganda. At the same time, 
tariffs are now applied to the value of imports at Mombasa while previously; they were applied to 
the value of goods at the Ugandan-Kenyan border, which were higher than at Mombasa bedcuase 
of transportation cocts. The net effect of these changes on the level of protection in Uganda is 
unclear and should be analyzed for the 2009 review of the CET. Adoption of CET has brought the 
risk of trade diversion, with Uganda substituting more expensive imports from its EAC partners 
for cheaper imports from mpore efficient producers in third countries. This should also be taken 
into account during the 2009 review. 
 
5.18 Joining the customs union has entailed introducing special tariffs which could reach 100 
percent on 58 “sensitive products”. This could be particularly anti-poor, as the higher consumer 
prices that could result from these tariffs are likely to be more harmful for low-income consumers 
who depend heavily on the basic products included in the sensitive list (such as milk, grains, used 
clothing and sugar). It is recommended that Uganda, in conjunction with its EAC partners review 
the list of sensitive products and the applicable tariffs on them at the 2009 review.   
 
5.19 Within the export policy regime, one issue that requires attention is the 20 percent 
export tax on raw hides and skins adopted for the purpose of developing a domestic tanning 
and leather industry.  It is not clear that this strategy would work since the main problem of the 
sector is the poor quality of hides and skins due to poor nutrition, diseases, and so on.  Moreover, 
cross country experience indicates that export taxes generally induce smuggling.  Finally, and 
perhaps most importantly, such a tax depresses prices to the producer; in Uganda’s case, poverty 
would likely be worsened since livestock farmers are amongst the poorest in the population.  
Aside from this, Uganda has a generally liberal export regime.   
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Regional Trade Arrangements (RTAs) 

5.20 Overlapping membership of trade blocs creates problems over the CET.  In addition 
to the EAC, Uganda is also a member of the Common Market for Eastern and Southern Africa 
(COMESA), as is its EAC partner Kenya.  Its other EAC partner, Tanzania, is a member of the 
South African Development Community (SADC).  Since COMESA and SADC intend to form 
customs unions in the medium-term which will entail their own CETs, and one country 
realistically cannot adopt two different CETs, let alone the customs and fiscal integration that are 
basic components of fully functioning customs unions, Uganda (and its EAC partners) will be 
confronted with the choice of which agreement to go with. 
 
5.21 Another problem stemming from overlapping RTA membership relates to 
conflicting commitments and trade deflection.  Specifically, EAC members are allowed to 
continue their existing obligations to SADC and COMESA, and imports from member countries 
in these RTAs are exempt from the EAC CET.  This means that border controls will need to be 
maintained to ensure that EAC preferences are not extended to these other countries.  In other 
words, EAC is not effectively functioning as a customs union as there is no free internal 
movement of goods between EAC members (quite aside from the fact that there is a transition 
period with respect to Kenyan exports to the other 2 EAC partners). 
 
5.22 One way to alleviate the drawbacks of trade deflection and conflicts of overlapping 
RTA membership is for Uganda to reduce external trade barriers—by reducing the CET as 
well as by joining the COMESA Free Trade Area. 

Customs 

5.23 Customs administration improvements need to be consolidated.  Uganda has 
launched a comprehensive reform program to improve customs administration in the context of 
an overall reform and modernization program of the Uganda Revenue Authority (URA).  
Significant progress has been made in some areas, and commentary from various private sector 
groups has been positive.  The most important priority now is successful implementation of 
ASYCUDA++.  Priority attention is also needed for developing and issuing regulations under the 
EAC Customs Management Act.  
 
5.24 Other measures that would help facilitate trade include operationalization of the 
post-release audit unit by acquiring appropriate staff and securing necessary training.  A 
risk-based approach should be implemented for (i) physical inspections of exports involving duty 
drawbacks and VAT refunds as the current system of physically inspecting many consignments 
regardless of the exporter’s compliance record is inefficient; (ii) in-transit bonds; and (iii) 
extending inland container depot and warehouse license periods.  Valuation practices at border 
stations should be reviewed to ensure effective application of GATT rules.  It is also 
recommended that a World Customs Organization (WCO) time release study be undertaken to 
provide diagnostic information on processing and clearance bottlenecks and clearance times.  
Customs consultation processes with other agencies and the private sector should be formalized 
and regularized, and the development and implementation of the URA integrity program 
accelerated. 

Sanitary, Phyto-sanitary (SPS) and Other Standards 

5.25 Uganda lacks a broader strategy to utilize agro-food standards to enhance its 
international competitiveness and to protect human, plant, and animal health.  This is 
fundamental for a food-producing country.  Uganda has developed pockets of enhanced 
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SPS/quality management capacity that have evolved in response to export market requirements 
(such as for fish) or acute SPS problems (such as certain animal diseases), typically supported by 
donors. 
 
5.26 Uganda faces potential risks of market access problems related to some of its more 
important exports.  Most critical is the case of fish exports to Europe, for which additional 
measures are needed to improve hygiene and safety in the fish export supply chain.  Such 
measures, including changing the policy/strategy for investment in landing site upgrading (see 
later discussion on sub-sector issues), will help reduce the high losses of caught fish, hence 
improve the sustainability of the resource and increase capacity utilization in the fish processing 
industry.  Other more readily manageable SPS-related challenges facing Uganda’s trade include 
potential risks of mycotoxin contamination of Ugandan maize and coffee which can be 
minimized by investments, advisory services, and field testing.  There is also a need to rationalize 
and improve the performance of its national network of laboratory testing facilities.    
 
5.27 Despite the enormous amount of development assistance geared towards promoting 
Uganda’s agro-food exports, there has only been modest success in fostering the 
development of sustainable SPS/quality management capacities.  Attention should now be 
focused on establishing a coherent and agreed-upon vision for promoting and managing standards 
to improve export competitiveness and increase returns to primary producers, traders, and 
processors.  Some incremental technical assistance and investment is needed, but of equal or 
greater importance are: (i) development of improved strategies; (ii) more clearly prioritizing 
investments and other capacity-building needs; (iii) shifting resources towards awareness-raising 
and promotion of basic/good practices among primary producers, enterprises and regulatory 
agents; (iv) better defining the roles and responsibilities of different players; and (v) intensifying 
the levels of collaboration—within the private and public sectors, between them, and among 
donor agencies—in the implementation of agreed strategies and programs. 

Trade Policy Institutions  

5.28 Capacity limitations in the Ministry of Tourism, Trade, and Industry (MTTI) have 
resulted in other ministries stepping in to fill the vacuum of trade policy making, most 
notably the Ministry of Finance, Planning, and Economic Development (MFPED).  This has 
precipitated a vicious circle whereby MTTI steps back even further, resulting in even less money 
being made available to it.  The first step in addressing this challenge should be expeditious 
implementation of the Functional Analysis Plan (2004) and strengthening the capacity of MTTI. 
 
5.29 Capacity limitations of MTTI have undermined the effectiveness of the Inter-
Institutional Trade Committee (IITC).  The functioning of ITTC could be improved by having 
committee meetings chaired by members from outside GOU, and by providing training to IITC 
sub-committee members.  IITC should also be given legal status so it can raise donor funds for 
specific studies and projects.  These efforts should displace the proposal in the functional 
analysis plan of setting up a separate liaison group (the Export Growth Group).   
 
5.30 The National Trade Policy should be approved by cabinet and expenditiously 
implemented for its importance in driving the actitivies of MTTI.  It is commendable that the 
ministry, with its capacity problems, produced a National Trade Policy that was discussed with 
stakeholders in October 2006. The NTP should guide MTTI in allocating its resources in the next 
3 to 5 years.  
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Export Development Institutions 

5.31 The Uganda Export Promotion Board (UEPB)—hitherto focused on market entry 
services—needs to be restructured into a new body with a clear supply-side focus to better 
meet private sector demands.  This could entail restructuring of UEPB into an independent entity, 
such as a corporation, with its board composed of active exporters, and with graeter linkages to 
producers. 
 
5.32 Uganda lacks an effective high-level institutional framework devoted to PSD.  Since 
export development is really an element of private sector development (PSD), the adequacy of the 
existing institutional framework for PSD is important. Uganda lacks an effective high-level 
institutional framework devoted to PSD. It also needs to develop an overall PSD strategy that 
would link to the PEAP. This overall PSD strategy would supersede existing initiatives aimed at 
supporting PSD. The Presidential Round Table should feed consultations at the highest level into 
the National PSD Strategy. The National PSD Strategy, given its cross-cutting nature, will require 
a high level coordination mechanism to ensure the involvement of the different line ministries and 
agencies.  Along the lines of the ITTC, such a mechanism could have subcommittees dealing with 
specific sub-sectors or industries having good growth potential or specific supply-side constraints, 
and coordination should extend beyond government ministries to the private sector. 

 

B. SUB-SECTOR SPECIFIC ISSUES 

5.33 The selection of sub-sectors for more in-depth analysis is based on extensive 
consultations with stakeholders in Uganda (GOU, the private sector, donors, and civil society 
organizations).  Two criteria were used in their selection: Uganda’s competitive advantage in 
them (as discussed earlier), and/or their importance for poverty reduction.  With respect to the 
latter, agriculture is clearly important, and within agriculture, coffee and maize are particularly 
important since those engaged in their production are less likely to be poor than those engaged in 
other kinds of crop farming.  The selected sub-sectors which meet one or both criteria are: fish, 
floriculture and horticulture, tourism, ICT, and agricultural crops (coffee, cotton, and tea).  With 
respect to maize, this report covers only the issue of standards (see above).  

Agricultural Export Crops  

5.34 Boosting agricultural exports is essential for poverty reduction.  While diversification 
from such exports is important in light of the trend decline in commodity prices, crop exports will 
remain important for some time to come because of the large numbers of people who depend on 
them as the main source of income.  Further, the importance of agricultural export growth to 
long-term economic growth is supported by the very successful experience of many of the 
currently middle-income countries, including Brazil, Chile, Morocco, and Thailand.   
 
5.35 The 3 agricultural export crops—coffee, cotton, and tea—analyzed here made up 
around 28 percent of Uganda’s merchandise exports in 2004/05, and were the main sources 
of income for around 17 percent of the population.  Of these three, coffee is by far the most 
important, contributing to around 18 percent of total merchandise export revenues, and being the 
main source of income for 11 percent of the population.  This is followed by cotton (5 percent of 
merchandise exports and 5 percent of population) and tea (4 percent of merchandise exports and 
1 percent of population).  While coffee exports had fallen significantly from the peak reached in 
the mid-1990s, cotton and tea exports had been fluctuating around an upward trend, with cotton 
exports in 2004/05 reaching their highest level in a decade.  
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5.36 The differing performances of these 3 sub-sectors reflect, in part, differing trends in 
their international prices.  Although coffee prices have been rising in the last 3 years they are 
still way below the peaks reached in the mid-1990s, while cotton and tea prices have been 
fluctuating around a relatively flat trend over the last decade.  More importantly, they reflect 
crop-specific issues, the addressing of which would increase their production and exports even in 
the context of long-term declines in international commodity prices.   
 
5.37 Coffee.  The main issue with coffee is the coffee wilt disease (CWD), which has 
affected more than half of the robusta trees (over 80 percent of Uganda’s coffee is robusta).  The 
loss due to CWD is around 44 percent of the estimated 2005/06 output, and around one-quarter of 
recent export revenues.  The problem has been exacerbated by the failure of the government 
coffee replanting program introduced in 1992/93 aimed at replacing old robusta trees with high-
yielding varieties, and later also at containing CWD. 
 
5.38 Efforts by the Coffee Research Institute to develop coffee wilt resistant varieties 
should be accelerated.  The coffee replanting program needs to be restructured.  Although 
officially still in place, the program has been stopped by the administering agency—the Uganda 
Coffee Development Authority (UCDA)—since May 2004.  This is the least desirable scenario, 
as farmers are still awaiting the distribution of seedlings that are not coming, which means that 
little replanting is being undertaken.  GOU needs to either formally announce the termination of 
the program or restructure it to correct for its many drawbacks.  Finally, with Uganda producing 
only half the coffee it can sell to existing European partners without any loss in the price 
premium it fetches, the various efforts and strategies to diversify export markets and products do 
not seem to be a priority at the moment.  
 
5.39 Cotton.  The main issue with respect to the cotton sector is improving profitability, 
which would depend in part on raising yields.  The recommendation here is for GOU to 
accelerate the adoption of genetically modified (GM) cotton, which has been adopted by major 
cotton producers worldwide and which has substantially increased yields particularly in 
developing countries (for instance a 19 percent increase in China and an 80 percent increase in 
India).  The other issue facing cotton is the practice of announcing indicative prices by the 
Cotton Development Organization (CDO).  If the objective is to provide information to 
smallholders to make their marketing decisions, then the announcement should be made more 
frequently rather than only at the beginning of the season which is the current practice.  
Alternatively, if indicative prices are meant to be guaranteed prices to growers, then they should 
clearly be announced as such, in which case ginners would need to hedge their exposures.  
Finally, with respect to value-addition in cotton, the potential in garment and textiles exports is 
low, with high transport costs (because of Uganda’s landlocked status) being one of the main 
constraining factors. Opportunities may exist in niche markets such as clothing with 
heritage/craftsmanship charctieristiscs. Uganda may also be competitive in cotton yarn if cheap 
and reliable energy is available.  
   
5.40 Tea.  The main issue with tea is to ensure an appropriate role of the government.  
The tea industry has been performing well as a result of liberalization and privatization, with a 
record high production of 37,000 tons in 2004.  There are risks that some of the proposals in the 
recently prepared draft National Tea Development Policy would undermine achievements in this 
sector, in particular in areas where private sector management and decision are infringed upon, 
such as encouraging labor-based technology to create employment; or ensuring tea factories 
continue to establish ample woodlots for tea processing.  One area where joint public-private 
activity is warranted is research, which is important given the need to increase the sector’s 
competitiveness in light of the expected decline in international prices.  Tea research could get a 
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kick-start from a combination of government and donor monies, but the industry would need to 
continue the funding and direct the research program.  
 

Floriculture and Horticulture 

5.41 Floriculture has emerged as the third largest non-traditional export after gold and 
fish.  Horticulture exports are much less important, dominated by fresh fruits and vegetable 
exports with small amounts of processed fruits (mostly dried fruits) exports.  Floriculture exports 
employ around 6000 people, while horticulture exports employ around 2,900.   
 
5.42 The key to continued rapid growth of floriculture is the expansion of a significant 
cluster of production at high altitudes which will diversify the industry both geographically 
and by product.  This requires: (i) identifying the most suitable areas for high altitude products; 
(ii) developing infrastructure (feeder roads and electrification, also involving assessing adequacy 
of main roads from production areas to Entebbe Airport); (iii) undertaking trials to identify best 
varieties and agronomic practices; and (iv) facilitating land purchases and other permissions.  In 
addition, the cold store at the airport needs to be expanded.  There continues to be need for 
training and for a chief executive officer (CEO) of UFEA to help with diversification efforts.  
 
5.43 There is limited potential for horticulture exports, processed or unprocessed, to 
Europe or to regional markets.  The main issue with respect to the European market is that 
Uganda’s climate does not favor the growing of many of the high-value horticultural crops 
demanded there.  Uganda also does not have many commercial farms to start a large horticultural 
export sector.  After many years of trial and error with substantial donor support, basically only 
one vegetable has been successfully developed—Scotch Bonnet peppers—for which Uganda has 
been a competitive supplier to the “ethnic food” market in the U.K.  The potential for 
horticultural exports to regional markets faces formidable competition from the well-established 
Kenyan horticulture industry and hence has been limited; such exports are dominated by bananas 
to Kenya, with small amounts of pineapples and melons.  Potential is similarly limited with 
respect to processed horticultural exports for several reasons: high transport costs (due to its 
landlocked status); small local and regional markets for achieving economies of scale; high cost 
raw materials—Uganda does not produce much of the fruit that is required for fruit juices (apples 
and grapes) necessitating imports of raw materials and even when local fruits are used the scale of 
production is too small to ensure steady throughput through the year at sensible prices; high cost 
packaging that needs to be imported; and expensive and unreliable electricity.  Horticulture 
contributes to export earnings through supplying to the tourism industry—expansion of the latter 
(see discussion later) would certainly benefit horticulture. 
 
5.44 There is little need to raise standards in horticulture until exports become 
competitive.  The initiative of the Ministry of Agriculture, Animal Industry, and Fisheries to 
raise applicable standards and increase the level of official oversight and inspection of the 
industry is inconsistent with its low export potential.  More worrisomely, it could undermine the 
little exports that are taking place—much of which destined for the ethnic/migrant Ugandan 
communities in Europe—for which there is practically no official or private buyer concern over 
food safety matters.  

Fish 

5.45 Fish exports have grown rapidly over the last decade to become the largest 
merchandise export item.  The fishery sector is very important for poverty reduction: it is the 
main source of income for some 266,000 households, equivalent to around 1.2 million. people or 
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4 percent of the population.  Those engaged in fishing (including fishers, boat owners and crew, 
and those employed in fish processing factories) have higher incomes than even those engaged in 
manufacturing, and certainly higher than those engaged in agricultural export crops.   
 
5.46 The fisheries sector faces three very significant challenges: ensuring sustainable 
exploitation of capture fisheries; upgrading landing sites; and developing aquaculture.  
Excessive capture fishery exploitation is threatening stock collapse and loss of supplies for 
exports.  A much clearer regional initiative (involving Kenya and Tanzania) is needed to bring 
fishing capacity within sustainable limits.  Meanwhile, a unilateral national policy on fishing 
capacity limits could demonstrate the principle of responsible fishing.  This would entail first 
establishing the number of licenses at the national level, followed by allocation of access rights 
by community management structures.  This requires the emergence of strong and functional 
beach management units (BMUs) which need to be empowered with legally enforceable resource 
usage rights.  Such developments are also essential to address the issue of deficient hygiene 
standards at landing sites, which exposes Uganda’s fish exports to risks of future EU bans.   
 
5.47 GOU ought to withdraw from the development of facilities at landing sites thereby shift 
this role to the private sector. GOU currently considers landing sites as public infrastructure and, 
together with donors, have assumed responsibility for their development.  But there are many 
drawbacks to this approach, including: (i) insufficiency and slow mobilization of funding; (ii) risk 
of resource misdirection in this centrally planned approach; (iii) lack of ownership at the fishery 
level leading to poor management of facilities; (iv) deterrence to private investment because of 
government involvement; and (v) conflicting roles of government being the developer and 
enforcer of regulations of the sites. 
 
5.48 Finally, development of aquaculture is necessary to foster sustainability of fisheries 
resource.  This requires establishing an appropriate regulatory regime (streamlining system of 
permits and improving controls over potential hazards from feeds and veterinary medicine 
inputs); providing training with a much greater focus on practical skills; introducing a credit 
scheme for investment financing; having GOU withdraw from investment in hatcheries and 
undertake a geographic information systems-based aquaculture mapping exercise and designating 
aquaculture development zones (ADZs) based on suitable environmental criteria.  ADZs could 
also be the focus of rural infrastructure development. 
 

Tourism 

5.49 Tourism in Uganda is in a nascent stage, having only been restarted in the early 
1990s. The sector collapsed in the 1970s and 1980s due to the political and economic turmoil in 
the country.  Prior to the collapse, however, Uganda was an important tourist destination in 
Africa, receiving in the 1960s a similar number of tourists as Kenya and certainly more than 
Tanzania.  The exact contribution of tourism to foreign exchange earnings is unclear, ranging 
from US$197 million. According to the Bank of Uganda (BOU) in 2004, to US$444 million. 
according to the Uganda Bureau of Statistics (UBOS), and much lower according to World Bank 
estimates (who recently estimated 45,000 tourists per year rather than the official UBOS figure of 
512,000 tourists per year).  The number of people employed in the tourism industry ranges from 
21,000 in direct employment up to 240,000 in indirect employment (including informal 
employment such as street vendors catering to tourists). Tourism is important for poverty 
reduction both directly and indirectly. Those who directly derive their main source of income 
from tourism are better off than those employed in other kinds of services, fishing, manufacturing 
and agriculture.  Indirectly, tourism provides incomes to those engaged in the production of goods 
that supply the tourism industry.   
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5.50 The most important issue facing tourism is security, in particular the insurgency in 
the North.  This is the main factor behind the negative image of Uganda in international markets.  
Improved security and safety in the north is a top priority, although it is also important to improve 
overall safety as it also guides the country’s image in the international tourism market.  Second, 
GOU needs to commit more strongly to tourism: the recent promotional films produced by Cable 
Network News featuring the President leading a tourist on a gorilla walk is an important step in 
this direction. Sronger political commitment would help improve the coordination of GOU 
planning, implementation, policy development and institutions related to the tourism sector.  
Better understanding of the economic impact of tourism, including its linkages to poverty 
reduction objectives, would also help to obtain greater GOU buy-in at all political levels.  This 
will require collection of information (through annual exit surveys) which will allow 
interpretation of the distributional aspects of tourism income at a regional level - establishment of 
a Tourism Satellite Account would facilitate this. Third, Uganda ought to adopt a focused and 
innovative product and market development strategy.  It is recommended that a product 
development strategy with growth strategies be developed for 6 market segments including: 
adventure/activity-based tourism; regional packages; foreign residents (and their visiting friends 
and relatives); meetings, conferences and exhibitions; domestic residents; and specialized 
activities (such as hot-air ballooning; luxury camping; tourist rail journey from Nairobi to Jinja 
and Kampala; tourist ferry between Tanzania, Uganda, and Kenya; regional air charter services 
flying into the National Parks; and geotourism).  Fourth, Uganda needs to do more to market its 
existing products. This could be funded by part of the proposed tourism levy in the draft Tourism 
Bill, when it si is passed into law.  Finally, training should be strengthened in such areas as basic 
marketing and sales; in food preparation and production; health, hygiene and safety; hotel 
management; customer care; and product knowledge (tour guiding).  
 

Information, Communications and Technology (ICT) 

5.51 ICT is a nascent sub-sector in Uganda, with most players in the field having been in 
operation for only a few years.  ICT service exports have increased tremendously since they 
emerged in 1997/98, from US$0.2 million. that year to around US$25 million in 2004/05, three-
quarters of which (US$19 million) were exports of communication services (telephone, 
electronic mail, faxes, etc.) and the remainder (US$6 million) were exports of computer and 
information services including databases, data processing, software, etc. 
 
5.52 Given its English speaking population and a number of unemployed university 
graduates, Uganda may have the potential to further develop ICT exports in the long run.  
The two main constraints which are presently binding are inadequate infrastructure and energy.  
With respect to infrastructure, the key is to link into the East African Submarine System 
(EASSy), a submarine optic cable system that would link the East African seaboard from Durban, 
South Africa, through Mozambique, Madagascar, Tanzania, Kenya, and Djbouti.  This would 
help Uganda more effectively provide broadband services and connectivity.  Ugandan telecom 
operators—Uganda Telecommunications Limited (UTL) and Mobile Telephone Networks 
Uganda (MTN)—are currently partnering up to lay a fibre optic cable connecting Uganda to 
Kenya to hook up with EASSy when the latter is ready.  Increasing competition in the sector 
would reduce prices and increase infrastructure to contribute to the fibre optic network; 
expediting the granting of a license to a third national operator would help in this regard. 
 
5.53 Addressing the energy crisis in the country would be important for developing the 
potential of the telecommunications industry.  Energy makes up 25 percent of the operating 
expense of the telecommunications industry.  The recent energy crisis has exacerbated such costs.   
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C. MARKET ACCESS ISSUES 

5.54 Overall, Uganda does not face high tariff or non-tariff barriers to its exernal 
markets, although it faces high tariffs among the world’s top 20 importers of its major 
exports (fish fillets, coffee, tea, tobacco, and cotton), particularly so in the middle-income 
countries.  While this is not an issue currently, since such Ugandan exports have not yet reached 
their potential in existing markets (mostly European) because of production constraints, this 
would still be a useful area for Uganda to focus on at the Doha negotiations, particularly in light 
of the importance of these exports for poverty reduction. 
 
5.55 Tariff barriers are lower in developed countries, most of which also extend trade 
preferences to Uganda that dilute the effects of tariffs as well as tariff escalation.  Ugandan 
exporters have been able to meet the requirements of preferential treatment (including rules of 
origin) on a consistent basis in its main export market, the European Union (EU).  It would 
therefore appear that tariff barriers in the European market do not pose much of a constraint to 
Ugandan exports.  One issue that has emerged as a potentially important one for LDCs in the 
context of the current Doha negotiations relates to preference erosion (reduction of tariffs by 
developed and developing countries would expand exports from competing countries to the 
detriment of the poorer developing countries that currently benefit from trade preferences).  
Analysis indicates that the overall Doha effect on Uganda would be small (around -0.2 percent of 
GDP).  There are some significant effects on individual sectors, in particular raw cotton and dairy 
products which are expected to gain around 6-7 percent in value-added.  Clearly Uganda would 
have to address supply constraints to actually benefit from such a scenario; in the case of cotton 
the adoption of GM cotton is particularly important.  
 
5.56 Uganda is in the middle of negotiating an Economic Partnership Agreement (EPA) 
with the EU.  EPA will not improve the preference margins Uganda currently enjoys in the EU 
market although one issue that may be important is for Uganda to obtain rules of origin (ROO) 
provisions under EPA that are at least as favorable as those currently enjoyed under Cotonou.  
Specifically, Uganda should try to obtain “cumulation” (imported inputs processed in other 
beneficiary countries being allowed for Uganda’s exports to the EU), rather than the more 
restricted “diagonal cumulation” under Everything But Arms (only inputs imported from other 
beneficiary countries in the same regional grouping are allowed).  Uganda could use the 
negotiations to request EU support for addressing transport and trade facilitation measures that 
woul help reduce Uganda’s disadvantages as a landlocked country. Uganda might alos use the 
negotiations to lock in abd advance reforms in its domestic service sector. 
 
5.57 Uganda faces two issues in regional markets.  First is conflicting ROO arising from the 
different RTAs Uganda is party to.  This could force firms to focus on only certain export 
destinations as they might need to produce differently to receive preferential treatment in 
different markets.  It could also be extremely costly for firms to show compliance with ROO that 
vary across different agreements.  Multiple origin schemes further place a burden on the 
administrative capacity of customs services, and may be subject to abuse.  It is therefore 
recommended that Uganda pushes for simple, non-restrictive ROO specifications in RTAs it is 
party to.  Finally, Uganda can enhance its regional trade linkages by joining the COMESA Free 
Trade Area.  
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D. CONCLUSIONS AND STRATEGIC ISSUES 

5.58 This chapter has found that the main constraints to export expansion in Uganda are 
supply-side ones, with power and transport being amongst the most important cross-cutting 
constraints.  With respect to individual sub-sectors, addressing the coffee wilt disease and 
restructuring the coffee replanting program are top priorities given the importance of coffee 
exports as a source of foreign exchange earnings and for poverty reduction.  Tariff and non-tariff 
barriers in accessing external markets are less important, but urgent attention needs to be paid to 
meeting SPS standards for fish.   
 
5.59 The detailed agenda for export development is presented in the Action Plan in 
annex 5.1.  Implementation of this agenda requires effective partnerships—between Uganda and 
its EAC partners; between government ministries; between GOU and the private sector; between 
Uganda and its development partners; and between the development partners themselves.  In 
some cases, these partnerships have worked well; in other cases, not. 
 
The following issues merit attention in Uganda’s trade policy. 
 
5.60 EAC partnership.  Notwithstanding the benefits of joining the EAC, the costs are high: 
the CET has raised tariffs on trucks substantially; it is anti-poor; and it could lead to trade 
deflection.  In addition to working with its EAC partners to lower the CET, Uganda needs also to 
work with them on those key behind-the-border issues important for trade that could only be 
solved in a regional context—such as transport and trade facilitation.   
 
5.61 Appropriate role of government.  The scaling back of government involvement in 
productive activities in Uganda since the economic reforms started in 1987 has undoubtedly been 
very beneficial to promoting growth in the economy.  The recent slow-down in growth seems to 
have precipitated interest in greater public sector intervention in some areas.  There is a risk that 
such interventions can undermine the progress made so far—such as in the tea sector, or in 
mandating certain standards for horticulture exports.  There are also instances where government 
presence is in direct competition with the private sector which undermines the latter—such as in 
the case of development of fish landing sites and aquaculture hatcheries, and the case of the 
Uganda National Bureau of Standards competing with private sector laboratories in providing 
diagnostic testing services.  Yet, in some important areas where government actions are needed, 
they have not been adequate.  These include efforts in developing a coffee wilt-resistant robusta 
variety; imposing fishing capacity limits in the face of depleting capture fishery resources; 
expediting VAT refunds; and updating outdated legislation such as the Fish Act and the Food and 
Drugs Act.  Finally, half-completed actions by government have led to the least desirable 
outcomes—such as the coffee replanting program, or the in-limbo merger of UEPB, UTB, and 
Uganda Investment Authority (UIA).           
 
5.62 Partnership with the private sector.  Although Uganda appears to have a strong and 
well-established national commitment to encouraging the private sector, and certainly the 
impressive growth over the last decade or so is driven by the private sector, there is scope for 
much more effective communication and coordination between the government and the private 
sector.  With the exception of a few lead players in the private sector that lobby at the highest 
political level on specific interests, there is no effective consultative mechanism or forum for 
which wider private sector concerns are discussed with GOU.  There are a few examples of 
private sector organizations that effectively represent their members’ interest but there is not a 
strong private sector organization that represents across-the-board private sector interests.  To 
some extent, this may reflect the stage of development of the Ugandan private sector—a more 
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mature private sector may be able to organize itself and represent its own interests better.  But it 
also reflects the fact that the private sector does not have an effective GOU counterpart with 
which to interact on private sector development issues.  As a result, the private sector cannot be 
confident that GOU will address their interests.  A case in point is the IITC, in which private 
sector enthusiasm for participation is low because they do not expect to obtain results from it. 
 
5.63 Poverty reduction focus.  While poverty eradication is the announced intention of 
government and donors, the focus of several initiatives is misplaced in this context.  Increased 
production and/or productivity are the key issues for several sub-sectors (such as coffee, cotton, 
and fish) and the key to poverty reduction given the numbers of people whose livelihoods depend 
on them.  While initiatives focusing on diversifying markets and products could generate some 
income and employment, the returns to primary producers will be little affected.  Such initiatives 
also detract from some of the fundamental issues in the sector that need to be addressed and that 
are the key to poverty reduction—such as the addressing the sustainability of fishing resources 
and developing aquaculture; addressing the coffee wilt disease; and raising productivity in cotton.  
 
5.64 Donor support and coordination.  Donors have played an important role in the 
promotion of exports in Uganda, with prominent examples being development of the floriculture 
export industry; strengthening of SPS capacity in the aftermath of the EU fish import ban; and 
provision of much needed training in various areas.  There continues to be need for donor support 
in several areas.  However, such support would be much more effective if undertaken via 
comprehensive and coordinated sector/sub-sectoral interventions rather than isolated support in 
narrow areas, which has too often been the case in the past.  The DTIS has identified the need for 
such a comprehensive and coordinated approach in several areas including the fisheries, coffee, 
and cotton sub-sectors, and SPS management. 
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6. INFRASTRUCTURE FOR GROWTH119 

 
6.1 Uganda has relied heavily on road transport and will increasingly need to rely on power if 
it is to industrialize, and telecoms if it is to capitalize on potential as a service hub and service 
exporter. 
 
6.2 As stated before (Chapter 3), household and firm-level evidence suggests that most likely 
power and transport infrastructure are to become binding constraints for further economic activity 
development and hence economic growth. However, the provision of infrastructure services is 
lagging behind neighboring countries and is way below what is needed to improve international 
competitiveness for landlocked Uganda.  
 
6.3 In recent years, Uganda has made strong efforts to improve infrastructure provision. 
Public budgetary spending in infrastructure has significantly increased, particularly in (feeder) 
roads and water supply, and institutional reforms have been initiated to enhance infrastructure 
through more autonomous parastatals and public-private partnerships. Yet, infrastructure needs 
greatly exceed these efforts and public sector capacity to further fund the outstanding (and 
increasing) infrastructure demands is limited.  
 
6.4 Revisiting the infrastructure agenda and the role played by different stakeholders is a 
challenging but necessary step. In particular, it is of utmost priority to focus on (i) a proper (re) 
alignment of the allocation of scarce public resources (including funds coming from Donors) with 
the PEAP’s economic growth goals and the infrastructure sub-sectors pressing issues, (ii) tackling 
institutional issues such as the process and methods for investment planning, (iii) revamping 
parastatals as a necessary step for both increasing efficiency on public sector infrastructure 
provision and for attracting private participation where market conditions exist, and (iv) 
evaluating alternative means for infrastructure financing including exploring local currency 
infrastructure (term) financing and addressing the bottlenecks for such type of financing.  

A. INFRASTRUCTURE SERVICES IN UGANDA: A SNAPSHOT 

6.5 Overall Uganda has increased access to infrastructure services, but still fares poorly 
when compared with averages for the region and those of countries with a similar income 
(Table 6-1). Electricity coverage at 8 percent of the population not only fares poorly with respect 
to averages for low income countries but is one of the worst coverage rates in the world.  Roads –
by far the dominant mode of transportation of this landlocked country—show an adequate road 
density of 190 m/sq-km but have poor quality (particularly for rural roads) and very high costs for 
fuel and vehicles, which makes motorized transportation unaffordable for most of the population. 
Telecom is likely the most outstanding sector achiever; yet the penetration rate of 32.7 phones per 

                                                 
119 This background report was prepared by Cecilia Briceno-Garmendia and Astrid Manroth in May-June 
2006, as an input for the 2006 Uganda Country Economic Memorandum. The note benefited from 
comments and other inputs by Michael Fuchs, Vivien Foster, Graeme Harrison, Young Chul Kim, Dino 
Merotto, Paul Mpuga, Karen T. Rasmussen and Rachel K. Sebudde. The results are based on data collected 
between December 2005-March 2006. 
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1000 inhabitants in 2004 is close to one third of the regional average. Water supply, spearheaded 
by the MDG initiative, has also achieved significant improvements, but Uganda’s access to 
improved water sources, at 51 percent of the population, trails behind most similar income 
countries.  

Table 6-1:  Uganda and International Peers Infrastructure Basic Access Indicators 

Low Income 
Countries

Sub-Saharan 
Africa Uganda

Households Reporting Access to Electricity (% of 
households)

34.7                 27.2                8.6            

Households Reporting Access to Modern Cooking 
Fuels 
(% of households)

11.7                 13.0                3.2            

Improved water source 
(% of population with access) 

63.8                 64.1                56.0          

Households using piped water as major source of 
drinking water, total (% households)

30.1                 31.9                10.8          

Improved sanitation facilities (% of population with 
access) 

37.5                 36.5                41.0          

Households Reporting Access to a Flush Toilet (% 
of Population)

8.6                   8.7                  1.7            

R
oa

ds Road density, land
(road-m/sq-km)

125.9               195.3              190.0        

Telephone (Cell+Fixed) Subscribers (per 1000 
inhabitants)

49.2                 98.9                32.7          

Households with Own Telephone 
(% of households)

8.4                   4.5                  2.7            

(*) World Bank Database, based on the latest Observation available for the period 2000-04
Note:

Road Density for Uganda: 30,000 km of community roads are excluded as the standards are very low.
Including communities roads can reached a density of 2.6 road-km/1000 people
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6.6 Government’s efforts and achievements to improve access to infrastructure services 
should not be overlooked when considering the challenges that remain. To give a sense of the 
achievements in basic infrastructure, in the last ten years Uganda increased access to improved 
water by about 30 percent. This more than doubles what was achieved on average by low-income 
countries and it is significantly higher than what was attained on average by the rest of Sub-
Saharan Africa. An even more impressive story can be seen in telecomm –sector capturing most 
of the private participation in infrastructure—where household access to phones quadrupled, 
again far over average achievements of peers. Sanitation, unfortunately, has not kept up with 
population growth (Table 6-2).  
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Table 6-2 :  Change in Household Access to Basic Infrastructure Services 

1995 2001 % Change 1990 2002
% 
Change 1990 2002

% 
Change 1995 2001

% 
Change

Uganda 6.8 8.6 26.5% 44.0 56.0 27.3% 43.0 41.0 -4.65% 0.4 2.7 575.0%

LIC^ 21.4 34.7 62.5% 55.5 63.8 14.8% 28.6 37.5 31.07% 1.9 8.9 373.4%

SSA^ 16.0 27.2 70.1% 53.1 64.1 20.7% 31.8 36.5 14.78% 1.3 5.5 320.8%

Source:
*DHS and HHS - Households reporting access to electricity
**JMP/WHO - Percent of population with access to an improved water source
***JMP/WHO - Percent of population with access to an improved sanitation facility
****DHS/HHS- Households reporting access to a telephone
Note:
^ Average of Obs. 1990-1995 vs. 2000-2004

Telephone****Electricity* Water** Sanitation***

 
 
6.7 Electricity and transport services, while key for productivity and growth, have 
improved at a slow pace. Access to electricity was not only behind regional peers in 1995, but 
has not kept pace with the rest of Sub-Saharan Africa. Roads density, on the other hand, increased 
significantly at the beginning of the 90s. Overall network density at 190 m/sq-km fares within 
regional and income peers averages and represents an adequate accessibility index when 
compared with regional peers. Uganda’s national and district road network density is also similar 
to China’s, higher than Tanzania’s (100) or Kenya’s (110), but much lower than India’s (850) or 
Korea’s (890m/km2).120 In addition, the percent of rural households leaving within 1 kilometer of 
a road was 79 in 2002 up from 70 percent in 1992.121  

Roads 

6.8 There have been significant quality improvements in national and district roads, but 
the quality of rural roads remains a concern. The proportion of national and district roads in 
good or fair condition went up from 6 percent and 15 percent, respectively, in 1988 to 75 percent 
and 67 percent respectively, in 2003. The quality of community access roads, that makes for half 
the network and is the only means of access to most rural communities, is very low, with less than 
a 10 percent share in good/fair condition (Table 6-3). This poor situation for rural roads is also 
evident in the residential perception of access to feeder and community roads. Only 17 percent of 
households report its closest feeder road in good condition and a mere 3 percent report its closest 
community road to be in good condition. Nevertheless, 67 percent of households report access to 
a usable road year round.122 Households that report constraints for accessing roads attributed them 
mostly to bad weather and poor road maintenance; these factors affected even paved roads.  

                                                 
120 It results in about 1.5 meters of road per person, also similar to China’s, but less than the more than 2 m 
per person in the less densely populated Tanzania and Kenya, or more than 2 in India. 
121 Johansen(2005), op cit, based on 2002 Household Survey, UBoS 
122 Estimations based on UBoS(2004) National Service Delivery Survey. A different source –the World 
Bank Rural Access (RAI) Index—shows even more worrisome situation for rural accessibility to roads, 
when factoring in distance to the road. The RAI measures the “number of rural people who live within two 
kilometers (typically equivalent to 20-25 minutes) of an all-season road (road motorable all year round by 
the prevailing means of rural transport.” According to these numbers Uganda has 27% rural access way 
below Kenya (44%), Malawi (38%), Tanzania (38%), and Zambia (68%); but above Ethiopia (17%) and 
Mali (14%).  Roberts, P.; C. Rastogi and S. KC (2006), Rural Access Index: A Key Development 
Indicators, Transport Papers, The World Bank, Washington, March 
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Table 6-3:  Uganda, Share of Roads in Good/Fair Conditions, 1988 and 2002 

Road type 1988 2003 
 Good/Fair Good/Fair 
National Roads 6% 75% 
Urban Roads 5% 30% 
District Roads 15% 67% 
Community Access Roads 0% 10% 
Source: PEAP 2004/4-2007/8 (December 2004) 

 
6.9 Non-motorized transport predominates, with even main roads carrying substantial 
pedestrian and bicycle traffic. The low motorization rate can be partially explained by the very 
high costs of road transportation, which makes motorized transport unaffordable for most 
Ugandans. Uganda’s motorization rate --at only 9.3 vehicles per 1000 Ugandans, of which 3.4 are 
motorcycles-- remains one of the lowest in the world. Neighboring Kenya has 13 vehicles per 
1000 inhabitants; India and China more than 45; Korea, 293 that is, 30 times the level of Uganda, 
and with practically no motorcycles.  In a quick survey in September 2005 on unpaved national 
road sections just west of Kampala city, pedestrians and bicycles accounted for 70-90 percent of 
traffic, motorcycles for another 5-20 percent, with light vehicles the rest.  Thus, motorized 
transport is used less than may be desirable as manifested in low traffic volumes in general and in 
particular high concentration on paved roads where operating costs are lower. No traffic counts 
are available for the district road network.  Assuming they averaged a third of the motorized 
traffic level on the national unpaved network, district roads may carry some 100 vehicles per day, 
resulting in 40 veh-km per year or 3.5 veh-km per month, per rural inhabitant.  District roads and 
community access roads are more important for the non-motorized traffic. They provide access to 
mostly subsistence farmers unable to afford fares, and who walk or bicycle instead--This poses a 
dilemma: how significant does improving local roads, at great cost, really help the poor if they 
cannot afford motorized transport? 
 
6.10 Reducing road transport cost by rationalizing taxes and regulating oil dealer 
margins are necessary measures. High costs of road transport are heavily determined by very 
high taxes and duties on fuel and vehicles.  This situation raises policy concerns, not only for the 
transport sector but also for the energy sector and therefore for fostering economic growth. The 
transport sector, is heavily taxed directly and indirectly. Not only are vehicle imports subject to 
duties, the value added tax is also applied on the import value. Cars, in addition, are levied an 
excise tax so the total tax is more than 40 percent of the CIF cost.  Motorcycles pay 33 percent, 
but public transport vehicles pay less, 25 percent (with 18 percent VAT on top) and some buses 
are exempt. Also, Uganda’s high fuel prices are among the highest in the world partly due to high 
fuel tax, but also very high dealer margins.  For instance, the gasoline retail price of Ug shs 2200 
per liter was equivalent to US$1.22 in September 2005, compared to US$0.83 per liter (US$3 per 
gallon) charged in the US, where normally, it is less than half this level.  A comparison with other 
poor countries shows that in 2004 Uganda’s retail prices were about twice the levels in China, 
Laos and Thailand, and higher though to a lesser extent, than those in Kenya and Tanzania. 123 

                                                 
123 As a consequence, despite the low fuel consumption, Uganda’s fuel tax share in fiscal revenues at 16% 
is very high when compared to Tanzania (7%), India (15%) Laos (4%), Kenya (9%), though lower than in 
richer Korea (33%).  

Fuel retail price and fuel tax revenue comparators, 2004 
  Kenya Tanzania China  India Laos Korea Uganda Thailand 
Super gasoline Usc/liter 92 93 48 87 54 135 102 54 
Diesel Usc/liter 76 87 43 62 48 95 88 37 
Fuel taxes revenues        % of tax  9% 7% .. 15% 4% 33% 16%     n.a. 
Source: International Fuel Prices, 4th Edition, 2005, GTZ 
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This should not come as a surprise given Uganda’s high tax in retail prices and high retail 
margins. Taxes accounted for 48 percent of pre-tax petrol prices in 2005, compared with Kenya’s 
42 percent, whereas Uganda has high dealer margins (estimated at 26 percent of the price of 
gasoline delivered at service stations much higher than neighboring Kenya at 19 percent).  

Box 6-1:  Kampala Roads 

• It is of utmost importance to address the Kampala road traffic bottlenecks. A Master Transport Plan for 
the Great Kampala Metropolitan Areas has been prepared but in the context of the National Transport 
Master Plan. It is a priority to expedite its approval and implementation. 

• Kampala city, the capital and only Ugandan city exceeding a million persons and ten times the size of 
the next largest city, deserves special attention. Its 1.4 million residents or 5 percent of the total 
population belie its importance. 

• Kampala is an economic hub of Uganda and on the main international east-west corridor. But it has 
only 290 km of paved roads and 330 km of unpaved roads, or 3.5 km per km2. The hilly topography 
makes for an uneven road grid and there is no continuity in the roads traversing the city and used by 
long distance through-traffic; building a northern ring road has started in 2005. Roads are for the most 
part narrow and of low design standard. A fourth of the city’s paved roads and half the unpaved roads 
are reported to be in poor condition.  Poor drainage further lessens road serviceability.  This is a clear 
case of insufficient roads, both density and quality, even though Kampala is still semirural.  Kampala’s 
roads are estimated to occupy less than 4 percent of the area (in 2002, it was estimated that only 1 
percent of the land was dedicated to transport and 13 percent for commercial buildings), and add to 3.5 
kilometers per square kilometer. By comparison, streets in modern cities may occupy 20 percent of the 
area, and add to more than 10 kilometers per square kilometer. 

 
6.11 Improving the quality of the roads, strengthening maintenance and increasing focus 
on upgrading trunk roads and accessibility in Kampala are also important (Box 6-1). In the 
short-run, this would clearly benefit those segments of the economy that already have access and 
can –even if only marginally— afford land transportation. More important, however, is the 
impact that improving the quality of roads can have in the economy’s potential and trade activity 
particularly considering Uganda is a landlocked and predominantly rural country. A 2002-
agriculture transaction cost study estimates that reducing transport costs by one half could reduce 
the final urban market price by some 10 percent (depending on trader margin flexibility; it is not 
clear how much of the gain would accrue to farmers). Reducing the cost of transport from farm 
gate to primary market by half through improving community and urban roads was estimated to 
increase farmer earnings by some 10 percent.124 

6.12 Improving the national road network is extremely relevant for Uganda’s economic 
growth for its strategic functions, relative high usage (they carry most of Uganda traffic) 
and thus –in practice— the highest social returns to capital. National roads are also vital 
transportation corridors with national and regional strategic importance providing links to the sea 
for Rwanda, Burundi, parts of eastern Democratic Republic of Congo and southern Sudan. In 
terms of usage, national roads make for 15 percent of the network but carry about 80 percent of 
the total traffic. Moreover, the paved segments of the national network concentrate most of roads 
traffic and usage. In 2003, the 25 percent paved length of the national network carried 70 percent 
of the vehicle-kilometers, which when expressed in absolute terms translate in still low use. Only 
15 percent of the paved network had more than 4,500 vehicles per day (vpd), mostly in the 

                                                                                                                                                 
 
124 National Resource Institute and International Institute of Tropical Agriculture (2002),Transaction Cost 
Analysis, Final Report, April 
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corridor Entebbe-Kampala-Jinja-Iganga.  On average, paved roads carried 2670 vpd, while 
unpaved roads carried only 346 vpd; 91 percent of the paved national roads and 26 percent of the 
unpaved national roads carried more than 500 vpd.  These numbers result in less than 150 
vehicle-kilometers per person per year on the national network.  Traffic counts are sporadic on 
lower category roads, but they are unlikely to average more than 150 vpd. 
 
6.13 Emphasis on providing further connectivity to rural communities has generated 
good social returns so far, but, upgrading the national road network is increasingly 
becoming a critical aspect for a steadfast growth rate for Uganda. It is land transport costs 
rather than the costs of sea activities that inflate Uganda trade cost.125 In fact, the paved network 
density is among the lowest in the Africa region: the percentage of paved roads in Uganda, at 7 
percent when excluding community roads, is one tenth that of Korea in 1999. Laos, with a lower 
density road network than Uganda, has 45 percent percent of roads paved; this is significant given 
the similar low incomes and terrain, much of it mountainous, in both countries.  
 
6.14 The need for upgrading trunk roads is reinforced by the precarious state of the 
railway network.126 Today the Uganda rail sector is largely limited to transporting goods imports 
from abroad and only secondarily to export goods out of the country. The railway sector is wholly 
insignificant in transporting domestic products, carrying only a few thousand tons annually. In the 
served area of the Northern Corridor—current rail rates are attractive for imports rating between 
38 and 56 percent of what is charged by road operators.127  All passenger services have been shut 
down in recent years.  

Railways and Petroleum Pipeline 

6.15 Promoting competition among different transport modes is vital not only to reduce 
transport cost and further ‘connect’ Uganda for economic exchange, but also to reduce 
risks associated with fuel supply. In this sense there are two key areas where the GoU should try 
to pay particular immediate attention; (i) finalizing the Uganda-Kenya joint railway concession, 
and (ii) developing the already proposed project for a fuel pipeline connecting Eldoret (Kenya) to 
Kampala.  The Uganda Government is committed to railways privatization. The Uganda-Kenya 
railway concession is expected to foster commercial use of railways operations, improve 
maintenance and facilitate access to capital.  
 
6.16 A pre-requisite for capitalizing on these transactions is to set up the appropriate 
regulatory framework for railways. Also, the Government must structure these transactions so 
as to reduce near-term risk to prospective private sector participants, while to the extent possible 
protecting the Government's interests in preserving assets for future development of the rail 
sector.128 Provided that economic regulation is limited in keeping with the railway’s minimal 
market power and demand for private sector investment is confined to what can be justified under 

                                                 
125 Sea transport account for 10-15 percent of value of goods; and land transport costs (ports, C&T and 
land) account for 13-19 percent. For details, World Bank (2006), Uganda –Diagnostic Trade integration 
Study, forthcoming. 
126 Uganda Railways Corporation inherited a track network of some 1,241 kilometers plus marine terminals 
on Lake Victoria and lake vessels for transporting rail cars. Only a 251 kilometer main line from 
Tororo/Malaba remains active. That is the railway network part of the international corridor between the 
Ugandan capitol of Kampala and the Kenyan port of Mombasa (and short branches from that line). The rest 
of the lines ("Western line" and "Northern Line") have been closed due to light traffic and high 
rehabilitation costs. 
127 World Bank (2006), op. cit.,  p.6 
128 See p.197 and onwards 
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realistic business plans, Uganda’s rail and rail ferry business can be of interest to private 
investors. From the economic viewpoint, the transport of oil could also benefit from more 
efficient railways.  
 
6.17 The fuel pipeline is a high priority investment in economic terms, but the project fell 
in the cracks between the ministries for transport and for energy, and aid agencies have so far not 
shown interest. In 2005 GoU’s privatization agency started the process to establish a concession, 
51 percent private and 24.5 percent owned by each of the Kenya and Uganda governments. Bids 
were expected end-October 2005; the aim is to start construction in 2006 and operate the pipeline 
as of late 2007.  The cost is estimated at US$110 million. Financing is to be secured by the 
winning private bidder.  
 
6.18 GoU should utilize concessionary aid or its own funds, if available, to finance 
construction of the pipeline. This would reduce significantly the financial cost and ultimately 
result in lower fuel prices to consumers, without GoU losing the benefits of private management 
and operation of the pipeline.  (After all, by the concession terms, after 21 years the pipeline 
becomes government property).  
 
6.19 It is crucial that no monopoly rights be granted for oil transport. Competition 
between transport modes (road vs. rail vs. pipeline) should, on the contrary, be promoted among 
different transport modes and accompanied by changes in the present fuel tariff structure. 
 
6.20 Progress in railways and fuel pipeline development is overdue. Even in a business as 
usual scenario, the benefits for trade and for fuel provision –and therefore economic promotion—
would be high. For example, applying the current Kenya Railways Company tariff to the entire 
rail journey from Mombasa to Kampala for the haulage of POL will represent a total cost of 
US$50-57 per ton, including profit margins. In Uganda, prevailing pipeline/road rate is US$ 86.7 
per ton and the pipeline/rail rate --used sparsely at the present because rail capacity is poor—is 
US$ 77 per ton.  If modes were to compete, pipeline transportation would then have to match 
Kenya’s rate. This would represent cost savings in the order of US$15 million per year. 129 The 
development of a pipeline can have –particularly if accompanied by a revision of fuel taxes, 
dealer margins, development of fuel storage capacity and sound regulation-- a significant impact 
on fuel retail prices, which endogenously and simultaneously would help reduce transport cost, 
another factor contributing to high oil prices.  

Electricity 

6.21 The electricity sector performs poorest of all infrastructure sub-sectors. Nowadays, 
the discussion of providing long-term solutions to fuel transport is particularly opportune as if for 
nothing else for supporting long-term reliability and lower-cost provision of electricity. Not only 
does Uganda have one of the lowest electrification rates in the world but Uganda is also currently 
struggling with a drought-triggered crisis. Recent proposed policy interventions for both tackling 
the emergency shortfall as well as for providing long-term planning to extend and enhance the 
electricity network, involve adding thermal (fuel-based) generation capacity and changing fuel 
mix composition of the generation installed capacity to include –in permanent basis—some 
thermal generation.    
 

                                                 
129 For details check World Bank (2006), op cit, p. 17-18.  
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6.22 The electricity network covers less than 9 percent of the population overall and less 
than 3 percent in rural areas130 according to 2002 estimations. Just 200,000 customers were 
connected to the grid in 2002, out of a population of approximately 24.7 million or roughly 8 
million households.131  This is believed to have risen rapidly in recent years, to 210,000 in 2003, 
and 260,000 in 2004. Of those served, 72 percent of the electricity is consumed by the 12 percent 
of the population in Kampala, Jinja and Entebbe (geographic cut), and about 82 percent of the 
residential customers belong to the richest quintile of the population (income cut). The bulk – 46 
percent - is consumed for industrial purposes, 39 percent is consumed for domestic purposes, and 
the remaining 15 percent goes for commercial use.132 The distributional and policy implications 
of this coverage profile are huge. For instance, the electricity profile according to the income cut 
gives an extremely high concentration coefficient133 of 0.75 suggesting that any subsidy to 
consumption is rather regressive, but also indicating that targeted subsidies to new connections 
might be the way to go as sufficient power becomes available. 
 
6.23 A qualitative view of the existing electricity provision does not provide a more 
promising snapshot.  Official figures for transmission and distribution losses are within regional 
average outreach. However, recent technical studies indicate that there is an important under 
reporting of losses which would makes Uganda rate significantly worse than peers. Altogether 
technical and commercial losses are in the order of 40 percent of net generation, an extremely 
high rate by any standard. It follows that the lack of adequate and reliable power is consistently 
cited among the top five constraints to carry in operations and increase investment. In fact close 
to half (45 percent) of potential investors cite electricity problems as a major or severe constraint 
which negatively compares with average commercial perception in other African countries (Table 
6-4).  
 
6.24 To make things worse, increasing unsatisfied demand --a current shortage in 
generation of close to 200 MKW, compounded by an insufficient transmission network and 
dilapidated distribution meters, leave a power system on the edge of collapse. In recent years 
the electricity sector suffered negatively from a backlog of investment and maintenance which 
cannot be recovered in the short-run. Peak demand for electricity rose to 340MW in 2004- well in 
excess of existing capacity.  Current low levels in Lake Victoria mean that peak supply has fallen 
well below capacity, to around 240MW.  Meanwhile annual power demand is increasing at 11.5 
percent resulting in excess demand of about 120 MW at peak.  This has led to increasing heavy 
load shedding.   Load shedding at peak periods was necessary in 2005 even following the 
commissioning of the 50 MW emergency diesel plant in Kampala in May 2005. Load shedding 
has increased from 1-2 percent of net generation in 2001-02 to 4-5 percent in 2004-05, catalyzed 
by the effects of the drought and continuing load growth. These electricity shortages have effects 
on the cost and the provision itself of other infrastructure services that support growth, e.g. 
telecoms, scaling the negative economic impact of a power sector in crisis.  

                                                 
130 UBOS (2004), Census Report, based on 2002 Census data. 
131 Assuming 4 people per household on average 
132 Residential sales cover residential and small commercial premises metered at low voltage and supplied 
single phase. Commercial sales include larger commercial consumers with a three-phase supply not 
exceeding 100 Amp, supplied at low voltage. Industrial sales covers medium scale industrial consumers 
supplied at low voltage, three phase up to 200kVA and large scale industrial consumers supplied at 11kVA 
with a maximum demand between 500 kVA and 10 MVA (Figures as stated in Power Planning Associated 
LTD (2006), Bujagali II – Economic and Financial Evaluation Study, Interim Report, Commissioned by 
the International Finance Corporation of the World Bank, February) 
133 By proxy of Gini coefficient. 
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Figure 6-1:  Details of Load Shedding (2001-05) 

 
 

Telecoms 

6.25 Telecommunications has been the most promising infrastructure sector; yet 
Uganda’s telecoms sector remains below the international average against some some key 
performance indicators. In the case of telecoms: (i) restructuring, liberalization and the 
availability of new technologies on the supply side, and (ii) an existing unsatisfied demand, have 
led to a remarkable increase in the penetration rate between 1990 and 2002, from 0.4  percent to 
4.4 percent of total population. However, as of 2002, the urban/rural digital divide remained 
pronounced.  Roughly 80 percent of the country’s digital phone lines and modern switching 
technology is found in Kampala.  In rural areas, access to ICT is encumbered by inadequate and 
sparse infrastructure. Fixed line technology is almost non-existent.  Mobile penetration rates of 2 
percent, while higher, remain low due to the high cost of service and handsets (according to a 
recent study134 Uganda’s taxes on mobile telephony are the second highest to Turkey in the 
world), and due to the lack of electricity. 

                                                 
134 OTF (2006) forthcoming 

Source: Power Planning Associates (2006), op. cit 
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Table 6-4:  Uganda and International Peers: Infrastructure Basic Qualitative indicators 

LIC AFR Uganda
Electric Power Transmission and Distribution 
Losses (% of output) 

23.1                 19.2                22.0          

Electrical outages (average number of days per 
year for firms)

60.4                 82.1                70.8          

Firms that share/own their own generator (% of 
total) 

38.3                 49.2                36.0          

Firms citing electricity as a major or severe 
constraint (% of total) 

34.8                 39.8                44.5          

Continuity of Water Service (Average hrs. of water 
service per day)

19.4                 19.1                24.0          

Average Non-Revenue Water (% of total) 36.8                 35.8                42.1          

Paved Roads 
(% of total roads) 

27.2                 23.1                7.0            

Firms citing transport as a major or severe 
constraint (% of total) 

17.0                 20.6                22.9          

Telephone Outages (average days per year a firm 
experienced service interruptions)

17.3                 24.2                17.8          

Firms citing telecommunications as a major or 
severe constraint (% of total) 

16.2                 19.7                5.2            

(*) World Bank Database, based on the latest Observation available for the period 2000-04
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6.26 Growth priorities in telecoms include satisfying the growing demand for modern 
fiber optic networks, developing international connectivity and lowering the very high 
internet connection tariffs. Despite the still low phone access standards, telephony does not 
seem to be the most relevant concern for investors (Table 6-.4). Rather business decisions are 
more affected by Uganda’s inadequate existing fiber optic networks. There is growing demand 
for fiber optic connectivity to facilitate high capacity, quality delivery of voice, data, and image 
services and applications that cannot be reliably met by simple dial-up and integrated services 
digital network (ISDN) technologies.  A number of projects are underway to enhance Uganda’s 
domestic fiber-optic network and wireless capability. Thus it is clear that the GoU recognizes 
connectivity as a critical issue in improving access to information and communications 
technology (ICT) in Uganda.  Like its east African neighbors-- Uganda relies on satellites to 
access international data and communication systems (in contrast to countries in western, 
southern, and northern Africa connected to submarine fiber optic cable systems that provide both 
intra-regional and international access). Therefore, linking into the EASSy network is a 
priority.135 Such international backbone would help Uganda to more effectively provide 
broadband, services and connectivity by internet service providers (ISPs), data service providers, 
broadcasters, and VOIP providers. These developments would likely reduce cost of telephony of 
ISP, a main issue for Uganda ICT. When compared to a number of other African countries, the 

                                                 
135 The East African Submarine System (EASSy) aims to provide high-capacity submarine fiber optic 
cables to increase international connectivity between Africa and the international community. A 
preliminary feasibility study estimates that the project would cost US$200 million, including a US$170 
million for system supply and US$30 million for project management. Ugandan national operators are 
currently partnering up in laying a fiber optic cable connecting Uganda to Kenya in order to be ready when 
the undersea cable running from South Africa to Kenya is complete. 
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relationship between GDP per capita and telephone and ISP prices for Uganda is one of the most 
costly, with 30 hours of access time costing nearly half of GDP per capita. For a dial-up service, 
it could cost roughly US$3 to download a 1megabite file.136 While broadband Internet 
connection, available in Kampala, provides faster connections the service is prohibitive for many 
small businesses costing up to US$500 a month.   

Water   

6.27 Water supply had a significant improvement in recent years but water resource 
development is lagging behind. With rural and urban coverage up to 50 and 96 percent in 2000 
(from 40 and 79 percent in 1990), Uganda is one of the few African countries on track to achieve 
the water MDG.137 Improved access trends for water supply are built on sustained efforts of the 
GoU in collaboration with the international community in the context of the Millennium 
Development Goals. This push in water supply spearhead by the MDG initiative, has achieved 
significant improvements but its links to economic growth remain rather uncertain, particularly 
because a strategy --and therefore supporting monitoring and documentation—for water resource 
development is still missing. The impact on food production of the recent drought affecting the 
whole region, and the need to sustain rural growth, suggests that a higher focus on developing 
water for production - eg irrigation - in the context of a well-put water resource management 
framework might be worth considering.  

B. INFRASTRUCTURE IS IMPORTANT TO GROWTH: UGANDA AND THE INTERNATIONAL 
EXPERIENCE 

6.28 Infrastructure is a key element for supporting sustained economic growth.  Growing 
academic literature underscores the strong effect that adequate infrastructure might have on 
promoting economic growth, either by entering directly as input of the production function, by 
serving to improve total factor productivity, and by encouraging private investment.138 While it is 
true that most of this literature still recognizes that important questions such as the causality and 
the specific channels through which infrastructure affects growth remain part of an on-going 
debate, it is also increasingly evident in the related empirical work the very clear positive 
correlation between infrastructure provision and growth139 and in most cases infrastructure 
provision is identified as one of the factors driving growth.140 In summary, regardless the 
endogenous nature of the interaction infrastructure-economic growth (i.e. economic growth is a 
factor shaping the supply and demand for infrastructure services) and regardless of the direction 
of the causality (i.e. whether it is infrastructure investment affecting productivity and output, or 
economic growth acting as the explanatory variable for the demand and supply of infrastructure 
assets and services) infrastructure is intimately linked to economic growth and there is sound 

                                                 
136 Uganda Communications Commission: Recommendations on proposed review of the 
telecommunications sector policy, January 31, 2005, p. 34. 
137 Unfortunately, despite a relatively good performance, the sanitation MDG is off track. Access to 
improved sanitation remains at 40 percent for rural and 53 for urban areas, far behind the about 77 percent 
established as MDG target for the year 2015.  Sanitation, however, is beyond the scope of this study. 
138 See Agenor, P-R and B.Moreno (2006), Public Infrastructure and Growth: New Channels and Policy 
Implications, mimeo; Romp, W. and J. de Haan (2005), Public Capital and Economic Growth: A Critical 
Survey, EIB Papers, Vol.10 and references cited therein for a thorough review of this literature. 
139 Estache, Antonio (2005) What do we Know about Sub-Saharan Africa’s Infrastructure and the Impact of 
its 1990s reforms, The World Bank, Mimeo  
140 Barro and Sala-i-Martin(1995), Canning and Pedroni (1999), Easterly and Rebelo (1993), Sanchez-
Robles(1998) 
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empirical evidence that the contribution of infrastructure services to GDP exceeds the cost of 
provision of those services.141 
 
6.29 In this context, Africa’s infrastructure backlog is strongly accepted as one of the 
most important hurdles to overcome for economic growth acceleration. Empirical work on 
African countries that explicitly models infrastructure as a growth variable, finds that 
infrastructure strongly supports economic growth142.  Studies which address the issue of reverse 
causation (higher output creates higher demand for infrastructure) are few, but some examine 
African countries. Using a sample of 52 countries and addressing the issue of reverse causation, 
Canning and Bennathan (2000) 143 find rates of return to investment in electricity generating 
capacity of around 40 percent.  For most countries, this rate was roughly the same as the return on 
non-infrastructure capital.  But for the 11 African countries in the sample, the average rate of 
return to generating capacity was 53 percent, and this rate was 6.5 times higher than the African 
rate of return to non-infrastructure capital.  Higher rates of return were found for investment in 
paved roads, the African average being 69 percent, around 2.5 times higher than the returns from 
non-infrastructure capital.  

6.30 Calderón and Servén (2003),144 also after factoring in the issue of causality, find that the 
difference in infrastructure levels between Latin American countries and East Asian countries 
accounts for about one third of the gap in output per worker between these regions. In a 
subsequent research  using a sample of 100 countries over a 20 year period, Calderon and Serven 
(2004) 145 reach robust results stressing the role that infrastructure quantity and quality can have in 
accelerating economic growth. Similarly, Esfahani and Ramírez (2003) have developed a 
structural growth model that distinguishes the mutual effects of infrastructure and the rest of the 
economy on each other, distinguishing how different policies and institutions affect steady-states 
and rates of convergence across countries.  They find the elasticity of output with respect to the 
stock of telecommunications capital to be 0.08 and with respect to the stock of electricity capital 
to be 0.13.  These estimates imply that if the growth rate of telephones per capita rose from about 
5 percent per year as in Africa, to about 10 percent as in East Asia, the annual growth rate of GDP 
per capita would rise by about 0.4 percentage points.  If the growth rate of electricity production 
increased from 2 percent in Africa, to 6 percent as in East Asia, annual per capita GDP growth 
would increase by a further 0.5 percent. 
 
6.31 Improving the quality and quantity of infrastructure provision Uganda would 
significantly improve per capita GDP growth.  Uganda has been systematically growing in the 
last 15 years, and has been doing so despite a limited provision of infrastructure particularly.  
Relying on Calderon and Serven (2004)’s analytic framework, Estache(2005) forecasts country-
specific increases in GDP per capita that selected African countries could have realized had they 
had Korea’s infrastructure quantity and quality. His result suggests that Uganda could have 

                                                 
141  Esfahani, H.S. & Ramírez, M.T. (2003), Institutions, Infrastructure and Economic Growth, Journal of 
Development Economics 70, 443-477. 
142 For details see Estache, A. And Q. Wodon (2006) Infrastructure and Poverty in Sub-Sahara Africa, 
Forthcoming; and references therein.   
143 Canning, D. and Bennathan, E. (2000), The Social Rate of Return on Infrastructure Investments, Policy 
Research Working Paper 2390, World Bank. 
144 Calderón, C. & Servén, L. (2003), The Output Cost of Latin America’s Infrastructure Gap, in The Limits 
of Stabiliization–Infrastructure, Public Deficits, and Growth in Latin America, World Bank, Washington 
DC. 
145 Calderon, C. and L. Serven (2004), The Effects of Infrastructure Development on Growth and Income 
Distribution, The World Bank, Policy Research Paper WPS 3400 
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almost doubled its per capita GDP growth from the actual 1.29 percent to a (potential) 2.45 
percent for the period 1996-2000 had it enjoyed Korea’s infrastructure quantity and quality.  
 
6.32 Improved electricity provision and reduced transportation costs are the two 
important sectors to spur economic activity in Uganda. The performance snapshot presented 
above shows the specific issues in these sectors. International experience and recent empirical 
evidence consistently suggests that the strongest impact on growth comes from the telecom 
sector, followed by roads and electricity.146  Firms in Uganda are expanding and economic 
activity is developing despite the lack of reliable infrastructure. In the case of electricity, firms are 
increasingly self-provisioning at high cost (chapter 3). Many firms own or share private 
generators despite the fact that this self-generated electricity is two to three times costlier than the 
one provided by the grid.147 Costs of electricity self generators are passed on to the product 
making electricity intensive sectors and –therefore the country as a whole— less competitive and 
likely slowing down growth. 
 
6.33 That self-provisioning of electricity is happening systematically strengthens rather 
than weakens the case for developing Uganda’s electricity services. On top of the direct cost 
involved (as mentioned above), self-provisioning creates a drain on firms’ capital.  In an 
estimation based on a 1989 Manufacturing Survey, Reinikka and Svesson (2002) find that costs 
of electricity self-generation represent in some cases up to one fourth of their total investment in 
equipment and machinery.148 Four years later, in a 2002 Ugandan manufacturing survey 16 
percent of small firms, 45 percent of medium size firms and 92 percent of large firms reported 
owning or sharing generators.149 Furthermore, poor quality and reliability of electricity services 
increases costs associated with investments inter alia lowering returns on capital and leading to a 
sub-optimal selection of equipment and inventory levels. In other words, the lack of reliability of 
supply induces firms to hold higher inventories than they would hold otherwise increasing their 
overall costs and reducing, once again, returns to capital.150  
 
6.34 Self-provisioning in transport is rather more complicated but the impact of 
accessibility to roads on growth is notable in Uganda. Uganda is a landlocked country with 
more than 90 percent of freight carried by roads. Transport costs are expected to have big impact 
on growth outcomes and returns of capital are negatively affected in many ways. For instance, 
costs due to poor transport infrastructure are passed on to the product making sectors –
particularly industries of non-tradable goods – less competitive and likely slowing down growth. 
Furthermore, the landlocked condition of Uganda increases the demand for –and importance of-- 
transport services.151 Limão and Venables (2001)152 predicts, based on a 103 country sample, that 
                                                 
146 Estache (2005), op. cit. 
147 Hesse, H. (2006), Finding Potential Growth Constraints from RPED Surveys: The Case of Uganda, 
Background paper commissioned for the 2006 Uganda CEM. Another estimate –as valid as any other—
estimates that self-generated electricity in African might –on average-- cost up to three times more than 
electricity from the grid (for details see Eifert, B. and V. Ramachandra (2004), Competitiveness and Private 
Sector Development in Africa, World Bank Group, Africa Region, Private Sector Unit) 
148 This is an estimation based on the 1989 Manufacturing Survey. For details Reinikka, R. and J. Svensson 
(2002), Coping with Poor Public Capital, Journal of Development Economics, 69, October, 51-69 
149 Available online at http://rru.worldbank.org/enterprisesurveys/customquery/  
150 This has been amply documented for Latin American in Guasch, Luis (2004), Granting Renegotiating 
Infrastructure Concessions: Doing it Right, World Bank Institute Development Studies, Washington D.C. 
151 Ndulu B.J (2004), Infrastructure, Regional integration and Growth in Sub-Saharan Africa: Dealing with 
the Disadvantage of Geography and Sovereign Fragmentation, background paper prepared for the 
Commission for Africa, unpublished   
152 Limão, N. and A. Venables (2001), Infrastructure, Geographical Disadvantage, Transport Costs, and 
Trade, The World Bank Economic Review, Vol.15, No.3, pp.451-479 
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poor transport network – understood as a compound index of kms of roads, km of paved roads, 
kms of railways and main phone lines— accounts for 60 percent of predicted transport costs in 
landlocked countries (in contrast to only 40 percent in coastal countries). The improvement of 
transport (and communication) infrastructure from the median country in the sample to the 75th 
percentile translate into a reduction of cost equivalent to moving several kilometers closer to 
other countries (about 400 land kilometers or an equivalent 3500 sea kilometers). “An 
improvement in own and transit countries’ infrastructure from the 25th percentile to the 75th 
percentile overcomes more than half of the disadvantages associated with being landlocked.” In a 
final note, though a quantification of the impact is not available for Uganda, high transport costs 
has an usually unaccounted effect on private stock creation not only when interfering with 
shipping of produced goods but also by increasing costs of mobilization of machinery and 
equipment for construction of plants-- weakening regional development possibilities, particularly 
to remote and rural areas.153 In this context, improved access to infrastructure services together 
with policy that explicitly support the reliable delivery of infrastructure services should becomes 
an utmost focus for African and Ugandan (in particular) policy makers.154  

C. DEVELOPMENT PRIORITIES AND SPENDING IN INFRASTRUCTURE 

6.35 Improvement and expansion of existing infrastructure are recognized in the current 
Poverty Eradication Action Plan (PEAP).  They are identified as priorities to achieve regional 
equity, sustainable growth, human development and poverty eradication.  In the functional 
grouping of the PEAP challenges, the importance of infrastructure provision is explicitly 
recognized in the second and fifth pillars Enhancing production, competitiveness and income and 
Human development (respectively). The potential impact of increasing spending on infrastructure 
provision, as well as that of reevaluating the quality of spending and its mechanisms, becomes 
evident when working towards achieving the fisrt pillar, Economic Management and the fourth 
pillar, Governance.155  
 
6.36 The PEAP states that one of the key actions to “boost growth is the improvement of 
transport infrastructure and utilities services”.156 The PEAP also explicitly states that the GoU 
will be proactive in fostering “an environment within which Ugandan enterprises can be more 
competitive” through improving the provision of infrastructure (roads, railways, electricity), and 
will develop supply-side interventions a la rural infrastructure development and sustainable 
natural resource use and management to support the Plan for the Modernization of Agriculture 
(PMA), one of the main policy frameworks for boosting production and competitiveness.157 

                                                 
153 For further analysis check Agénor, Pierre-R. and Blanca Moreno-Dodson (2006), Public Infrastructure 
and Growth: New Channels and Policy Implications, The World Bank, Mimeo 
154 Collier and Gunning (1999), Why has Africa Grown Slowly, Journal of Economic Perspectives, Vol.13, 
No.3 
155 The PEAP’s five pillars –designed to practically group government’s functions— are (i) Economic 
management focusing on macro-economic stability, fiscal consolidation and promotion of private sector 
investment;  (ii) Enhancing production, competitiveness and incomes focusing on modernization of 
agriculture; preservation of the natural resource base; and infrastructure, including roads, power and 
railways; (iii) Security, conflict resolution and disaster management focusing on ending rebel insurgency 
and cattle rustling, handling internal displacement in conflict areas and managing natural disasters; (iv) 
Governance focusing on human rights and democratization; development of a better legal system; 
transparency, accountability and elimination of corruption, and (v) Human development focusing on 
primary and secondary education; health, including family planning; community empowerment; and adult 
literacy [Government of Uganda (2004), Ministry of Finance Planning and Economic Development, 
Poverty Eradication Action Plan 2004/5-2007/8, December] 
156 GoU (2004), op cit.p.34 
157 GoU (2004), op cit.pp.52-53 
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6.37 Given its income per capita and relative country affordability capabilities, Uganda 
is paying considerable attention to infrastructure development.  Uganda spends an equivalent 
of 8.4 percent of average per capita income on infrastructure. This figure exceeds what Latin 
American countries were spending in 1998. For instance, Mexico 1 percent, Peru 2 percent, 
Venezuela 1.5 percent, Bolivia 6 percent, Brazil 1.8 percent, Ecuador 6.3 percent, Argentina 1.6 
percent, Colombia 7 percent, Chile 6.4 percent. (Table 6-5). To put things in perspective, while 
Peru’s 1998- per capita income was 9 times Uganda’s (US$2250/person versus US$249/person), 
its infrastructure spending was only twice Uganda’s (US$46/person versus US$21/person). 
Similarly, if not more telling stories, can be found when comparing Uganda with Indonesia (4.5 
times higher income per capita and 1.3 times higher infrastructure spending), Venezuela (15.7 
times higher per capita income and 2.8 times higher infrastructure spending), Brazil (19 times 
higher per capita income and 4 times higher infrastructure spending). 158 
 
6.38 Yet, at an annual average of US$21 per capita infrastructure spending in Uganda is 
extremely low given its landlockedness status and the current state of infrastructure 
services. In terms of levels, this figure is half the amount of the lowest annual average per-capita 
amount spent in Latin American countries at the end of the 1990s and it is only comparable to 
what Indonesia was spending in infrastructure right after the financial crisis (Table 6-5). The need 
for scaled up infrastructure spending seems more pronounced if initial conditions are factored in. 
Most Latin American countries relied back then on much more developed networks (e.g. roads, 
and electricity transmission and distribution) than what Uganda has today. For example, the worst 
electrification rate of the sample –Peru—at 72 percent is seven times higher than the roughly 9 
percent electrification rate in Uganda today. The marginal cost of extending networks to isolated 
areas is significantly higher that doing so for population clusters like the ones existing in the more 
urbanized Latin American countries. Nonetheless, it has been systematically argued and 
documented that the Latin America region lost competitive ground due to reduced investment in 
improving productive infrastructure (road transport, electricity and telecommunications) during 
the 1990s. 

                                                 
158 The Latin Amerca And Carribean (LCR) region is said to be spending less than 2% of GDP on 
infrastructure, that due to the much higher GDP base translate into per capita figures significantly higher 
than those invested in Africa, in general, and in Uganda in particular. A recent study compares the 2%-LCR 
spending with those of similar income countries than the region used to advantage before. It concludes the 
region should double or almost triple its per annum spending to catch up to the level of international 
competitiveness it enjoyed before [World Bank (2005), Infrastructure in Latin America Recent 
Developments and Key Challenges; Finance, Private Sector and Infrastructure Management Unit, Latin 
America and the Caribbean Region] 
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Table 6-5:  Infrastructure Spending per Capita (Selected Countries) 

.

 IN F ,p e r  c a p ita  P e r  C a p ita  In c o m e

ye a r  (U S $ -p e rs o n ) (C u rre n t U S $ )
E th io p ia (1 ) 2 0 0 4 4 .2                      9 6 .9 4  
G h a n a (1 ) 2 0 0 3 1 0 .3                    3 6 8 .8 7  
U g a n d a 2 0 0 3 2 1 .0                    2 4 9 .0 7  
In d o n e s ia 2 0 0 3 2 6 .7                 1 ,1 1 1 .1 0  
M e x ic o 1 9 9 8 4 4 .7                 4 ,4 2 2 .3 2  
P e ru 1 9 9 8 4 6 .0                 2 ,2 5 0 .0 7  
V e n e z u e la 1 9 9 8 5 7 .7                 3 ,9 0 1 .1 9  
B o liv ia 1 9 9 8 6 7 .4                 1 ,0 6 3 .7 5  
B ra z il 1 9 9 8 8 4 .0                 4 ,7 4 7 .5 4  
E c u a d o r 1 9 9 8 1 2 2 .1                 1 ,9 3 2 .8 7  
A rg e n tin a 1 9 9 8 1 2 9 .3                 8 ,3 0 2 .8 8  
C o lo m b ia 1 9 9 8 1 6 3 .2                 2 ,4 1 2 .1 6  
T u rk e y 2 0 0 4 2 4 0 .1                  4 ,2 0 9 .7 1  
C h ile 1 9 9 8 3 1 7 .3                 4 ,9 2 9 .4 9  
N o te :(1 )  O n ly  In c lu d e s  P u b lic  S p e n d in g  

6.39 The public sector retains a critical role as provider, policy maker and planner of the 
infrastructure business. Given the limited resources and pressing needs evidenced in the 
previous sections, it is of utmost importance to understand; (i) how and how much public sector 
resources are allocated to infrastructure provision, (ii) how these resources can be spent in a more 
efficient manner (which goes together with leveraging and engaging other stakeholders from the 
private sector), and finally (iii) what are additional financing options available that might not only 
support infrastructure development but can also build on strengthening other sectors while 
contributing to macroeconomic stability. The next sections address and develop recommendations 
on these issues for Uganda.  

D. PUBLIC SPENDING PATTERNS AND MECHANISMS 

6.40 Public spending still finances the lions-share of infrastructure in Uganda.  While the 
private sector contributed an equivalent of 1.1 GDP percent to annual infrastructure spending in 
2003, it is the public sector with more than 80 percent –or 5.2 GDP percent-- of the total 
infrastructure spending in Uganda that is the most relevant player in the infrastructure business 
(Table 6-6). Roughly 60 percent of this public spending (3.1 GDP percent) is realized through 
central and local government agencies programmed under the national budget and financed by 
regular domestic fiscal revenues and external development partners.  

Table 6-6:  Uganda Overall Infrastructure 

N o m i n a l  G D P  S h a r e s  ( % ) 2 0 0 3  ( 1 )
I N F R A S T R U C T U R E  S P E N D I N G 6 . 3 2 %

T o t a l  G r o s s  I n v e s t m e n t 3 . 7 2 %
T o t a l  O & M 2 . 6 0 %

O n - B u d g e t 3 . 1 2 %
G r o s s  I n v e s t m e n t 2 . 3 0 %
O & M 0 . 8 2 %

P a r a s t a t a l s 2 . 0 7 %
G r o s s  I n v e s t m e n t 0 . 2 9 %
O & M 1 . 7 8 %

P r i v a t e  S e c t o r 1 . 1 3 %
G r o s s  I n v e s t m e n t  ( 2 )  1 . 1 3 %

N o t e s :

( 1 )  E x c l u d i n g  R a i l w a y s

( 2 )  P r o x y  b y  C o m m i t t e d  I n v e s t m e n t  w i t h  P r i v a t e  P a r t i c i p a t i o n

S o u r c e :  M i n i s t r y  o f  F i n a n c e  ( o n - b u g d e t ) ,  O f f i c e  o f  t h e  A u d i t o r  
G e n e r a l  ( P a r a s t a t a l s ) ,  W o r l d  B a n k  P P I  D a t a b a s e  ( P r i v a t e  
S e c t o r ) ;  p r o c e s s e d
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6.41 However, GoU’s capacity for achieving improvements in transport and utilities services 
through increased fiscal spending is both self-constrained by GoU’s overall objective of fiscal 
discipline and resource availability; and shaped by GoU’s criteria for public expenditure 
allocation.159 Government has moved specific infrastructure activities off-budget, aiming at 
opening services to competition and capturing the contribution of the private sector where and 
when it can add net benefits to the service provision. The proliferation of totally or partially 
owned infrastructure operators: corporatized entities, parastatals or (semi) private operators, is the 
result of implementing the Privatization and Utility Reform Program (launched in 1992) and 
Public Enterprises Reform and Divestiture Statute (1993) amended in 1997. This institutional 
setting leads GoU to have close to 40 percent (2.1 GDP percent) of Uganda’s public spending 
in infrastructure disbursed through parastatals. This spending is financed through parastatals’ 
revenues, loans from central government (direct or on-lending) and ad-hoc transfers (Table 
6-7).160 

                                                 
159 GoU (2004), op cit.pp.190-191  
 
160 There is also the so-called Extra-Budgetary Funds that which allow allocating a stream of fiscal 
revenues to fund specific activities (roads maintenance, tariff subsidies, etc) without being subjected to 
general procedures and reviews. 
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Table 6-7:  A quick take of infrastructure delivering, spending, policy making and regulatory 
functions (figures as 2003) 

  Infrastructure Service  
(Operator) 

Policy Umbrella Regulatory Functions 

• National Roads (MoWHC) 
• Feeder Roads (local authorities financed by 
PAF) 

• Railways Construction (MoWHC) 

Ministry of Works, Housing 
and Communications  
 

 

• Energy generation (MoEM) Ministry of Energy and 
Minerals 
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• Rural Water (local governments financed by 
PAF) 

• Water Resource Management (MoLWE) 

Ministry of Lands, Water 
and Environment 

• Ministry of Lands, 
Water and Environment  

• Railways Operations: Uganda Railways 
Corporation (URC) � In the process of 
concessioning 

• Airport Operations: Civil Aviation 
Authority  (CAA) 

• Rural Communications (Rural 
Communications Fund-Administered by UCC) 

Ministry of Works, Housing 
and Communications  
 

• Airport Operations: Civil 
Aviation Authority  (CAA) 

• Uganda Communications 
Commission (UCC) 

• Transmission Company: Uganda Electricity 
Transmission Company Limited (UETL) 

• Administration of Assets: Uganda 
Electricity Board (UEB) 

• Electricity Generation - Concession to 
Private Sector : Uganda Electricity Generation 
Company Limited (UEGCL) owns assets and 
ESKOM operates and maintains 

• Electricity Distribution - Concession  to  
Private Sector: Uganda Electricity Distribution 
Company Limited (UEDCL) owns assets and 
UMEME and WENRCO operate, maintain and 
expand 

• Rural Electrification (Extra Budgetary 
Fund) 

• Tariff Stabilization Fund 

Ministry of Energy and 
Minerals 

• Electricity Regulatory 
Agency (ERA) 
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• Urban Water Supply: National Water and 
Sewerage Corporation (NWSC) 

Ministry of Lands, Water 
and Environment 

• Ministry of Lands, 
Water and Environment 

 

 
6.42 Investment planning and budgeting therefore needs to be strengthened to improve 
allocative efficiency in Uganda’s economy.  Resource allocations decisisons ought to be 
informed by transparent, predictable and efficient investment planning and budgeting processes in 
order to create fiscal space for infrastructure.  Underinvestment in infrastructure can partly be 
attributed to the lack of a systematic and analytical approach to inter-sectoral trade-offs, intra-
sectoral investment strategies and project prioritization.  In addition, weak institutional linkages 
between all relevant stakeholders, including Ministry of Finance, Planning and Economic 
Development (MoFPED), sector line ministries and private sector, can impede rational allocation 
of scarce investment resources.   
 
6.43 At the macroeconomic level, allocative efficiency between sectors is weakened by the 
absence of a systematic approach to evaluating inter-sectoral trade-offs.  The Poverty 
Eradication and Action Plan (PEAP) provides general strategic policy direction for budgeting.  
Under Pilar 2:  ‘Enhancing production, competitiveness and income’, strategic priorities for 
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infrastructure include roads, electricity and railways, improved maintenance, cost reduction and 
private sector participation.  PEAP also formulates the Government’s key principles related to 
budgeting (see Box 6-2).  The Government is committed to maintaining a high level of spending 
in identified priority sectors (education, health, water and sanitation, agriculture, rural roads) 
mainly guided by ring-fenced funding provided by donors for such purpose.  

Box 6-2:  Key Budgeting Principles according to PEAP 

1. Maintain service delivery in priority programs – including recurrent expenditure for primary health 
and primary education and increased maintenance expenditure in the road sector. 

2. Phase infrastructure programs (such as roads and water) over the period of the Long Term 
Expenditure Framework with a view to preserve current levels of recurrent expenditure in other 
sectors and increase infrastructure spending as more resources become available over time. 

3. Increase expenditure in previously underfunded priority areas – such as: 
a. In Pillar 2:  water resource management, rural electrification, community roads, rural financial 

sectors, agricultural advisory services 
b. In Pillar 3:  post-conflict security 
c. In Pillar 4:  improved judicial services 
d. In Pillar 5: secondary and tertiary education, preventative health measures  

4. Restrain growth in other areas. 
5. Cut back on areas of waste – especially in public sector management and political governance. 
6. Account for possible increases in unit costs – such as wage increases 

 
6.44 As a result, budget ceilings for line ministries are set in an ad hoc fashion, reflecting 
political but not necessarily economic priorities.  At the beginning of the budget process, each 
line ministry submits an annual Budget Sector Report (BSR) to MoFPED (see Box 6-3).  
MoFPED provides each line ministry with an indicative budget ceiling based on historical 
expenditure trends reflected in the BSR and government policy priorities. 

Box 6-3:  Overview of Uganda’s budget Process 

 
1. Line ministries submit annual Budget Sector Reports to MoFPED (September). 
2. MoFPED assesses the overall macroeconomic situation and available resources from tax revenues and 

donor support (September / October). 
3. MoFPED sets budget ceilings for line ministries based on historical expenditure trends and alignment 

with policy objectives. 
4. Sector working groups meet and agree on sector expenditure priorities – including representatives of 

line ministries, private sector, donors and other stakeholders (October/November). 
5. Line ministries submit budget requests to MoFPED. 
6. MoFPED consolidates budget requests into matrix / log frame, reviews and consults with line 

ministries as necessary, determines final budget ceiling for each sector. 
7. The Development Committee of MoFPED approves projects for inclusion in the Public Investment 

Plan (PIP). 
8. National draft budget established (March) and submitted to cabinet (by April 1). 
9. Cabinet endorses budget. 
 

 
6.45 At the sector level, allocative efficiency is hampered by weak strategic frameworks 
and, in some sectors, overlapping responsibilities.  Each line ministry is responsible for 
prioritizing expenditure and investments within the budget ceiling set by MoFPED.  To improve 
budgeting at the sector level, PEAP calls for medium-term expenditure plans for each sector.  In 
infrastructure, Government policies have been formulated for the transport, energy, 
telecommunications and water sectors.  However, sectors such as energy and water are missing 
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sector strategies as a basis for medium-term expenditure planing.161  In the road sector, on the 
other hand, several strategies exist with overlapping implementation responsibilities.162  
Outstanding sector strategies need to be completed to improve the analytical basis for budget 
allocations between infrastructure sectors. 
 
6.46 At the project level, guidelines for project appraisal exist while implementation 
capacity varies by sector.  The budget policy and evaluations unit in MoFPED provides line 
ministries with project preparation and evaluation guidelines.  Equally, PEAP requires that 
expenditure within sectors be prioritized based on cost-benefit or cost-effectiveness analysis as 
well as econometric or participatory impact analysis.  The road agency, RAFU, has developed 
capacity in best practice economic cost-benefit analysis.163  However, political factors have 
caused budget allocation and execution in the road sector to differ considerably from economic 
priorities.  Project evaluation and prioritization capacity in infrastructure line ministries needs to 
be strengthened together with the economic decision criteria used for budget allocations by 
MoFPED in order to institutionalize a degree of economic rigor in the budget allocation process. 
 
6.47 Weak institutional linkages contribute to inefficient budgeting processes.  For the 
social sectors, government has institutionalized sector wide programs including the public sector, 
donors and other stakeholders.  In the road sector, the Road Sector Development Program 
(RSDP), which is monitored by the RSDP Secretariat in MoFPED, provides a platform for sector 
coordination.  Institutional linkages in other sectors remain weak, especially in the energy sector.  
The existence of two separate regulators164 and the lack of donor coordination lead to 
uncoordinated and divergent decisions.  The situation is aggravated by several extra-budgetary 
funds in the sector (see below). 
 
6.48 Weak budget monitoring encourages waste and corruption.  During the budget 
process, the Budget Policy and Evaluation Unit in MoFPED is responsible for vetting sector 
investment plans.  However, it currently has limited capacity for performing this function.  The ex 
post monitoring of budget implementation is the responsibility of the sector line ministries which 
produce quarterly budget implementation reports.  In theory, MoFPED is only supposed to 
release funds once expenditure obligations have been met.  In practice, however, control is 
limited.  While PAF expenditures undergo relatively stricter monitoring to ensure that money is 
spent on intended purposes, oversight in other sectors is weak.  A case in point is the electricity 
transmission company UETCL which has been allocated a sizeable investment budget which to 
date has not been implemented.  Furthermore, MoFPED currently does not conduct ex post value 
for money analysis which would reduce inefficiencies particularly in sectors with large cost 
overruns. 
 
6.49 With respect for those infrastructure responsibilities delegated to parastatals, 
Government should clearly define and transfer investment selection and implementation 

                                                 
161  A Least Cost Energy Development Plan is part of the project preparation of the Bujagali hydropower 
project.  The Water for Production Strategy is under development. 
162 Infrastructure sectors with a strategy historically received a larger share of the budget.  The Ministry of 
Works, Housing and Communication (MoWHC) is responsible for national road investments and the 
implementation the strategy for district, urban and community access roads (ducar).  Responsibility for 
national road maintenance and increasingly investment lies with the road agency, which is also developing 
a maintenance strategy 
163 RAFU is using the HDM-4 model for road project evaluation which is also used by the World Bank.  
Projects are eligible for investment if their economic rate of return is above 12%.   
164 The Energy Regulatory Commission is in charge of regulating on-grid activities in urban areas while the 
Rural Electrification Agency is in charge of rural infrastructure development. 
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responsibilities.  Restructuring and opening up to private participation in some infrastructure 
sectors has not come in all cases together with solid institutional frameworks.  Some regulators 
still have unclear mandates, while some recently established regulatory bodies are still in the 
process of fully realizing the separation of regulatory and operational responsibilities.  Some of 
these regulators keep struggling in practice to have full independence and autonomy.  For 
example, UCC though legally defined as parastatal, acts simultaneously both as a regulator of 
private telecomm operators, administrator of the Rural Communication Fund and provider of 
(actually outsourcing) rural communication development.  
 
6.50 Even for infrastructure services under the responsibility of parastatals, GoU --
through the national budget spending—is the most important investor in new physical 
infrastructure.  Responsibilities of electricity (generation, transmission and distribution) and 
railway transportation are left to parastatals, and investment and stock creation “should” be –on 
paper- off budget and should directly answer to market needs. Certainly, the GoU might have 
consciously retained some main responsibilities for public investment of services provided by 
parastatals.  Cases in point are railways, airports, ports, and to some extent water supply.  
However, the importance of the GoU (or rather the relative low importance of parastatals) as 
infrastructure investors is also the unintended consequence of the ambiguous allocation of 
investment responsibilities, donors interference, and investment plans/expectations that have not 
yet fully materialized due to parastatals capacity constraints or just financial incapability. Cases in 
point are electricity transmission, electricity distribution. After three years of reform most 
investment in electricity is still realized through the budget (Table 6-8). 

Table 6-8:  On- and Off-Budget Investment and Maintenance, Sectoral Breakdown (2003) 

Uganda, On-Budget and off-Budget Spending per Sub-Sector (2003)

On-Budget Off-Budget (a) On-Budget Off-Budget (a)

100.0    660,711     329,428   88.9         11.1           331,283 31.5           68.5              
36.0      237,956     Energy 61,309       64.5           35.5             176,647  9.0             91.0               
40.4      267,164     Transport 179,007     96.6           3.4               88,157    68.3           31.7               
1.4        9,148         Communications 2,354         -            100.0           6,794      3.6             96.4               

21.3      141,051     Water Supply 83,009       92.5           7.5               58,043    45.6           54.4               
0.8        5,392         Water Resources (Irrigation) 3,749       100.0       -             1,643    100.0         -               

Source: Ministry of Finance (on-bugdet), Office of the Auditor General (Parastatals); processed

Note: (a)  Include all parastatals except The Uganda Railways Corporation. Extra-budgetary funds are NOT included.

Total Spending  Infrastructure 
Main 

Sectors 
Ushs m

 Share of 
Total 

Gross Investment

Ushs m

O&M

Ushs m
Share of Total Investment Share of Total O&M

 
 
6.51 Parastatals should be strengthened in their role as independent and commercial 
oriented service providers supported by clear allocation of responsibilities and a 
transparent relation with the government. When directly comparing public spending trends 
with PEAP development objectives, one finds that the institutional setting for infrastructure 
(Table 6-7) has well-supported public infrastructure investment in water supply and (rural) roads, 
mostly driven by on-budget spending (Figure 6-2). But the institutional structure has so far failed 
in channeling investment flows through off-budget entities. This has left critical sectors like 
electricity and railways very vulnerable to the realization of public-private partnerships and to the 
materialization of private investment.165 These two issues are discussed next. 

                                                 
165 More details in Section Off-Budget 
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Figure 6-2:  Uganda, Public Investment Composition (as of 2003) 

 

On-Budget Spending, Infrastructure in the MTEF and the PAF 

6.52 Infrastructure gained importance in the national budget in the last five years.  
Infrastructure spending tripled as a share of the national budget from 5.4 percent (1997) up to a 
maximum of 19 percent in the fiscal year 2000 (Table 6-9).  Infrastructure absorbed more 
resources in some years than health, and more than half of those allocated to education.  

Table 6-9: Infrastructure and Non-Infrastructure in the National Budget 

Fiscal year Total Budget Infrastructure Education Health Others 

 

(USh billion, 
constant  

1997/98 prices) 
Share of Total Budget (%) 

1997/98 819.6 5.4% 26.2% 6.5% 62.0% 

1998/99 1,006.7 6.9% 27.0% 6.5% 59.6% 

1999/00 1,659.5 16.6% 20.3% 11.1% 52.1% 

2000/01  1,929.3 19.1% 18.3% 10.8% 51.7% 

2001/02  2,310.2 16.4% 19.2% 11.5% 52.9% 

2002/03  2,210.2 12.8% 21.8% 11.2% 54.2% 

2003/04  2,387.3 12.0% 18.8% 12.2% 56.9% 
 
6.53 Transport –mostly driven by road infrastructure— and energy –essentially driven 
by electricity— have the highest shares of infrastructure spending. Transport has the largest 
share, while energy has been steadily increasing its share. In 2004, Transport –mostly road 
spending—captured 69 percent of the infrastructure share in the budget. The energy sector –
driven by capital investments in generation (Power IV) and capital subsidies to rural 
electrification— has doubled its share of the infrastructure budget (Figure 6-3). Also, as 
mentioned above, transport and energy are the two sectors with the biggest challenges ahead in 

Parastatals+EBF
11.1%

Transport 
52.5% 

Water Supply
23.3%

Irrigation 
1.1% 

Energy 
12.0%

On-Budget
88.9%
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terms of delivering services to address the increasing demand from a growing economy.  They 
can easily become the bottleneck for growth. But what is driving the allocation of infrastructure 
spending?  For good and for bad, donors seem to have the most prominent role in both the level 
and quality of infrastructure spending. 

Figure 6-3:  Intra-Infrastructure Sector Breakdown 

Sector
Budget 

Infrastructure
Spending

Share on 
Infrastructure

Budget

Budget 
Infrastructure

Spending

Share on 
Infrastructure

Budget
(UShs m) (Share on Total) (UShs m) (Share on Total)

Communication 241.5 0.1 164.4 0.0
Fuel & energy 55570.0 14.0 66936.1 12.1
Irrigation 5391.6 1.4 4387.4 0.8
Transport 232943.8 58.6 378932.4 68.5
Waste management 247.0 0.1 386.0 0.1
Waste water management 0.0 0.0 0.0 0.0
Water supply 102996.5 25.9 102637.8 18.5

Totals 397390.4 100.0 553443.9 100.0
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6.54 In practice donors – who fund up to 65 percent of the infrastructure sector - drive 
the allocation of on-budget spending and hence the infrastructure agenda. Infrastructure 
delivery for PEAP implementation is structured by the annual planning and budgeting process via 
the Medium Term Expenditure Framework (MTEF). The MTEF, since 1992, is the mechanism to 
determine annual budgetary allocations and spending on permanent basis. In this respect, 
MoFPED plays a dominant role in annual planning, programming and fund release, beginning 
with establishing the budget ceilings for sectors.166 Donor-funded spending has systematically 
constituted the biggest share of infrastructure spending ranging between a low 50 percent (in 
2003) and a high 65 percent (in 2000) of total MTEF spending in infrastructure. This clearly 
shaped the described composition of the infrastructure budget envelop.  In particular, most 
external funds in infrastructure go nowadays to the transport sector (about 69 percent in 2004) 
followed by support to water supply development (both driven by earmarked allocations – see 
below); and energy –mostly driven by a donor support to an on-going reform agenda. Uganda 
undertook significant regulatory and market reforms, unbundling the electricity utility and 
inviting the private sector as a concessionaire of generation and distribution. Yet these reforms 
left control of assets, provision of on-lending for new investment; and social responsibilities and 
related investments within the public domain; most are increasingly financed by Donors (Figure 
6-4).  

                                                 
166 The within-the-ceiling rationalization –investment and maintenance as well as across specific projects 
and activities—is responsibility of each line ministry.  However, MoFPED retains the “veto” power when 
revising line ministries’ programming.  MoFPED can change a proposed rationalization if it considers it not 
reasonably aligned with the nation’s development objectives (as in the PEAP, for instance). This MoFPED 
prerogative implies that programming is determined at arms lengths from business market signals. 
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Figure 6-4:  Sectoral Breakdown of Infrastructure Spending funded by Donors (2004) 

 
 
6.55 The largest (and sustained) increase in infrastructure spending since 1997 was 
driven by donors, and specifically responds to the inception of the Poverty Action Plan 
Fund (PAF). The Poverty Action Fund (PAF) – which started in 1998-- ring-fences funds for 
‘priority sectors’ and therefore facilitates the channeling of external resources particularly those 
resulting from the Highly Indebted Poor Countries [HIPC] initiative. In terms of level, this 
translated into an on-budget infrastructure spending that more than tripled as a percentage of GDP 
between 1997 and 2000. Obviously this impacted the composition as well as the quality 
(interpreted as priority spending). In particular, GoU reallocated their domestically funded budget 
accordingly. 
 
6.56 PAF earmarked funds crowded out non-earmarked budgetary spending in the 
critical water and road infrastructure sub-sectors (Figure 6-5). The PAF-led budget 
reallocation favored water supply and significantly increased the real level of spending in feeder 
roads. Furthermore, water supply and rural roads, while priority sectors according to PAF, are 
“protected” from budgetary cut-downs, but also are strongly driven by donor priorities. For a 
while, PAF allocations filled the void created by lack of attention (or fiscal discipline) for 
guaranteeing annual allocation and programming for non-earmarked public spending to feeder 
roads and water supply, at least in the period after the introduction of the PAF. However, three 
years after PAF inception, overall spending on roads (MTEF including PAF) decreased in real 
terms. Though less pronounced, overall spending on water supply also decreased after 2001, 
stabilizing at pre-PAF levels. Both water and rural roads started to loose ground within PAF 
allocations.167 GoU has recently compensated for this declining trend in roads, but not so in 

                                                 
167 Primary education retains the biggest stake of the donor-funded PAF, and after grabbing 15 percent of 
PAF in 2000, during 2004 the infrastructure share declined to barely 11 percent of PAF spending (PAF 
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water, where spending decisions seems to be increasingly delegated to the National Water and 
Sewerage Corporation and communities.168  

Figure 6-5:  Budgetary Spending on Water and Roads 

Index based on Real Prices 

 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Emerging recommendations 

6.57  A reallocation of national budget resources to increase rehabilitation of national 
roads and the development of an irrigation system is recommended.  The PAF ring-fencing is 
an imperfect substitute for the prioritization of GoU projects and public spending. PAF funding 
also geared the spending profile in favor of rural road infrastructure and water supply for 
consumption (rather than water management production). Given that PAF funds are tied, 
reallocation has to come from GoU own resources.  One distortion which seems related to the 
PAF is a potentially excessive focus on extending the rural (feeder) road network and improving 
access to water for consumption to the detriment of pro-growth infrastructure. The sector 
performance overview above raises sector-specific issues that include –for the transport sector-- 
the need for an increased focus on feeder roads maintenance (rather than unconstrained extension 
of the network) and on rehabilitation (including paving) of key corridors and segments of the 
national network.  In addition, reducing congestion in Kampala is a priority.  For the water sector, 
there is need for a water resource management strategy and increased focus on irrigation 
investments.  
 
6.58 It is strongly recommended to continue fostering accurate and transparent 
accounting as a necessary condition for improving allocation of resources - particularly if to 
support growth targets. Most external development aid/ODA –in particular those allocated to 
the PAF-- can only be used in principle for (new) investment, in other words, earmarked for 
capital spending. External funding is, thus, recorded in Uganda fiscal accounts under “external 

                                                                                                                                                 
shares allocated to water and sanitation went from 8 percent in 2000 to 6.9 percent in 2004 while 
allocations to rural roads went down from 7 percent in 2000 to 4.9 percent in 2004.. See 0for details 
168 National Water and Sewerage Corporation (NWSC) is the parastatal serving urban and big towns areas,  
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development”. Because there are ex-ante conditions on donor project funds limiting their use in 
investment rather than in maintenance, it is very tempting to misclassify O&M as investment in 
order to have access to this source of funds. This misclassification unfortunately hampers 
planning, programming and project appraisal criteria in general. With spending misclassified, 
estimations of (social) returns to dollar spent are very likely to be inaccurate, seriously distorting 
the (re) allocation of resources (if Uganda used systematic cost-benefit or project appraisal 
criteria to allocate funds intra and inter sector). In 2003, 25 percent of the external development 
budget, and about 10 percent of the domestic development budget was O&M misclassified as 
development (Table 6-10). Correcting this problem is a pre-requisite for developing and 
implementing a solid appraisal and planning methodology that allows for allocation of resources 
in a more efficient manner to support development targets and economic growth. It is strongly 
recommended Uganda continues building reporting infrastructure spending in relation to the 
IMF’s Government Finance Statistics Manual 2001 as it started doing in 2003. 

Table 6-10:  On-Budget Spending: Development and Recurrent versus Capital and O&M 

 

Investment versus O&M 

6.59 Better allocation of investment responsibilities vis-à-vis parastatals would help focus 
budget resources in maintenance and selected investments.  Bringing investment 
responsibilities on-budget could help establish clearer objectives for public funding than is 
achieved by delegating budgeting to parastatals and responding to infrastructure needs.  Donors’ 
funding undoubtedly influences the ratio of capital to O&M within sectors, especially for water 
supply and roads.  Donor funding (“external development”) makes for between 45 and 51 percent 
of water spending and between 35 and 55 percent for roads. It follows that around three quarters 
of spending in water supply and in roads goes to capital spending (Table 6-11). This per se does 
not have to be a source of concern. There are two problems: (i) given the deterioration of 
infrastructure manifested in poor quality of assets and service, spending is not keeping up with 
demand, if the deterioration of infrastructure, manifested in poor quality of assets and service, can 
be interpreted as indiactors. This is particularly visible in the case of feeder and community roads, 
(ii) ratios O&M/ capital per sub-sectors raise questions regarding the current institutional setting. 
Most spending in electricity (about 74 percent) is in investment and the entire spending on 
railways goes to capital spending. This suggests that investment responsibilities have been 
nominally delegated to parastatals, but still stay in the budget.169  

                                                 
169 Check Table 6-8 for context and Section 6.61 for details of parastatals investment. 

2003/04 2004/05 

Sector BudgetType 
Budget 

Spending O&M Capital
Budget 

Spending O&M Capital

(UShs m) (UShs m)
Infrastructure 

domestic development 172,024   10.1  89.9  205,686  7.6     92.4   
external development 182,446   25.0  75.0  299,553  13.8     86.2   
Recurrent 42,921   96.7  3.3  48,204  97.0     3.0   

Source: Ministry of Finance, processed 

(Share on Total)(Share on Total)
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Table 6-11: Capital versus O&M Spending per Infrastructure Sub-Sector 

2003/04 2004/05

Sector
Budget 

Spending O&M Capital
Budget 

Spending O&M Capital
(UShs m) (UShs m)

294147.0 26.5                73.5               450420 17.8                82.2                
Air transport 0.0 0.0
Coal & other solid mineral fuels 220.1 65.0 35.0 3210.1 55.9 44.1
Communication 241.5 100.0 0.0 164.4 100.0 0.0
Electricity 53177.5 26.0 74.0 62323.1 18.6 81.4
Irrigation 5391.6 30.5 69.5 4387.4 27.9 72.1
Non-electric energy 22.2 100.0 0.0 0.0
Nuclear fuel 0.0 0.0
Other fuels 0.0 0.0
Petroleum & natural gas 2150.2 91.5 8.5 1402.9 97.2 2.8
Pipeline & other transport 0.0 0.0
Railway transport 3574.0 0.0 100.0 8966.4 0.0 100.0
Road transport 224750.7 26.6 73.4 365079.5 17.6 82.4
Water transport 4619.1 7.3 92.7 4886.5 0.0 100.0

247.0 100.0 0.0 386.0 100.0 0.0
Waste management 247.0 100.0 0.0 386.0 100.0 0.0
Waste water management 0.0 0.0

102996.5 25.4 74.6 102637.8 22.5 77.5
Water supply 102996.5 25.4 74.6 102637.8 22.5 77.5

Source: Ministry of Finance, processed

(Share on Total)

Economic affairs

Environmental protection

Housing and community amenities

(Share on Total)

 

Decentralization and Infrastructure Spending 

6.60 Transfers to local authorities are budgeted and programmed within the ordinary 
annual process.170 Programming proposals –done through line ministries—must also fit 
development objectives, particularly for those activities funded by ring-fenced revenues and 
grants.171 In fact, most PAF ring-fenced resources are channeled directly to districts as conditional 
grants due to the fact that, by Law,172 local governments are responsible for: 
 

• provision and maintenance of water supplies (District/City Councils);  

• provision and maintenance of water supplies outside the jurisdiction of the National 
Water and Sewerage Corporation, maintenance of feeder roads, lighting of streets and 
public places, and removal and disposal of refuse and effluents (Municipal/Town 
Councils); and  

                                                 
170 Central Government supports Local Government budgets through unconditional, conditional and 
equalization grants. The unconditional grant is the minimum grant that is paid to Local Governments to run 
decentralized services. Conditional grants consist of earmarked resources to finance programs agreed upon 
between the Central Government and the Local Government. Equalization grants are transferred to the least 
developed districts and are based on the degree to which a particular Local Government unit is lagging 
behind the national average standard for a particular service. Besides transfers from the Central 
Government, local governments are allowed to raise funds from other sources, including borrowing from 
financial markets; and sharing of local revenue among local governments. 
171 According to Harrison, G.(2006) in order to maximize coordination of objectives and to extend the 
budget process to local authorities, decentralization implements annual Regional Local Government Budget 
Framework Paper Workshops. At these workshops, district officials, having already consulted with their 
constituents, discuss budget issues with Central Government officials. Each Local Government is thereafter 
expected to submit a Local Government Budget Framework Paper (LGBFP) as a key output of the 
consultations. The LGBFP forms the basis on which budget issues from Local Government level feed into 
the National Budget Framework Paper (NBFP). [Harrison, G.(2006), Fiscal Cost of Infrastructure 
Provision: Creating a Baseline, Background paper commissioned for the CEM Infrastructure Chapter, 
January] 
172 Local Government Act (1997), Schedule 2  
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• maintenance of community (burungi bwansi) roads, provision and maintenance of local 
water sources, and control of soil erosion and protection of wetland (Sub-County 
Councils). 

Table 6-12:  Central government versus local government spening on Infrastructure  

2003/04 2004/05

Sector
Budget 

Spending
Central

Government
Local 

Governments
Budget 

Spending
Central

Government
Local 

Governments
(UShs m) (UShs m)

294147.0 92.3                  7.7                      450420 95.2                   4.8                     
Air transport 0.0 0.0
Coal & other solid mineral fuels 220.1 100.0 0.0 3210.1 100.0 0.0
Communication 241.5 100.0 0.0 164.4 100.0 0.0
Electricity 53177.5 100.0 0.0 62323.1 100.0 0.0
Irrigation 5391.6 81.5 18.5 4387.4 100.0 0.0
Non-electric energy 22.2 100.0 0.0 0.0
Nuclear fuel 0.0 0.0
Other fuels 0.0 0.0
Petroleum & natural gas 2150.2 100.0 0.0 1402.9 100.0 0.0
Pipeline & other transport 0.0 0.0
Railway transport 3574.0 100.0 0.0 8966.4 100.0 0.0
Road transport 224750.7 90.4 9.6 365079.5 94.1 5.9
Water transport 4619.1 100.0 0.0 4886.5 100.0 0.0

247.0 100.0 0.0 386.0 100.0 0.0
Waste management 247.0 100.0 0.0 386.0 100.0 0.0
Waste water management 0.0 0.0

102996.5 77.0 23.0 102637.8 71.3 28.7
Water supply 102996.5 77.0 23.0 102637.8 71.3 28.7

Source: Ministry of Finance, processed

(Share on Total)

Economic affairs

Environmental protection

Housing and community amenities

(Share on Total)

 
 
6.61 However, implementation of infrastructure delivery through local governments 
brings its own challenges. Decentralization in Uganda is a (relatively new) on-going process and 
local implementation capacity is still lacking. Furthermore, the implementation of the priority 
program areas as defined under the PAF implies local governments are facing the challenge of 
dealing with guidelines from different line ministries, some of which are inconsistent with the 
decentralization policy, and often lead to duplication of effort and prevent benefiting from 
synergies.173 

Parastatals (Off-Budget) Public Funding 

6.62 Parastatals are the key instruments to develop infrastructure for growth. 
Infrastructure parastatals provide services that are not only essential for promoting economic 
growth but are also considered basic services essential to the population well-being. This –among 
other things like low cost recovery ratios and natural monopoly characteristics of their markets— 
makes them very challenging entities for successfully accomplishing reform and divestiture. So 
far, between 1993 and 2005, the implementation of the Public Enterprises Reform and Divestiture 
Statute divested from the public domain 117 out of 137 parastatals. Other parastatals underwent 
deep sector restructuring. However, infrastructure parastatals are still caught between reforms that 
have not yet materialized, and internal and external conditions that are hampering them from 
developing into financially healthy operators.  
 
6.63 Uganda infrastructure parastatals carry heavy liabilities that amount to about 10 
percent od GDP (Table 6-13:). This is equivalent to 87 percent of the global indebtedness of 
public enterprises. Water and electricity –i.e. NWSC, UEGC, UETC, UEB and UEDC 
altogether—contribute to parastatals global debt with the largest portion (68 percent) followed by 

                                                 
173 As a way of example notice that PAF supports programs under, at least (i) Ministry of Water, Lands and 
Environment (MWLE); water supply, Land Act implementation, Wetlands managements and meteorology, 
(ii) Ministry of Health: PHC, (iii) Ministry of Education: UPE, (iv) Ministry of Works and Housing: Feeder 
(District) Roads; and (v) Ministry of Agriculture, Animal industry and Fisheries: PMA/NAADS.  
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transport and communication –i.e.URC, CAA, UCC— (19 percent) with CAA concentrating the 
largest chunk within this latter block. A large portion of this debt is non-performing according to 
a recent study commissioned by the Privatization and Utility Sector Reform Program, which also 
highlights the large number of undocumented loans and the lack of loan statements for paratatals 
loans from the GoU.174 

Table 6-13:  Indebtedness of Infrastructure Parastatals 

 
 
6.64 Implementing a fast-track debt restructuring of parastatals is important to 
strengthen infrastructure delivery. Infrastructure parastatals face financing conditions that are 
leading to perverse incentives for the use of limited financial resources. They face a trade-off 
between servicing their debts to the GoU, accumulating arrears, trying to achieve a reasonable 
breakeven comfort zone with respect to operations, and postponing the implementation of 
investment and rehabilitation plans. In other words, most infra-parastatals face the problem of 
being drawn in debt while attempting to spend on maintenance and investment according to the 
business needs for improving and expanding the provision of much needed infrastructure 
services. This negative situation manifests itself in (i) a downward investment trend in most 
parastatals, and (ii) the vicious circle of parastatals worsening rather than improving their 
financial situation.  
 
6.65 Except in water, to some extend telecom, the spending patterns of parastatals shows 
a downwards trend of investment in real terms (Table 6-14). As mentioned before, this arises 
from an institutional and regulatory framework that does not fully allocate investment 
responsibilities to parastatal operators. It also arises from parastatal-specific strategies to use their 
limited resources compounded with huge liabilities. While there are nuances due to market and 
enterprise specific issues, one could broadly classify Uganda infra-parastatals in four categories. 
The first, which seems to be able to honor most of its debt175, includes UCC.  The second, which 
have a relatively good cash flow and has chosen to use it for investment in infrastructure projects 
rather than GoU debt which it therefore, continues to accumulate, includes NWSC. The third 
group includes parastatals that are relatively able to serve their debt at the expense of postponing 
investment. This group includes UETC, UEGC, and CAA. The fourth group includes parastatals 
that are not able to serve their debts given their current level of financial performance. This group 
includes URC, and UEB.  

                                                 
174 Delloitte (2005), Public Sector Loans and Debt Restructuring, study commissioned by the GoU within 
the Privatization and Utility Sector Reform Program.  
175 According to Delloite(2005) 

Ushs millions Total Debt GoU Principal Others Principal GoU Interest Others Interest
Uganda Railways Corporation 128,532

  
128,532

  
-

  
-

   -
   Civil Aviation Authority 157,430

  
97,588

  
2,340

  
57,522 

   -
   Uganda Communications Commision 16,625

  
10,753

  
902

  
4,960 

   -
   National Water and Sewerage Corporation 185,493

  
84,839

  
-

  
100,654

   -
   Uganda Electricity Generation Corporation 128,258

  
94,676

  
-

  
33,582 

   -
   Uganda Electricity Transmission Corporation 46,426

  
44,883

  
-

  
1,543 

   -
   Uganda Electricity Board 490,519

  
490,519

  
-

  
-

   -
   Uganda Electricity Distribution 

Corporation 
271,656

  
240,737

  
-

  
30,919 

   -
   

1,424,939
  

1,192,527
  

3,242
  

229,180
   -

   

Source: Parastatals Annual Audited Reports, 
Deloitte (2005), Public Setor Loan and Debt Restructuring, 

Government of Uganda Privatization and Utility Sector Reform Program

Infrastructure Parastatals Indebtedness
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Table 6-14: Uganda, Infrastructure Parastatals – Annual Investment, 2000-04 (1997- USh ‘000) 

1997 Sh '000 unless otherwise indicated 2000 2,001 2,002 2,003 2,004

Total Spending 50,508,594   840,094,304    318,495,090  214,137,104   202,475,573   

Gross investment 2,457,639        685,281,458       61,823,710      29,629,813        51,241,486        
Electricty 680,701,146 44,552,847 17,718,493 44,797,167

Uganda Electricity Board (UEB) 5,634,544 190,420
Uganda Electricity Generation Company Limited 591,832,276 28,288,397 5,915,235 31,843,427
Uganda Electricity Transmission Company Limited 83,234,326 2,270,970 1,677,872 854,703
Uganda Electricity Distribution Company Limited (UEDCL) 13,803,060 10,125,386 12,099,037

Transport 2,457,639 4,176,719 13,749,513 4,947,825
Uganda Railways Corporation (URC) 1,337,390 1,171,212 732,957
Civil Aviation Authority 1,120,249 3,005,507 13,016,555 4,947,825

Communications 403,593 186,325 1,914,493 250,077
Uganda Communication Commission 403,593 186,325 1,914,493 250,077

Water Supply 3,335,025 5,049,002 6,194,243
National Water and Sewerage Corporation (NWSC) 3,335,025 5,049,002 6,194,243

Source: Office of the Auditor General, processed  
 
6.66 Parastatals keep accumulating debt and arrears, and overstating cash liquidity by 
deferring payments and in most cases, taxes.  Prices do not allow them to achieve operating 
cost recovery. Being unable to cost-recover, parastatals keep accumulating debt they cannot 
serve; via on-lending, arrears, deferred taxes and interest payments. Only the Uganda Aviation 
Authority (UAA) and Uganda Electricity Transmission Company (UETC) seem to have 
consistently been operating cost recovery. The electricity generation (UEGC) and distribution 
(UEDC/UMEME) are obviously affected by the recent drought-triggered energy crisis, and 
neither was able to cost recover in their latest annual reports. The remaining parastatals; railways 
operations (URC), water utility (NWSC) and the communications regulators/rural communication 
providers (UCC) are simply not able to recover costs at their present tariffs (Table 6-15). The 
GoU does not generally offer direct subsidies (explicit subsidies to operations or end-users) to 
either parastatals or private infrastructure providers. 

Table6-15:  Operating Cost Recovery of Uganda Parastatals  

 
 
6.67 Also due to their inability to recover costs, Ugandan parastatals require government 
guarantees for borrowing. This is despite the fact that SOEs are allowed by Law to borrow in 
capital markets and raise and use their own resources according to the business needs in order to 
be competitive and self-sustained. In practice, parastatals can only access borrowing through the 
Central Government –via on-lending—or with Central Government guarantees.176  
 

                                                 
176 A similar situation is observed with respect to some of the attained forms of private participation, 
particularly in the energy sector, where private operators reached participatory agreements (concessions) 
conditional to Central Government guarantees, and preferential tax treatments and borrowing conditions. 

Annual Averages for the Period 2002-04 (in Percent) 
Operating Cost-

Recovery
Overall Cost Recovery  

Cost Recovery excluding 
GoU Grants and 

Extraordinary Items

Electricity 
Uganda Electricity Board (UEB)

Uganda Electricity Generation Company Limited 132% 119% 119% 
Uganda Electricity Transmission Company Limited 144% 136% 136% 
Uganda Electricity Distribution Company Limited (UEDCL) 102% 89% 89% 

Transport 
Uganda Railways Corporation (URC) 69% 83% 80% 
Civil Aviation Authority 105% 124% 124% 

Communications 
Uganda Communication Commission 72% 96% 93% 

Water Supply
National Water and Sewerage Corporation (NWSC) 96% 109% 83% 

Source: Office of the Auditor General, processed 
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6.68 Financial health and better allocation of limited resources make all financial 
arrangements between parastatals and Government explicit and transparent. (For instance 
fiscal prerogatives, “extraordinary grants and transfers”, and (implicit) debt and receivables 
swaps.)  All of these items are in practice subsidies albeit they are not recognized as such.  
 
6.69 Fiscal prerogatives amounted to close to 2 percent of the total annual budget in 2004 
(Table 6-16).  These fiscal prerogatives (e.g. tax credits) are given to firms providing services and 
goods deemed critical to the economy.  Government does not actually pay the taxes per se; rather 
it is treated as a double-entry book-keeping transaction between Government and Uganda 
Revenue Authority, and gives some indication of the level of taxes foregone. Other fiscal 
prerogatives are those related to services as well several goods that are already individually 
exempt from tax under Ugandan law and/ or under the East African Customs Union.  

Table 6-16:  Implicit Subsidies to Parastatals and Private Infrastructure Entities 

 

6.70 Fiscal prerogatives to parastatals are mostly grants included in the estimation of 
financial (net) costs. For private providers related to infrastructure provision fiscal prerogatives 
include, among other things:   
 

(i)  import duty exemptions for petroleum and gas company Heritage, Oil & Gas, to private 
providers non-electric energy schemes, for road developers on heavy machinery & 
equipment, for water supply industrial motors used for pumping, agricultural implements;  

(ii)  tax exemption for petroleum and gas company Hardman Resources;  

(iii)  fuel duty exemption and tax deferral on hydro generation machinery and equipment for 
electricity generation company Aggreko Ltd and prospective power producer;  

(iv)  income tax deferral for electricity distribution company UEDC-UMEME;  

(v)  deferred value added tax to private non-electric energy schemes for solar panels and 
batteries, for companies buying water supply industrial motors used for pumping, 
agricultural implements; and 

(vi)  full payment of feasibility studies’ costs for electricity potential IPPs; 

(vii)  payment of 50 percent of start-up costs provided the total cost to the ministry is not 
greater than US$5m for electricity potential IPPs. 

 

Share of Annual Budget 2003 2004
Total Annual Implicit Subsidies 0.47% 1.78%

Fiscal Grants, Tax Credits, Deferred Taxes and "Extraordinary" Items
to Infrastructure Parastatals 0.17% 0.92%

Electricity 0.16% 0.14%
Transport (1) 
Communications 0.01% 0.01%
Water Supply 0.01% 0.78%

Tax Credits to Private Providers 0.30% 0.85%
Fuel & energy 0.10% 0.46%
Transport 0.20% 0.39%

Source: Ministry of Finance,  Office of the Auditor General; processed

Note: Excluding URC and UAA - No Annual Reports Available for these years
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6.71 As part of the debt restructuring (and even if the full-fledged debt restructuring is 
postponed) it is recommended to carry on with debt swaps arrangements as necessary. CAA 
had a large amount of receivables balance with the government, with ministries (in particular 
Ministry of Defense and Ministry of Finance, Planning and Economic Development) as the main 
debtors. On the other hand, while consistently paying principal, CAA keeps accumulating arrears 
on interest payment particularly in its loans with the GoU. In this situation, a Debt-debt swap 
might be the option to consire. In the case of CAA, the GoU owes a significant amount of bills to 
NWSC. Periodically the GoU and NWSC engage in debt swap where GoU bills are used to offset 
some of the the NWSC debt to the GoU (Debt-equity swap is recommended). Similar situation is 
seen in the electricity sector where the GoU owns important amount of bills to 
UEDCL/UMEME.177  
 
6.72 In sum, there is room to significantly improve transparency and elucidate funding 
responsibilities and financial risks in off-budget funding for most infrastructure sub-
sectors. The Government would benefit by quantifying, limiting and making explicit the large 
amount of indirect subsidies and extra-ordinary aid to parastatals and semi-private providers.  The 
extraordinary government financial assistance to independent and semi-independent infrastructure 
operators is of concern particularly because they are neither programmed nor budgeted under the 
regular cycle, and de facto are off-budget items as well.  Furthermore, subsidies are not 
explicitly recognized as such in Uganda,178 albeit capitalization of overdue debt, debt write-offs 
and bailouts are relatively frequent phenomena. For fiscal and practical purposes this assistance 
becomes regular through ad-hoc and implicit subsidies to these quasi-independent infrastructure 
providers. Contingent liabilities represented by parastatal debts, among other things, are below-
the-line items from the fiscal viewpoint and will be eventually –due to the poor financial 
performance— fully assumed by the central government. A similar situation is seen in the 
recently established concessions and public-private partnerships where private participation did 
not come together with a transparent transfer and allocation of financial risks. 

Parastatals Spending: Capital versus O&M 

6.73 Investment suffers as parastatals spend on operations and maintenance. Except for 
UCC –the telecomm parastatals— parastatals on average allocate more than 80 percent of their 
spending to operations and maintenance (see Table 6-17 ) With respect to total public spending, 
parastatals carry with over 70 percent of total O&M realized in Uganda.  

                                                 
177 At the time of writing this report no specific numbers were available. 
178 Likely because by Law they are supposed to fade away 
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Table 6-17:  Uganda, Parastatals' Spending Composition Capital vs. O&M, Sectoral Breakdown 
(2003) 

O&M
Gross 

Investment O&M
Gross 

Investment 

226,885     36,435     86.2           13.8            
Energy 160,818.0  21,788       88.1             11.9             
Transport 27,915.5    6,084         82.1             17.9             
Communications 6,552.6      2,354         73.6             26.4             
Water Supply 31,599.1    6,209       83.6           16.4            

Source: Office of the Auditor General (Parastatals); processed

Shares
 Infrastructure 
Main Sectors Ushs m

 
 
6.74 Parastatals should be repositioned to be in full control of the services they are 
providing in terms of responsibilities and authority to make decisions. As the figures reveal, 
parastatals are increasingly becoming instruments for (partially) maintaining existing assets. 
Except for UETC and NWSC that are increasing the value of property and plants in books, 
investments do not keep up with depreciation (Table 6-18).  

Table 6-18:  Uganda, Parastatals' Assets Stock, Real Prices (2002-04) 

1997 Sh '000 unless otherwise indicated 2,002 2,003 2,004

Value of Property, Plants and Equipment in Books
Electricty

Uganda Electricity Board (UEB) 19,716,269
Uganda Electricity Generation Company Limited 5,269,991,338 4,835,994,850 4,524,642,706
Uganda Electricity Transmission Company Limited 72,571,063 72,241,098 79,078,084
Uganda Electricity Distribution Company Limited (UEDCL) 144,567,807 136,627,953 160,230,713

Transport
Uganda Railways Corporation (URC) 136,172,049
Civil Aviation Authority 44,832,459 43,392,593

Communications
Uganda Communication Commission 15,880,178 15,187,146

Water Supply
National Water and Sewerage Corporation (NWSC) 153,846,577 175,675,302

Source: Office of the Auditor General, processed  

Extra-Budgetary Funds in the Infrastructure Business 

6.75 Special or extra-budgetary infrastructure funds have increasingly been started as a 
means to “protect” public funds from funding specific targets (Table 6-19). These special off-
budget funds are set up with sector specific institutions and regulations, and are partially funded 
with budget transfers (that rarely materialize) and own funds collected via levies, licenses and 
other fees administered directly by the fund without going through the budgetary annual process 
and controls. All should share the purpose of “earmarking” and provide fiscal discipline that 
otherwise would not be attained. It is assumed institutional capacity is strong enough to deliver. 
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Table 6-19:  Overview of Extra-Budgetary Funds in Infrastructure 

Fund Administrating 
Authority 

Funding sources Objectives 

Rural 
Electrification 
Fund 

Rural 
Electrification 
Agency 

5% levy of transmission 
bulk purchases by 
generation companies; 
World Bank; 
Government 

Capital subsidies to private rural 
generation companies; tariff 
subsidies to rural distribution 
companies 

Credit Support 
Facility 

 World Bank, 
Government (tbc) 

Refinancing facility for long-
term private lenders to rural 
electrification projects;  partial 
risk guarantees 

Tariff 
Stabilization Fund 

UETCL Tariff levy on cost of 
generation 

Smoothing of electricity tariff 
increase until Bujagali comes on 
stream 

Rural 
Communications 
Fund 

Uganda 
Communications 
Commission 

1% levy on gross revenue 
from telecom and postal 
services providers 
(Universal Service Levy) 

Support for rural 
communication. Provide at least 
one public telephone per 5,000 
people at sub-county level, and 
to ensure internet access at every 
District headquarters. 

Road Fund 
(to be set up) 

RAFU  Vehicle registration fee, 
License fees, drivers’ 
permits; 
Exact structure tbd 

Road maintenance 

 
6.76 It is recommended to review the functioning of some of these funds, and make their 
amounts public. Extra-budgetary funds as fashionable as they may be, bring drawbacks: (i) 
funds operated as an extra budgetary public fund without adequate supervision and transparency, 
carry the main risk of misuse of the funds for purposes unrelated to the original purpose, (ii) fund 
revenues may exceed the requirements of their original purpose leading to an allocation of excess 
funds outside the primary fund objective and with no economic rationale, (iii) relation revenues-
spending needs might be difficult to even establish in the first place when the objectives involve 
inter-temporal trade-off, e.g. staggered spending to smooth tariff and subsidies overtime, 
therefore serious governance issues can surface; (iv) extra-budgetary funds tend to fragment the 
budgetary process and create risks in the allocation of resources.   
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Box 6-4:  Road Fund, Some International Experience 

• In the last 10 years, road funds, especially 2G funds, have been created in many emerging economies 
with considerable success including Brazil, Latvia, and Lao PDR.  At the same time, a number of the 
funds were short lived, and closed over the last 5 years. The main principles incepted in the successful 
stories include: a) Road users pay for usage of roads through an explicit tariff that must be clearly 
separated from the government’s general taxes; b) road users paying for using the road network must 
know what they are paying and they are encouraged to demand value for money; c) The proceeds from 
the road tariff are deposited into a road fund managed by a transparent and audited board that includes 
representatives of road users and the business community (At least half of the board members 
generally come from outside the government and are nominated by the organization they represent); d) 
The fund should ideally support maintenance of all roads (including cost sharing with local 
governments and communities); and e) Responsibility for different parts of the network should be 
clearly assigned to a competent road authority 

• A survey conducted among Bank transport staff for the purpose of this report covered 14 road funds in 
the following countries: Croatia, Ghana, Guatemala, Honduras, Kenya, Lao, Lesotho, Malawi, 
Mozambique, Nepal, Philippines, Tanzania, Yemen and Zambia.  The survey found that the perception 
exists that RF’s have generally led to increased funding for road maintenance and better allocation of 
resources and sometimes to more efficient execution of the works.  However, the survey also identified 
several shortcomings such as: (i) RF resources too much concentrated on main roads to the detriment 
of low traffic roads; (ii) Part of the RF resources are taken away by the Ministry of Finance; (iii) 
Allocation of RF resources to uses is often too political; (iv) There is little accountability in the use of 
RF resources; (v) In Road Boards chaired by a government official, there is tendency to use RF 
resources for road improvement rather than road maintenance; (vi) Road Fund Boards not clear about 
selection of performance indicators, monitoring and programming, making the Board unable to judge 
the performance of the road agency; and (vii) The Boards lack sufficient authority to set tariffs 
affecting their revenues 

• In an aggregate assessment of the results of road funds based on information extracted from public 
expenditure reviews, country economic memorandums, poverty reduction strategy papers and data 
from other sources179, it was determined that: (i) In practically all countries for which measures are 
available, there has been a significant increase in the percentage of roads in good condition; (ii) the 
percentage of maintenance works contracted out increased significantly as operational efficiency 
increased as the road maintenance cost per kilometer dropped by 10 or 20 percent; (iii) Funding from 
local rather than external funding increased; (iv) The results on the allocation of road maintenance 
funding were mixed (e.g. In the African countries reviewed, the disbursements appear to be generally 
biased towards urban and main roads, to the detriment of the rural/feeder network); (iv) The 
composition of the road boards indicated that road users representing the private sector are involved to 
a significant degree, which is seen as having a positive effect on the program; (v) At least in one case 
(Honduras) micro-enterprises for carrying out routine road maintenance have been created as a result 
of a requirement by the road fund; and (vi) Transparency has been satisfactory as in most countries 
bids are advertised in the local press, and sometimes through the web. 

 
Source: World Bank (2006), Transport for Development, Mimeo 
 
6.77 In general the proliferation of Extra-budgetary funds poses a serious fiscal threat in a 
poor country with weak governance systems and capacity.  Uganda currently has five active 
extra-budgetary funds with a sixth one under preparation.  Experience in other countries has 
shown that extra-budgetary funds create opportunities for waste and corruption in countries with 
weak governance structures.  Uganda is no exception:  the Tariff Stabilization Fund which was 
designed to smooth tariffs until the Bujagali hydropower project comes on stream is already being 

                                                 
179 In one of the first concessions awarded under the scheme, the Western Nile concession, subsidies are 
estimated in the range of 60-80% of total project costs.  
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Year Energy Telecom Total

1994 0.08% 0.08%

1995 0.07% 0.07%

1996 0.07% 0.07%

1997 0.07% 0.07%

1998 0.57% 0.57%

1999 1.21% 1.21%

2000 0.67% 0.67%

2001 0.81% 0.81%

2002 0.51% 0.51%

2003 0.27% 0.83% 1.09%

2004 0.96% 0.96%

Source: The World Bank, PPI Database

utilized to subsidize higher tariffs from thermal power generation.  This Fund is also being used 
to fund selective rural electrification projects, despite the existence of a separate Rural 
Electrification Fund.  Fiscal liabilities and contingencies created through extra-budgetary funds 
are not accounted for in the Government’s budget.   
 
6.78 Given the international experience, roads funds might be – regardless the 
drawbacks mentioned above—a suitable option for tackling the maintenance needs in 
Uganda. The main difference between the roads funds and the other forms of financing 
investments in roads is that a well-set roads fund can increase efficiency by stimulating (and 
simulating) market conditions where levels and standards of service are linked directly to fees and 
charges. The so-called Second Generation (2G) roads funds aim not only to improve funding of 
road maintenance, but also to improve the allocation of resources across regions and social 
segments, and foster better performance of the road agency by giving road management a 
commercial orientation involving the private sector in the decision-making process through their 
participation in the road boards (Box 6-2). 

Public Private Partnerships in Infrastructure 

Table 6-20:  Uganda Projects with Private Participation (Annual Commitments) 

6.79 Uganda is slowly gaining ground in 
attracting private participation, but does not 
yet receive a significant level in infrastructure.  
(Table 6-20). According to the WB PPI database, 
in 2003 commitments in infrastructure projects 
with private participation were about US$100 
million (1 GDP percent or 18 percent of total 
infrastructure spending), 80 percent of which was 
in telecom (fixed, cell and long distance) services 
and the rest in the electricity sector. However, 
perspectives are mixed. On the one hand, 
significant efforts are being placed on involving 
private investors for the Bujagali development as 

well as in rural electrification and the thermal emergency expansion. The GoU seems to be taken 
a disproportional high stake of the explicit risks of infrastructure investments, and is assuming –
and signaling that it is willing to continue assuming—high fiscal costs in order to promote and 
attract private participation in infrastructure. On the other hand, the signing of a promising 
railway concession –though already awarded— keeps being postponed.   
 
6.80 Systematic investment planning by government is a pre-requisite for private 
participation in infrastructure.  To attract private participation in infrastructure (PPI), the 
Government needs to develop an adequate legal, regulatory and institutional environment, 
including a transparent and predictable investment planning process.  Weak sector strategies, 
politically motivated project selection and nontransparent subsidy schemes create uncertainty for 
private investors and their lenders, increasing the cost of private finance or even preempting 
access to private investment.  In Uganda, limited capacity in investment planning creates 
significant risks for PPI.  This is illustrated by the current energy crisis.  Due to the unforeseen 
shortage in electricity generation and the lack of government funding for short-term emergency 
measures, shareholders of the electricity distribution concession are currently reviewing their 
presence in Uganda.  A long-term sector strategy, sufficient public investment in electricity 
generation and contingency plans for generation shortages would prevent this situation from re-
occurring. 
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6.81 When planning PPPs, infrastructure sector characteristics need to be taken into 
account.  To avoid the creation of monopolies, PPI is generally more feasible for sectors with 
limited capital investment needs and less scale economies, such as telecom services.  In addition, 
small markets may not offer sufficient scope for competition to secure efficiency gains through 
PPI.  Cost recovery through user charges is easier for private goods such as telecom, port or 
airport services.  Over time, PPI requires market-based user charges, while ‘smart subsidies’ can 
be employed to trigger access to private investment.  For sectors with public service obligations, 
such as rural electrification, limited cost recovery and low private returns makes private sector 
provision challenging. 
 
6.82 Investment planning needs to include an evaluation of the fiscal costs and benefits of 
private sector participation.  To maximize the use of limited fiscal space, government needs to 
analyze public and private options for financing infrastructure projects.  Analytical tools include a 
Public Sector Comparator which establishes the costs of public versus private procurement for an 
identical project.  As project risks should be allocated to the party that can manage them at least 
cost, PPPs are only beneficial if they involve a significant transfer of economic and financial risks 
to the private sector at limited cost to the government. 
 
6.83 Infrastructure PPPs in Uganda have left a number of risks in the public domain 
(Table 6-21:).  This is partly due to limited capacity in investment planning, weak sector 
strategies, politically motivated project selection, and nontransparent subsidy schemes, all of 
which create uncertainty for private investors and their lenders, increasing the cost of private 
finance or even preempting access to private investment.  This is illustrated by the current energy 
crisis as mentioned above.   

Table 6-21:  Risk sharing Arrangements in Uganda’s Infrastructure PPPs 

                PPP /  
Risk 

UMEME Eskom Rail Concession 

Political risk1 Public/Private Private Public/Private 
Regulatory risk2 Public Public Public/Private 
Generation risk3 Private Public Not applicable 
Commercial risk4 Public/Private Public Private 
Performance risk5 Private Private Private 
Financial risks6 Private Private Public/Private 
1Risk of expropriation, non-payment by government etc. 
2Risk of changes in regulation, lack of tariff adjustments etc. 
3Risk of insufficient power generation 
4Risk of insufficient revenue generation 
5Risk of delayed availability of infrastructure service 
6Risk of changes in interest rate, exchange rate etc.   
 
6.84 PPPs in the electricity sector involve substantial government support.  In electricity 
generation, the majority of risks remain in the public sector.  As Eskom’s revenue level is 
guaranteed during the first 7 years of the concession, the Government – through Uganda 
Electricity Transmission Company (UETCL) – bears the risk of changes in generation capacity.  
UETCL therefore has to absorb the full increase in the unit price of generation resulting from the 
current reduction in hydropower generation.  In electricity distribution, the Government’s support 
to the UMEME concession includes (i) Government investment of $11 million financed through 
borrowing, (ii) a guarantee for a $2.5 million escrow account and defined events of Government 
default, and (iii) a put option for the concessionaire after 18 months with a right to recover 50 
percent of the $5 million mandatory investment.  Additional Government support is provided 
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through tariff subsidies from the Tariff Stabilization Fund.  None of these fiscal costs are 
currently reflected in government accounts. 
 
6.85 Costs and benefits of the rural electrification scheme need to be reviewed.  The Rural 
Electrification Fund provides subsidies of up to 60 percent of initial capital costs for rural 
electricity generation and distribution projects.  In addition, a Credit Support Facility provides 
refinancing and partial risk guarantees to private lenders.  This scheme results in de facto very 
limited risk-taking both by the equity sponsor and private lenders.  Given the high costs of 
attracting private sector participation to a sector which is not commercially viable180 and the 
complexity of arranging and monitoring such transactions, public sector procurement may be the 
more feasible option for rural electrification.  At a minimum, government should review the 
situation in which seemingly viable rural generation schemes which would supply the national 
grid, have gone unfunded despite being subsidized. 
 
6.86 By comparison, the railway concession provides an example of appropriate risk 
sharing between public and private sector.  The structure of the recently awarded Kenya-
Uganda railway concession reflects a major transfer of risk to the private sector.  The 
concessionaire bears commercial, performance and most financial risks.  Limited Government 
support is provided in form of a partial risk guarantee to lenders against political risk and 
specified government payment obligations.  Given the small size of the guarantee ($15 million), it 
will likely cover a fraction of total project costs, limiting Government exposure and fiscal costs. 
 
6.87 Adequate institutional structures will help reduce fiscal costs of future PPPs in 
infrastructure.  The Government needs to establish institutional structures to (i) analyze the 
costs and benefits of private sector participation as an alternative form of infrastructure 
procurement, (ii) develop a dedicated PPP unit in the MoFPED (see Box 6-5) and (iii) regularly 
test the availability of the private sector for alternative project procurement, perhaps using the 
capacity of the Uganda Investment Authority.  In addition, PPP transactions should be structured 
with the help of an experienced advisor. Furthermore, clear sector regulation, supported by 
independent sector regulators, and reliable contract enforcement mechanisms are important for 
successful PPPs in infrastructure. 
 

                                                 
180 These account for 42% of the UShs 80 bn of total non-sovereign bond issuance to date.  MTN raised a 
total of UShs 9.5 bn in a private placement of 4- and 5-year bonds with a commercial risk guarantee from 
SIDA.  Subsequently, UTL raised UShs 24 bn in an unsecured 5-year issue, 44% of the target issue size of 
UShs 54 bn due to shallow markets and the absence of a guarantee.   
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Box 6-5:  International Experience with PPP Units 

Emerging evidence regarding PPP units points to the benefits of a central PPP unit located in the Ministry 
of Finance.  South Africa’s PPP unit is a best practice example.  The PPP unit reports to the Budget Office 
of the National Treasury.  Its mandate includes a wide range of tasks, such as formal approval at three 
different stages of project preparation to ensure compliance with Treasury regulations; in-depth technical 
assistance to line ministries and other departments throughout the PPP project cycle; assistance in 
appointing transaction advisors; development of policy, guidelines, and instructions, including the PPP 
Manual and the Standardized PPP Provisions (contract terms); training courses and workshops; promotion 
of public awareness of PPPs through the PPP Quarterly publication, website, and conferences; and 
management of a Project Development Facility that provides funding for government transaction costs 
related to PPPs. The implementing line departments are responsible for contract management, but 
variations or amendment to the contract will have to be approved by the PPP Unit.  The PPP Manual 
developed by the unit sets best practice standards in PPP evaluation, including a requirement for ex ante 
cost-benefit analysis.  Similar PPP units have been established in the UK, Canada, Australia, India, 
Indonesia and the Philippines.  In the UK, responsibilities for policy guidelines, PPP development and 
procurement and technical assistance are allocated to separate institutions.  The unit responsible for PPP 
development and procurement (Partnerships UK) is owned jointly by government and the private sector.  
The National Audit Office carries out ex post reviews of PPP and assesses their efficiency in achieving 
value for money.  Value for money analysis is mandatory before entering PPPs 

 

F. ALTERNATIVE MEANS FOR INFRASTRUCTURE FINANCING  

6.88 Government should explore how local currency financing can bring benefits for the 
long-term development of infrastructure, and what it will take to tap in local financial 
markets.  Nobody disagrees that public management and allocation of public funds – raised via 
taxes, user charges, or financed by donors— are fundamental for (efficient) financing of 
infrastructure for growth and development. It is also widely accepted to let the private sector 
increasingly take over segments of infrastructure provision where this might offer comparative 
advantages.  In addition, government should consider the potential of local currency financing for 
infrastructure.  
 
6.89 Infrastructure finance in local currency can lower financing costs by reducing 
uncertainty and risk premia.  Matching the local currency revenue stream of infrastructure 
projects such as electricity distribution with local currency liabilities reduces foreign exchange 
risk and cash flow uncertainty for infrastructure operators and lenders.  In addition, domestic 
financial institutions and investors are better positioned to assess political risk than foreign 
financiers, resulting in lower risk premia for political risk.  As a result, local currency financing 
can reduce the risks associated with infrastructure finance.  Depending on the tariff regime, lower 
financing costs and reduced exchange risk can translate into lower user fees. 
 
6.90 Access to domestic bank and capital market term financing for the private sector 
alleviates budget constraints and creates fiscal space for infrastructure investments.  Given 
their high capital intensity, long time to cost recovery and relatively predictable cash flows, 
infrastructure projects provide a natural investment opportunity for long-term savings.  
Investment in infrastructure allows local banks and institutional investors to avoid reverse 
maturity transformation, while equally providing opportunities for portfolio diversification and 
potentially higher returns over the long-term. 
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Potential for local infrastructure term finance 

6.91 The current contribution of Uganda’s financial system to infrastructure financing is 
limited.  This reflects (i) negligible lending to infrastructure by commercial banks, (ii) limited 
development of Uganda’s capital markets, and (iii) NSSF’s inefficient investment strategy and 
the absence of sizeable pooled funds from alternative institutional investors.   
 
6.92 Limited bank lending to infrastructure reflects limited willingness of banks to take 
term maturity risk.  Commercial bank lending to the private sector in infrastructure (energy, 
transport and water) as a percentage of total bank lending averaged a mere 6 percent between 
1999-2005 (see Figure 6-6).  Almost all the banks’ infrastructure lending was to the transport 
sector.  No maturity data is available, but anecdotal evidence suggests that at least 50 percent of 
bank lending has a maturity of less than 1 year (working capital lines, trade finance etc.), 
although 46 percent of total deposits are time and savings deposits.  In addition, a degree of stable 
‘core’ deposits exists among demand deposits which could equally be used for long-term maturity 
transformation. 

Figure 6-6:  Breakdown of Commercial Bank Credit to the Private Sector – by Sectors 

 
Source:  BOU; data as of August of each year 

 
6.93 The depth of Uganda’s capital markets is currently limited.  Two out of the four non-
sovereign bonds issued in Uganda’s capital market to date are telecom bonds.181  Limited depth 
and investor sophistication are also reflected in the lack of secondary market trading in corporate 
bonds.  Kenya Airways is cross-listed on the Uganda Stock Exchange where secondary trading is 
equally muted. 
 
6.94 Increased primary and secondary market activity in 2005 illustrates that Uganda’s 
capital market has development potential.  During 2005, the government issued a total of USh 
270 billion in treasury bonds, and EADB placed a USh 20 billion 7-year bond.  Stock market 
capitalization increased by 70 percent, with stock turnover volumes increasing 20-fold year-on-

                                                 
181 At the same time, stock trading turnover remains below 1% of GDP. 
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year182.  At the same time, secondary market liquidity for bonds remained muted.  Nevertheless, 
these numbers illustrate that there is potential for improving the capacity of Uganda’s capital 
markets. 

Table 6-22:  Capital Market Indicators 2005 

Indicator Amount (USh bn) No. of listed securities 
Total outstanding treasury bonds  685 14 
Total outstanding non-sovereign bonds  44 2 
Average stock market capitalization 3,043 7 
Average quarterly stock trading volume  1.4  
Average trading days per quarter 25 
Source:  USE, CMA 

 
6.95 While commitment to infrastructure financing would appear to balance the 
maturity of NSSF’s obligations, NSSF currently invests predominantly in short term 
deposits, bills and real estate.  With USh 496 billion (US$ 268 million) assets under 
management (as of August 31, 2005) NSSF is the only significant institutional investor in 
Uganda’s financial sector.  A USh 15.3 billion (US$ 8.3 million) investment in the UTL bond is 
NSSF’s only infrastructure investment to date (15 percent of total invested assets), while 47 
percent of assets are invested in government bonds and 19 percent in real estate.   
 
6.96 As by far the largest institutional investor, NSSF currently dominates the new issue 
market in Uganda.  A bond issue attempted by Standard Chartered in December 2005 had to be 
postponed as it could not be realized without NSSF participation, which was delayed by the 
absence of an investment board.  Apart from NSSF, Uganda has very limited pooled funds given 
the small size of private pension schemes, its nascent life insurance industry and the absence of 
domestic private equity funds.  The CMA has recently licensed a number of private collective 
investment schemes which remain small in size. 
 
6.97 Despite its limited size, Uganda’s financial sector has the potential to make a 
meaningful contribution to infrastructure term finance.  Bank loans to infrastructure 
accounted for 16 percent of total infrastructure investment in 2004/5.183  If bank lending to 
infrastructure were increased to 20 percent of total bank lending184, banks could finance over 50 
percent of infrastructure investment.  If NSSF were to increase its infrastructure investments to 20 
percent of its assets or more185, it could finance at least 21 percent of infrastructure investment 
needs.   
 
6.98 Uganda’s financial market has the capacity to more than cover the local currency 
component of investments in infrastructure.  It would be desirable to finance at least the 
domestic cost component of infrastructure investment in local currency to reduce exchange rate 

                                                 
182 This is merely a proxy comparison to broadly relate commercial bank lending to infrastructure 
investment needs.  However, budgeted investment includes public spending only while bank lending 
numbers are those to the private sector.  However, some overlap is likely to exist through bank lending to 
government contractors, especially in the transport and road sectors. 
183 As the intermediation rate of Uganda’s financial system is very low with a loan to deposit ratio of 41.9% 
in 2004, the risk of crowding out credit to other economic sectors through increased lending to 
infrastructure sectors is low. 
184 As 47% of NSSF assets are invested in government bonds, increasing the share of investment in 
infrastructure does not crowd out the availability of finance for the rest of the private sector. 
185 D. Vittas (2000), Pension Reform and Capital Market Development:  “Feasibility” and “Impact” 
Preconditions, World Bank Policy Research Working Paper 
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risk.  In Uganda, the domestic cost component of infrastructure investments is estimated at about 
40 percent in the telecom sector, 13 percent in the road sector and, on average, 20 percent in 
electricity.  Uganda’s financial system has ample capacity to cover these local investment costs 
under the assumption that both local banks and NSSF invest a 20 percent share of their assets in 
infrastructure. 

Bottlenecks to Term and Infrastructure Finance 

6.99 A number of structural obstacles need to be addressed to fully realize the potential 
for local financing of infrastructure projects.  These include (i) undertaking pension reform as 
an urgent priority, (ii) reducing several technical barriers to unlock the potential of Uganda’s 
capital markets for infrastructure finance and (iii) increasing intermediation of term finance from 
the banking sector.   

The urgency of pension reform 

6.100 Reforming NSSF is crucial to improve access to long-term savings for infrastructure 
investments.  As a key holder of long-term savings in Uganda, NSSF plays a crucial role for 
Uganda’s capital market development. The appointment of an investment board for NSSF on 
February 3, 2006 has ended the paralysis of the past 18 months during which no new investment 
decisions could be taken.  Appointed board members include representatives of MBEA brokers, 
Stanbic, Uganda Stock Exchange, National Insurance Commission, government and other 
stakeholders, bringing good capacity for investment analysis.  It will be important that the new 
board is seen to take independent investment decisions.  NSSF’s governance structures should be 
further strengthened through an independent audit committee, rules and regulations on fit and 
proper professional behavior, conflict of interest and fiduciary duties.  In addition, it is 
recommended to outsource investment management to professional fund managers to secure 
adequate returns on pension assets.     
 
6.101 Reforming and funding the Public Service Pension Fund (PSPF) will reduce fiscal 
liabilities and increase long-term savings for productive investment.  Government pension 
arrears to civil servants and other arrears to contractors and workers are estimated in the range of 
US$150-300 million.  The exact amount has yet to be verified through an independent actuarial 
evaluation.  Pension reform will contain the Government’s contingent liabilities and provide 
funding for future pension payments.  Evidence shows that funded pension plans impact the 
composition of savings by creating significant long-term assets over time which can be invested 
in productive sectors such as infrastructure.  Pension reform also provides a strong impetus for 
capital market development if pension funds follow optimizing investment policies and attain a 
minimum critical mass and operate in an environment of effective regulation and supervision, 
ongoing macrofinancial stability and pluralistic market structures.186  Institutional investors have 
also been found to provide an important stimulus for financial innovation.187   
 
6.102 The development of private fund managers can help mitigate asset concentration, 
increase competition and the returns on pension assets.  While a number of private pension 

                                                 
186 In Chile, pension funds supported the development of mortgage bonds and corporate bonds.  The 
outstanding volumes of mortgage and corporate bonds grew from negligible levels in 1981 to respectively 9 
percent and 4 percent of GDP by 1993.  Pension funds and insurance companies held over 95 percent of 
each category of these bonds. [Ibid] 
187 EIB funds are onlent to banks at a uniform spread below 5% over the average of the 12 months deposit 
rate (for UShs financing) or the EIB’s international lending rate (for foreign currency financing).  EIB plans 
to issue the next apex line at market-based rates.   
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fund managers exist, they remain small in size and need to build capacity in investment analysis 
and monitoring.  A number of collective investment schemes have recently been licensed but are 
not significantly market players yet. 
 
6.103 An independent regulator and investment guidelines for pension funds need to be 
established.  The pension industry is currently monitored by the Central Bank which lacks 
qualifications, capacity and independence for pension regulation. Experience in other African 
countries such as Kenya has shown that setting up an independent pension regulator who has the 
capacity to license, monitor and sanction pension funds has increased the efficiency of pension 
fund management and investment with ensuing benefits for capital market development.  
Investment guidelines need to be introduced for all pension funds providing incentives for 
portfolio diversification and investment in productive sectors, while limiting overall risk 
exposure.   

The importance of capital market development  

6.104 In the current market environment, capital market development is key for 
improved infrastructure finance in Uganda. In developed financial markets, banks typically 
provide medium-term financing for infrastructure projects, especially in the construction phase, 
and then look to the capital markets for longer-term take-out financing once construction is 
completed.  In addition, bank financing is typically cheaper than bond financing due to the 
information advantage of banks as private lenders and stricter covenants.  Given the very limited 
bank lending to infrastructure in Uganda, capital market reform is even more important for 
improving access to long-term savings which could be invested in infrastructure. 
 
6.105 Establishing a liquid, market-based pricing benchmark is a pre-requisite for longer 
term financing.  With the weighted average interest rate on 182-day treasury bills at 8.50 percent 
(as of December 2005), the 364-day T-bill rate at 9.94 percent and the 10-year government bond 
paying a 11 percent nominal coupon with an indicative yield to maturity of 16.38 percent, 
Uganda’s yield curve is beginning to take form.  However, the 10-year government bond does not 
provide a robust pricing signal for the cost of long-term money, as the issue is small (USh 15 
billion) and illiquid.  Trading volumes of the 5-year government bond are low, with quarterly 
trading volumes at 2 percent of total size (USh 40 billion) and a yield to maturity of 14.88 
percent.  In addition, the existing EIB apex lines distort the yield curve, as long-term money (up 
to 15 years) is priced off short-term rates with a below market spread.188  Mainly due to interest 
rate volatility, the government has not issued bonds beyond 3 years since May 2004.  As interest 
rates stabilize, the regular issuance of a longer-term government bond would be beneficial to 
establish a robust yield curve at the long end.   
 
6.106 The lack of fixed-rate term finance impedes term finance for infrastructure.  
Corporate bonds continue to price off the 182-day T-bill rate despite their significantly longer-
term maturities.  As a result, all of Uganda’s corporate bonds to-date, have been issued with 
variable interest rates.  For infrastructure projects, access to long-term finance at fixed interest 
rates is important to reduce financing risks and increase cash flow predictability.  The planned 

                                                 
188 The proposed bond issue is the first subordinated debt issue in Uganda and aims to raise 10-year funds 
(with a call after 5 years).  The variable rate tranche is proposed to price at 182-day treasury bill rate plus 
1.25%, while the proposed first fixed tranche targets a pricing of 15.75%.  Reflecting the aggressive 
structure of the bond given the level of development of Uganda’s capital market, Standard Chartered to 
date only raised one quarter of the planned issue size of UShs 23 bn and is waiting for NSSF board 
approval for an additional UShs 9 bn subscription. 
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subordinated bond issue by Standard Chartered which includes a fixed rate tranche189 will be an 
important test of market appetite for fixed-rate term finance in the current macroeconomic 
environment. 
 
6.107 Transaction costs and other barriers to entry need to be reviewed to stimulate 
capital market issuance. In Uganda, issuance costs, withholding taxes and reporting 
requirements create considerable barriers to entry.  While issuance fees are not regulated (with 
the exception of a small listing fee to CMA), existing securities set the precedent of using 
expensive international advisors (see Table 6-24).  The planned disclosure of issuance costs in all 
three East African countries will be a first step to enhance competition and reduce fees.  
Withholding taxes on securities and dividends are significantly higher in Uganda (15 percent) 
than in Tanzania (0 percent) and Kenya (5 percent for residents and 7.5 percent of non-residents).  
This will have an adverse impact on the competitiveness of Uganda’s capital markets once the 
planned mass cross-listing with Kenya and Tanzania comes into effect.    

Table 6-23:  Capital Market Issuance Costs 

Fees obtained IPO’s Corporate Bonds 
 Average cost 

(in % of offer 
value) 

Average cost 
(in % of offer 

value) 
Regulatory Authorities   
Uganda Securities Exchange & Capital Market Authority 0.59% 0.20% 
Market Intermediaries   
Professional and Advisory Fees 11.84% 0.82% 
Authorized Selling Agents, Underwriting Fees & Commissions 3.51%  
Other costs   
Printing, Publishing & Distribution 2.60% 
Public Relations, Marketing & Advertising 3.51% 

0.04% 

Total costs 22.5% 1.06% 
Source:  Company prospectuses, CMA 

6.108 Improved secondary market liquidity is a pre-requisite for access to long-term 
finance.  Current trading volumes in Uganda’s capital markets are very low, with quarterly 
trading volumes of treasury bonds and stocks below 1 percent of total issuance size.  Corporate 
bonds are not traded at all.  The lack of liquidity in secondary markets reflects the limited number 
of market participants and limited investment opportunities.  The authorities could address these 
bottlenecks by further development of institutional investors, including capacity building and 
appropriate licensing regulation.  In addition, the speedy implementation of the planned mass 
cross-listing with stock exchanges in Tanzania and Kenya would provide opportunities for 
investment diversification and increased competition.  In addition, introducing credit ratings may 
provide improved information transparency and capital market liquidity.   
 
6.109 A clear legal framework for securitization would facilitate access to alternative 
sources of infrastructure finance.  Uganda’s existing laws are silent with regards to 
securitization, creating uncertainty regarding the legal protection of special purpose vehicles.  
Currently a group of market participants is developing a pilot securitization transaction in the 
housing sector.  A successful precedent will encourage development of Uganda’s capital market 
for asset-backed securities and pooling of funds, allowing infrastructure operators to raise 
additional financing for new investments on the back of existing revenues.   

                                                 
189 At the same time, the impact of capital inflows and potential Dutch Disease effects need to be taken into 
account. 
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6.110 Successful capital market development requires ongoing capacity building for 
issuers, investors and regulators.  Education can help attract corporate capital market issuers.  
Retail investors will benefit from education about the benefits of securities investments, while 
training of institutional investors might focus on project risk analysis.  CMA and USE need to 
develop further capacity in promoting capital market development and oversight, reviewing 
issuance costs, and strengthening regional integration. 
 
6.111 Regional integration and attracting foreign institutional investors would diversify 
the investor base for infrastructure finance.  Further integration of East African capital markets 
would be beneficial to lower transaction costs, improve liquidity and diversify the accessible 
investor base for long-term infrastructure finance. Increasing foreign participation in Uganda’s 
capital markets would be beneficial to counterbalance the dominance of NSSF and attract 
sophisticated investors with a differentiated risk appetite.190  In addition, private equity funds 
need to be established in or attracted to Uganda.  Access to private equity is important to bring 
infrastructure projects to fruition, especially in an environment with a limited track record in 
equity risk taking by domestic institutional investors.    

Increasing bank intermediation for infrastructure term finance 

6.112 Limited term lending to infrastructure by banks reflects both a funding and an 
intermediation constraint.  Given the small size of the banking system, Ugandan banks have 
limited access to long-term funds.  On average, time and savings deposits account for less than 50 
percent of total bank deposits.191  Total time and saving deposits in Uganda’s financial system 
amount to USh 778 billion (US$ 421 million) and a share of the USh 911 billion (US$ 492 
million) in demand deposits can be assumed to be stable.  Maturity transformation of these 
existing funds into term lending is currently not taking place.  Intermediation of infrastructure 
term finance is particularly challenging, as the average term of bank deposits is significantly 
shorter than debt tenors required for infrastructure projects.  To raise long-term funds, banks 
could develop term deposit instruments for retail and institutional customers. 
 
6.113 The single borrower limit constrains lending to infrastructure finance.  In a small 
banking system, single borrower limits significantly curtail banks’ ability to lend to large scale 
infrastructure projects.  In Uganda, total available lending from all banks under the 25 percent 
single borrower limit amounts to USh 66 bn which is insignificant compared to total 
infrastructure investment needs.  Following the example of other countries such as India, 
increasing the single borrower limit for infrastructure projects could be considered.  At the same 
time, banks need to improve their syndication capacity to enhance risk diversification and 
establish a lending culture beyond relationship banking. 

6.114 Competition among banks for infrastructure term loans needs to be encouraged.  To 
date, unsecured project finance loans in Uganda are rare as most lending still occurs on a secured 
basis.  As bank lending is expected to continue growing at double digit rates, banks could be 
encouraged to reserve part of their loan book for infrastructure project finance if bankable 
projects can be identified.  As project finance would be a new business line for banks in Uganda, 
it will likely require capacity building for those banks which do not have access to expert know-
how from international partners. 
 
                                                 
190 Banks such as Standard Chartered merely hold 25% of total deposits in term deposits.   
191 Such infrastructure bonds have a positive sterilization effect if proceeds are invested in imports and 
financed by Central Bank foreign exchange reserves.   
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6.115 As the market for term lending develops, risk management and supervision capacity 
may require strengthening.  Infrastructure project finance involves more complex risks than 
working capital loans or trade finance which account for the majority of bank loans to date.  If 
banks decide to enter project finance transactions, they need to develop risk management and 
monitoring tools for long-term unsecured credit exposures.  Equally, Bank of Uganda may need 
to build supervision capacity for project analysis and monitoring of long-term credit risk. 

Infrastructure finance instruments 

6.116 Experience in other countries demonstrates that appropriate financing instruments 
are a trigger for improved infrastructure term finance.  Alternative financing instruments 
include private financing instruments, public funding solutions and a combination of public and 
private financing arrangements if required.   

6.117 Improved private financing for infrastructure can start with leveraging capital 
markets for funding of existing utilities.  While bank and capital markets in Uganda may not 
yet be ready to finance greenfield infrastructure projects, they can be tapped for the financing 
needs of existing utilities.  Unsecured corporate bond issues by Eskom and UMEME, for 
example, would provide local currency financing for their domestic costs while equally 
developing capital markets through new investment opportunities.  The same could be achieved 
by including a local currency bond in the financing of the Bujagali project.  Utilities could also 
consider an Initial Public Offering in Uganda’s equity markets.  In addition, securitization of 
existing utilities’ revenues provides an alternative source of funding with beneficial impact on 
capital market development. 

6.118 Public funding solutions for infrastructure could include infrastructure bonds and a 
dedicated infrastructure fund.  To sterilize part of the liquidity from foreign exchange inflows, 
the government could consider the issuance of long-term infrastructure bonds.  Infrastructure 
bonds might be beneficial if there is excess liquidity and the issuance of long-term bonds 
improves the composition of public debt.  As long-term infrastructure bonds would substitute for 
sterilization through treasury bills192, the total stock of government debt would not increase.  In 
addition, in acquiring a new productive asset debt service capacity is enhanced.  Separately, 
government could consider securing necessary infrastructure spending through a dedicated fund, 
such as the planned Road Fund for road maintenance.  

6.119 Public infrastructure finance instruments could complement private financing in 
areas which are still perceived as too risky by the private sector.  A Long-Term Finance 
Facility funded by government and/or IFIs could provide a take-out facility for re-financing bank 
lending to infrastructure after a suitable time period, addressing concerns over refinancing risk.  
The facility could be broadened to provide take-out financing for private equity investors after 
their investment horizon, addressing liquidity concerns.  In addition, government and/or IFIs 
could facilitate access to private finance by (i) providing complementary funding where needed, 
such as project equity; and (ii) providing guarantee instruments to new infrastructure projects, 
such as Partial Risk Guarantees against regulatory risk.  While guarantees create contingent 
liabilities for government which need to be adequately assessed and monitored, they are less 
costly than direct government borrowing. 

                                                 
192 This chapter was prepared by Thorsten Beck and Michael Fuchs.  Background material provided by 
George Clarke, Carlos Cuevas, Robert Cull, Heiko Hesse, Thordur Jonasson, and Rachel Sebudde as well 
as outstanding research assistance from Edward Al-Hussainy is gratefully acknowledged. 
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6.120 Uganda’s pipeline for infrastructure projects suitable for private and local currency 
finance is currently limited.  Apart from the Bujagali hydropower project, opportunities for 
large scale private sector investment in electricity seem limited.  Small scale investment 
opportunities exist in commercially viable hydro power and regional distribution projects.  A 
bond issue by the planned Road Fund could be considered once it is set up as an independent 
agency.  Government is currently considering financing options for extending an oil pipeline from 
El Doret to Kampala.  As a profitable venture, private sector participation could be sought on a 
competitive basis.  Other investment opportunities in the transport sector are currently limited.  
Private participation in the water sector is unlikely over the short to medium term, due to limited 
cost recovery and significant commercial losses.  All SOEs with sufficient cash flows for debt 
service could consider tapping local capital markets for future investment financing. 

Box 6-6:  Policies to Improve the Availability of Infrastructure Term Finance 

Short-term priorities 

• Reform NSSF and establish independent pension regulator 
• Establish liquid, market-based pricing benchmark for term finance through e.g. issuance of long-

term government bond 
• Phase out concessional term lending 
• Trigger access to private finance through provision of guarantee or alternative public long-term 

finance instruments 
• Consider local currency financing component of Bujagali project 

Medium-term priorities 

• Encourage competition among banks for term deposits 
• Build capacity in project finance among banks, institutional investors and regulators 
• Develop domestic private fund managers and attract foreign institutional investors 
• Review capital market issuance costs and withholding tax regime 
• Develop secondary market liquidity through cross-listings and introduction of credit ratings 
• Encourage creditworthy SOEs such as Eskom or UMEME to tap domestic capital markets 
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7. FINANCE FOR GROWTH – MAKING UGANDA’S 
FINANCIAL SYSTEM WORK HARDER FOR 

ECONOMIC DEVELOPMENT193 

A. INTRODUCTION 

7.1 This chapter applies the growth diagnostic framework developed by Hausman and 
Rodrik, to assess priorities for deepening and broadening Uganda’s financial sector. Specifically, 
we conclude that Uganda is intermediation rather than savings constrained, i.e. rather than 
suffering from a lack of funding, the financial system seems reluctant to channel these funds to 
the private sector.  This suggests structural impediments in the financial system and in the 
business environment at large.  Most prominently, generally high costs of doing business, such as 
a deficient transportation, communication and power infrastructure, can explain high costs of 
financial service delivery and compound the disadvantage of a small financial system that cannot 
exploit scale economies.  The contractual and informational framework offers room for 
improvement, which will lower intermediation costs, broaden the borrower population and foster 
competition. Specific actions in competition, such as broadening access to the payment system 
and the credit reference bureau beyond Tier 1 institutions and exploring alternative delivery 
channels to overcome diseconomies of scale are discussed. Specific policy actions such as 
enabling warehouse receipts and weather insurance, reforming the leasing legislation, fostering 
factoring, and the reform of specific regulatory requirement can enhance access to credit for 
specific borrower groups such as agricultural producers and small and medium enterprises 
(SMEs).  Finally, the chapter discusses pension reform as central to developing long-term 
financial markets. Boxes 7-1 and 7-4 summarize recommended policy actions in the areas of 
competition and efficiency of financial intermediation and access to rural credit, respectively. 

7.2 While Uganda has made enormous progress over the past years in terms of financial 
stability, the policy agenda going forward will be dominated by issues relating to improving 
efficiency, fostering competitiveness and broadening access.  This requires rethinking of 
regulatory and supervisory approaches and of the role in government in general.  Many of the 
policy actions recommended by our analysis focus on government actions to (i) developing 
markets by improving the business environment in general and for banks and clients specifically 
and (ii) enabling markets by being more pro-active in fostering competition, transparency and 
rethinking bank regulation beyond stability concerns.  

B. FINANCIAL DEEPENING AS A PREREQUISITE FOR SUSTAINABLE GROWTH 

7.3 Uganda’s financial system is still quite shallow and considerable benefits would 
result from a sustainable increase in financial deepening both in terms of higher growth and 
faster poverty reduction.  Cross-country, industry-level, firm-level and country case studies 
confirm that countries with higher levels of financial development experience better resource 
allocation, higher GDP per capita growth and faster rates of poverty reduction.  While the banks’ 

                                                 
193 While the Private credit-to-GDP measure does not take into account non-performing loans (due to lack 
of consistent cross-country data), Uganda would still have a very low level even after adjusting for them.  
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private sector lending has recently expanded, it is still significantly below that of comparator 
countries and averages for Sub-Saharan Africa and low-income countries (Table 7-1) 194.   

Table 7-1:  Financial Intermediation across Countries, 2004 

 

Liquid 
Liabilities/G

DP 

Private 
Credit/ 
GDP 

Loan/ 
Deposit 
Ratio 

Overheads/ 
Total earning 

assets 

Net Interest 
Margin/ Total 
earning assets  

Uganda 19.0% 5.9% 41.9% 9.1% 13.4% 
Kenya 37.8% 25.7% 78.9% 5.7% 7.6% 
Tanzania 20.2% 5.7% 38.1% 6.9% 7.3% 
Sub-Saharan 
Africa 27.7% 17.0% 72.3% 6.3% 8.0% 
Low income 26.4% 13.6% 70.7% 5.8% 7.5% 
Sources: All data are from the updated version of the Financial Structure Database, as described in Beck, Demirguc-Kunt and Levine 
(2000).  Private Credit/GDP is total claims of financial institutions on the domestic private non-financial sector as share of GDP. Bank 
deposits/GDP is total deposits in deposit money banks as share of GDP. Liquid Liabilities are liquid liabilities of the financial system 
(currency plus demand and interest-bearing liabilities of banks and nonbank financial intermediaries) as a share of GDP. Loan-deposit 
ratio is the aggregate ratio of lending to the private sector to total deposits for deposit money banks.  Underlying data are from 
International Financial Statistics (IFS) and for 2004. Overhead costs are banks’ operating costs relative to total earning assets.  Interest 
margin is the net interest revenue relative to total earning assets.  Underlying data are from Bankscope and for 2004. 

C. IS UGANDA SAVINGS OR INTERMEDIATION CONSTRAINED? 

7.4 Uganda’s domestic savings rate is still relatively low, with foreign aid and private 
flows financing large parts of gross capital formation. Gross domestic savings increased from 
6.5 percent of GDP in 1984 to 7.9 percent in 2004, but remains below the low-income countries 
average.  Gross capital formation, on the other hand, increased from 8.1 percent to 21.7 percent of 
GDP, over the same period.  The gap has been financed with large capital inflows, both from 
donors and private institutions.195 While the low per capita GDP might partly explain the low 
savings rate, until very recently negative real interest rates on deposits in the banking system as 
well as high fees on deposit accounts and in effecting banking transactions may also have been a 
factor. There is some evidence that competition on the deposit market has intensified since the 
privatization of Uganda Commerical Bank (UCB), and even more so after the transfer of donor 
deposit accounts from commercial banks to the central bank in early 2005.  
 
7.5 Balance sheets of Ugandan banks are increasingly dominated by foreign assets and 
government paper, while private lending – though increasing – has lost importance as a 
share of assets. Bank deposits/GDP almost doubled between 1996 and 2004 while private 
credit/GDP grew by only 25 percent.  Large parts of the additional deposits collected were 
channeled into claims on national and local government and into foreign asset holdings.  This has 
resulted in a decreasing loan-deposit ratio. Thus, while the Ugandan banking system has access to 
more resources, these funds are only partly channeled to the domestic private sector.  
Interestingly, while the loan-deposit ratio in foreign currency (i.e. the ratio of foreign-currency 
loans to foreign-currency deposits) has been increasing over time, the Shilling loan-deposit ratio 
has been decreasing. For the banking sector, the domestic and foreign currency loan-deposit ratio 
stood at 49 percent and 22.5 percent, respectively by the end of 1999, while it was 39.8 percent 
and 32.6 percent, respectively by the end of 2004.196 This suggests that the problem is not 

                                                 
194 As large parts of private capital inflows are in the form of equity, they do not necessarily enter the 
banking system.  Similarly, donor funds do not necessarily flow through the banking system, even less so 
after GOU decided to shift IFI and donor accounts from commercial banks to BOU. 
195 At the same time, the share of foreign loans (deposits) in total loans (deposits) has increased from 1999 
to 2004 from 15.9% (30.3%) to 27.3% (33.5%). 
196 More recent data, however, show that this correlation has decreased substantially over the past months. 
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channeling of foreign exchange deposits into foreign exchange loans but rather a reluctance to 
lend in local currency. 
 
7.6 Portfolio adjustments in reaction to interest rate changes mostly involve switching 
between foreign assets and government papers, and it appears that lending volumes are not 
influenced by changes in interest rates.  There is a high negative correlation between net 
foreign asset holdings and government paper holdings over time, suggesting portfolio shifts 
between the two assets in reaction to monetary policy changes.197  While there is a significant 
pass-through of higher T-Bill rates to lending interest rates, lending volume does not react to 
changes in the T-Bill, which suggests that policy rates have only limited impact on banks’ credit 
decisions. 

Figure 7-1:  Bill Rate and Portfolio Flows 

 
 
7.7 While Uganda’s savings rate is very low and there are limited resources in the 
banking system, the binding constraint seems to be the lack of intermediation.  Uganda 
banks have enjoyed large inflows of resources, but have not channeled them to the private sector. 
The lack of intermediation cannot be explained by currency mismatch. This suggests that there 
are structural barriers to an expansion of private sector lending.  The fact that interest rate 
changes cause portfolio shifts between government paper and foreign asset holding, but do not 
affect private sector lending suggests that banks consider any expansion of lending too risky.  The 
demand of existing borrowers seems to be interest-insensitive and new borrowers seem too risky 
to banks even at low interest rates, compared to government paper and foreign asset holdings. 

D. WHERE ARE UGANDA’S INTERMEDIATION CONSTRAINTS?  

7.8 Uganda has made substantial progress in securing a stable macroeconomic 
environment. This is, however, a necessary rather than a sufficient condition for increased 
lending to the private sector.   Cross-country comparisons have shown a robust positive impact 
of monetary stability on financial intermediary development. Uganda’s inflation rate has been 
relatively stable over the past 10 years, constantly being in the single digits. This has helped 
provide better incentives for financial rather than non-financial forms of savings and for long-

                                                 
197 While spreads are the difference between ex-ante contracted loan and deposit interest rates, margins are 
the actually received interest (and non-interest) revenue on loan minus the interest costs on deposits.  The 
main difference between spreads and margins are lost interest revenue on non-performing loans. 
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term contracting and thus long-term savings and investment.  The low level of inflation may also 
explain the increase in deposits over the past years.  However, deficiencies in the contractual and 
informational frameworks, discussed in the following, prevent financial institutions from 
channeling these funds to private borrowers.  
 
7.9 Uganda’s contractual and informational framework still offers significant room for 
improvement. As financial contracts depend on the certainty of legal rights of borrowers and 
creditors and the predictability and speed of their fair and impartial enforcement, the contractual 
framework – i.e. the laws governing contracts, the institutions enforcing these laws, but also 
property and collateral registries – has an important impact on the efficiency of private sector 
lending across countries. Improving land and company registries, overhauling the insolvency 
legislation and increasing the capacity of the commercial court can strengthen creditor rights, 
reduce the cost of credit by reducing spreads, and expand the borrower population in Uganda.  
Similarly, international experience has shown that credit information sharing is important to 
reduce adverse selection problems and foster competition in the financial system. Banks, 
however, may be more interested in maintaining their dominance of certain market ‘niches’ than 
in sharing information so as to foster competition and outreach, especially in a segmented market 
such as in Uganda.  The Ugandan authorities have worked for some time on establishing a credit 
reference bureau. Cross-country comparisons suggest a positive – though not necessarily 
immediate – impact on private sector lending once the credit bureau has been established. 
 
7.10 The move to a privately owned banking system has created the basis for financial 
deepening and broadening.  Cross-country comparisons show the higher efficiency of financial 
systems based on private rather than government ownership with substantial implications for 
economic growth.  With the successful privatization of UCB to Stanbic, Uganda has taken a 
decisive step and laid the basis for financial deepening.  Initial evidence, discussed in more detail 
below, suggests a deepening and broadening of financial intermediation in the years since the 
privatization.  However, concerns about competitiveness continue and will need to be addressed 
with innovative policy responses.  
 
7.11 While Ugandan authorities have made substantial progress in reducing financial 
fragility, they might have overshot in regulatory tightening and their focus on stability, with 
adverse implications for further financial deepening and broadening.  The resolution of the 
bank failures of 1998, the resolution and privatization of UCB and regulatory and supervisory 
strengthening have reduced banking fragility and led to a more stable financial system. Some 
regulations, however, such as the requirement to classify and provision any loan with no payment 
after three months, prevent banks from developing new products.  The temporary moratorium on 
new bank licenses – lifted by now - can undermine contestability.  On the other hand, the 
regulatory authorities should turn their intention more to fostering competition, both through 
regulatory and non-regulatory actions, as we discuss below. 
 

E. COST, EFFICIENCY AND COMPETITIVENESS OF FINANCIAL INTERMEDIATION 

7.12 High spreads and margins are characteristics of underdeveloped, inefficient and 
non-competitive financial systems.  Countries with less developed financial systems, i.e. lower 
levels of private credit to GDP or broad money (M2) to GDP have higher net interest margins and 
higher overhead costs, suggesting that the same factors explaining low levels of intermediation – 
deficient legal systems and limited credit information sharing – also explain higher interest rate 
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spreads and margins.198  Further, as many other developing economies, Uganda faces the triple 
problem of smallness:  (a) low-income clients with the need for small and few transactions; (b) 
small financial institutions providing services for a limited number of users; and (c) a small 
market not able to support many profitable financial institutions. This is reflected in significantly 
higher net interest margins for smaller financial systems, such as Uganda, and within Uganda, in 
significantly higher interest spreads and overhead costs for smaller banks.  
 
7.13 Relative to comparator countries, Uganda has very high interest rate spreads and 
margins (Table 7-1) reflecting high overhead costs, but also providing banks with high 
profits.  Ugandan banks have higher net interest margins and overhead costs than banks in Kenya 
and Tanzania and the average bank in the average low-income and Sub-Saharan African country. 
Overhead costs account for 46 percent of the spread, while loan loss provisions explain less than 
10 percent of the spread.  Among the factors explaining the banks’ high overhead costs is 
investment in increased outreach, such as modernization and expansion of bank branch networks, 
and automated teller machines (ATMs); and the high costs of power and telecommunication. 
Loan-loss provisions have been falling following the closure of several weak banks, the 
privatization of UCB as well as improvements in the regulatory environment, including the 
introduction of a risk-based banking supervision and recent strengthening of loan loss 
classification and provisioning rules.  Profit margins, on the other hand have been very high – 
profits account for 30 percent of spreads and Ugandan banks have experienced an average return-
on-equity (ROE) of almost 30 percent over the past years.  Comparing subsidiaries of foreign-
owned banks in Uganda with subsidiaries of the same banks in other Sub-Saharan African 
countries show a significantly higher return –on-assets (ROA) for the Ugandan subsidiaries.   
 
7.14 Most of the variation in spreads and margins over time and across banks is driven 
by time-invariant bank characteristics rather than changes in market structure or 
macroeconomic policies.  The variation of spreads and margins across banks is much stronger 
than the variation over time. Banks with larger share of agricultural loans in their portfolios 
charge higher spreads and earn lower margins, while banks with more mining loans charge lower 
spreads. This is consistent with the prior that agricultural lending is riskier, while lending to 
natural resource extraction, which can rely on land and fixed assets as collateral, is perceived less 
risky.  Larger banks charge lower spreads, but earn higher margins, suggesting that they pass 
gains from scale economies only partially on to their customers. While foreign-owned banks do 
not earn significantly higher margins, they charge lower spreads than domestic banks. Finally, 
banks with larger branch networks and smaller average deposits have higher margins and 
overhead costs.  Variation in market structure and macroeconomic policies are not robustly 
related to variation in spreads and margins over time.  
 
7.15 Although the recent transformation of the Ugandan banking system has not 
significantly impacted loan market concentration, it has had a marked impact on the 
efficiency and structure of payment transmission services. On the one hand, Stanbic’s 
investments in automated internal payments transfer, branch modernization and a sizeable ATM 
network have resulted in significant efficiency improvements in the payment transmission 
process in Uganda – both for private and government payment transfers. On the other hand, 
outside of Kampala and a few other centers, banks have no viable alternative but to clear 
payments through Stanbic – in some instances with the exception of Centenary Bank which is the 
only other bank with a more extensive branch network. The small size of the Ugandan financial 
system coupled with one bank’s dominance of the payments system raises questions as to how the 

                                                 
198 Given the small number of Sub-Saharan African and low-income countries to make data available, we 
refrain from presenting averages for these comparator groups. 
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authorities might instill greater competition. While it is unlikely that Stanbic would be willing to 
defray the earnings (and thereby returns) on its investments in outreach, steps do need to be taken 
to limit the extent to which Stanbic can exploit its dominance of the market for payment services, 
for example by requiring Stanbic to justify the fees it charges on a cost-for-services basis or by 
requiring all banks to join forces in providing access to one commonly-run ATM network. 
 
7.16 The role of cost-efficient technology in increasing outreach should be explored so as 
to reduce the trade-off between outreach and costs.  This could imply encouraging the other 
banks to set up correspondent banking operations in locations where there is not sufficient 
demand for a second branch next to Stanbic. Alternatively, banks might collaborate in using post 
offices or other central offices to offer a platform through which customers can access services 
from different banks, as currently established in South Africa.  In general, the use of creative 
methods and technologies might imply learning from innovative financial institutions in other 
countries such as Kenya (Equity Building Society) or South Africa.  
 
7.17 . Given the limited impact of changes in market structure on margins and spreads, it 
would be difficult be make a case for a specific market structure.  New entrants that compete 
broadly can certainly help, as can consolidation if it creates banks that compete broadly.  
Importantly, the question of competition should be broadened to the non-banking financial sector, 
i.e. Tier 2 and 3 institutions.  Including these institutions in the payment system and improved 
sharing of credit information can reduce segmentation and foster competition 
 
7.18 While certainly not providing an immediate remedy for the problems of small 
banking systems, regional integration is an area to be further explored.  By encouraging 
foreign banks to exploit scale economies through links with other regional offices and by 
introducing internationally recognized standards (for example in governance, accounting and 
auditing and credit information sharing) regional integration would over time reduce the 
constraints to development associated with the small domestic market for financial services. 

F. OUTREACH OF THE BANKING SYSTEM 

7.19 Outreach in the use of banking services is at levels comparable with that in other 
countries at the same level of economic and financial development.  Tables 7-2 and 7-3 
present recently compiled indicators of the outreach and use of loan and deposit services across 
countries.199  Branch and ATM penetration is similar to other countries in Sub-Saharan Africa, 
with the notable exception of Namibia, a middle-income country with low population density.  
The number of loan accounts and average loan size relative to income per capita is significantly 
lower than in Namibia. Similarly, Uganda has fewer deposit accounts than Kenya or Namibia 
relative to its population; average deposit size relative to income per capita is lower than in Kenya 
but higher than in Namibia.  Taking into account that Uganda is the poorest of these countries, 
this suggests that the use of lending and deposit services is consistent with its level of economic 
and financial development.200 

                                                 
199 Note that these cross-country comparisons on the outreach of the banking system focus only on tier one 
institutions.  The lack of broader-based comparable cross-country data on non-regulated financial 
institutions means that an extension of international comparisons beyond commercial banks is not possible. 
200 Since July 2005, the numbers of districts has increased to 69, and 7 more will be operational in July 
2006. 
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Table 7-2:  Outreach of the Banking System in International Comparison 

 Branches per 
1,000 sq km 

Branches per 
100,000 persons 

ATMs per 
1,000 sq km 

ATMs per 
100,000 persons 

Uganda 0.67 0.53 0.90 0.70 
Kenya 0.87 1.55 0.56 0.99 
Tanzania 0.23 0.57 0.07 0.17 
Namibia 0.11 4.47 0.30 12.11 
Source: Beck, Demirguc-Kunt and Martinez Peria (2005).  
 

Table 7-3:  Use of Banking Services in International Comparison 

 Loan 
accounts per 
1,000 people 

Deposit 
accounts per 
1,000 people 

Average loan 
size/income per 
capita 

Average deposit 
size/income per 
capita 

Uganda 6 47 10.74 3.93 
Kenya  70  6.26 
Namibia 81 423 5.16 1.27 
Source: Beck, Demirguc-Kunt and Martinez Peria (2005). 

 
7.20 Uganda has made considerable progress in expanding the outreach of financial 
institutions and improving access to financial services. Between 2000 and 2005, the total 
number of branches increased from 123 to 197, but 59 of the additional 74 branches are located in 
Kampala. Branches of financial institutions of tiers 1 to 3 exist in 51 of the 56 districts (as at end 
June 2005)201 in the country, and population per bank branch is in the order of 87,000 people, 
when all three tiers are considered, a substantial coverage by African standards. However, outside 
Kampala, there are only 21 districts with at least two banks and nine districts with at least three 
different banks, which raises concerns about competitiveness.202 
 
7.21 The privatization of UCB – rather than resulting in any branch closings – has led to 
opening of new branches and an expansion of outreach, but competition concerns remain. 
Stanbic (U) Ltd bought UCB after its recapitalization. Under the sales agreement, UCB was sold 
largely on an “as is” basis. The buyer did, however, have flexibility to alter staffing and 
restructure branches subject to certain stipulations.203 As of September 2004 only one branch had 
been closed and several new ones had been opened.  While Stanbic branches in Kampala are 
more profitable, have a higher loan-deposit ratio and lower expense-asset ratio, branches outside 
Kampala have been growing more rapidly in terms of loans. Growth in total loans has been 
especially high in branches where Stanbic faces no local competitor.  
 
7.22 Tier 1 and tier 3 institutions are key players in the provision of services.  Fifteen 
banks and four MDIs dominate the market.  The inclusion in the analysis of about 80 entities 

                                                 
201 A World Bank/IMF mission estimated the total number of deposits accounts held in financial 
institutions (tiers 1 through 4, using partial data for the latter) to be just over 1.7 million, or about 35 
percent of the total number of households. While some double-counting may be implicit in the tier 1 
(commercial banks) figures, which account for two-thirds of the number of accounts, the rate of coverage is 
still substantial, even compared with countries of much higher GDP per capita. 
202 On staffing, the government agreed to cover the severance costs for up to 500 employees for a period of 
two years after closing. On branching, Stanbic agreed to maintain the entire network for at least two years 
after closing. 
203 Second-tier lending to SACCOs by Postbank, moreover, carries enormous credit risk which Postbank  
may be unable to manage.  Full government guarantee of such lending, or otherwise an off-balance fee-
based pass through arrangement might be the only way of partially protecting Postbank. 
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from tier 4 (together accounting for the majority of the tier 4 market) adds only about 150 
thousand deposit accounts and 85 thousand loans. While these numbers are not inconsequential, 
they nonetheless indicate the relatively small additional outreach that a full-scale effort to 
rationalize tier 4 might yield.  
 
7.23 The legal reforms enacted in 2003 and the transformation of MFIs into tier 3 
institutions (MDIs) have been key elements of Uganda’s sustainable outreach expansion and 
have placed Uganda at the forefront of microfinance development in the Africa region.  The 
enactment of the MDI Act in 2003, the strengthening of supervisory capacity at BOU, and the 
support programs to the top microfinance institutions to enable them to meet the MDI Act’s 
standards are major milestones in the development of the Uganda financial system.  
 
7.24 While the MDI Act and its regulations follow international best practice and even 
add value to these standards, the licensing of the first four applicants has tested and raised 
issues on the adequacy of the law and regulations.  In particular, the way in which the 
authorities have applied the 30 percent limit on single shareholding sets important precedents for 
future entrants. At least two elements of the MDI legal and regulatory framework appear to be 
emerging as limitations and warrant revision:  (a) the ceiling on exposure to a single borrower, 
which limits the ability to diversify up-market without abandoning the micro-loan client base; (b) 
the fairly strict provisioning rules which, while adequate for short-term lending, tend to trap the 
MDIs into purely short-term business by imposing high provisioning rates for relatively short 
delays in installment payments.  This tends to discourage the MDIs from engaging into markets 
which may require longer terms or flexible repayment schedules. 
 
7.25 A recent government initiative to expand rural financial services through the 
SACCO system has laudable goals but faces serious implementation issues and risks.  First, 
the creation of new SACCOs is a questionable component of the strategy in a sector with more 
than 1,200 registered entities, of which only an estimated 300 are active. Second, no legal and 
regulatory framework exists for SACCOs as financial intermediaries. Third, proposals of (i) self-
regulation and supervision anchored in the national federation (UCSCU) or (ii) regulation and 
supervision by Postbank – itself in a delicate financial and operational state - pose serious risks of 
opportunistic behavior, fraud and loss of poor-people savings. 204 The authority to regulate and 
supervise should rather be transferred to the financial authorities (BOU/Ministry of Finance) 
through auxiliary or delegated supervision arrangements.   

7.26 The limited reach of formal and informal financial institutions (or the extent of 
branch networks and other distribution channels) in Uganda may be the main obstacle to 
obtaining credit. Almost 50 percent of the households that did not apply for loans either stated 
that they did not have knowledge about the location of the supply of loan or there were no loans 
available locally. There was a clear contrast between the responses of rural and urban households 
(not shown), with higher percentages of rural households saying “Don’t know where to apply” 
and “No supply available locally” nationwide and within each region. The frequent mentions of 
“Don’t know where to apply” and “No supply available locally” in rural areas are consistent with 
the longer distances to offices of various financial institutions reported in the National Household 
Survey 2002-03. In that survey, only 23 percent of rural households reported there was a credit 
institution not requiring collateral within 10 km from their village center vs. 60 percent of urban 
households.   

                                                 
204 A notable exception is CERUDEB (see below), and to some extent DFCU. 
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7.27 Leasing is still limited and hampered by tax provisions and there is no factoring.  
While leasing rates have decreased, they are still above the rates for unsecured lending. A further 
expansion of leasing towards the small end of borrowers is limited by the tax deductibility of 
capital depreciation by the lessee rather than the lessor.  Since many small firms have no or little 
tax obligations, they cannot benefit from this deductibility. A leasing law submitted to Parliament 
has not been passed yet, and market participants have quoted this as a further impediment as the 
legal environment for this lending instrument is thus not secure.  While factoring is an 
advantageous SME financing technique as it does not depend on information about the borrower 
and only to a limited degree on creditor rights, there is no financial institution in Uganda yet to 
offer such services.  

Box 7-1:  Policies to Improve Efficiency and Competitiveness of Financial Intermediation 

• Make credit bureau operational as soon as possible to reduce informational asymmetries, improve 
lending decisions and foster competition. 

• Address legal system deficiencies. 

• Expand access to payment system and credit bureau to Tier 2 and Tier 3 institutions to broaden access 
to these services and increase competition. 

• Explore alternative delivery channels such as correspondent banking and using post offices as platform 
to overcome high fixed costs of service delivery.  

• Use “affirmative” regulatory policy to make banks share one ATM network for efficiency gains 

• Reform/introduce legislation for leasing and factoring to thus expand access to credit to small and 
medium enterprises. 

• Consider regional integration as a means to reduce diseconomies of scale stemming from the small 
Ugandan market place should be explored. 

G. RURAL FINANCE – ISSUES AND SOLUTIONS 

7.28 A careful analysis should be undertaken of which problems in rural development 
can be addressed through financial sector reforms and which problems have to be rather 
solved through non-financial sector approaches, such as infrastructure improvements.  
Financial sector development can not only positively affect economic development, but in turn, 
its functioning is also affected by the economic environment in which it operates. In the case of 
Uganda’s rural economy, the lack of physical infrastructure and the lack of commercialization is 
a substantial impediment to financial institutions reaching out further and smallholders accessing 
formal sources of credit.  While the traditional approach to rural finance has focused on using a 
government-owned rural financial system including directed and subsidized credit to foster rural 
development along many dimensions, the new approach to rural finance focuses on identifying 
the binding constraint to rural development and on using a privately-based rural financial system 
to solve only finance-related problems.  

7.29 High transaction costs and risk-reward consideration constrain bank presence in 
rural areas. As in many African countries, nonexistent or deficient infrastructure – power, 
communications, transportation – low population density, and relatively small transactions (high 
volume/low value) typical of the rural economy discourage banks from establishing branches in 
rural areas.  Banks with an extensive rural network, such as Stanbic, use their rural branches 
primarily to collect deposits subsequently lent out in urban centers.  Risk-adjusted returns as 
perceived by banks are higher in government securities, other investments and lending to other 
sectors than to agriculture. Production (yield) risks, the price volatility of agricultural 
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commodities and, importantly, lack of conventional collateral and mechanisms to register and 
enforce collateral deter most banks from venturing into this market.205 
 
7.30 Only growers of a few commodities suitable for industrialization (such as tobacco, 
sugar, cotton, and sunflower) have access to formal credit.206  Such commodities have fairly 
secure markets and (usually) monopsonistic buyers who can enter into three-party agreements 
with banks and producers/borrowers, thus ensuring repayment of the bank loan upon delivery and 
sale of the product. For grains and other agricultural products without such well-developed supply 
chains, such credit channels are not available. Thus, trade credit may be partially substituting for 
production credit supplied by banks to rural areas. 
 
7.31 “Effective demand” for credit is estimated to be just about 21 percent of rural 
households, with un-met demand much smaller than commonly believed.  Only 8 percent of 
rural households are estimated to access credit from any source (formal or informal). Banks 
account for a very small share of credit in rural areas (estimated as being as low as 2.4 percent), 
while the share accounted for by government programs is about 12 percent. Large proportions of 
rural households (72 percent in the NSDS survey) indicate “no need” for credit. Overall, the un-
met demand seems much smaller than commonly believed.  This is consistent with the high costs 
of credit (interest and non-interest charges and transaction costs) biasing households towards 
using own savings. Taking into consideration debt service capacity, i.e., not every demand is 
necessarily “creditworthy” effective viable demand would be even lower than estimated here. 
 
7.32 While recent data shows that the lack of access to credit is not a major barrier to 
households in Uganda, a higher proportion of households were constrained in rural areas 
(18.7 percent) than in urban areas (15 percent).  Mirroring this pattern, the proportion of rural 
households that needed credit but did not apply is greater than the urban proportion and the 
rejection rate is higher among rural than among urban households. Credit constraints seem to 
refer more to working capital than to investment, which is mostly financed through own funds 
and funds from friends and family. 
 
7.33 In spite of relatively extensive bank branch networks, only 8 percent of rural 
households hold bank accounts, which leaves most of rural households outside the payments 
system.  This low share of rural households with bank accounts compares to about 28 percent on 
average for all Uganda.  A large majority (80 percent) of rural Ugandans save in some form – 
financial or non-financial - with savings in cash (at home) or in kind (e.g., livestock) playing a 
more important role than holdings in financial institutions (banks, SACCOs) and organized 
schemes (e.g., ROSCAS).  Lack of access to formal deposit accounts leaves most of rural 
households outside of the payments system.  As a consequence domestic money transfers and 
international remittances are considerably more expensive for rural dwellers than they are for 
urban people. 

                                                 
205 Tobacco farmers – as in most tobacco growing countries – receive crop financing from the local 
subsidiary of the tobacco multinational, largely in the form of inputs.  The company pre-finances about 30 
percent of the estimated crop value, with repayment deducted upon receipt of the harvest for processing. 
206 This could best be achieved (for NSSF and the sector as a whole) by changing the legal framework so 
that pensions are established under trust arrangements with boards of professional trustees with clearly 
defined fiduciary duties and personal liabilities. 
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Box 7-2: Pilot Weather-Based Insurance in Malawi 

In Malawi, groundnut farmers had little access to the credit needed to purchase groundnut seed and 
traditionally relied on local seed for production.  There are three distinct phases in the groundnut growing 
cycle: establishment and vegetative growth, flowering and pod formation, and pod filling and maturity.  
Agronomic research data for each district as well as farmers’ experience allow determination of the 
cumulative rainfall required within each growth phase to (a) achieve a partial crop and (b) avoid water-
stress.  These rainfall trigger points have been made the basis of the insurance contract.   

Because these weather contracts could mitigate the weather risk associated with lending to farmers two 
banks, Opportunity International Bank of Malawi (OIBM) and Malawi Rural Finance Corporation 
(MRFC), agreed to lend farmers the money necessary to purchase certified seed if the farmers bought 
weather insurance. 

As of March 2006, 892 of National Smallholder Farmers Association of Malawi (NASFAM)’s farmers 
borrowed an average of about US$ 40 each to pay for the seed inclusive of about US$ 3 each for insurance. 
The loan agreements stipulate that the bank will be the first beneficiary if there is a payout from the 
insurance.  In addition, NASFAM, who will purchase the majority of the groundnut production from the 
participating farmers, has agreed to pay the first proceeds from the sale of the produce to the bank.  If there 
is no drought the farmers will benefit from selling the higher value production.  The participating farmers 
received information and training on the project jointly by NASFAM, OIBM, and MRFC in order to make 
sure they fully understand the costs and benefits before contracting the weather insured loan product.   

One issue that arose early during the pilot season was poor germination rates for the seeds.  These poor 
germination rates were attributed to the poor quality and rotten seed purchased from the seed provider and 
not due to deficit rainfall.  This issued highlighted that weather insurance is a limited protection for banks 
against yield risk.  Once the problem was recognized, NASFAM worked with the seed provider to 
distribute additional seed to those farmers whose germinations rates were low.    

Despite this issue both lenders and the other participants in the pilot - farmers, NASFAM, the insurance 
association - are enthusiastic to scale-up the program next year 
Source: World Bank (2007) 

 

Box 7-3: Price risk insurance in Tanzania 

Since marketing practices require them to set prices for farmers early on in the season, intermediaries such 
as cooperatives and processors in the coffee and cotton sectors of Tanzania are exposed to substantial price 
risk for 6-8 months during the time that these export commodities are being harvested, purchased, 
processed and eventually sold.  Intermediary organizations who do not understand or manage this exposure 
have in the past suffered large scale trading losses which result in an inability to meet debt obligations.   

Local banks who are lending to these organizations recognize that these financial exposures are very high.  
So far, the banks' response to this risk is to manage it by charging high interest rates (12-14 percent) or 
curtailing lending when world market prices are moving in adverse directions. (cf. Bryla et al. 2003) 

Recently however, CRDB Bank in Tanzania has initiated a new program to improve risk management for 
the bank and for borrowing clients by offering to intermediate hedging transactions using New York Board 
of Trade futures and options contracts.  CRDB has a strong incentive to actively implement improved risk 
management practices since the bank understands well the risks that borrowers are carrying, sometimes 
better than the borrowers themselves. And, unlike the cooperatives, a local bank can be an attractive client 
for the multinational banks and brokerage houses who offer hedging products. The local Tanzanian bank 
can then offer its borrowers customized risk management contracts that help manage the intraseasonal price 
exposure and reduce the risk of trading losses for cooperatives and ginners.  Ultimately, improved risk 
management practices at this level will improve the financial strength of the sector as a whole, and reduce 
the risk of vulnerability to commodity price movements 

Source: World Bank (2007) 
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7.34 The potential for commercial banks to reach “down market” seems not to have been 
exploited in Uganda.  Only CERUDEB seems to use microfinance lending methodologies 
proven effective in other countries, such as accepting “shibanya” or customary ownership/use of 
untitled land, livestock and household items (of low market value but high use value) as security.  
Simple loan security documents along with effective enforcement contribute to high loan 
recovery rates.  Banks in other countries that have engaged in rural microfinance in a serious and 
sustainable manner typically have done so following either a mandate or a leading innovator into 
a promising market.  The mandate either comes from the state for state-owned banks (e.g., BRI in 
Indonesia or Banco Noreste in Brazil) or from a “socially concerned board” (e.g., Banco Caja 
Social in Colombia or Banco de Desarrollo in Chile).  Innovative banks exploring new market 
niches usually pursue profitable opportunities such as remittance business (e.g., Banco Solidario, 
Ecuador), or micro-lending to rural non farm enterprises.  Boxes 7-2 and 7-3 discuss two 
innovative approaches from Malawi and Tanzania. While in Uganda, no “mandate-based” 
financial intermediaries seem to exist, except CERUDEB, improvements in the financial 
infrastructure and structure of agro-processing as described above should encourage other 
financial institutions to explore going down market in a prudent manner. Stanbic has been 
increasing its share of agricultural lending, but it is starting from a very low base and given its 
lack of expertise in this area, a too rapid expansion might be cause for concern. 
 
7.35 At least two of the four of the newly-licensed MDIs (UMU and FINCA) claim to 
have an important rural presence, and lend to rural households.  While their expansion will 
likely enhance access to credit among smallholders, regulatory ceilings on MDI exposure to a 
single borrower (1 percent of core capital for individual loans, 5 percent for group loans) limit 
their ability to finance commercial or semi-commercial farming.  Savings and Credit 
Cooperatives (SACCOs), while pervasive in rural areas, are unable to become reliable suppliers 
of financial services. Although information is lacking for this sub-sector, very few SACCOs are 
deemed to be viable and stable as sources of credit and deposit services. 
 

Box 7-4:  Policies to improve access to finance in rural areas  

• Introduction of the legal framework for warehouse receipts would improve access to credit by grain 
producers. Storage capacity is reportedly not a constraint. 

• Cost-effective crop insurance, such as weather insurance, can reduce yield risk and thus mitigate the 
risk of lending to farmers. 

• Commercializing agriculture would increase rural creditworthiness. Ugandan agriculture is dominated 
by smallholders, a quarter of whom have potentially commercial farming units, but do not participate 
in organized supply chains. 

• Expansion of agro-processing to crops such as oilseeds, maize and root crops and enhancing marketing 
channels for these crops can broaden access to credit especially if combined with measures to allow the 
use of these crops as collateral. 

• Revising regulatory ceilings on MDI exposure to a single borrower (1 percent of core capital for 
individual loans, 5 percent for group loans) upwards would allow MDIs to play a more substantial role 
in financing commercial agriculture. 

• Revising fairly strict provisioning rules, which trap Tier 1 and Tier 3 institutions into purely short-term 
business by imposing high provisioning rules for relatively short delays in installment payments. 
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H. SUPPORTING THE DEVELOPMENT OF THE MARKET FOR TERM FINANCE 

7.36 The single most important measure to support the development of the market for 
term finance in Uganda will be pension reform. Pension reform can have a significant positive 
impact both in providing protection to Ugandans in old age and in stimulating savings and the 
development of the market for longer-term finance. Given the importance of NSSF as an investor, 
first priority should be given to the reform of NSSF. Historically, the real returns on the 
contributions (15 percent of salary), which all those employed in the formal private sector are 
required to make, have been negative and a significant part of the contributions have been 
absorbed by administrative expenses and fraud. Reform of NSSF would also provide the impetus 
for further development of the private pension fund industry. 
 
7.37 A three-pronged approach, covering funding, investment and governance, is needed 
for an effective restructuring of the NSSF. The proposed reform program is in line with the 
conclusions reached by a pension reform task force in late 2004, which included (a) suspending 
obligatory contributions to NSSF, once a regulatory framework for pensions is established; (b) 
taking steps to strengthen NSSF’s governance by increasing the number of independent, 
professional board members and clarifying the fiduciary responsibilities and legal liability of 
directors207; (c) strengthening the investment process and ensuring professional management of 
the NSSF’s assets. The last measure is particularly important in relation to developing the market 
for longer term investment in Uganda. NSSF should establish an investments subcommittee, with 
members including suitably qualified investment professionals (actuaries, CFAs or members of 
an accredited body of investment managers). These measures will help to establish a benchmark 
against which NSSF’s own asset management can be assessed and to stimulate the development 
of a local fund management expertise. It is important that part of the investment management 
function within NSSF be outsourced to reputable private asset manager(s). 
 
7.38 Establishing a larger private fund management capacity in Uganda in the context of 
the pension reform agenda will be crucial for the development of long-term finance. 
Fostering private fund management can create greater demand for term-assets (and thereby a 
suitable source of local financing for infrastructure investments), but also provide greater depth 
and liquidity in the markets for short and longer term financial assets.  Currently, the market – 
even for three month Treasury Bills is not liquid. These bills are predominantly purchased and 
held by banks with very little subsequent secondary market trading taking place. The market for 
three year Treasury bonds is similarly illiquid. Greater liquidity in the market for Treasury 
securities is important not only in providing investors with greater flexibility in managing their 
dispositions, but also in providing a benchmark for the pricing of new corporate bill and bond 
issues. 
 
7.39 On many fronts the Bank of Uganda has taken the initiative in developing the 
domestic financial markets and has successfully implemented a number of reforms that 
have aimed at creating the enabling environment for the money and bond markets. The 
Bank of Uganda (BOU) has successfully implemented a number of measures to support the 
functioning of the money market as well as the primary and secondary markets in Government 
securities. Nonetheless, the secondary market for Treasury securities remains thin and the 
investor base remains bank-dominated, which limits potential liquidity, as banks have similar 
balance sheet structures and investment horizons.   
 

                                                 
207 The empirical work is presented in Mugume (2006) “Aid Management”, a background paper. 
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7.40 An additional contribution towards stimulating greater liquidity on the bill and 
bond markets could be made by reducing volatility in the short-term money market. The 
Bank of Uganda’s prime objective with respect to implementing monetary policy is to maintain 
price stability; and clearly it has carried out this mandate with considerable success over recent 
years. Nonetheless, a less volatile money market would reduce uncertainty as to the cost of bank 
liquidity management dispositions and thereby stimulate development of the market for longer 
maturities. This is not to suggest that the BOU compromise on achieving its primary objective – 
on the contrary, an approach which also promotes development of the financial markets will 
improve the environment in which monetary policy can effectively be implemented. 
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8. MANAGING THE MACROECONOMIC IMPACT OF AID 
BY INVESTING IN INFRASTRUCTURE 

A. SUMMARY 

8.1 This chapter investigates the scope for Uganda to maintain or if external resources allow, 
increase reliance on external concessionary finance to meet the priority investments in 
infrastructure identified in earlier chapters, and to do so without causing “Dutch Disease” effects.  
No single paper can exhaustively cover the many issues surrounding the management of aid, so 
we don’t attempt to here.  The chapter presents empirical analysis which finds no evidence to 
suggest that aid flows to Uganda have hindered growth208.  We then present model simulations 
for Uganda which suggest that future aid which generates productivity improvements in the non-
traded sector can increase the profitability of exports and stimulate higher long-term growth209.  
Given Uganda’s landlocked situation, high transport costs, high fuel costs, and poor electricity 
supply, we suggest that using aid for infrastructure development in Uganda would generate more 
gain than pain to exporters.  Furthermore, since infrastructure projects are found to have high 
import content, using aid to fix the infrastructure deficit would dampen the short-term 
appreciation of the real exchange rate from absorbing and spending aid.  The challenge for 
Government is to finance the infrastructure priorities with the highest and most immediate 
productivity bonus, to minimize the gestation lags between the initial inflow and the stream of 
benefits to farms and firms. 

B. BACKGROUND 

8.2 At the outset, it is worth emphasizing that there is no reason a priori to believe that a 
higher-growth, lower-aid scenario would be welfare enhancing for Uganda, except in the 
long-run.  This is not just because aid, at around 10 percent of GDP, is so significant in national 
income, but also because exports, the channel through which productivity improvements could 
drive growth, are only small and further dampened by high transport costs which accentuate 
Uganda’s poor geography210.  At the extreme, if aid of 10 percent of GDP was forgone to 
stimulate exports which, for arguments sake, are at around 10 percent of GDP211 , it could take 
Uganda a great many years to recoup the lost real income through higher export growth.  In this 
case of symmetry between exports and aid, exports would need to grow by slightly more than 20 
percent per year extra for a decade to return national income back to the with-aid level in foreign 
currency terms212, and would have to do so without the public capital improvements financed by 
aid.  It would then be ten years before consumption levels returned to their already low level of 
today.  Furthermore, the exchange rate depreciation arising from the initial loss of aid might lead 
to growth-reducing import compression, particularly for imported capital goods.  Productivity 
gains as a result of more export orientation could offset these factors if higher technology exports 

                                                 
208 Bevan and Adam (2006), forthcoming. 
209 See World Bank (2006) DTIS paper on Trade and Transport Facilitation. 
210 Exports were 12 percent of GDP in 2004/05, but have been as low as 8 percent in recent years. 
211 The initial depreciation of the Shilling as a consequence of lower aid would  
212 World Bank (2006) Poverty Assessment. 
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can be leveraged by a depreciated exchange rate.  However, like capital goods, technology in 
Uganda is mostly imported, and could be priced out by depreciation. 

8.3 Similarly, raising taxes or lowering spending to replace aid dependence would not 
be welfare enhancing in the short-medium term.  This is so self-evident that it does not need 
explaining.  The point being reinforced here is that policy makers must not mistake the very real 
challenges of managing the aid inflow as a justification for turning it down.  Aid offers an 
opportunity for a poor country to improve per capita income and reduce poverty in the short-run.   
The challenge is to use aid to help growth, as it has done in the past. 

8.4 Substantial aid played a prominent role in Uganda’s economic recovery, and has 
since financed a rapid expansion of public services, significantly benefiting poor people213.  
Development projects helped finance the rehabilitation of Uganda’s war-torn infrastructure, 
whilst balance of payments support and debt relief allowed the Bank of Uganda to avoid import 
compression when liberalizing the exchange rate in the early 1990s.  Aid has since been 
fundamental to the rapid expansion in access to Uganda’s public services, especially dramatically 
improved access to education and clean water.  Between 1994/5-2004/5, aid averaged 10 percent 
of Uganda’s GDP (Figure 8-1) and financed 50 percent of the government budget.  During the 
past decade, the equivalent of 70 percent of government expenditures on education, health, water 
and sanitation and roads was financed by external development assistance.  

Figure 8-1: Uganda's real GDP growth and Aid inflows; 1966-2004 
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Source: World Development Indicators, 2005; Uganda statistical abstracts. 

 
8.5 Extensive external inflows bring challenges as well as obvious opportunities for 
development.  These challenges include the appropriate choice, design, and implementation of an 
effective scaled-up public expenditure program, and problems of coordinating and complying 
with multiple projects.  There are also macroeconomic and political challenges of ensuring that 
scaled-up development assistance does not jeopardize overall macroeconomic stability.  There is 
the volatility caused by unpredictable commitments and aid disbursements.  And there is the risk 

                                                 
213 Literature on aid and the `Dutch Disease’ started with Van Wijnbergen and Younger in the mid-1980s, 
but the concept is related to the `transfer paradox’ literature initiated by Samuelson (1952).  The recent 
literature on aid and Dutch disease in Uganda is abundant, and is best summarized in Berg et al. (2005).  
Ugandan officials have also published on the subject; Atingi-Ego (2005), Kitabire (2006), and Tumusiime-
Mutebile (2004).  The literature was reviewed in Mugume (2006), background papers for this report. 
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that the boom in foreign aid could be quickly reversed if a government fell out of favor with its 
international development partners, leading potentially to a balance of payments crisis. 

8.6 A great deal has been written recently about the macroeconomic challenges of 
managing scaled up aid to avoid “Dutch Disease” effects in Uganda214.  This literature 
mostly focuses on demand-management remedies to prevent damaging short-run effects.  
The concerns are about Dutch disease are theoretically valid, and the practical challenge for 
macroeconomic management is serious.  Depending on how they are absorbed and how they are 
spent, substantial aid inflows could result in a real exchange rate appreciation.  Export 
competitiveness and export diversification are closely associated with the real exchange rate215, 
and increased exports likely hold the key to more rapid future growth in per capita incomes in 
Uganda.  An appreciation in the real exchange rate which ceteris paribus reduces export 
competitiveness, could dampen Uganda’s long run growth prospects.  However, macroeconomic 
management problems of aid inflows are not a given, they are contingent upon a range of things, 
including policy design and prior conditions.  Whether Dutch Disease is manifesting itself is an 
empirical question. 

8.7 Relatively little attention has been given to whether there is empirical evidence of 
symptoms of a “Dutch Disease” in Uganda.  The analysis presented in section 1 is derived from 
first principles.  A permanent or lasting increase in aid– if it is spent rather than saved in foreign 
reserves216 - raises domestic expenditure and income.  The extra expenditure will be split between 
tradable goods, which can be imported, and non-tradable goods, which have to be produced 
domestically.  Assuming there is no excess capacity in the economy to produce more of the non-
traded good, this drives up its price relative to traded goods, for which prices are fixed 
exogenously by world market conditions.  The real exchange rate appreciates, and resources are 
released from the tradable (exportable) sector for the production of non-traded goods.  This effect 
is intensified if aid-financed expenditure is skewed towards non-tradable goods, and if the 
production in the non-tradable sector is close to full capacity.  The real exchange rate appreciation 
makes exporting less profitable, so export volumes suffer.  Sustained high levels of aid in these 
circumstances – although providing an immediate welfare improvement from higher income 
levels - comes at the potential price of reduced future growth.217  Key empirical questions for 
Uganda arising from this chain of causality are: 

• Was aid spent or saved? 
• What proportion of increased domestic expenditure went on traded goods? 
• Is there spare capacity in the economy? 
• Did the real exchange rate appreciate? 
• Did prices and wages rise in the non-traded goods sector relative to traded goods; ie did 

the IRER appreciate? 

                                                 
214 For Uganda, see Chandra and Boccardo (2006).  Their results on export diversification were robust only 
for the RER. 
215 Berg et al. (2005), very neatly summarize the demand management options for sterilizing aid.  Aid can 
be; absorbed and spent; neither absorbed nor spent; absorbed but not spent; and spent but not absorbed.  
Each has different macroeconomic implications. 
216 It is very important in considering aid and Dutch Disease not to mistake the higher-growth lower-aid 
scenario as being welfare improving.  At the extreme, if aid of 10% of GDP was forgone to protect 
stimulate exports, it could take a country like Uganda a great many years to recoup the lost income in 
export growth.  This is because exports themselves amount to around the same share of GDP as aid.  In this 
case exports would need to grow by 20% per year extra for a decade to return national income back to the 
with-aid level.  Furthermore, the exchange rate depreciation arising from the loss of aid might lead to 
import compression, particularly for imported capital goods. 
217 This is recognized by Bevan and Adam (2003), (2006). 



 226

• Did export volumes suffer, or did new export discovery fail to emerge? 
 
8.8 Surprisingly little attention has been paid to the supply-side of the economy, even 
though a primary purpose of aid is to expand supply through increased investment.  In the 
short-run aid impacts the economy predominantly on the demand-side.  Whereas some aid goes to 
boost current consumption (and hence raises welfare), much of it goes on investment, raising 
domestic supply.  This supply-side effect is a fundamental oversight in most of the aid and 
“Dutch Disease” literature for Uganda218, because clearly prices only rise with increased demand 
if supply does not expand to match the increased demand.  It is the relative impact of aid on 
demand and supply in the domestic economy that determines whether non-tradable prices will 
rise, fall, or stay the same.  If aid projects generate productivity gains, particularly for non-
tradable goods, their supply may expand as fast or faster than demand, leading to a depreciation 
of the real exchange rate, and leaving exports more profitable.  The key point here is that 
although the economy’s capacity to absorb aid may have macroeconomic implications, capacity 
constraints are essentially microeconomic “supply side” phenomena.  The latter part of this 
chapter presents the results of an updated version of Bevan and Adam’s simulation model, 
calibrated for Uganda, to investigate the circumstances under which aid inflows in Uganda could 
generate productivity effects that make the economy more competitive and stimulate exports.  

8.9 Simulations set out in section 2 suggest that spending an increasing share of aid on 
productivity-enhancing infrastructure could offset short-term Dutch disease effects.  The 
simulations confirm there can be short-term problems leading to a contraction in exports, and 
minimizing these damaging short-term problems is important.  However, in the medium term, the 
simulation results suggest that aid financed public infrastructure expenditure which improves the 
productivity of Uganda’s non-tradeable sector can have strong positive effects on exports, 
investment, aggregate output growth and the fiscal balance, even if the real exchange rate does 
appreciate.  On the magnitude of short-term effects, we find these will be weaker the shorter the 
gestation period before firms and farmers benefit from public investments, the larger the import 
content of public spending, and the greater the spare capacity (labor unemployment) in the 
economy.  Taken with the findings of the growth diagnostic, the simulation results suggest that 
aiming for high import content in aid-financed infrastructure investments could mitigate the 
short-term Dutch disease effects and maximize productivity gains.  The attention to supply-side 
response adds more empirical questions to our list: 

• Did productivity rise faster than prices in the non-tradeable sector in Uganda? 
• Did aid finance productive investment or consumption? 
• What is the import content of public capital spending? 
• What is the gestation lag for major capital projects? 
• What happened to the wage for skilled labor? 

 

C. A WORD ON AID INTENSITY & OTHER FLOWS  

8.10 As Uganda has grown with private sector-friendly economic and financial policies, 
so has the volume of aid received by the Government.  But aid’s share of imports has 
declined since the early reform period. (see Figure 8-2) On closer inspection, deflated by an 
index of import unit values, aid intensity to Uganda has not increased since 1997.  This fact could 
be signaling an exchange rate effect on aid receipts; as Government has chosen to spend but not 
absorb scaled up aid inflows, the shilling value of this aid has increased, but it purchases a similar 
level of imports.     

                                                 
218 See Adam (2005) background paper for the IMF seminar on aid and macro management, Maputo, 2005. 
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8.11 Since Uganda adopted a liberal foreign exchange market and open capital account, 
the direct role of aid in preventing import compression role has rescinded.  The main 
justification for financial aid these days is to gap-fill shortfalls in domestic revenue relative to the 
public expenditures required to achieve desired poverty reduction and growth targets.  Aid 
dependence in this context is a natural consequence of underdevelopment; whereas accelerated 
growth is critical for transformation to higher levels of development and less aid dependence, it 
may not be feasible due to binding resource gaps.  Disentangling exchange rate effects is 
important in assessing the appropriate policy response.  As part of this analysis, attention should 
be given to the costs of capital goods and new technologies implied by spending but not 
absorbing aid. 

Figure 8-2: Aid Intensity Indicators 
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8.12 Private flows also need to be considered in determining the appropriate policy on 
how to absorb inflows.  High aid inflows to Uganda have been accompanied by a significant 
increase in private transfers and capital, from a net capital outflow of about US $ 5 million in 
1985 to an inflow of about US $ 250 million in 2004. Using quarterly data for the period 1994-
2004, remittances averaged around US$ 53 million per quarter while investment flows averaged 
US$ 40 million.  In the same period, quarterly grants disbursement averaged US $124 million 
while loans averaged US $44 million. Figure 8-3 summarizes these developments. Over the 
period 1994-2004, the coefficient of variation for aid flows is 0.37, in contrast to 0.71 for 
remittances.  This suggests that remittance flows have been more volatile and may therefore have 
also contributed to the macroeconomic management problems encountered by the Government 
(an unusual finding, if true). It is likely that the Bank of Uganda significantly underestimates the 
actual volume of remittances, which could well be double the reported numbers.  Little is known 
about the use of remittances, but there is enough anecdotal evidence to suggest that they are used 
to build private housing, which would not be surprising.  Very little of the flow of remittances in 
Uganda takes place through the formal banking system, and so consequently there are limited 
opportunities for the financial sector to intermediate remittance deposits.  More information is 
needed on remittances, their use, and the macro economic management challenges they create. 
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Figure 8-3: Structure of foreign exchange inflows: 1994q1-2004q4 
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Source: Balance of payments statistics, BoU. 

Empirics on Dutch Disease 

8.13 We fail to find empirical support for the existence of Dutch Disease effects to date in 
Uganda, but we conclude that the challenge of managing inflows in Uganda is increasing.  
We find that aid has helped to spur consumer investment, export diversification, and growth.  To 
a large extent this could be due to the expeditious implementation of monetary and exchange rate 
policies, which have been designed to maintain stability in the face of inflows.  But undoubtedly 
there are also external factors: aid was provided in support of macro and structural policy reforms 
which unquestionably raised productivity in the economy.  A problem with econometric time-
series analysis of Dutch disease symptoms and aid is that the variables are often collinear.  In the 
early days of stabilization programs, balance of payments aid was provided to allow Governments 
to liberalize the exchange rate - precisely in order to depreciate it219.  However, to the extent that 
the scope for static productivity gains through policy reform have waned as Uganda has come 
close to a policy reform frontier, the authorities need to channel aid to remove binding constraints 
on growth in productivity, and hence export competitiveness.  We conclude that there is scope to 
minimize damaging short-term effects and maximize productivity gains if Government and 
Uganda’s development partners were to expand externally financed infrastructure projects for 
which there is a high import content. 

Aid and the Real Exchange Rate 

8.14 We find no evidence that aid has caused appreciation of the real effective exchange 
rate, the internal real exchange rate, nor real exports.  At face value, Figure 8-4 suggests a 
noticeable link between the movement of real exchange rate and aid inflows.  However, the figure 
seems to indicate that aid inflows cause exchange rate depreciation rather than an appreciation.  
Whether this depreciation is enough to compensate for the deterioration in the terms of trade is 
impossible to assess.  What does seem clear though from a cursory look at Figure 8-4, is that 
there seems to be no discernable link between the real value of exports and real effective 
exchange rate (REER), a fact we also observe in the internal real exchange rate (IRER) in Figure 
8-5.  However, analyzing this relationship through a co-integrating export function (see Annex 
8.1), we find that the real exchange rate does matter for exports in the longer-term, as should be 

                                                 
219 From Mugume (2006) – NB the optimal lag length of 10 months was selected by Wald lag-exclusion 
test. 
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expected.  These findings together imply that whereas there is no evidence of Dutch disease to 
date, the concerns can be valid; it is important to ensure that aid does not lead to a real 
appreciation in future.   

8.15 Correlation estimates indicate that there is in fact, a mild positive linear association 
between aid and the real exchange rate, which for the REER is stronger than for the IRER.  
Although there is a positive linear relationship between exports and the REER, there is a negative 
relationship for the IRER and exports (see Table 8-1).  We therefore resort to Granger causality 
tests, using monthly data for the period 1994-2005220.   

Figure 8-4: Exports and real effective exchange rate movement, 1994/5-2004/5 
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Source: BoU Quarterly reports, various issues. 

 
8.16 The methodology, results, and their explanation is presented in detail in Annex 8.1.  The 
results seem to make more economic sense, but do not allow us to accept the Dutch disease 
hypothesis for Uganda.  Aid flows are not found to be Granger-causal for either real exchange 
rate measure.  The REER is Granger-causal for exports at about an 8 percent level of significance.  
The IRER is Granger-causal for exports (and the causality also runs the other way).  Real 
exchange rate volatility is Granger causal for exports.  In commodity-specific studies, we find no 
evidence that the REER Granger-causes the real value of any of the selected export commodities 
(Annex 8.1). 

                                                 
220 Harrison, G (2006), background paper for this chapter. 



 230

Figure 8-5: Aid, Exports and IRER movement, 1994/5-2004/5. 
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Table 8-1: Correlation coefficients (Aid and IRER) 

 DLGIRER DLGRAID 

DLGIRER 1 0.06 
DLGRAID 0.06 1 

Correlation coefficients (Aid and REER) 

 DLGREER DLGRAID 

DLGREER 1 0.12 
DLGRAID 0.12 1 

Correlation coefficients (IRER and real exports) 

 DLGREXP DLGIRER 

DLGREXP 1 -0.12 
DLGIRER -0.12 1 

Correlation coefficients (REER and real exports) 

 DLGREXP DLGREER 

DLGREXPS 1 0.05 
DLGREER 0.05 1 

 

Investment vs Consumption 

8.17 We find that aid is associated with higher consumption, and higher investment in 
Uganda.  But the recent scaling up of aid has not significantly improved the share of 
development spending in the national budget.   Again, using Granger causality tests on annual 
data from 1966 to 2004 (34 observations) and running co-integration analysis between consumer 
expenditure, income, the real interest rate, fiscal imbalance and aid, Mugume (2006) finds 
evidence that aid has increased both consumption and investment.  However, as shown in Figure 
8-6, the share of development expenditure in total public spending averaged only 44 percent 
during 1991/2-2004/5, and of this 71 percent has been externally funded.  Scaling up seems to 
have favored the roads sector, but a significantly increasing slice of the annual budget has gone 
on the repayment of debt.  Such a public expenditure composition might not generate adequate 
infrastructure to enhance growth. 
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Figure 8-6: Composition of Public Expenditure 
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Source: Background to the budgets. 

 

Table 8-2:  Share of Government Spending (Functional Classification) 1998/9-2004/5 

  98/99 99/00 00/01 01/02 02/03 03/04 04/05 

Public Administration 22.4 29.7 37.9 31.4 27.2 24.6 28.8 

Defence 20.5 20.0 17.7 15.2 15.7 19.3 18.5 

Education 12.0 14.9 12.2 11.3 9.6 9.7 8.4 

Health 3.6 4.6 4.6 5.0 6.6 6.9 6.1 

Economic and Community Social services 3.8 5.5 3.4 3.2 5.3 4.1 3.0 

Agriculture 1.2 2.1 2.7 2.9 3.0 1.7 1.5 

Roads 5.7 9.0 10.5 9.7 8.5 7.1 7.3 

Water 1.2 1.5 1.3 1.7 1.7 1.4 1.3 

Repayment of debt 13.9 6.0 6.5 8.9 18.8 21.7 21.2 

Others(Interest payment, transfers etc) 15.6 6.8 3.2 10.6 3.7 3.5 3.9 

Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 
Source: Background to the budgets, various issues. 

 

Import Content of Public Spending 

8.18 The import content of aggregate public spending is lower than for the economy as a 
whole, but is considerably higher for infrastructure projects.  Using data collected by URA, 
Harrison (2006)221 estimates the import content of total government expenditure (net of lending) 
to be in the range of 15-19 percent.  However, there are widely divergent patterns between 
sectors.  Education and Justice, Law and Order are low import content sectors (at 2-3 percent and 
between 5-8 percent).  In contrast, Roads and Works have very high import content (between 67-
74 percent), whereas sectors such as Security (22-25 percent) and Health (14-20 percent) are mid-
range.  Dhalla (2005) estimates that the corresponding figures for development projects in the 
energy sector are closer to 80 percent import content.  

                                                 
221 Johansen (2005) in a background paper on the transport sector for this report. 
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Table 8-3:  Import Share of on-Budget Public Expenditure  

MTEF sector (on-budget) 
Import content (average 

2001/02-2004/05) 
Import content 

description 
Roads & Works 74% Very high 
Security 23% Medium 
Health 18% Medium 
Public Administration 14% Low-Medium 
Economic Functions & Social Services 13% Low-Medium 
Accountability 12% Low-Medium 
Agriculture 11% Low-Medium 
Water 8% Low 
Justice, Law & Order 7% Low 
Education 3% Very low 

Source: Harrison, (2006) 

 
8.19 Teachers, soldiers, local Government officials, domestic interest payments and a 
high share of structures and consultancy fees in the development budget explain the low 
overall import content.  Harrison (2006) notes that the principal cause of the low overall import 
share is the growing number of primary school teachers under Universal Primary Education.  To 
this, he adds a large army (UPDF) and growth in the number of civil servants in local government 
with the creation of new districts.  Other notable drivers are high domestic interest payments in 
recent years; the high share of domestic/ non-imported expenditure in the non-wage recurrent 
budget (rent and utilities); and the high share of domestic expenditure in the development budget 
in the form of contract salaries, short-term consultancy services, and buildings.  For the off-
budget public sector, sectors with higher imports are found under Accountability (the Bank of 
Uganda), Economic Functions and Social Services (the electricity companies), and other Health 
institutions (Joint Clinical Research Centre and Uganda Virus Research Institute).  Given such 
low levels of public sector imports, two fundamental questions are whether there is excess 
capacity in the economy, and whether aid has in practice spurred the expansion of the tradable 
sector by enhancing productivity.   

Capacity Constraints 

8.20 There is spare labor in the economy, as reflected in very low informal sector wages.  
There is also spare capital in the manufacturing sector.  As set out in Chapter 1 (section E), 
wages paid to informal sector workers in Uganda are close to the poverty line – strongly implying 
that labor supply in rural areas is ample to meet demand.  It seems unlikely in this setting that 
infrastructure construction projects in rural towns would rapidly bid up real wages in non-
tradeable sectors222.  Using RPED firm-level data for the 1998 and 2002 surveys, capacity 
utilization amongst mainly manufacturing firms in Uganda stood at between 54 and 58 percent.  
This also suggests some scope for increased capacity in the main traded goods sectors, where 
investment levels have also been quite strong223. 

                                                 
222 World Bank (2005) “Uganda: Investment Climate Assessment” 
223 Coefficient of variation measures volatility by assessing the average deviation of the variable away from 
its mean, in relation to the mean. 
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Wages and Productivity 

8.21 We do not find conclusive evidence that wages in the economy are eroding 
competitiveness.  As noted in chapter 1, real unit labor costs between the two firm censuses of 
1989 and 2001/02 did rise faster than per worker output.  However, perhaps as a consequence of 
increased firm efficiency in the face of structural reforms that promoted competition, input costs 
per worker rose more slowly than output, causing profitability in all major sectors to increase.  
Real wages rose fastest in utilities and building and construction, but the rise was in line with 
value added per worker, which also grew fastest in these sectors, fishing and forestry, and 
transport and telecommunications. 

Aid, the Deficit and Macro Volatility 

8.22 Before moving onto aid simulations, it is worth noting that concerns about 
managing the absorption of aid are not limited to the Dutch Disease, but include macro 
volatility.  Whereas we do not investigate the impact of aid volatility on other macro-aggregates, 
evidence pointing to relative aid volatility could be an indication that aid disbursement could 
heighten macroeconomic instability and thus deter growth. In assessing the relative reliability of 
aid in comparison to domestic revenue, we use volatility as measured by the coefficient of 
variation224. The coefficient of variation (CV) is computed as: 

( )[ ] QQQ
T st
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2
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8.23 Where Q  is the variable and Q is its moving average based on time period T.  We use a 
three year moving average.  The calculated CV for tax revenue and aid are represented in Figure 
8-7 below.  It is clear that aid has been more volatile than tax revenue.  Tax revenue seems to 
have been more stable since the early 1990s.  Furthermore, the correlation coefficient between aid 
and tax revenues is 0.66, suggesting that aid could be pro-cyclical.  Regardless of how aid is 
spent, its provision needs to be more predictable and reliable if Government is to depend on it to 
scale up spending. 

                                                 
224 This section draws directly from a background paper for the CEM by Bevan and Adam.  Readers 
seeking details of the model structure should consult Bevan and Adam (2006), “Aid and the Supply Side: 
Public Investment, Export Performance and the Dutch Disease”, World Bank Economic Review, June 
2006.  Recalibrating the model to the latest available Uganda data proved challenging, and one could not be 
fully resolved.  The issues are discussed at length in the authors’ section in the background note defining 
the SAM they used. 
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Figure 8-7: Volatility In Aid and Tax Revenues 
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Source: Mugume (2006) 

8.24 The monetary policy response to aid inflows can itself be a cause of volatility.  In 
Uganda, sterilization measures have increased government expenditure on domestic debt 
servicing, thus reducing the net impact of aid through the government expenditure. This has 
averaged about 4.4 percent of total government spending between fiscal years 1994/5 and 2004/5.  
There has been a gradual increase in domestic debt from an average of about USh 80 billion in 
the fiscal year 1993/4 to about USh 800 billion in 2004/5.   

Exploring the macroeconomic impact of a sustained aid increase through a 
simulation model225 

Introduction and Summary 

8.25 A CGE-type simulation model developed to study possible macroeconomic impacts 
of aid in low-income economies was adopted for Uganda.  Under this study, Adam and Bevan 
updated and recalibrated their model using the new Uganda Social Accounting Matrix.  Their 
simulations assessed the costs and benefits of increased aid absorption in Uganda, focusing on the 
relative effects of the negative impact of real exchange rate appreciation against the positive 
impact of productivity gains from increased infrastructure investment.   

8.26 As a simulation exercise, the work is illustrative; its purpose is to identify issues that 
need to be considered and analyzed through empirical work.  It is not meant to generate 
blueprints for policy.  A simulation model cannot determine whether public capital is in short 
supply relative to private capital.  We have attempted to show in the growth diagnostic that we 
believe it is.  Nor can simulations provide estimates of likely rates of return to additional public 
capital formation – these need to be derived ex-post empirically, and through cost-benefit 
analysis.  What simulations can do is to throw some light on the consequences of using aid to 
finance public capital formation, given assumptions about these two magnitudes.  They can also 
examine how these consequences may depend on the coordination costs and recurrent costs 
associated with the enhanced public capital stock, how these running costs are financed, and 
which aspects of the economy’s functioning are most critical in influencing the outcomes.  

8.27 Under this study, the original Bevan and Adam model was extended to improve its 
treatment of the labor market and public capital, and to explore assumptions about the way 

                                                 
225 Adam and Bevan (2006) 
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the economy is managed.  The labor market is modeled through two closures which are used in 
the simulations.  The first is a fully segmented case, in which there is no migration - the rural 
labor force is insulated from the urban one.  In this case, adverse changes in the demand for rural 
production have very damaging consequences for rural incomes, because productive resources are 
locked in.  In the second closure, rural and urban (unskilled) labor markets are fully integrated; 
labor shifts to maintain the existing pattern of marginal monetary rewards.  These polar cases 
allow us to consider the difference between them, and therefore how important labor markets are 
for aid absorption. 

8.28 Public capital in this new simulation model is differentiated from private capital, 
allowing us to simulate the impact of a relative shortage of each.  The new model uses a 
Cobb-Douglas function of land (rural production only), a labor aggregate, and a capital aggregate.  
Capital is a constant returns constant elasticity of subsitution (CES) function of private and public 
capital. The marginal product of public capital depends primarily on complementarity in the 
capital aggregator (i.e. how low the elasticity of substitution is), and how short the economy is of 
public rather than private capital.  A key insight from making this distinction comes when the 
model simulates how infrastructure recurrent costs of operations and maintenance will be 
financed (the “fiscal closure”).  This can either be by scaling back the initial investment, or by 
increasing the deficit, with the latter “crowding out” private capital. 

8.29 The new model confirms the robustness of the conclusions of previous work by 
Bevan and Adam, but offers two new insights.  First, how the labor market works is very 
important.  An enhanced knowledge of how the labor market functions in Uganda seems 
particularly important.  Second, the way in which the government finances the recurrent costs of 
increased infrastructure matters.  This finding is routed in the assumption that crowding out holds 
– an assumption we contest in the chapter on the financial sector, where we suggest 
intermediation problems intervene to force investors to use their own internally generated funds.  
The model suggests that the relationship between aggregate investment and aggregate savings is 
less important, a finding that requires further research.  Full results are set out in annex 8.2.   

Simulation Conclusions 

8.30 Before setting out the conclusions, it is worth noting some limitations of the model.  
First, the simulations are of a sustained 12.5 percent increase in grant aid over their baseline 
level226, which is assumed to be permanent, to flow predictably, and to be fully absorbed and fully 
spent (in practice Government has been building up foreign reserves by spending but not 
absorbing).  Second, to isolate the effects of the aid increase, the simulation is analyzed against a 
static background counterfactual.  In this artificial world there is a zero-growth equilibrium with 
resource balances.  The international terms of trade are constant, there is no population growth227, 
and no other independent change in net external financing. The only changes in TFP come from 
the learning-by-doing externality assumed for manufacturing exports.  Third, the economy is 
assumed to start from an efficient, full-employment equilibrium; all growth effects are shifts in, 
and movements around the relevant production and consumption frontiers.  

8.31 Conclusion 1: The basic insights of the Adam and Bevan (2006) paper remain 
robust, although assumptions on the labor market determine the extent to which rural 
households benefit.  Re-capping, the basic insights from the previous model were as follows. 

                                                 
226  In contrast, in Uganda at present, the combination of a rapidly growing population with low public 
investment means that the public capital stock in energy and transport will be insufficient to sustain per 
capita output at its current level. 
227For details go to http://www.ugandaroads.com/   
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• First, with an initial scarcity of public infrastructure, where public capital complements 
private capital, there are potentially large medium-term welfare gains from aid-funded 
increases in public investment, despite the short-run Dutch disease effects of aid. 

• Second, these gains and, importantly, their distributional consequences are sensitive to 
the location of productivity effects and the characteristics of demand.  

• Third, the presence of a non-traded goods bias in the aggregate supply response delivers 
the strongest boost to the economy in terms of aggregate growth and investment, welfare, 
and exports.  

• Finally, across most experiments, but particularly when there is a domestic-good (non-
traded) bias in the supply response, rural households do not reap a proportionate income 
gain to the rest of the economy.  In particular, if a domestic bias in productivity is 
combined with a high subsistence requirement in food, the economy as a whole enjoys a 
large supply response that dominates the other cases, but at the cost of falling rural 
incomes and a sharp worsening in the income distribution.   

8.32 Unproductive aid could produce the ‘pure’ Dutch disease effects, arising from the 
pure demand-side effects of aid of real appreciation, reduction in exports and GDP, and 
shift into the non-tradeable sector, which are made even worse by labour rigidities (Table 
1of Annex 8.2).  This closely replicates the ‘unproductive aid’ simulations reported in Adam and 
Bevan (2006).  Aid is fully spent and absorbed, with government spending having no direct 
effects on private or public sector productivity.  The real exchange rate appreciates, reducing the 
returns to exporting and increasing demand and returns to non-traded goods, for which labor 
demand also increases.  Exports contract, with manufacturing exports contracting more than cash 
crop exports, causing real GDP to contract.  This contraction is more severe when the initial 
contraction in export performance triggers an adverse learning-by-doing externality, leading to a 
deterioration of productivity in the non-traditional export sector.  The contrast between columns 
C and D with columns A and B highlights the role of the labor market in determining both the 
macroeconomic and the distributional outcomes.  Labor market rigidities make aggregate growth 
lower, with rural households experiencing a sharper contraction in real incomes as unskilled 
workers in the rural area are unable to take advantage of higher labor demand in the urban sector 
(which, in turn reflects the increased demand for non-tradable services). 

8.33 With aid used to enhance the stock of infrastructure capital, exports and GDP will 
recover as public capital formation (Table 2 in Annex 8.2). The simulation in Table 2 assumes 
constant returns to scale in production, but varies the marginal productivity of public capital by 
changing its complementarity with private capital.  Table 3 allows for increasing returns. The 
increase in potential output is then simulated first as being in favor of exports, and second in 
favor of non-traded goods.  In both cases alternative characterizations of the labor market and 
alternative assumption on learning-by-doing externalities are simulated.  Aid inflows always 
appreciate the export real exchange rate in the short-run, and exports contract accordingly.  
However, as public capital formation increases, total exports, real GDP and incomes recover (See 
Figures 1 and 2).   

8.34 The extent of recovery from short-term Dutch disease effects when aid is used for 
infrastructure depends on the strength of the returns to scale, the nature of productivity 
bias, and the structure of the labor market.  The lower the elasticity of substitution between 
public and private capital, and the higher the returns to scale, the larger the subsequent output 
recovery will be.  Recovery is also stronger when the unskilled labor market is integrated.  When 
productivity effects are neutral between traded and non-traded goods, all households enjoy real 
income gains in the medium term.  Initial gains are largest for unskilled urban labor, inducing 
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significant short run migration (3 percent of the total rural labor force in the short-run) with an 
integrated unskilled labor market. With a segmented unskilled labor market the gains are skewed 
away from the rural economy, as the shift in labor demand from food and cash crops toward 
manufactured goods and services drives real rural wages down (and those for urban unskilled 
workers up).  Recovery in total export performance and real GDP is strongest when productivity 
gains are skewed in favor of the production of domestic goods. This reflects the tendency for 
shifts in the supply of domestic goods to moderate the pressure on the real exchange rate coming 
from the income effect of the aid inflow.  

8.35 Productivity effects are very important, and can offset exchange rate appreciation in 
the medium term.  If infrastructure investments give productivity benefits skewed towards 
exported manufactures, this comes at the expense of traditional exports such as food and cash 
crops. This trade off occurs because increased productivity in manufacturing draws resources out 
of domestic goods production, reinforcing the income effect of the aid inflow so that the real 
exchange rate appreciation is strongest, with correspondingly adverse effects on non-
manufactured exports.  These results reinforce the point that beyond the short run, the real 
exchange rate is not a sufficient statistic for export performance.  Exports grow despite the real 
exchange rate appreciation, in fact in the simulations, direct productivity effects mean that the 
strongest recovery in manufactured exports coexists with the most appreciated real exchange rate.  
The existence of learning-by-doing externalities makes the initial contraction in manufactured 
exports exert more of a drag on recovery.  Hence total export performance in the long run ends up 
lower (down by -0.1 percent on the baseline as opposed to being up by 0.8 percent (see Table 1 
columns C and A). 

8.36 Conclusion 2: Labor market segmentation constrains efficient adjustment to higher 
aid inflows. As theory would suggest, the less integrated are labor markets, the less efficient 
is the reallocation of resources in response to the aid inflow.  Tables 8-1 to 8-3 highlight the 
sensitivity of macroeconomic and distributional outcomes to how the labor market functions.  
Under the assumption of segmented labor markets, the real output response to aid inflows is 
weaker.  This feature is most pronounced when non-neutralities in the productivity effects of 
infrastructure create incentives for large shifts in labor demand (see for example Table 8-3, 
columns D, H and N).  By the same token, segmentation necessarily exacerbates urban-rural 
wage inequalities and so household income inequalities. The differences seem large enough to 
conclude that closer attention to the labor market dynamics is needed.  

8.37 Conclusion 3: How recurrent costs of infrastructure are financed plays an 
important role in balancing incentives for public and private investment.  In the model, the 
government must choose between balancing the desire to increase the public capital stock against 
the costs of crowding out private savings and investment. Two recurrent cost elements need 
financing; the level of operations and maintenance (O&M) and additional labor employed by the 
public sector to operate a larger public capital stock.  The simulations model two financing 
options, called “fiscal closures”. The first is domestic finance through an increase in the ex ante 
fiscal deficit after aid (denoted in the tables as DEF).  In the model this crowds-out private 
saving.  The second option factors the recurrent cost implications of additional public capital 
stock into the initial spending decision; thereby adjusting the additional volume of public capital 
financed from aid.   

8.38 The overall impact on growth depends on whether the country is more lacking in 
public or private capital.  As Table 8-4 illustrates, the choice over financing in the model is a 
choice over crowding out of either public or private capital.  Deficit financing favors public 
capital accumulation, whilst a more balanced budget favors private accumulation. Thus, given 
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that the model is calibrated for a shortage public capital, the recovery from domestic financing 
(Table 8-4 column A versus B and E versus F) outweighs the cost of crowding out private 
investment. 

8.39 The impact on overall employment depends upon whether productivity biases occur 
to traded or non-traded goods.  Additional public employment adds to the fiscal burden of 
scaling up. For export-biased productivity, additional public employment drives up the real wage 
for unskilled labor, further appreciating the real exchange rate.  This depresses exports, especially 
manufactured exports that are relatively intensive in urban labor, and it limits growth.  These 
adverse aggregate effects, especially on the demand for skill-intensive tradable goods, offset any 
direct effects on skilled household incomes that might be expected to accrue to higher public 
employment.  If productivity is biased in favor of non-traded goods, these adverse effects are 
much less marked. Since public sector labor demand is exclusively concentrated in the urban 
economy, the additional demand for urban labor has a relatively mild effect on agricultural 
production and exports.  As a result, the increase in public expenditure is matched by GDP 
growth, so that in the additional fiscal burden is more modest.  

8.40 Conclusion 4: The macro-closure rule appears to have little impact in the long-run. 
There is no significant difference in behavior of the economy under different 
savings/investment closures.  This is an odd result which requires further analysis.  The 
default closure assumes that private investment is determined by savings (from households, 
government and the foreign sector) net of exogenously determined public investment.  The 
alternative (endogenous) closure assumes an independent, return-sensitive aggregate investment 
demand function, with the savings rate of the high-income households adjusting to satisfy 
equilibrium.  These alternatives might be expected to generate quite different paths for the 
economy, especially under the alternative fiscal closures discussed above.  In particular, an 
endogenous savings closure might be expected to modify the crowding-out effects of the deficit-
financing fiscal closure, by ensuring households respond to higher returns on private capital by 
raising their savings rate, increasing private investment, and hence increasing growth.   

8.41 Conclusion 5: Gestation lags in public capital formation and learning-by-doing 
externalities may combine to significantly prolong adverse Dutch disease effects. Table 8-5 
and Figures 3 and 4 illustrate the effects of assuming longer gestation lags between public 
investment and the point at which the increased public capital stock becomes operational.  Longer 
gestation lags prolong the short-run adjustment, marginally more so in the export-biased case.  
The learning-by-doing externality serves to further lengthen the adjustment, but its effects are 
weak.  Over time, as exports recover and the export contraction recedes, the adverse effects of the 
learning by doing externality will weaken, and will eventually begin to work in the economy’s 
favor.  

8.42 Conclusion 6: A higher tradable share in public infrastructure investment slightly 
moderates adverse Dutch-disease effects over the short run. The higher is the tradable intensity of 
public investment, the more diluted is the spending effect from the aid inflow.  Table 8-6 
illustrates the effect of changing the tradable-goods intensity of public investment. We compare 
three cases.  The first, referred to as ‘neutral’ assumes that the production of a unit of public 
capital requires equal proportions of non-tradables (for example construction services) and 
tradables (machinery and materials).  This ‘neutral’ mix is roughly in line with capital 
composition requirements in the private sector.  We then contrast this with the case where public 
capital formation is intensive in non-tradables, so that the tradable to non-tradable ratio is 20:80, 
and with the case where the intensity is reversed (80:20).  The initial contraction in exports is less 
severe, and the recovery more rapid when investment is in tradeables.  These simulations are 
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based on the assumption that the spending composition of public expenditure is independent of 
productivity effects of public capital.  This is an empirical question; in reality it may not be 
possible to alter the composition of capital formation without altering the nature and hence 
productivity potential of the capital that is being constructed. 

Implications and Recommendations 

• We find no evidence to conclude that Uganda is suffering from Dutch Disease.  Concerns 
about Dutch disease are valid, and officials should monitor symptoms. 

• However, Government of Uganda should not let concerns about managing aid become a 
justification for turning it down.  In this context, and in considering fiscal space, 
Government should review the fiscal consolidation strategy. 

• Instead of turning down aid, Government should seek to use aid increasingly for 
infrastructure projects with high productivity benefits for the domestic economy, low 
gestation lags, and a high import content (without jeopardizing value for money by opting 
for imported technology if this is not least cost). 

• Every effort should be made to make aid disbursements more predictable. 

• Government should be wary that an infrastructure scale up does not increase inequality.  
Investing in rural growth centers, and seeking to employ construction workers for public 
works from the local economy (rather than through outside contractors) could help, by 
stimulating rural demand. 
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ANNEXES 

NOTES ON SUB-SECTOR SPECIFIC STRATEGIES 

 
Roads 

GoU has developed a 10-year Road Sector Development Program (RSDP 1996/7 to 2005/06) for 
the national road network.  The specific objectives of RSDP, which was endorsed by participating 
donors in November, 1996, are the following: 

(i) Provision of an efficient, safe and sustainable road network to support market integration 
and poverty reduction; 

(ii) Improvement of road administration managerial and operational efficiency; 
(iii) Development of the domestic construction industry. 
 
In pursuing these objectives, MoWHC has, among other things, embarked on a program of 
institutional reform based on commercializing/contracting-out technical services.  Through these 
reforms, the executive functions of managing the national road network will be transferred from 
MoWHC to the planned Road Agency.  Already the transitional RAFU is managing the Road 
Development Program and other projects.  Many functions from other transportation and 
communications sub-sectors have been privatized or are being transferred.  The most significant 
function still to be transferred is management of the national road maintenance program. 
Ultimately, the residual MoWHC will be reorganized to deal with policy, regulatory and 
monitoring functions. 
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NOTES ON SUB-SECTOR SPECIFIC INSTITUTIONAL ASPECTS  

Transport Sector 

The transportation sector is part of the Ministry of Works, Housing and Communications 
(MoWHC), formerly Ministry of Works, Transportation and Communications.  There are three 
major divisions within the transportation sector: roads, now under the Roads Agency Formation 
Unit – RAFU; railways (also including the internal marine services), currently transporting goods 
only; and air transportation overseen by the Uganda Civil Aviation Authority. 
 
RAFU was established in September 1998 to manage the implementation of the Road Sector 
Development Program (RSDP).  Following advice from the World Bank, it was created within 
MoWHC as a semi-autonomous unit which would evolve into and pave the way for an 
autonomous Road Agency/Authority.228  The specific objectives of RAFU are: 

(i) The proper and efficient co-ordinating, monitoring and strategic programming of all 
RSDP functions; 

(ii) The efficient implementation of RSDP road network improvement, maintenance and 
capacity building projects from inception to completion; 

(iii) The creation of a small, efficient, highly professional, performance-oriented organization 
to be a nucleus for and evolve into a Road Agency. 

 
The program for achieving the Ministry’s goals and fulfilling RAFU’s objectives entails the 
following integrated elements: 

• Maintenance of the existing road network to agreed standards with capacity improvement 
to ease congestion; 

• Strengthening of weak pavement; 
• Upgrading the surface of selected links from gravel to tarmac (paved roads); 
• Upgrading selected district (feeder) roads to trunk (national) roads; 
• Improved road safety and environmental protection; 
• Ensuring value for money in the design and construction of highway infrastructure. 

 

Water and Sanitation Sector -- 

Water and sanitation programs and activities bring together a number of ministerial departments 
and non-governmental organizations. The main institutions responsible for the sector include: 

1. Ministry of Water, Lands and Environment (MWLE); responsible for formulating national 
policies, and for setting national standards. There are two vital non-governmental 
institutions under this Ministry. 
a.    Directorate of Water Development (DWD), the lead agency responsible for managing 

water resources, water guidance, co-coordinating and regulating all water and 
sanitation activities, as well as provision of support services to local governments and 
other service providers. 

b. National Water and Sewerage Services (NWSC), an autonomous corporate organization 
that is responsible for delivery of water and sewerage services to 16 large urban 
centers. NWSC is running a three-year Performance Contract with the Government of 
Uganda, effective July 2003. NWSC issues Area Management Contracts for the 16 
urban areas in which it operates (including Kampala). The role of NWSC is mainly 
supervisory. 

                                                 
1 UCOM comprises three companies: M/S Telecel of Switzerland, Detecon of Germany and Orascom of 
Egypt 
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2.  Ministry of Health is mandated to provide household sanitation services and promote 
hygiene. 

 
3.  Ministry of Education and Sports is responsible for providing school sanitation services and 

promoting hygiene. 
 
4.  District councils co-ordinate rural water and sanitation activities at the local level 
 
5.  Town councils co-ordinate urban water and sanitation activities in the smaller towns 

managed by NWSC, either directly or working with private sector service providers. 
 
Power 
 
Prior to 2001, the national utility company Uganda Electricity Board (UEB) monopolized the 
electricity sub-sector. With effect from 31st March 2001, the assets, liabilities and operations of 
Uganda Electricity Board were transferred to separate limited liability companies for generation, 
transmission and distribution. The separation reflected the strategy detailed in the Government’s 
June 1999 Power Sector Reform and Privatization Strategic Plan, and was implemented in 
accordance with the provisions of the 1999 Electricity Act and the 1993 PERD Statute (as 
amended). 

The successor companies are registered in accordance with the Companies Act under the 
following names. Uganda Electricity Distribution Company (UEDCL) Ltd owns and operates the 
grid connection electricity supply infrastructure operating at 33kV and below. Uganda Electricity 
Transmission Company (UETCL) Ltd owns and operates the electricity transmission 
infrastructure above 33kV. Uganda Electricity Generation Company (UEGCL) Ltd owns and 
operates the Kiira and Nalubale hydroelectric power stations. The three UEB successor 
companies are regulated by the Electricity Regulatory Authority (ERA) in accordance with the 
1999 Electricity Act. The Regulator issued four licenses in May 2001: 

a) System Operator 
b) Bulk Power Supply (UEGCL) 
c) Operation of High Voltage Transmission (UETCL) 
d) Power Export and Import (UEDCL) 
 
The ultimate shareholding of the three companies is the Government of Uganda, through the 
Minister of Finance, Planning and Economic Development and the Minister of State for Finance 
(Privatization). The shareholding is worth Ug. Shs 1,000, with each Ministry having fully paid 
Ug. Shs 500 and owning 50 percent stake in the companies. 

The Minister in charge of Finance, Planning and Economic Development appoints the Boards of 
Directors for the three companies. The Ministry delegates the prime responsibility of checking on 
the companies to the Utility Reform Unit. The Boards of Directors also report to the Minister of 
Energy and Mineral Development who provides policy guidelines in the energy sector. 

In February 2003, UEGCL signed a concession and assignment agreement with Eskom Uganda 
Limited to lease its operations within 90 days from 12 February 2003, to Eskom Uganda Limited, 
for the period of twenty years. 

In May 2004, the Government of Uganda sold UEDCL to a U.K.- South African consortium, 
under the name Umeme Ltd. The consortium comprises the Commonwealth Development 
Corporation (CDC) subsidiary Globeleq Ltd and South Africa’s Eskom Enterprises Ltd, and will 
run the business over the next 20 years leasing the assets from Government during that time.  
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In addition to UEGCL, the Regulatory Authority has licensed 8 other companies as independent 
power providers. Listed below, the first three companies have other business undertakings apart 
from power generation. Please note that the listed companies are only licensed, some may not yet 
be involved in generation. The capacities listed below are what the companies have stated  

a) Kasese Cobalt Company Ltd: 9.0 MW 
b) Kakira Sugar Works (U) Ltd: 7.0 MW 
c) Kilembe Mines Ltd: 5.0 MW 
d) The West Nile Rural Electrification Company (WENRECO): 3.5 MW 
e) Kisiizi Hospital: 250 kW 
f) Hydro-Hydromax Ltd: 10 MW  
g) Mt Elgon Hydro Electric Company: 10 MW 
h) Bushenyi, Rukungiri and Kanungu- Uganda Rural Electrification Company Ltd 5.5 MW 

 
Telecommunications 
 
Until 1998, the state-run Uganda Posts and Telecommunications Ltd (UPTC) dominated the 
telecommunications sector. UPTC Ltd has since been divested into three companies; Uganda Post 
Ltd, Post Bank (U) Ltd and Uganda Telecom Ltd (UTL) with the enactment of the Uganda 
Communications Act. The Act established the Uganda Communications Commission as the new 
sector regulator. In June 2000 Uganda Telecom Ltd was privatized with government retaining 49 
percent shareholding, and a consortium known as UCOM1 attaining majority 51 percent 
shareholding. Two telecommunications companies, Mobile Telephone Network (MTN) and 
CELTEL Uganda Ltd have joined the telecommunications sector over the last seven years. 
Internet Access Service Providers, commonly known as ISPs provide Internet access (dial up, 
wireless, and leased line/frame relay) to premises or their clients (businesses, organizations or 
individuals). Currently, there are 17 licensed ISPs in Uganda.  
 
The Communications Act of 1997 provided for two ‘National Telephone Operators’, a duopoly 
that was designed to give incentives to private investors in the sector. The two operators were 
UTL and MTN. The arrangement entailed that some services like fixed telephone line and VSAT 
international gateways would only be provided by the two operators for a period of 5 years, 
starting in July 2000. However, UCC has issued third party private network licenses for four 
other private telecommunications companies2. These companies are now licensed to provide 
private voice and data services for businesses and organizations, as a Third Party Private Network 
service.  
 
With the exception of category fixed telephony and cellular, all the other telecommunications 
sub-sectors are totally in the hands of the private sector. 

                                                 
2 The four companies are: International Telecom Ltd, Afsat Communications (U) Ltd and Pan African 
Communications Network (U) Ltd.  
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Share of Infrastructure Sectors in the Poverty Action Fund (1999-2004) 

 

PAF 
Total 

Water & 
Sanitation 

Rural 
Roads 

Primary 
Education 

Primary 
Health 

Others 
(e.g. 

Agriculture, 
Governance) 

 

U.sh bn  
(real 

1997/98 
prices) 

Share on Real Totals (%) 

1999/00 283.2 5.8 8.2 70.4 6.4 9.2 
2000/01 398.1 8.0 7.0 57.6 13.0 14.4 
2001/02 563.9 7.9 6.2 48.4 18.6 18.8 
2002/03 603.1 7.9 5.6 46.1 20.9 19.5 
2003/04 622.0 7.1 6.0 45.1 20.2 21.6 
2004/05 624.6 6.9 4.9 45.0 21.1 22.1 

Infrastructure Spending realized through Parastatals & PPPs (2000-04) 

 

Sh '000 unless otherwise indicated 2000 2,001 2,002 2,003 2,004

Total Spending 55,566,430   893,250,694    371,493,767  263,320,439   257,143,977   

Gross investment 2,703,742        728,642,171       72,111,387      36,435,234        65,076,688        
Electricty 723,772,043 51,966,594 21,788,103 56,892,402

Uganda Electricity Board (UEB) 5,991,066 222,106
Uganda Electricity Generation Company Limited 629,280,056 32,995,684 7,273,855 40,441,152
Uganda Electricity Transmission Company Limited 88,500,921 2,648,867 2,063,248 1,085,473
Uganda Electricity Distribution Company Limited (UEDCL) 16,099,937 12,451,000 15,365,777

Transport 2,703,742 4,440,998 16,037,479 6,084,249
Uganda Railways Corporation (URC) 1,471,314 1,245,320 854,924
Civil Aviation Authority 1,232,428 3,195,678 15,182,555 6,084,249

Communications 429,130 217,330 2,354,217 317,598
Uganda Communication Commission 429,130 217,330 2,354,217 317,598

Water Supply 3,889,985 6,208,665 7,866,688
National Water and Sewerage Corporation (NWSC) 3,889,985 6,208,665 7,866,688

Recurrent Expenditure 52,862,688      164,608,522       299,382,380    226,885,205      192,067,290      
Electricty 101,364,197 203,099,528 160,817,990 151,733,278

Uganda Electricity Board (UEB) 54,901,131 8,093,513
Uganda Electricity Generation Company Limited 3,714,452 6,997,214 2,495,106 2,080,932
Uganda Electricity Transmission Company Limited 42,748,614 62,050,069 46,111,197 38,642,304
Uganda Electricity Distribution Company Limited (UEDCL) 125,958,732 112,211,687 111,010,042

Transport 50,560,877 59,707,147 62,125,780 27,915,493
Uganda Railways Corporation (URC) 34,785,985 42,251,274 41,046,927
Civil Aviation Authority 15,774,892 17,455,873 21,078,853 27,915,493

Communications 2,301,811 3,537,179 5,119,377 6,552,627
Uganda Communication Commission 2,301,811 3,537,179 5,119,377 6,552,627

Water Supply 29,037,694 31,599,095 40,334,012
National Water and Sewerage Corporation (NWSC) 29,037,694 31,599,095 40,334,012

Source: Office of the Auditor General, processed
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ANNEXES FROM CHAPTER 2 

Annex 2. 1: Determinants of on-farm diversification 

Random-effects GLS regression Number of obs 1780 
Group variable (i): dist Number of groups 29 
R-sq:  within 0.2230 Obs per group: min  17 
Between 0.2677 avg  61.4 
overall 0.2217 max   193 
Random effectsu_i ~ Gaussian Wald chi2(25)      = 726.44 
corr(u_i, X) = 0 (assumed) Prob > chi2        = 0.00 

Ln(Div) Coef. Std. Err. z P>z 
nparcel 0.04 0.01 2.63 0.008 
lnarea 0.34 0.02 16.00 0.000 
highpopden 0.14 0.05 2.76 0.006 
lndistkm 0.05 0.02 2.16 0.030 
highmrktacc 0.06 0.05 1.05 0.295 
sellonfarm 0.20 0.08 2.63 0.009 
lnmktdist 0.01 0.01 2.21 0.027 
mhead -0.10 0.06 -1.75 0.080 
lnage 0.06 0.06 0.97 0.330 
lnedu 0.04 0.05 0.93 0.354 
lnhhsize -0.01 0.04 -0.22 0.825 
lnwealth -0.02 0.02 -0.73 0.463 
radio -0.01 0.05 -0.23 0.817 
bicycle 0.00 0.04 -0.02 0.988 
mobile -0.05 0.10 -0.49 0.624 
droughtdam -0.24 0.07 -3.53 0.000 
diseasedam -0.19 0.10 -1.93 0.054 
waterdam 0.08 0.16 0.48 0.630 
pestdam -0.29 0.07 -4.08 0.000 
othweathdam -0.01 0.18 -0.06 0.948 
otherdam -0.51 0.23 -2.21 0.027 
acl1 -1.07 0.31 -3.41 0.001 
acl2 -1.19 0.31 -3.88 0.000 
acl3 -1.13 0.31 -3.61 0.000 
acl4 -0.92 0.31 -2.92 0.004 
acl5 -1.24 0.32 -3.89 0.000 
acl6 -1.05 0.31 -3.37 0.001 
_cons (dropped)    
sigma_u 0.1439    
sigma_e 0.7196    
rho 0.0384 (fraction of variance due to u_i) 
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Annex 2. 2: Determinants of Proportion of farm area under crop groups 

Variable Pcash Pcereals Plegumes Proots Pbanana 

nparcel 0.111 0.259 -0.036 0.279 0.017 
z 1.510 2.720 -0.330 3.060 0.190 

prob>|z| 0.131 0.007 0.745 0.002 0.848 
lnarea 1.237 0.840 1.396 0.469 0.913 
  10.580 5.660 8.110 3.190 6.720 
  0.000 0.000 0.000 0.001 0.000 
highpopden 0.736 1.205 1.067 -1.236 0.481 
  2.670 3.230 2.550 -3.790 1.420 
  0.008 0.001 0.011 0.000 0.156 
lndistkm 0.037 0.016 0.100 -0.188 0.156 
  0.310 0.100 0.540 -1.360 1.030 
  0.760 0.924 0.587 0.173 0.302 
highmrktacc 0.934 0.225 0.672 -0.775 1.097 
  3.270 0.570 1.530 -2.320 3.060 
  0.001 0.569 0.125 0.020 0.002 
sellonfarm 2.869 -1.788 -0.153 1.929 2.456 
  6.870 -3.180 -0.240 3.930 4.800 
  0.000 0.002 0.809 0.000 0.000 
lnmktdist 0.188 -0.189 -0.075 0.215 0.095 
  6.850 -5.030 -1.770 6.740 2.770 
  0.000 0.000 0.076 0.000 0.006 
mhead 0.815 -0.603 -1.121 -1.306 -0.001 
  2.480 -1.470 -2.330 -3.110 0.000 
  0.013 0.142 0.020 0.002 0.998 
lnage 0.956 -1.349 -1.070 -0.119 1.436 
  2.980 -3.360 -2.280 -0.290 3.900 
  0.003 0.001 0.023 0.770 0.000 
lnedu 0.231 0.740 1.001 -0.095 0.210 
  0.910 2.320 2.690 -0.300 0.720 
  0.363 0.020 0.007 0.767 0.473 
lnhhsize -0.326 0.337 0.020 0.843 -0.465 
  -1.460 1.200 0.060 2.980 -1.810 
  0.144 0.229 0.952 0.003 0.070 
lnwealth -0.287 -0.246 -0.509 -0.261 0.143 
  -2.280 -1.550 -2.750 -1.640 0.980 
  0.023 0.121 0.006 0.101 0.327 
radio -0.153 0.176 0.709 0.213 -0.103 
  -0.580 0.540 1.850 0.640 -0.340 
  0.559 0.589 0.064 0.524 0.731 
bicycle 0.396 0.161 -0.019 -0.438 -0.090 
  1.600 0.520 -0.050 -1.410 -0.320 
  0.109 0.605 0.959 0.160 0.752 
mobile -0.841 -0.880 -0.837 1.451 -0.258 
  -1.530 -1.270 -1.040 2.090 -0.410 
  0.126 0.203 0.299 0.037 0.684 
droughtdam -1.256 1.083 0.724 -2.236 -1.268 
  -3.300 2.280 1.300 -4.630 -2.900 
  0.001 0.023 0.193 0.000 0.004 
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Variable Pcash Pcereals Plegumes Proots Pbanana 
diseasedam 2.431 -3.216 -2.470 0.284 -0.745 
  4.470 -4.720 -3.100 0.410 -1.190 
  0.000 0.000 0.002 0.680 0.233 
waterdam -1.938 0.249 3.607 -0.846 -3.605 
  -2.110 0.220 2.690 -0.720 -3.430 
  0.035 0.828 0.007 0.471 0.001 
pestdam -1.276 -0.831 -1.556 -3.285 0.733 
  -3.200 -1.660 -2.670 -6.510 1.600 
  0.001 0.096 0.008 0.000 0.110 
othweathdam 0.008 1.138 1.231 -0.209 0.735 
  0.010 0.920 0.850 -0.160 0.650 
  0.993 0.357 0.395 0.869 0.517 
otherdam -0.905 2.392 -3.585 -0.990 -0.518 
  -0.690 1.470 -1.880 -0.590 -0.350 
  0.488 0.140 0.060 0.553 0.728 
acl1 -3.783 5.031 1.130 0.000 -14.745 
  -5.940 4.670 0.440 . -7.280 
  0.000 0.000 0.659 . 0.000 
acl2 -3.909 2.945 -1.910 3.207 -16.017 
  -6.720 2.930 -0.760 6.940 -8.030 
  0.000 0.003 0.447 0.000 0.000 
acl3 -1.823 2.329 -0.953 2.913 -15.140 
  -3.190 2.290 -0.370 6.540 -7.490 
  0.001 0.022 0.709 0.000 0.000 
acl4 -2.517 3.615 1.639 -3.077 -14.688 
  -4.300 4.470 0.640 -5.020 -7.160 
  0.000 0.000 0.523 0.000 0.000 
acl5 0.000 0.000 0.113 -3.610 -14.898 
  . . 0.040 -5.550 -7.100 
  . . 0.965 0.000 0.000 
acl6 -3.821 2.796 0.464 -0.700 -13.745 
  -6.430 2.590 0.180 -1.340 -6.820 
  0.000 0.010 0.855 0.181 0.000 
_cons -8.465 -4.499 0.000 -1.356 0.000 
  -4.870 -1.950 . -0.620 . 
  0.000 0.052 . 0.533 . 
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Annex 2. 3: Determinants of Proportion of Output Marketed 

Tobit estimates   Number of obs 9137 
   LR chi2(63) 2055.73 
   Prob > chi2 0 
   Pseudo R2 0.0532 
Log likelihood = -18306.658        

Ln(Crop Share Marketed) Coef. Std. Err. t P>t  
cereals 5.04 2.28 2.21 0.027 
legumes 1.01 2.27 0.45 0.655 
roots -7.50 2.30 -3.27 0.001 
vegetables 22.26 2.92 7.62 0.000 
fruits -5.97 2.82 -2.12 0.034 
banana -0.17 2.23 -0.08 0.938 
cashcrop 24.77 2.33 10.62 0.000 
acl1 -3.34 3.72 -0.90 0.371 
acl2 -6.86 3.50 -1.96 0.050 
acl3 -6.77 3.75 -1.80 0.071 
acl4 -8.29 1.74 -4.77 0.000 
acl6 1.33 3.90 0.34 0.733 
radio -0.55 0.66 -0.82 0.410 
bicycle 0.88 0.62 1.42 0.157 
mobile -1.78 1.32 -1.35 0.179 
highmrktacc 0.20 0.86 0.23 0.815 
highpopden -0.19 0.81 -0.24 0.813 
sellonfarm 1.30 1.27 1.02 0.306 
lnmrktdist 0.23 0.10 2.29 0.022 
lndistkm 0.67 0.36 1.86 0.063 
mhead -1.20 0.80 -1.49 0.136 
lnage -5.58 0.84 -6.66 0.000 
lnedu 0.06 0.65 0.08 0.932 
lnhhsize -2.94 0.57 -5.16 0.000 
lnarea 3.71 0.28 13.25 0.000 
lnwealth 0.50 0.32 1.57 0.116 
credit 1.80 0.51 3.54 0.000 
lnyieldv 1.40 0.15 9.26 0.000 
season -1.47 0.47 -3.12 0.002 
droughtdam -2.72 0.71 -3.81 0.000 
diseasedam -1.84 0.91 -2.01 0.044 
waterdam -4.17 1.41 -2.96 0.003 
pestdam -2.35 0.70 -3.38 0.001 
othweathdam -0.74 1.64 -0.45 0.653 
otherdam -4.73 2.43 -1.94 0.052 
_cons 2.21 6.82 0.32 0.746 
_se 18.789 0.264 Ancillary parameter 
Obs. summary: 5628 left-censored observations 
  3509 uncensored observations 
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Annex 2. 4: Determinants of Farm production value 

Random-effects GLS regression Number of obs = 9936 
Group variable (i): lc1code Number of groups= 94 
R-sq:  within 0.3303 Obs per group: min= 20 
Between 0.6559 Avg= 105.7 
Overall 0.3642 Max= 197 
Random effects u_i ~ Gaussian Wald chi2(44)= 5048.36 
corr(u_i, X) = 0 (assumed) Prob > chi2= 0 
Ln (Farmprodv) Coef. Std. Err. z P>z 
season 0.04 0.03 1.11 0.265 
mix -0.18 0.04 -4.33 0.000 
lnahhsize 0.03 0.04 0.72 0.469 
lnarea 0.31 0.02 15.39 0.000 
iseed 0.19 0.05 3.67 0.000 
nat 0.33 0.07 4.45 0.000 
chem 0.25 0.16 1.54 0.122 
irrigate -0.07 0.19 -0.36 0.719 
lnfcapital 0.02 0.01 1.46 0.143 
lnage 0.06 0.06 0.97 0.330 
lnedu 0.20 0.05 4.19 0.000 
mhead 0.01 0.06 0.17 0.863 
droughtdam -0.26 0.05 -4.86 0.000 
diseasedam -0.09 0.07 -1.30 0.193 
waterdam -0.10 0.10 -0.95 0.340 
pestdam 0.03 0.05 0.59 0.558 
othweathdam -0.42 0.12 -3.43 0.001 
otherdam -0.57 0.16 -3.52 0.000 
mulching 0.12 0.05 2.24 0.025 
slashburn 0.11 0.04 2.44 0.015 
zerotill 0.25 0.12 2.15 0.032 
compost -0.02 0.04 -0.51 0.608 
beans -0.55 0.06 -8.64 0.000 
gnut -0.32 0.10 -3.30 0.001 
maize -0.50 0.06 -7.85 0.000 
millet -1.99 0.12 -16.83 0.000 
sorghum -2.15 0.12 -17.88 0.000 
ipotato 1.88 0.14 13.71 0.000 
spotato 1.62 0.07 21.66 0.000 
matoke 1.97 0.06 31.70 0.000 
matokeb 0.39 0.10 3.99 0.000 
matokes 0.01 0.12 0.10 0.921 
coffeer -0.68 0.10 -7.18 0.000 
coffeea -1.13 0.11 -10.12 0.000 
lnpartime -0.01 0.00 -4.93 0.000 
highmrktacc 0.41 0.09 4.44 0.000 
lnpopden -0.18 0.04 -4.47 0.000 
credit -0.02 0.04 -0.45 0.653 
extapplied 0.17 0.04 3.80 0.000 
acl1 0.69 0.19 3.66 0.000 
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Random-effects GLS regression Number of obs = 9936 
Group variable (i): lc1code Number of groups= 94 
R-sq:  within 0.3303 Obs per group: min= 20 
Between 0.6559 Avg= 105.7 
Overall 0.3642 Max= 197 
Random effects u_i ~ Gaussian Wald chi2(44)= 5048.36 
corr(u_i, X) = 0 (assumed) Prob > chi2= 0 
Ln (Farmprodv) Coef. Std. Err. z P>z 
acl2 0.24 0.17 1.38 0.168 
acl3 0.62 0.16 3.89 0.000 
acl5 0.18 0.21 0.86 0.387 
acl6 0.20 0.18 1.14 0.254 
_cons 8.30 0.40 20.77 0.000 
sigma_u 0.355    
sigma_e 1.691    
rho 0.042 (fraction of variance due to u_i) 
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Annex 2. 5: Adoption of Improved Seeds (NSDS) 

Probit estimates 
Number 
of obs = 8935 

   
LR 
chi2(39) = 590.18 

   
Prob > 
chi2 = 0 

Log likelihood 
= 

-
4732.944 

Pseudo 
R2 = 0.0587 

iseed Coef. Std. Err. z P>z 
apcred 0.25 0.06 4.46 0.000 
parsati 0.15 0.12 1.31 0.190 
nosati -0.06 0.09 -0.60 0.551 
crnotapp -0.02 0.04 -0.46 0.642 
roadmur -0.18 0.08 -2.20 0.028 
roadfeed -0.18 0.07 -2.37 0.018 
roadcom -0.26 0.07 -3.52 0.000 
lnroadkm1 0.00 0.00 -1.83 0.068 
extvisit12m 0.60 0.04 14.65 0.000 
naads1 0.05 0.01 3.26 0.001 
animal 0.03 0.04 0.71 0.478 
fish 0.17 0.14 1.21 0.226 
lncland 0.09 0.02 4.77 0.000 
lnadults 0.08 0.04 2.29 0.022 
male 0.06 0.04 1.40 0.162 
lnage -0.07 0.05 -1.62 0.104 
nmatooke 0.09 0.03 2.58 0.010 
nmaize 0.08 0.04 2.13 0.033 
nccer 0.01 0.03 0.40 0.686 
ngnut 0.03 0.04 0.86 0.390 
nbean -0.01 0.04 -0.30 0.762 
npot -0.04 0.04 -1.03 0.305 
ncassava -0.08 0.04 -2.23 0.026 
nrice 0.04 0.07 0.56 0.572 
nsimsim -0.12 0.06 -2.07 0.038 
norange -0.03 0.06 -0.55 0.582 
npineapple 0.05 0.06 0.83 0.407 
nmango 0.05 0.04 1.28 0.201 
ncabbage 0.14 0.06 2.38 0.018 
ntomato 0.14 0.05 2.84 0.004 
ncotton 0.15 0.06 2.55 0.011 
ncoffee 0.11 0.04 2.59 0.009 
ntea -0.14 0.18 -0.80 0.424 
ntobacco 0.03 0.07 0.47 0.638 
ncattle 0.03 0.05 0.61 0.543 
ngoat 0.04 0.04 0.99 0.320 
npig -0.09 0.04 -2.11 0.035 
npoultry 0.07 0.04 1.91 0.056 
nmilk 0.05 0.05 0.86 0.391 
_cons -0.66 0.19 -3.54 0.000 
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Annex 2. 6: Adoption of Modern Inputs (NSDS) 

Probit estimates 
Number 
of obs = 8680 

   
LR 
chi2(39) = 1892.23 

   
Prob > 
chi2 = 0 

Log likelihood 
= -5070.375 

Pseudo 
R2 = 0.1573 

input Coef. Std. Err. z P>z 
apcred 0.34 0.06 5.87 0.000 
parsati -0.09 0.13 -0.70 0.481 
nosati -0.04 0.10 -0.38 0.707 
crnotapp 0.16 0.04 4.01 0.000 
roadmur -0.24 0.09 -2.82 0.005 
roadfeed -0.24 0.08 -3.05 0.002 
roadcom -0.28 0.08 -3.63 0.000 
lnroadkm1 0.00 0.00 0.17 0.863 
extvisit12m 0.80 0.05 17.28 0.000 
naads1 0.07 0.01 5.17 0.000 
animal 0.36 0.04 9.89 0.000 
fish 0.01 0.14 0.07 0.944 
lncland 0.09 0.02 5.00 0.000 
lnadults 0.04 0.04 1.22 0.223 
male 0.12 0.04 3.04 0.002 
lnage -0.17 0.04 -3.83 0.000 
nmatooke 0.15 0.03 4.40 0.000 
nmaize 0.10 0.04 2.85 0.004 
nccer 0.04 0.03 1.29 0.198 
ngnut 0.07 0.03 2.10 0.036 
nbean -0.02 0.04 -0.50 0.618 
npot -0.07 0.04 -2.00 0.046 
ncassava -0.19 0.03 -5.36 0.000 
nrice 0.14 0.07 2.04 0.042 
nsimsim -0.31 0.05 -5.70 0.000 
norange 0.01 0.06 0.15 0.878 
npineapple -0.04 0.06 -0.73 0.468 
nmango 0.07 0.04 1.54 0.123 
ncabbage 0.22 0.06 3.46 0.001 
ntomato 0.21 0.05 4.21 0.000 
ncotton 0.40 0.06 6.86 0.000 
ncoffee 0.16 0.04 3.91 0.000 
ntea 0.16 0.18 0.91 0.360 
ntobacco -0.15 0.07 -2.14 0.033 
ncattle 0.45 0.05 9.22 0.000 
ngoat -0.06 0.04 -1.67 0.095 
npig -0.06 0.04 -1.48 0.139 
npoultry 0.15 0.03 4.24 0.000 
nmilk 0.21 0.06 3.68 0.000 
_cons 0.06 0.18 0.33 0.745 
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Annex 2. 7: Share of Produce Prices in Export Prices 
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ANNEXES FROM CHAPTER 8 

Annex 8.1: Emprical Test For Aid and Dutch Disease 
 
Granger Causality Tests: 
 
Causality in the sense defined by Granger (1969) is said to exist if a variable tX , in this case Aid 

and REER, helps to improve the forecasts of another variable tY , in this case exports and imports. 

Denoting by Ω+htY  the optimal −h step forecast of tY  at origin t  based on the set of all the 

relevant information in the universe tΩ , we may define tX  to be Granger-non causal for tY  if 

and only if Ω=Ω ++ htht YY \{ }tsstX ≤,
229, .,.........2,1=h (1) 

Thus, tX is not causal for tY  if removing the past of tX  from the information set does not 

change the optimal forecast horizon. In turn, tX , is Granger-causal for tY , if (1) does not hold 

for at least one ,h and thus a better forecast of tY  is obtained for some forecast horizon by 

including the past of tX in the information set. If tΩ contains past values of tY  and tX  only, i.e. 

( ){ },, ,, tsXY ststt ≤′=Ω and ( )′tt XY , is generated by a bivariate ( )pVAR  process of the form 

t
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   (2) 

then (1) is equivalent to pii ......,,.........1,0 ==β  

In other words, tX  is not Granger-causal for tY if its lags do not appear in the tY equation. 

Analogously, tY is not Granger-causal for tX  if the lags of the former variable do not enter the 

second equation. 
 
The general causal model, which is a modification of Granger (1969), suggested by Sargent 
(1976) can be written as:   
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229 The symbol A \ B denotes the set of all elements of a set A not contained in the set .B  
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In this analysis we use monthly data for the period, 1994-2005. The VAR is used to test the 
hypotheses that 0=jβ , 0=iδ , ,0=jψ 0=jφ , 0=iθ . This test in only valid when the 

variables in the equations are Integrated of order 0 i.e. stationary. Tests for the order of 
integration indicates that all the variables are integrated of order one and we therefore difference 
them. We include a measure of exchange rate volatility, GARCH measured volatility 
(GARCH01) on the basis that uncertainty induced by exchange rate movements could deter 
exporting. The measure of exchange rate volatility we use is the GARCH approach, which 
distinguishes not only between predictable and unpredictable components of the exchange rate, 
but also allows the variance of the unpredictable element to be conditional upon the time period. 
We first determine an optimal lag length using Wald lag exclusion test whose results are 
appended. The optimal lag selected using this test is 10. Using this approach, the summary results 
reported below reject the Granger causality between aid and REER or IRER and therefore 
appears to reject the Dutch disease hypothesis. In other words, the causality test seems to indicate 
that aid flows are not Granger causal for exports. However, REER is Granger-causal for exports 
at about 8 percent level of significance whilst IRER is Granger causal for Exports and causality is 
two way. The exchange rate volatility is Granger causal for exports at about 6 percent level of 
significance. Overall despite some controversies on the differences between IRER and REER, 
there is no evidence that pointing to the Dutch disease hypothesis. 

 

Pairwise Granger Causality Tests 
Sample: 1994M07 2005M06  

Lags: 10   

  Null Hypothesis: Obs F-Statistic Probability 

  DLGRAID does not Granger Cause DLGREERS 121  0.97725  0.46805 

  DLGREERS does not Granger Cause DLGRAID  0.58532  0.82255 

  DLGREXPS does not Granger Cause DLGREERS 121  1.13067  0.34729 

  DLGREERS does not Granger Cause DLGREXPS  1.74626  0.08070 

  GARCH01 does not Granger Cause DLGREERS 121  0.98705  0.45971 

  DLGREERS does not Granger Cause GARCH01  0.90395  0.53264 

  DLGREXPS does not Granger Cause DLGRAID 121  0.63060  0.78451 

  DLGRAID does not Granger Cause DLGREXPS  0.38300  0.95145 

  GARCH01 does not Granger Cause DLGRAID 121  0.84638  0.58553 

  DLGRAID does not Granger Cause GARCH01  0.98388  0.46240 

  GARCH01 does not Granger Cause DLGREXPS 121  1.28266  0.25045 

  DLGREXPS does not Granger Cause GARCH01  1.85137  0.06118 

  DLGIRER does not Granger Cause DLGREXPS 119  2.44078  0.01208 

  DLGREXPS does not Granger Cause DLGIRER  1.73183  0.08411 

  DLGRAID does not Granger Cause DLGIRER 119  0.66323  0.75569 

  DLGIRER does not Granger Cause DLGRAID  1.10338  0.36738 
 
Using the same approach, we also investigate whether REER is Granger-causal for some of the 
categories of the exports and the results reported below suggest that REER does not Granger 
cause any of the export commodity. 
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Coffee 

  Null Hypothesis: Obs F-Statistic Probability 
  D(LGCOFFVS) does not Granger Cause DLGREERS 121  0.28173  0.98394 
  DLGREERS does not Granger Cause D(LGCOFFVS)  1.31686  0.23184 
  DLGRAID does not Granger Cause DLGREERS 121  0.97725  0.46805 
  DLGREERS does not Granger Cause DLGRAID  0.58532  0.82255 
  GARCH01 does not Granger Cause DLGREERS 121  0.98705  0.45971 
  DLGREERS does not Granger Cause GARCH01  0.90395  0.53264 
  DLGRAID does not Granger Cause D(LGCOFFVS) 121  0.40649  0.94073 
  D(LGCOFFVS) does not Granger Cause DLGRAID  1.19603  0.30278 
  GARCH01 does not Granger Cause D(LGCOFFVS) 121  2.39888  0.01347 
  D(LGCOFFVS) does not Granger Cause GARCH01  0.87828  0.55604 
  GARCH01 does not Granger Cause DLGRAID 121  0.84638  0.58553 
  DLGRAID does not Granger Cause GARCH01  0.98388  0.46240 

 

Fish 

  Null Hypothesis: Obs F-Statistic Probability 
  D(LGRFISH) does not Granger Cause DLGREERS 121  1.42419  0.18059 
  DLGREERS does not Granger Cause D(LGRFISH)  0.87054  0.56315 
  DLGRAID does not Granger Cause DLGREERS 121  0.97725  0.46805 
  DLGREERS does not Granger Cause DLGRAID  0.58532  0.82255 
  GARCH01 does not Granger Cause DLGREERS 121  0.98705  0.45971 
  DLGREERS does not Granger Cause GARCH01  0.90395  0.53264 
  DLGRAID does not Granger Cause D(LGRFISH) 121  0.91612  0.52168 
  D(LGRFISH) does not Granger Cause DLGRAID  0.34769  0.96527 
  GARCH01 does not Granger Cause D(LGRFISH) 121  1.60092  0.11713 
  D(LGRFISH) does not Granger Cause GARCH01  0.86077  0.57218 
  GARCH01 does not Granger Cause DLGRAID 121  0.84638  0.58553 
  DLGRAID does not Granger Cause GARCH01  0.98388  0.46240 

 
Flowers 

  Null Hypothesis: Obs F-Statistic Probability 
  D(LGRFLOW) does not Granger Cause DLGREERS 115  0.97317  0.47199 
  DLGREERS does not Granger Cause D(LGRFLOW)  1.19082  0.30707 
  DLGRAID does not Granger Cause DLGREERS 115  0.97725  0.46805 
  DLGREERS does not Granger Cause DLGRAID  0.58532  0.82255 
  GARCH01 does not Granger Cause DLGREERS 115  0.98705  0.45971 
  DLGREERS does not Granger Cause GARCH01  0.90395  0.53264 
  DLGRAID does not Granger Cause D(LGRFLOW) 115  0.65550  0.76241 
  D(LGRFLOW) does not Granger Cause DLGRAID  0.66971  0.74973 
  GARCH01 does not Granger Cause D(LGRFLOW) 115  0.79102  0.63737 
  D(LGRFLOW) does not Granger Cause GARCH01  0.28080  0.98404 
  GARCH01 does not Granger Cause DLGRAID 115  0.84638  0.58553 
  DLGRAID does not Granger Cause GARCH01  0.98388  0.46240 
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Tea 

  Null Hypothesis: Obs F-Statistic Probability 
D(LGTEAVOL) does not Granger Cause DLGREERS 121  1.21900  0.28817 
DLGREERS does not Granger Cause D(LGTEAVOL)  0.56656  0.83756 
DLGRAID does not Granger Cause DLGREERS 121  0.97725  0.46805 
DLGREERS does not Granger Cause DLGRAID  0.58532  0.82255 
GARCH01 does not Granger Cause DLGREERS 121  0.98705  0.45971 
DLGREERS does not Granger Cause GARCH01  0.90395  0.53264 
DLGRAID does not Granger Cause D(LGTEAVOL) 121  1.31003  0.23547 
D(LGTEAVOL) does not Granger Cause DLGRAID  1.26230  0.26208 
GARCH01 does not Granger Cause D(LGTEAVOL) 121  1.55718  0.13067 
D(LGTEAVOL) does not Granger Cause GARCH01  1.59676  0.11836 
GARCH01 does not Granger Cause DLGRAID 121  0.84638  0.58553 
 DLGRAID does not Granger Cause GARCH01  0.98388  0.46240 

 
Maize 

  Null Hypothesis: Obs F-Statistic Probability 
D(LGRMAIZES) does not Granger Cause DLGREERS 121  1.46772  0.17614 
DLGREERS does not Granger Cause D(LGRMAIZES)  1.17634  0.31574 
DLGRAID does not Granger Cause DLGREERS 121  0.97725  0.46805 
DLGREERS does not Granger Cause DLGRAID  0.58532  0.82255 
GARCH01 does not Granger Cause DLGREERS 121  0.98705  0.45971 
DLGREERS does not Granger Cause GARCH01  0.90395  0.53264 
DLGRAID does not Granger Cause D(LGRMAIZES) 121  0.75668  0.66965 
D(LGRMAIZES) does not Granger Cause DLGRAID  0.24819  0.99015 
GARCH01 does not Granger Cause D(LGRMAIZES) 121  0.91815  0.51985 
D(LGRMAIZES) does not Granger Cause GARCH01  1.49867  0.15092 
GARCH01 does not Granger Cause DLGRAID 121  0.84638  0.58553 
DLGRAID does not Granger Cause GARCH01  0.98388  0.46240 
 
Export function: Cointegrating relationship. 
In the literature, two main factors presumed to affect exports are the real exchange rate and 
a measure of foreign income. We formulate an export function as 

( )VolREERPXPForYREERfrExp ,,,=  where ForY denotes weighted foreign income 
(weights are determined by country shares of imports and exports  in the total value of imports 
and exports), PXP  is the export price index relative to domestics price index,  and VolREER is 
the real exchange rate volatility as measured by GARCH. Due to theoretical inconsistency on the 
correlation coefficient between IRER and Exports, we lean towards REER as a more plausible 
measure and use it in cointegration analysis. Real exchange rate exhibits some seasonality, thus 
we first de-seasonalise them. We therefore examine whether there is a long run relationship 
between real exports after adjusting for seasonal variation, real exchange rate also adjusted for 
seasonal variation, foreign income, relative export price, and volatility of real exchange rate. If 
there are more than two variables in the model, 2>r , there can be more than one cointegration 
vector, that is, the variables in the model may feature as part of several equilibrium relationships 
governing the joint evolution of the variables. It is possible for up to 1−r  linearly independent 
cointegration vectors to exist, and only when 2=r  is it possible to show that the cointegration 
vector is unique. Assuming that there is only one cointegration vector, when in fact there are 
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more, leads to inefficiency in the sense that we can only obtain a linear combination of these 
vectors when estimating a single equation. We therefore adopt multivariate cointegration by 
Johansen procedure represented by:  

it

m

i itt ZZZ −
−

=− ΔΓ+Π=Δ ∑
1

11  

 
Where tZ  is a vector of potentially endogenous variables and Π  determines the long-run 

dynamic properties of tZ , m is the lag length, and tυ is a column vector of random errors, which 

are usually assumed to be contemporaneously correlated but not autocorrelated, so that they have 
a non-diagonal covariance matrix. 
 
Granger's representation theorem asserts that if the coefficient matrix Π  has reduced rank kr < , 
then there exist rk × matrices α  and β each with rank r such that βα ′=Π and Zβ ′  is ( )0I .  

r is the number of cointegrating relations (the cointegrating rank) and each column of β  is the 
cointegrating vector. The elements of α are known as the adjustment parameters in the VEC 
model. Johansen's method is to estimate the Π  matrix from an unrestricted VAR and to test 
whether we can reject the restrictions implied by the reduced rank of Π . 
 
The cointegration results based on an optimal lag length of 10 lags on real exports (lgrexps)), real 
exchange rate (LGREERSA), real foreign income (LGFORY), relative export price (lgPXP), and 
real exchange rate volatility (GARCH01) indicate two cointegrating vectors, and we normalised 
them in terms of real exports and real exchange rate. The evidence points to the fact that real 
exchange rate depreciation, foreign income, relative price of exports have a positive long run 
effect on real exports, while the real exchange rate volatility deters exporting. This therefore 
suggests that if scaling-up was to cause an appreciation, this could deter exporting.  
 

Cointegration test: Exports. 

Unrestricted Cointegration Rank Test (Maximum Eigenvalue) 
Hypothesized  Max-Eigen 0.05  
No. of CE(s) Eigenvalue Statistic Critical Value Prob.** 

None *  0.437318  66.70478  33.87687  0.0000 
At most 1 *  0.213671  27.88403  27.58434  0.0458 
At most 2  0.142991  17.89963  21.13162  0.1336 
At most 3  0.081923  9.915040  14.26460  0.2176 
At most 4   0.087194  11.03910 14.26460  0.1523 

 Max-eigenvalue test indicates 2 cointegrating eqn(s) at the 0.05 level 
 * denotes rejection of the hypothesis at the 0.05 level 
 **MacKinnon-Haug-Michelis (1999) p-values  
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Cointegrating exports Equation;  Log likelihood= 1861.988 
Normalized cointegrating coefficients (standard error in parentheses) 

LGREXPS LGREERS LGFORY LGPXP GARCH01 
 1.000000 -0.275442 -1.356227 -0.552582  5.595737 

  (0.14205)  (0.18164)  (0.04085)  (0.73045) 
 
2 Cointegrating Equation(s):  Log likelihood  1875.930  
Normalized cointegrating coefficients (standard error in parentheses) 

LGREXPS LGREERS LGFORY LGPXP GARCH01 
 1.000000  0.000000 -1.643021 -0.547736  5.438341 

   (0.08054)  (0.03947)  (0.74560) 
 0.000000  1.000000 -1.041215  0.017595 -0.571430 

   (0.17034)  (0.08347)  (1.57680) 
 
 

Error Correction: D(LGREXPS) D(LGREERS) D(LGFORY) D(LGPXP) D(GARCH01)
CointEq1 -0.333073  0.434624  0.021205  0.353795 -0.001780 

  (0.82310)  (0.10733)  (0.02595)  (0.90641)  (0.02054) 
 [-0.40466] [ 4.04960] [ 0.81717] [ 0.39033] [-0.08669] 

CointEq2  1.485239 -0.220117  0.021205  1.743163  0.022287 
  (0.65854)  (0.08587)  (0.02076)  (0.72519)  (0.01643) 
 [ 2.25535] [-2.56342] [ 1.02139] [ 2.40372] [ 1.35638] 
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Annex 8.2: Fiscal closure rules. Experiment: 12.5% in net aid flow 
 
Experiment A B C D E F G H
Productivity Bias Export Export Export Export Domestic Domestic Domestic Domestic
Returns to scale 1.25 1.25 1.25 1.25 1.25 1.25 1.25 1.25
Elasticity of substitution: public vs private capital 0.50 0.50 0.50 0.50 0.50 0.50 0.50 0.50
Operations and Maintenance (as % of KG) 7.5% 7.5% 7.5% 7.5% 7.5% 7.5% 7.5% 7.5%
Fiscal closure DEF BB DEF BB DEF BB DEF BB
Baseline public capital (as % of 'optimal' capital) 50% 50% 50% 50% 50% 50% 50% 50%
Subsistence food share in consumption 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
Public capital gestation lag 1 year 1 year 1 year 1 year 1 year 1 year 1 year 1 year
Learning by doing externality 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
Unskilled labour market Segmented Segmented Segmented Segmented Segmented Segmented Segmented Segmented
'Scaling up' public employment No No Yes Yes No No Yes Yes

Time Period
Change in KG (at initial prices) t=2 2.5% 2.5% 2.5% 2.5% 2.5% 2.5% 2.5% 2.5%

t=10 14.1% 11.2% 13.6% 10.3% 13.8% 11.0% 13.8% 10.6%
PRICES AND QUANTITIES

Export Weighted RER  [9] to t=1 -3.5% -3.5% -3.5% -3.5% -3.5% -3.5% -3.5% -3.5%
to  t=5 -9.4% -9.4% -10.3% -10.4% 2.9% 3.0% 2.9% 3.0%
to t = 10 -9.6% -9.5% -11.3% -11.4% 2.6% 2.9% 2.5% 2.6%

Total Exports to t=1 -5.6% -5.6% -5.6% -5.6% -5.6% -5.6% -5.6% -5.6%
to  t=5 -2.1% -2.3% -4.1% -4.7% -0.2% -0.3% -0.2% -0.4%
to t = 10 0.7% -0.5% -3.3% -5.6% 3.1% 2.0% 2.9% 0.9%

Manufacturing Exports to t=1 -8.9% -8.9% -8.9% -8.9% -8.9% -8.9% -8.9% -8.9%
to  t=5 2.1% 1.8% -5.1% -6.9% -6.5% -6.5% -6.8% -6.7%
to t = 10 6.3% 4.4% -7.8% -13.7% -1.3% -2.6% -1.9% -6.1%

Real GDP to t=1 0.01% 0.01% 0.01% 0.01% 0.01% 0.01% 0.01% 0.01%
to  t=5 2.11% 1.92% 0.70% 0.19% 2.60% 2.46% 2.54% 2.41%
to t = 10 3.60% 2.79% 0.77% -0.93% 4.37% 3.65% 4.25% 2.87%

Private Investment to t=1 -4.5% -4.5% -4.5% -4.5% -4.5% -4.5% -4.5% -4.5%
to  t=5 -4.0% -1.1% -1.3% -11.7% 3.6% 6.8% 2.8% 6.6%
to t = 10 -2.7% 1.8% -19.8% -20.0% 6.5% 11.5% 5.0% 7.0%

TFP (Manufacturing) to t=1 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0%
to  t=5 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0%
to t = 10 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0%

Domestic Budget Balance (% GDP) to t=1 -1.64% -1.64% -1.64% -1.64% -1.64% -1.64% -1.64% -1.64%
to  t=5 -1.40% -1.16% -2.11% -1.98% -1.41% -1.15% -1.48% -1.15%
to t = 10 -1.37% -0.97% -2.70% -2.67% -1.27% -0.84% -1.39% -1.17%

REAL DISPOSABLE INCOME
Rural to t=1 -2.8% -2.8% -2.8% -2.8% -2.8% -2.8% -2.8% -2.8%

to  t=5 -0.6% -0.9% -3.9% -5.0% 4.0% 3.8% 3.9% 3.9%
to t = 10 2.0% 0.7% -4.6% -8.1% 7.4% 6.3% 7.2% 4.5%

Urban - Unskilled to t=1 3.7% 3.7% 3.7% 3.7% 3.7% 3.7% 3.7% 3.7%
to  t=5 -3.3% -3.4% -0.1% 0.6% 12.6% 12.3% 12.6% 12.3%
to t = 10 -2.8% -3.0% 3.2% 5.0% 12.6% 12.1% 12.7% 13.7%

Urban -Skilled to t=1 2.3% 2.3% 2.3% 2.3% 2.3% 2.3% 2.3% 2.3%
to  t=5 -2.8% -2.9% -2.8% -3.0% 8.9% 8.8% 9.0% 8.8%
to t = 10 -2.5% -2.8% -2.6% -3.0% 9.2% 8.9% 9.4% 8.9%

Total to t=1 0.7% 0.7% 0.7% 0.7% 0.7% 0.7% 0.7% 0.7%
to  t=5 -2.1% -2.2% -2.8% -3.1% 7.8% 7.6% 7.8% 7.6%
to t = 10 -0.9% -1.6% -2.3% -3.5% 9.2% 8.5% 9.2% 8.1%

FACTOR MARKETS 
Average Real Wage Rural to t=1 -4.2% -4.2% -4.2% -4.2% -4.2% -4.2% -4.2% -4.2%

to  t=5 -1.7% -1.9% -5.3% -6.4% 3.1% 2.9% 2.9% 2.9%
to t = 10 1.2% -0.2% -6.0% -9.8% 7.0% 5.7% 6.8% 3.6%

Unskilled to t=1 4.2% 4.2% 4.2% 4.2% 4.2% 4.2% 4.2% 4.2%
to  t=5 -2.1% -2.0% 7.8% 10.4% 13.1% 12.9% 13.2% 12.8%
to t = 10 -0.8% -0.7% 17.8% 24.9% 13.4% 12.8% 13.5% 17.6%

Skilled to t=1 3.2% 3.2% 3.2% 3.2% 3.2% 3.2% 3.2% 3.2%
to  t=5 -3.2% -3.3% -2.9% -3.0% 10.9% 10.8% 11.1% 10.8%
to t = 10 -3.2% -3.4% -2.5% -2.7% 11.1% 10.8% 11.5% 11.0%

Migrants (% rural workers) to t=1 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0%
to  t=5 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0%
to t = 10 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0%
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Annex 8.2 (continued) 
Figure 1:  Export Performance 
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Figure 2: Real GDP  
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Figure 3:  J-Curves to L-Curves [Export Performance: E-biased] 
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Figure 4:  J-Curves to L-Curves [Export Performance: D-biased] 
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