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Preface

The primary goal of the ILO is to contribute, wittember States, to achieve full and
productive employment and decent work for all, iiéshg women and young people, a goal
embedded in the ILO Declaration 2008 8acial Justice for a Fair Globalization, ahd
which has now been widely adopted by the internaticommunity.

In order to support member States and the sociahgra to reach the goal, the ILO
pursues a Decent Work Agenda which comprises fatgrrielated areas: Respect for
fundamental worker’s rights and international labstandards, employment promotion,
social protection and social dialogue. Explanatiohthis integrated approach and related
challenges are contained in a number of key doctsnanthose explaining and elaborating
the concept of decent wdrkn the Employment Policy Convention, 1964 (No2)l2nd in
the Global Employment Agenda.

The Global Employment Agenda was developed by th® through tripartite
consensus of its Governing Body’'s Employment andigdPolicy Committee. Since its
adoption in 2003 it has been further articulated avade more operational and today it
constitutes the basic framework through which th@ pursues the objective of placing
employment at the centre of economic and sociatipst

The Employment Sector is fully engaged in the impatation of the Global
Employment Agenda, and is doing so through a lasgee of technical support and
capacity building activities, advisory services gralicy research. As part of its research
and publications programme, the Employment Sectomptes knowledge-generation
around key policy issues and topics conforming tie tore elements of the Global
Employment Agenda and the Decent Work Agenda. TdwoBs publications consist of
books, monographs, working papers, employment tepmd policy brief§.

The Employment Working Papesegries is designed to disseminate the main firsding
of research initiatives undertaken by the varioepadtments and programmes of the
Sector. The working papers are intended to enceuexghange of ideas and to stimulate
debate. The views expressed are the responsibflitie author(s) and do not necessarily
represent those of the ILO.

José Manuel Salazar-Xirinachs
Executive Director
Employment Sector

! See http://www.ilo.org/public/english/bureau/dgmichload/dg_announce_en.pdf

% See the successive Reports of the Director-Geterée International Labour Conference:
Decent work(1999); Reducing the decent work deficit: A global chalke2001); Working out of
poverty(2003).

% See http://www.ilo.org/gea. And in particulémplementing the Global Employment Agenda:
Employment strategies in support of decent worksitn” documentILO, 2006.

* See http://www.ilo.org/employment.
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Foreword

At the 99" session of the International Labour Conferencestiments endorsed the
need to promote a ‘pro-employment’ macroeconomanéwork. It was felt that the
current framework, while making an important cdmition to the goal of macroeconomic
stability, paid insufficient attention to the wayhich macroeconomic policy instruments
either helped or hindered employment creation amwkpy reduction. In the standard
framework that has evolved since the days of theiral adjustment programmes of the
1980s and 1990s and that has remained intact duhn@g2000s, the emphasis is on
attaining key nominal targets pertaining to detidicits and inflation. The rationale is that
attaining such targets in the medium to long runl vengender a predictable
macroeconomic environment that is crucial for sufipg growth and hence employment
creation. It now appears that macroeconomic stahiéi necessary, but by no means
sufficient to engender inclusive, job-rich growth.

The ILO/Korea partnership programme has been proyiddditional support to the
Employment Policy Department’s endeavour to idgntxisting constraints in the
macroeconomic policy instruments that may hindenegation of full and productive
employment, and to suggest a way forward for joh-growth. A series of country case
studies has been conducted, and the current aadbe aft Uganda represents one result. It
analyzes recent macroeconomic performance, shosius rigflationship with employment
outcomes or lack thereof, reviews the existing pognes on employment and social
safety nets, and reflects the views of the ILO ttmncy and other key national
stakeholders that were collected through consaitati

The paper shows that the Ugandan high rate of esiengrowth in the 2000s was
accompanied by important reductions in poverty airdictural transformation of the
economy. Yet, agriculture employs a high and rigingportion of the labour force, despite
its falling share in GDP, and the share of emplayme manufacturing sector declined
during the first half of the 2000s. The paper resgethe existing policy framework,
including the 2010-2014 National Development Plangd assesses the extent to which
macroeconomic policy stance, which has been largahgerned with price stability since
the early 1990s, supports the achievement of tha'$bbjectives. The current financial
commitment to the Plan remains uncertain, wheresa bf important projects depend on
the private sector for funds. It suggests somearaltve policy options for prudently re-
orienting the macroeconomic policy framework in #eas of fiscal policy, monetary
policy, exchange rate policy, and capital accouahagement. The paper argues that new
policy directions at the macro level are necesbatyin themselves insufficient. There is a
need to put in place complementary structural pesicincluding specific sectoral and
labour market policies.

The paper was presented and discussed at a nationkghop in November 2010,
opened by the Hon. Minister of Gender, Labour andi& Development, Prof. G. Opio
along with the representatives of the Employersl 8vorkers’ organizations. The paper
reflects the valuable and concrete views that veeterely expressed by the participants.
We are grateful to the ILO Country Office for thanitéd Republic of Tanzania, Kenya,
Rwanda and Uganda for providing valuable supporbriganizing and conducting the
workshop.

Azita Berar Awad
Director
Employment Policy Department
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1.

Introduction

Since the “Great Recession”, a two-fold challenge ¢tonfronted many low-income
countries. First, they had to find ways to curb andnteract the fall in domestic demand
in their economies; and, second, they had to coatiaying the basis for a more secure
and sustainable path of growth, development aneénpveduction through structural
transformation and diversification of their econemi Indeed, despite relatively high
growth rates in a number of low-income countrieghi@ period preceding the onset of
the combined food, fuel and global financial crisdsese economies often remain
characterised by poorly developed productive cdipacand insufficient diversification
into activities that can absorb fast-growing popatess into productive employment.
Often, low-income countries have remained excelsidependent on agro-commodity
or low-tech manufacturing exports and remain vidbbr to volatile external markets
(see UNCTAD 2008). As argued in tH&09 Least Developed Countries Report
(UNCTAD 2009, p. 148):

Unless growth is accompanied by a continuous iseréa productivity and a stable or
rising employment—population ratio, growth is rnigely to be sustainable. Structural change
is therefore a quintessential condition for dynamud sustainable growth, characterized by
higher productivity and increasing returns to scilere importantly, the current global crisis
reveals how crucial structural change and econativiersification can be in reducing LDC
vulnerability to external shocks.

The terms of reference for the current study refehe “paradox of macroeconomic
stability”, which suggests that the record of macanomic stability in developing
countries neither yielded the growth dividends tate expected, nor did it bring about
the necessary structural changes for sustainadlpraluctive employment creation.

Yet, apart from highlighting the necessity for adamental change of direction in
economic policy in the poorer countries, the curfgistorical circumstances may also
have created an opportunity for a redefinition e tdevelopment agenda, as the global
economic and financial crisis throws old certamtiato disarray. Indeed, through its
dramatic effects in the real economy and the resgothese elicited, the global financial
crisis has cast a critical shadow over the modeleselopment and growth that has been
so heavily promoted over the last three decademsaccountries in the industrialised
world, governments intervened with enormous regiaekages for the financial sector,
initiated countercyclical policies of various kindsnd provided comprehensive
guarantee programmes for the banking industry,cigdli previously abhorred in the
North — at least officially, before reverting drainally to austerity as the overarching
imperative.

Within this context, opportunities may have aristenredefine a now much-
discredited policy order. Grabel (2010) refershie €mergence of a form of “productive
incoherence”, which may have created the possiliht departures from the traditional
policy prescriptions often promoted by the BretWoods Institutions.Hence, charting
clear alternatives both in general terms and facHioc country-settings becomes an
imperative task.

® Grabel (2010, p. 2) refers to the “inconsistenagt @ven contradictions in crisis response
as productive incoherence ... the new incoherence sigiyal a new openness to policy and
institutional innovation or, at the very least,eanporary aperturn born of uncertainty about the
lessons of the current crisis. In that sense, Whaé as an incoherent response to the currerg cris
may ultimately prove to be productive of developimand supportive of policy and institutional
diversity in vital ways”.



A new agenda needs to re-situate macroeconomicypaid that it becomes
centrally focused on the urgent priority of upgragdiow-income countries’ productive
capacity, with particular attention to rapid protivity increases in the agricultural sector
accompanied by an expansion and diversificatiah@imanufacturing sector.

Crucially, the macroeconomic context of fiscal, rtamy, exchange rate and capital
account policies should not impose a straightjaokethe broader set of policies that are
necessary to enable faster upgrading of a courprgductive capacity (accompanied by
effective absorption of a fast-growing labour fgrdeherent contradictions between the
set of policies that have traditionally been assted with the Bretton Woods
Institutions, including low inflation rates, budget stringency, trade openness,
liberalisation of the domestic economy etc., anlitjigs (both at the sectoral and national
level) that seek to foster the upgrading and difieasion of the economy, need to be
made explicit and creative ways forward need tolzeted to enable the latter.

In other words, the macroeconomic realm can nodobeg treated in isolation from
the development trajectory of a particular counthy.is time to reconsider how
macroeconomic policies affect, and are themsel¥estad by, policies that seek to
enhance productivity in the economy and fostercttinal change. This goes beyond
marginal adjustments to previous targets and imdud thorough rethinking of the
linkages between various macroeconomic policy ssrand specific sectoral policies
aimed at upgrading productive capacity across ¢cbaamy.

Such a direction in macroeconomic policy design deaw on important existing
work that has sought to provide alternative framdwwpofor instance through linking
macroeconomic policies to the Millennium Developtm&oal (MDG) framework and
re-instating public investment at the centre of mmaconomic policy (see for instance
Heintz and Pollin 2008; Weeks and McKinley 2007|liRpEpstein and Heintz 2008).
Moreover, specific sectoral strategies of agricaltuand industrial upgrading and
diversification should drive development policy,thvimacroeconomic policy directions
assisting in their attainment (see UNCTAD 2009).

Further, the employment and “decent work for alljeada need to be put at the
centre of macroeconomic policies. This necessitategtter acknowledgement of how
“labour market outcomes depend on the level ofstment in real productive capacity”
(UNCTAD 2010, p. 78), which is itself is crucialpffected by public investment (and
targeted sectoral interventions). Indeed, it waemdy argued in th010 Trade and
Development ReporfUNCTAD 2010, p. 79) that: “unsatisfactory labourarket
outcomes are more likely to be due to insufficienestment in real productive capacity
and inadequate wage growth than to insufficiemxitbility’ in labour markets and the
replacement of labour by capital.” The Report higfled that “macroeconomic
conditions favourable to fixed capital formatiordahe full participation of labour in the
productivity gains emerging from innovative investm are necessary for achieving and
maintaining a high level of decent employment,Spective of the stage of development
of an economy”. There is hence an urgent need foeassignment of macroeconomic
policies for employment creation” (p. 145).

This study seeks to explore these various issugbdancontext of the Ugandan
economy, where the “full and productive employmand decent work for all” agenda
has been hampered by insufficient structural difieasion and upgrading of the
economy, in conjunction with weak labour marketitn§ons. This has occurred despite
(or because of?) strict adherence by the Ugandeergment to the various prescriptions
of the Bretton Woods Institutions, including tightnetary and fiscal policies, a flexible
exchange rate, an open capital account, and exéemgregulation and privatisation
efforts.



A major argument pursued here then points to tkeffitciency of a strategy that
relies predominantly on the private sector to gateeraccumulation patterns that
engender and sustain structural transformation hef &conomy towards higher
productivity activities and better employment oppaities and conditions. Recently,
there have been apparent changes in Uganda’sgitraieection. These are emblematic
in the strong rhetoric on a revitalisation of tlderof the government in the Ugandan
economy, mainly through an emphasis on infrastrectorovisioning (in particular
transport, power and irrigation). This reorientatiof Uganda’'s priorities is to be
welcomed.

Despite the clear need for such a shift in diregtithe Ugandan government’'s
current financial commitment to these priority areas, however, remaincertain. A
potential shortfall in funding would jeopardise thieility of the Ugandan authorities to
undertake the proposed large-scale investment gmoges and hamper the beneficial
implications of these for the expansion of produetmployment and improve working
conditions. This paper argues that, overall, ttigedor a fundamental change in policy
direction remains circumscribed by the continuingmamitment on behalf of the
Government of Uganda to an orthodox macroeconoraimndwork concerned with price
stability, low deficits, flexible exchange ratedaaxternal openness. One of the purposes
of the current report is to tease out the way inctvithe government’s macroeconomic
framework conditions the scope for the diversifmatand upgrading of the economy in
line with the proclaimed aims of the recent NatloDavelopment Plan (Republic of
Uganda 2010).

Further, a focus on increasing investment alonangufficient, as a host of
complementary measures are necessary to ensuiadregses in investment translate in
improved employment patterns. In particular, thecadfural sector has suffered from
severely inadequate and declining budgetary allmesitdespite its crucial role in the
Ugandan economy and its very poor and worseningymeance. And various labour and
employment issues remain to be addressed.

Our study proceeds as follows. Section 2 maps tgandan economy, paying
particular attention to poverty and employment srattThis is followed, in Section 3 by
a critical dissection of the failures of the Ugamdaconomy in terms of structural
diversification. Section 4 follows with a brief awmt of the challenges the Ugandan
economy faces, setting out the analytical principleat guide the assessment in the
subsequent sections. Section 5 provides an ovemvidive National Development Plan
and how it seeks to overcome some of the most fmndonstraints operating on the
Ugandan economy. Section 6 undertakes a closectmseof the trends that have
characterised macroeconomic policy. This is domesacthe four areas of fiscal policy,
monetary policy, the exchange rate and the capitabunt. In each section, suggestions
are made for alternative policies. The study cahedy in Section 7, by highlighting the
need to go beyond a focus on macroeconomic polfolethe necessary diversification
and upgrading of the Ugandan economy to take plHgis. would assist in making the
“full and productive employment and decent workdflt agenda materialise.

This paper was written on the basis of extensivasglbation of a host of
documents, including from the Government of Ugangajous line ministries, donor
documents and academic writings. This was complésdewith information gathered
through interviews. These interviews were held smnipala in September and October
2010. The appendix provides a list of institutiansl stakeholders consulted.



2.

2.1

Figure 1.

Growth, poverty reduction and employment in Uga  nda

Growth and sectoral change

For the last two decades, the Ugandan economy dw@wded substantial GDP
growth rates (see figure 1). These reached an geveri6.9 per cent between 1987 and
1996, translating into a 3.3 per cent per capitavgn rate. This decreased slightly to an
average annual growth rate of 5.7 per cent for gegod between 1998 and 2001
(equivalent to 2.5 per cent in per capita terms)c&2002 growth rates have been on the
increase. Over the period 2002-2005 average am®DRI growth rates were 6.5 per cent
(or 3.1 in per capita terms) and have increasetthduto an impressive 9.6 per cent on
average in the last three years preceding the foed,and financial crisis (2006-2008)
(Republic of Uganda 2010, p. 1; World Bank, Worldvlopment Indicators). During
2008/9 the Ugandan economy grew at a rate of 7rlcpet. This was below the
government’s target of 8.5 per cent, with the dyesice having been ascribed to the
effects of the global financial crisis (see Sseveanrayand Bategeka 2010).

GDP annual rates of growth; per capita GDP growth, 1983 — 2008
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Source: World Bank, World Development Indicators.

The growth of the economy has been accompanied lphamging sectoral
distribution of GDP. Figure 2 illustrates how sess have come to account for the major
part of economic activities in Uganda (accountim@®08 for over 50 per cent of GDP).
The agricultural sector has seen the largest deeéa share of GDP. While this sector
contributed over 70 per cent to GDP in 1980, tas declined to barely 20 per cent in
2008. The industrial sector, including mining, donstion and manufacturing, has seen
an increase in its share of GDP from an averad® gfer cent in the 1980s to an average
of 25 per cent in the 2000s. Within the industdgattor, the construction sector’s share
has increased significantly, from just over 4 pemtan the late 1980s to just over 12 per
cent in 2008. This is in contrast to a rather saagrshare of the manufacturing sector
(see also Section 3 below). Overall, growth of tlgandan economy has been driven
mainly by the service sector, including the hodytatrade and communications sub-
sectors.

® Growth in the service sector has been dominatetelegommunications, the hospitality
industry (hotels), and trade.



Figure 2.

Trends in the sectoral composition of GDP, 1980 - 2008
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Source: World Bank, World Development Indicators.

This changing sectoral distribution of GDP has ra#en matched by a
commensurate change in the distribution pattertheflabour force, as the agricultural
sector continues to dominate employment. Signifigatlganda’s pattern of growth has
not been characterised by a change in the structireemployment towards
manufacturing, with the share of this sector imltemployment stagnating, and recently
declining, despite growth of output. Islam (2004, 1) argues how this “raises an
important question about the sustainability of gresent rate of poverty reduction in
Uganda.”

Successful patterns of structural change featwiet@ous self-reinforcing cycle of
industrialisation, with industrialisation fosteripgoductivity growth (through economies
of scale), higher incomes, growing investment aatheltic demand, fostering further
industrialisation. This cycle depends on organi&di between industry and agriculture,
mainly in terms of supply/demand of labour and wggeds (including foodstuffs and
manufactured goods). Depending on the nature ointiegration of the economy in the
global patterns of trade and production, the trawit links between agriculture and
industry can, however, be weakened, as, for instagnt urban population can be fed on
imported food and the demand for manufactured gaws be met through imports
rather than expanded domestic production. A reéd&RRISD Report (2010, p. 33) draws
attention to the reality that different trajectarigf structural transformation are observed
in many countries today:

Movement out of agriculture is still occurring, biite resulting labour force is not
automatically absorbed into the industrial sectostead, workers move disproportionately
into the service sector and informal employmentemghthe scope for sustained growth in
productivity and improvements in incomes is limited

This raises important issues for the prospectsrdaga sustained increases in
standards of living and is a recurring theme thhmug the paper.



2.2

Poverty reduction

The growth performance of the Ugandan economy hesen taccompanied by
important reductions in poverty levels. The shafdghe population living below the
poverty line declined from 56 per cent in 1992/3foper cent in 2005/6 (Republic of
Uganda 2010, p. 1). Most recent data indicate #héurdecline to 25 per cent (UBOS
2010, p. 75).

Inequality of income, however, increased by ned@yper cent during the period
spanning 1992/3 and 3005/6 as the Gini coefficienteased from 0.37 in 1992 to 0.41
in 2005/6 (UBOS 2006, p. 67)This has further worsened more recently, with @i
coefficient in 2009/10 standing at 0.43 (UBOS 204.085). UBOS (2010, p. 92) sums
up as follows:

While the proportion of people living in povertygsificantly declined, the reduction in
number of poor persons — in absolute terms — wasigaificant; and inequality of income
worsened. In other words, while Uganda seems te mgt the MDG 1 target of halving
income poverty earlier than 2015, worsening distitn of income and high population
growth if not addressed might reverse the trends.

Inequality in consumption remains high and is cbidsed by regional disparities,
with the mean consumption of the richest area (Kaa)pbeing 2.5 times higher than
that of the poorest (Northern) region (Republicugfanda 2010, p. 14). Nearly 61 per
cent of the population in northern Uganda livedpioverty in 2005/6, although this
declined to 46 per cent most recently (UBOS 201081). Across the country, the
incidence of poverty remains higher in rural tharurban areas: the poor in the rural
areas represent just over 27 per cent of the ptpuo)dut only 9 per cent in urban areas
(UBOS 2010, p. 74). While the financial crisis magt have been a major concern
regarding poverty, the preceding food and fuelesiidiowever, are understood to have
hit the poor hard (see Sender and von Uexkull 2809)

Ssewanyana and Younger (2007) also observe that gapwth rates have not
always translated into improvements of other indicsaof well-being, such as infant and
child mortality rates, in Uganda. For example, Utma under-five mortality rate was
144 deaths per 1000 live births in 2006, havinguced only marginally over the
previous decade. The equivalent rate in 1995 wasdgaths per 1000 live births (Macro
International Inc., 2009 Demographic and Healthv/8ys).

Unfortunately, data on human development indicates not collected on an
annual basis, making an analysis of the impacthefood, fuel and financial crises on
these aspects difficult. A recent UNDP Report (UNR@®LO, p. 72) on Uganda’s
progress towards the MDGs concludes that whilenesxmin some areas has been made,
“(i)n other areas however, progress has been shod,in a few cases, there has been
reversal with the situation outright deterioratingor example, while access to primary
education has improved, the rates of completionehatagnated in recent years.
Similarly, targets relating to child mortality, neamal mortality, access to reproductive
health, and the incidence of malaria have alsorpssgd too slowly for the national and

" If pro-poor growth is conceptualised in terms loé share of the poor in the additional
output produced, then growth can only be charasdrias pro-poor when the distribution of
income improves. When the income of the poor ireweawhile the distribution of income
worsens, the poverty reducing effect of economasgin is diminished (see Islam 2004).

8 It is difficult, as yet, to obtain accurate infaation regarding changes to poverty levels,
depth and persistence in Uganda following the regkabal crises (see Ssewanyana and Bategeka
2010).



international targets to be realised. Furthermtite,Report also reveals a great deal of
unevenness between different population groups lmtdieen different geographical
areas of the country in terms of progress achiéved.

2.3  Employment

The extent to which growth reduces poverty depeodsa variety of factors
characterising the pattern of growth (see Islamd200ne important factor is the degree
of the employment intensity of the growth procddse other is the ability of the poor to
benefit from the employment opportunities that areated (p. 11). As Epstein and
Heintz (2006, p. 7) observe:

Improving the quality and quantity of employmenpopunities directly links economic
growth to poverty reduction. Low-income househgidssess few assets of their own. Instead,
the most abundant resource the poor have at thgosal is their labour. Therefore, a
development strategy that more fully employs a éys human resources and raises the
returns to labour becomes an effective instrumenteducing poverty.

The Uganda National Employment Policy concurs wita view that inadequate
productive employment opportunities perpetuate ggvé adds that (p. 2):

To the poor, most of whom have not completed prinshool and face difficulties in
acquiring productive assets such as land and ¢rertiess to wage employment opportunities
is the only means of escaping poverty. The Ugandeidipatory Poverty Assessment
Programme 2003 confirmed that poverty was charaetérby lack of access to wage
employment opportunities, low wages for those wleweremployed and insecure incomes for
those in self-employment.

The Ugandan economy faces the particular challehgeeding to absorb 392,000
new entrants into the labour market each year @yiof Gender, Labour and Social
Development 2010, p. 2). According to estimatdsoula force growth in 2005/6 stood at
3.6 per cent per annum, higher than the popularowth rate of 3.2 per cent (UBOS
2006, p. 26). This is compounded by a high growth of the youth labour force, which
stood at 5.7 per cent per annum in 2005/6. Thestladata, released in the Uganda
National Household Survey 2009/2010 (UBOS 2010)cate that labour force growth
has further accelerated to reach an annual raté. 7ofper cent. The employment to
population ratio (defined as total employment & ffopulation aged 14-64 years as a
percentage of the total population in the samegagep) is, however, estimated to have
increased from nearly 70 per cent in 2005/63 touad® per cent in 2009/10 (UBOS
2010, p. 35).

Yet, 85 per cent of the labour force remains ry@2 per cent in 2009/10).
Approximately 17 per cent of the labour force dneshave any formal education, while
only just half of the labour force has primary ealimn (53 per cent, down from 59 per
cent in 2005/6) (UBOS 2010, p. 32). Many Ugandamseanployed in low-productivity
economic activities. And while the official estireatf the unemployment rate stood only
at 1.9 per cent in 2005/6 (compared to 3.5 per oe2002/3), underemployment was
estimated at 12 per cent for the same period (URO®B, p. 40f° '* For 2009/10,

® See also ODI (2010) for a progress report on Ugamd the MDGs.

19°A person is classified as time-underemployed lieshas worked less than 40 hours a
week and is willing and available to work more tour

1 Note that in the 2010-2014 National DevelopmeranPlunemployment (including
underemployment) is reported at 29.1 per cent @526 (Government of Uganda 2010, April
version, paragraph 182).



unemployment was estimated at 4.2 per cent (UBQ®,20. 44), while (time-related)
underemployment seems to have declined to 3.5gmer(p. 45).

UBOS (2006) indicates that a very high and risiegcpntage of the labour force
(70 per cent) is self-employed or employed as uhfanily workers in the agricultural
sector'? Self-employment outside of agriculture has dedifrem 22.3 per cent to 13.4
between 2002/3 and 2005/6.

Overall, self-employment in the economy still acuisufor nearly 85 per cent of the
working population. Only 15 per cent of the workfeiis employed for wages, with only
4.6 per cent as permanent employees and 11.6 peasd¢emporary employees (UBOS
2006, p. 29§?

The very high proportion of self-employed persamghie economy is an indication
of low growth in the formal economy and a high rafejob creation in the informal
economy. UBOS (2006, p. 29) adds that “a situatidrere a large proportion of the
employed is constituted by unpaid family workersaisprobable indicator of poor
development, limited job creation, widespread ptyvand often a large rural economy”.

Agriculture remains the major sector of employmenith its share increasing from
66 per cent in 2002/3 to 73 per cent in 2005/6 aggiculture employs a high and rising
proportion of the economically active populatiomdaabsorbs about 40 per cent of
annual growth in labour force) — despite its fajlishare in GDP! The share of the
labour force engaged in the manufacturing sectolirdel from 7.7 per cent to 4.2 per
cent over the same period, and the share of thmutailorce employed in the services
sector declined from 26.3 per cent to 22.8 per.Bent

Apart from the agricultural sector, small-scaleagistered non-farm enterprises are
the second highest provider of employment oppatigsi Many enterprises in the
informal sector are characterised by low labourdpotivity, use of basic technology,
limited access to credit and finance, difficultiesobtaining raw materials and other
inputs, as well as inadequate markets for semigqased products (Ministry of Gender,

12 “The self-employed include employers, who couldate jobs for others; own account
workers and unpaid family workers who assist intitbasehold enterprises” (UBOS 2006, p. 29).

3 The National Employment Policy, however, notest thais low figure for wage
employment is misleading as the Household Survenavige insufficient information on
participation in seasonal and casual wage employimgmural household members. For almost
all members of these households, the “primary” ainremployment activity is defined as self-
employment or unpaid family work as farmers, btiteliinformation is collected concerning the
other forms of employment that are combined withmiag in order to survive (Ministry of
Gender, Labour and Social Development 2010, p. 4).

4 vet the National Employment Policy again obser{Mnistry of Gender, Labour and
Social Development 2010, p. 7) that the labourdoaemployed in agriculture spends on average
only 23 per cent of their work time on agriculturalieities. The low productivity of many of
these intermittently pursued activities is reflecte the high rate and concentration of household
poverty in rural areas. Employment opportunitieshigh value agricultural export commodity
production such as floriculture, tea, coffee, tamacotton and in the production of exported fish
have grown very slowly, because production volurhthese commodities has been stagnant for
many years. The growth of crop yields per hectaneehalso been sluggish indicating a slow rate
of growth of labour productivity reflected in extnely low levels of pay for workers producing
agricultural commaodities (see Sender and von Uéx@Qa09).

5 The new data generated by the latest National étmid Survey portray a slightly
different picture, where the share of agricultuneeimployment has fallen to 66 per cent in
2009/10, the share of services increased to 28qyer and the share of manufacturing stands at 6
per cent (UBOS 2010, p. 38).



Labour and Social Development 2010, p. 6). The ahaverage growth of government
wage employment over the period 1992-2005 was ivega0.6 per cent). The wage bill
for the public sector in Uganda accounts for a ngercentage of GDP than in many
other African countries and the percentage has deelining since 2002 (Ministry of
Gender, Labour and Social Development 2010, p. 5).

According to the Labour Market Conditions in Ugaraf®7 (quoted in Ministry of
Gender, Labour and Social Development 2010, pa$)many as 30 per cent of the
employees in the private sector earn less than 2830 per month (approximately
US$12). The lowest wages are received by femal&evsy especially female domestic
servants and agricultural wage workers. This ingaliet many workers’ incomes cannot
satisfy their basic needs. According to the RemortLabour Market Conditions in
Uganda 2007, the working poor represented 28.6cpat of the total population in
2005/6 (Ministry of Gender, Labour and Social Depehent 2010, p. 2). Further, few
low-paid private sector employees have been abiactease their money wages in the
period since 2007, despite sharp increases inribespof basic foods over 2008-2009.
This has resulted in sharp declines in real wagegrbups of vulnerable employees (see
Sender and von Uexkull 2009).

Labour productivity in Uganda also remains very .IGie National Development
Plan reports that the value added per worker inndgas 68 per cent lower than that in
India and 96 per cent lower than that in China.ZBaia’s labour productivity is 28 per
cent higher than that of Uganda (Republic of Uga@@4a0, April version, p. 219).

The agricultural sector suffers from particularbwl and worsening productivity
levels (Republic of Uganda 2010). The National Depment Plan emphasises that “the
agriculture sector therefore requires a strongutimif it is to absorb the increasingly
large number of the labour force. Alternativelyhart sectors of the economy (industry
and services) will have to expand significantlyonder to create opportunities for labour
migration from the agricultural sector” (Republi€ Wganda, 2010, April version, p.
205).

As such, despite the reasonable growth performaficiie Ugandan economy,
employment remains dominated by low-productivityivaties, mainly as self-employed
or unpaid family workers in the agricultural sectBermanent wage employment exists
only for a small fraction of the labour force. Pagous forms of employment have
grown and provide the bulk of employment opporiesitand many workers struggle to
meet their basic needs with their incomes. Furt@emder and von Uexkull (2009)
highlight how low-wage casual workers have beetiqdarly hit by the combination of
the food, fuel and financial crises, as their reages declined steeply due to a
combination of food price inflation and stagnatmfmominal wages. Uganda then faces
the particular challenge of generating improved lesmpent opportunities and working
conditions to overcome the prevailing informal gécarious employment conditions,
so that poverty can be reduced further in a sustégrmanner across the economy.



3. Realities of structural transformation in Uganda

Figure 3.

The section above illustrated that the high growaties characterising the Ugandan
economy have not allowed for an effective absorptiba fast-growing labour force into
productive activities. This section documents hdw socio-economic transformation
needed to ensure such an outcome seems to beingaira very slow pace in Uganda —
if at all.

Crucially, growth in agriculture, the sector fromhish the majority of the
population derives its livelihood, has been verakvin the last decade. Having averaged
5.4 per cent per annum during the period betwee®8 1&€nd 2002, growth in the
agricultural sector slowed dramatically to an ageraf 1.1 per cent per annum between
2004 and 2008 (Republic of Uganda, 2010 April varstable 2.3). Productivity growth
in agriculture also has been very weak and theeeiradications that rural poverty is
increasing (Joughin and Kjaer 2010). Yields for tm®ps (including groundnut, Irish
potato, sorghum, rice, cotton, maize, beans, spettto and millet) declined between
1999 and 2006 (ibid).

Further, the share of manufacturing in GDP hasimettiduring the last decade (see
figure 3). It currently stands at around 7 per c@awn from 8.4 per cent in 1997),
which is far behind the average of 24 per centotber developing countries as well as
below the average of 11 per cent for Least Devel@auntries (UNCTAD 2008, p. 7).

Manufacturing as share of GDP, 1980-2008.
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Source: World Bank, World Development Indicators

Manufacturing in Uganda is dominated by agro-preces activities (including
cotton ginning, tea processing, coffee hauling,atmio handling and processing,
beverages, wheat products and dairy products)midrfacturing sector is characterised
by low capacity use, standing at an estimated 5@get of installed capacity (Republic
of Uganda 2010, April, par. 309). A host of consti® inhibit manufacturing output
growth including supply constraints, power shortagaedit rationing, a skills deficit,
inadequate physical infrastructure, low sciencehrtelogy and innovation capabilities,
and unreliable supply of inputs. In particular, #ggicultural sector “has not effectively
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implemented a production programme that would hatgure a reliable supply of
industrial raw materials” (Republic of Uganda 20A@ril, 121)°

As a result of its poor performance, the manuféogusector is not operating as an
immediate alternative employer to agriculture. Neional Development Plan further
highlights the following pernicious features of #extor (p. 205):

* Merchandise exports are dominated by primary conimesdOn average, between
2003-2007 five commodities (coffee, cotton, tobadea, fish and fish products)
made up over half of Uganda’s exports (Uganda Buodestatistics 2009);

* The industrial sector is largely informal charaizted by production of low quality
goods and gross deficiencies in technology;

* Lack of indigenous capacity;

e Little attention to research;

* Low development and innovation;

» Lack of foundational engineering industries andfiries necessary for the
manufacture of tools and spare parts for use ferdifit industries and the generally
poor state of roads and rail infrastructure thatesasupplies and distribution of
goods costly.

The structural transformation “in terms of a geeughange from predominantly
subsistence agriculture to an economy with a comialeragricultural sector and
increasing manufacture” has hence not materialisetlganda (Joughin and Kjoer
2010)* In this context, the recent World Bank Country i8&mce Strategy (World
Bank 2010, paragraph 36) observed the following:

The country’s uninterrupted growth since 1987 hasnba noteworthy achievement.
However, the weak point of economic performance leen the limited shift from a low-
productivity, primary-based economy to a high-prdtity economy based on industry and
services. The country’s high population growth ratekes structural transformation
particularly urgent to create non-agricultural digher-productivity jobs for one of the fastest
growing labour forces in the world.

On the one hand, these features indicate the déatiordevelop new productive
capacities in the country and highlight the poatesiof the existing productive base of
the economy. On the other, they point towards aigtently lop-sided integration into
the global circuits of production and trade. Wesidar each in turn.

First, underlying the trends of insufficient geriema of productive employment are
inadequate investment levels (in terms of incrapgiroductive capacity). Investment
levels have only increased moderately during tH@20and gross capital formation as a
share of GDP has remained around 20 per cent 8ieaearly 2000s, standing at 23.5 per
cent in 2008 (see Figure 4). This compares to invest-to-GDP ratios of more than 30

'8 See also the National Industrial Policy (RepubfitJganda 2008, p. 13) where it is aptly
observed that the growth prospects of the manuiagusector are closely linked with the
performance of the underlying raw material suppliespecially food and fibre: “Uganda’s low
on-farm agricultural productivity limits the cosbmpetitiveness of agricultural raw material
available for industrial processing and full exption of the agricultural potential of Uganda.
High post-harvest losses are also recorded in nobsthe agricultural products. Quality
management of this material is also a constraint”.

7 Joughin and Kjaer (2010, p. 3) quote a formercatfiwho stated that “[P]Jroduction, real
production has not grown. There might be 6 per &P growth but if you look at what it is, it is
mostly such activities as construction of roads..@HOGM (Commonwealth Heads of
Government Meetings) hotels, or trading mobile @son not real production”.
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per cent in the East Asian economies during thigin rowth periods of the 1970s and
1980s (see Mugtada 2010).

Figure 4.  Total (private and public) gross capital formation as a share of GDP (1996-2008)
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Source: World Bank, World Development Indicators.

Further, while private investment rose from 12.2 gent in 2000/1 to 20.6 per cent
in 2006/7, this has mainly consisted of increasegrivate construction (residential
buildings). There have only been very modest irsgean machinery and equipment
investment and public construction has remained(lRepublic of Uganda 2010, April,
p. 10). Significantly, public investment has stagdato below 6 per cent of GDP per
year over the same period (see figure 5), an isguesturn to in Section 6 below.

Figure 5.  Public Investment as a share of GDP (2000/01-2011/12)
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Source: IMF, Article IV documents, various years.

Foreign direct investment has increased in absédutas over time, although it has
declined somewhat following the crisis. FDI to GEfios stand at around 5 per cent (5-
year average for the period 2005/06-2009/10). F&¥ heen directed mainly towards
natural resources, including oil and electricitpgeation. The telecommunications sector

12



Figure 6.

has also witnessed important FDI presence (seed®yewa and Bategeka 2010). In the
context of FDI and manufacturing, Rasiah (2009wshthat potential benefits from FDI
for the domestic manufacturing sector, for instange terms of learning and
technological intensity have not lived up to expéons (quoted in UNCTAD 2009, p.
171).

A worrying trend accompanying the poor investmesrfgrmance in Uganda is the
insufficient growth in total savings as a shar&e@fP. This stood at 14.5 per cent in 2008
(see figure 6) and compares to an average of 2.¢emt for least developed countries
(gross domestic savings as a share of GDP in 2008CTAD 2009, p. 10). While
private savings have increased recently in Ugattt®y remain grossly inadequate in
terms of domestic resources available for finanaivgstment.

Matovu (2010) outlines various reasons for the jpwivate savings rates in Uganda.
He argues that savings in Uganda are often hetdifinancial assets making them less
readily available for long-term and large-scale estments. Most formal financial
institutions are located in urban areas, complicpticcess for those living in rural areas.
Within the formal banking sector, weak competitibigh overhead costs and poor credit
information translate into wide spreads: borrowsns pay as much as 24 per cent, while
savers earn only 4 per cent.

Public and private savings in Uganda as a percentage of GDP (1999/2000-2008/09)
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Source: Matovu (2010)

Second, the nature of the integration of the ecgnomthe world economy has
important implications for the quantity and qualifyemployment created. Weeks (2004,
p. 3) observes how: “(b)oth the rate of economiowgh and its distribution across
sectors and households are influenced by the wmiegrof each country into the world
market. Since economic growth and its distributedfect the growth and structure of
employment, the quantity and quality of employmaiffect poverty, it follows that
external factors influence poverty reduction toyiag degrees in every country”.

Uganda has had disappointing growth rates in tHanwes of its major export
commodities over the 1990s and early 2000s. Incthtext of a heavy reliance on
imports, this has implied a persistent gap betwegrorts and exports (see figure?).
This tends to reflect severe and multiple suppiestonstraints on its major export
commodities, rather than deteriorating demand d¢immdi in the region or world

8 n interview, one of our respondents referred tmhta as having become a “fortress for
imports”.
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Figure 7.

economy”’ Ugandan exports also remain dominated by low (@n-nvalue added
(agricultural) commoditie§. Manufactured or processed products accounteeésrthan

a quarter of Uganda’s exports over the period 2Z0032** The remaining 75 per cent of
merchandise exports were composed of unprocesseitulagal and mineral
commodities. On the services side, tourism has lestable earner for Uganda. Travel
receipts have steadily increased from around onegm@ of GDP in the early 1990s to
3.8 per cent of GDP in 2009/10 (UBOS, Balance gihants Statistics).

Uganda’s current account balance (1992/93-2009/10)
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In terms of imports, Uganda heavily depends onrmabmar of countries (mainly in
Asia) for a diverse set of products (see figure @). and heavy machinery goods
dominate the picture. The origin of the vast m&oof Uganda’s imports in 2008 were,
in order of value, the EU, Kenya, United Arab Enem India and China (Uganda
Bureau of Statistics 2009).

9 Volumes of coffee exports, for instance, have bstagnant for the last decade despite
price increases during the 2005-7 period (see Semakvon Uexkull 2009).

% The National Development Plan (Government of Uga2@10, April, p. 11) recognises
that whereas imports are becoming more technicdlyanced, exports are still dominated by
primary commodities. “This contrasts with some EAsian economies where exports were
dominated by manufactured products. This meansgfilie, that the future growth of the service
and manufacturing sectors will have to undergodfiemation to include new technologies in
order to be more competitive in the export market”.

% Note that manufactured and processed productsidgxdish and processed fish-related
products.
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Figure 8.  The composition of Uganda’s imports in 2008
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To finance the persistent trade deficit, the Ugandaonomy has been heavily
reliant on aid. During the period between 2000 26@8, the aid/import ratio averaged
45 per cent, while the aid/GDP ratio averaged 14 gt (World Bank, World
Development Indicators). Aid dependence has its dwzards of volatility, high
transaction costs and cumbersome conditionality.

Overseas Development Assistance (ODA) has fluauateer the last decade,
averaging around 14 per cent of GDP. Generally,ndgs dependence on ODA as a
share of GDP has declined over time, having reaehpdak of 25 per cent in 1992.
Figure 9 illustrates the fragmentation, and to saxkent the volatility, of aid over the
period between 1996 and 2008. The USA is currddggnda’s largest bilateral donor,
while grants from IDA (World Bank) and the UK hasierunk in relative terms over the
last decade. In total, Uganda received ODA fronbifteral and 16 multilateral donors
in 2008, with significant implications for the resoes necessary to manage these
various relationships. Further, often delays olufas to disburse committed aid flows
occur, with negative impacts on planning and thelementation of development
programmes (Republic of Uganda 2010, April, p. 3¥jth around 30 per cent of the
government’'s budget funded through aid, any delaydisbursements will have
immediate effects on planned expenditures.

2 The increase in the aid to GDP ratio in 2006 idekidebt relief provided through the
Multilateral Debt Relief Initiative (Overseas Deepment Institute 2010 ).
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Figure 9.

Overseas Development Assistance as a percentage of GDP and by Main Donors
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4. Challenges facing the Ugandan economy

The Ugandan economy has been characterised bk aflatructural transformation
towards high-productivity sectors capable of abswmyba fast-growing population.
Growth in the agricultural sector has been slow padicularly insufficient in the last
ten years. Primary commodities continue to dominatkistrial products as exports.
Exports remain characterised by low-value addednoodities and are insufficient to
pay for the import bill. Aid fills a large part dhe trade gap, being subject to its own
hazards including unpredictability and high tratigeccosts. Investment in productive

capacity remains low and the national savingshatestagnated, if not declined, over the
last few years.

It has recently been reiterated by UNRISD (201@9).that:

A fundamental precondition for poverty reductionaipattern of growth and structural
change that generates productive employment, ingsraarnings and contributes to the
welfare of the population. Employment policies mdigure centrally in development
strategies if such a pattern of growth is to occur.

The Report continues that “(p)ublic policy is aidti for generating a pattern of
structural change that creates employment and esdpaverty”. In most general terms,
public policy will need to address the insufficignaf labour demand together with the
poor quality of existing employment.

It is crucial, then, that Uganda’'s future developindrajectory allows for
employment-intensive growth, if an expansion ofducive employment and decent
work for all is to be attained (and that specifieasures are taken — and implemented —
regarding social protection). This will necessitatenacro policy stance that puts public
investment at its centre and which is accompanigdadbgeted or focused sectoral
policies that seek to ensure that increased imvgBntranslate into changes in the
patterns of employment.

We argue below that, on the one hand, this requreifferent macroeconomic
policy framework than what has traditionally beeimhered to in Uganda, where a liberal
stance across fiscal, monetary, exchange rate apithicaccount policies has hindered a
more employment-sensitive development or growtjettary; and that, on the other, the
policy focus needs to go beyond the macroeconomah ghat sectoral policies, in

particular for agriculture and manufacturing, proglaefining imperatives at the macro-
level.

With regard to the former, Saad-Filho (2007, p.)5dfrectly observes that:

(m)acroeconomic stability is evidently an impottaonstraint to the achievement of
pro-poor outcomes, including rapid growth, redisition and the structural transformation of
the economy. Stability includes, at a minimum, iisteamporal fiscal and balance of payments

equilibrium, real exchange rate stability and thaimisation of inflation and macroeconomic
volatility.

However, he continues that these “are not objestive themselves but such
stabilising policies serve to correct problems th&grfere with the achievement of pro-
poor goals”. He proposes for stability to be pudsfar its instrumental value, in support
of a pro-poor programme, rather than that it bevagbd to an objective in itself: “the
preservation of stability should not become an cbje in itself, much less an excuse to

undermine the government’s pro-poor programmehak probably been overstated, but
as was recently reiterated in UNRISD (2010, p. 1):
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(c)ountries that seek to expand employment oppibiésn must adopt
macroeconomic frameworks that avoid restrictive etary and fiscal policies during
periods of poor growth since they tend to reduee glowth of domestic demand,
which affects employment generation.

Further, the connections between macro-policy dndtsiral policy, in which the
links between sectoral policies, trade and macnoamic growth contribute significantly
to economic dynamism, need to be teased out etiplaonid need to drive the design of
policies at the macro level for successful struatdiversification to occur (rather than
that sectoral policies remain subservient to a afemarket-based macro policies)
(Bradford 2005, p. 14).

Finally, a strategy that puts public investmenit@tentre needs to ensure that the
latter is explicitly linked to efforts to expand ployment opportunities. In this context,
the National Employment Policy emphasises the itamme of linking the various
expenditures that are pledged in the latest Ndtibewelopment Plan, see Section 5
below, to the rapid expansion of employment opputies in rural areas. It is suggested
that this could be done by “making employment ¢osat key criterion in selecting
between alternative public and private investmeptsgrammes and projects; ensuring
that rural infrastructure investments are consédictising labour-based techniques”
(Ministry of Gender, Labour and Social Developm2oi0, p. 18).
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5.

The National Development Plan

In the context of these various challenges facing Ugandan economy, the
National Development Plan (Republic of Uganda 20%@gks to put economic
transformation and wealth creation at the heartso$trategy. The proclaimed theme of
the Plan is “growth, employment and socio-econatmdinsformation for prosperity”. At
the most general level, the Plan seeks to raisegeeer capita income levels, improve
the labour force distribution in line with the seetl GDP shares, raise the country’s
human development indicators, and improve the egisncompetitiveness to levels
comparable to middle income countries (Republidgénda 2010, April, p. 4).

To achieve the Plan’s general aims, eight stratedpiectives are singled out:
increase household incomes and promote equity;neehiie availability and quality of
gainful employment; improve the stock and qualityeconomic infrastructure; increase
access to quality social services; promote scietsmnology, innovation and ICT to
enhance competitiveness; enhance human capital logevent; strengthen good
governance, defence and security; promote sustainpbpulation and use of the
environment and natural resources.

The National Development Plan identifies a setlmhding constraints” operating
on its strategic aims. The constraints are ideatifas follows: weak public sector
management and administration; inadequate finarenmpfinancial services; inadequate
guantity and quality of human resources; inadequutgsical infrastructure; gender
issues, negative attitudes, mind-set, culturaltpr@s and perceptions; low application of
science, technology and innovation; and inadegsiapely and limited access to critical
production inputs (such as fertiliser, irrigaticement, steel, etc.).

The Plan recognises that to address these constparticular attention should be
given to harnessing inter-sectoral linkages, fuumetl relationships and synergies among
economic sectors, which, it admits, have receivadfficient attention in the past (p. 6).
To operationalize this approach, the economy isceptualised as consisting of four
sector-clusters. First, there are the primary gnosdctors directly producing goods and
services (agriculture, forestry, tourism, mining,and gas, manufacturing, information
and communication technology, and housing/constmict Second, the complementary
sectors comprise sectors and sub-sectors thatderawstitutional and infrastructural
support to primary growth and other sectors (s@egned technology, transport, energy,
water for production, land management and admatistn, physical planning, urban
development, trade development, financial servicemperatives). The third cluster
consists of the social sectors (population, latemd employment, education and sports,
skills development, health and nutrition sectory#lids, water and sanitation, social
development). And, finally, the “enabling” sect@acompass sectors and sub-sectors
“that provide a conducive environment and framewkmkefficient performance of all
sectors of the economy” (legislature; justice, lawd order, national defence and
security, environment, climate change, water remmuoranagement, meteorology sector,
wetland management, national statistics, standardbs quality infrastructure, public
sector management, accountability sector, disastenagement, sub-national
development, EAC integration, public administratioregional and international
cooperation) (p. 6).

Further, the Plan projects for a “quasi-market apph” to be pursued, which
“includes a mix of government investments in styateareas and private sector market
driven actions” (p. 43). The role for the governii@nthe Plan is understood in terms of
an enabling state partnering with the private sg@io43):
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The private sector will remain the engine of growdmd development, while
Government in addition to undertaking the facilitgt role through the provision of a
conducive policy, regulatory and institutional frawork, will also actively promote and
encourage public-private partnerships in a ratiomahner.

Across the seven constraints identified as bindenget of strategic actions is then
proposed (see pp. 44- 48 of the National Developrm&m, April, for a list of these). In
addition, specific national “core” or “flagship” @ects are identified which are
perceived as critical “for catalysing the transfatibn of the economy”. Within these,
infrastructure for the oil and gas sector is ptised?® This is followed by power projects
to increase electrification in the country. Invesis in roads and rail are also identified
as core projects, continuing a focus on transpait\was initiated in 2007 (see Booth and
Golooba-Mutebi 2009). As part of industrial devetegmt, the construction and
development of a phosphate plant is proposed (dptorprovide fertiliser to farmers “at
affordable price”. This is complemented by a corejgrt seeking to support the
development of the iron ore industry to provideatsgfor the steel industry. Finally, a set
of interventions seeks to improve access to waieprfoduction, including for irrigation,
livestock watering and rural industri&s.

It is asserted by the Plan that these core projeititdake the first call on budget
resources. However, most of the core projects vgllexecuted through Public Private
Partnerships (PPPs), with varying levels of govesmininvolvement (p. 54). This reflects
a persistent commitment within the Plan to a “diigtidriven macroeconomic
environment, an issue we further elaborate up@eiction 6 below.

Before we proceed, however, we offer a brief priglary assessment of the Plan on
the basis of the material we gathered during iters.

The National Development Plan emerged in an attamphove away from the
Poverty Eradication Action Plan (PEAP) process,which the agenda of poverty
reduction (apart from macroeconomic stability) hthien the policy process without
much explicit concern for employment. A perceptiprevailed within government
circles that policy had been excessively drivercbgcerns for social sectors (apart from
macroeconomic stability) rather than the productigetors. The National Development
Plan officially sought to rebalance policy as todrporate longer-term issues related to
productive capacity and employment.

From interview we gathered that there was initialtyne hostility to the process, as
individuals within e.g. the Ministry of Finance,aRhing and Development (MOFPED)
and the Bank of Uganda (BOU) perceived the Nati@&lelopment Plan to involve a
return to some form of central planning and a p&roe prevailed, within certain circles
of government, that the creation of a National Riiag Authority could compromise
macroeconomic stability. The creation of the NatioRlanning Authority also implied
some uncertainty regarding respective mandatesngdivat MOFPED is officially also
responsible for planning. (For certain interviewdbs existence of the Plan was then in
itself already some form of success or victory otlex more conservative circles in
government. Although for others, MOFPED remainele“wwvomb” out of which the

% This includes: developing an oil refinery whichtiscommence production of processed
oil products in the Albertine Graben area; the tmsion of a pipeline for transporting oil
products; completion of the pipeline from Eldo@tdtampala; and facilitating further exploration
of oil fields.

4 For the full list of the national core projectegsTable 4.9 of the National Development
Plan, April version.
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National Planning Authority had emerged and thedneseparate planning from the
Ministry of Finance was emphasised.)

Further, the Plan seems to have come about adabaa@ltive exercise between a
set of line ministries. This collaboration was rafgelly pointed at as an important aspect
of the Plan, in that it implied that ministries ded to be aware of the implications of
their demands for other ministries, as well as ghtuo the fore various intersectoral
linkages. As such, the drafting of the National 8lepment Plan functioned as a
platform for intersectoral dialogue, which was ra&eelly pointed at as an important
achievement in itself.

Yet, in terms of participation of social partnemghe discussion and drafting of the
NDP, we consistently gathered from different intewss that the trade unions had been
barely involved in the process. Trade union offxie spoke to thought it unfortunate
that trade unions are not considered importaninpestin the policy-making process.
This is compounded by lack of capacity within thede unions to engage in debates on
macroeconomic policy. Further the National DeveleptPlan was adopted as the
country’s planning framework without approval ardbption by Parliament, which was
in contravention to the legal framework surrounditigg creation of the National
Planning Authority (section 8(6) of the NPA Act)hi§ was remedied through a
retrospective approval process (Parliament of Ug&@@d 0>

As any other such document would, the National Dxpraent Plan went through a
set of draft$® For the initial draft of the section on the macmeomic strategy (section
in chapter four of the Plan), the National Plannghority collaborated with a World
Bank economist, who sought to provide a projectibiiiscal policy on the basis of a
General Equilibrium simulation to achieve a seMidG targets (“Maquette for MDG
Simulation - MAMS”). This generated an initial pection of a budget deficit around 13
per cent of GDP. This figure provoked strong cistic from the Governor of the Bank of
Uganda, and MOFPED was subsequently tasked todeatie macroeconomic section
of the Plan. This led to a fiscal policy scenatiahe heart of the Plan that is very much
in line with the previous fiscal stance of the Goweent of Uganda — projecting a fiscal
deficit not to exceed 6 per cent, and which, @ngued, is also driven by the convergence
criteria of the East African Community (see belowhis constrains government
spending as a whole and steers the expenditurerpatof the future. As a result any
project proposed in the Plan that cannot be findigethe government as a result of this
fiscal stance, will need to attract private finangcithrough public-private partnerships
(PPP). In this context, the parliamentary committeethe National Development Plan
noted that a policy and the enabling law on PPRw®isyet in place in the country and
recommended that these be enacted as soon aslep@Bsidiament of Uganda 2010, p.
15).

As a result, what may seem at first glance as ditmms refocusing of the national
development strategy, appears more tenuous onr éfegeection, once it becomes clear
that a host of important projects are dependentvbather the private sector will be
forthcoming with fund$’ This may be the reason why, during interviews, biswvere

% This did not happen, however, without an expligiprimand by the Committee
(Parliament of Uganda 2010, p. 14): “The committesv wishes to caution the line Minister to
learn how to respect institutional arrangementassto avoid retrospective approval in future”.

% One rather awkward feature of the different drafts the sometimes very different data
including on such crucial issues as, for examplejgated budgetary allocations.

271t should be noted, although not with much surprikat the Bretton Woods Institutions
are very keen on the centrality of PPPs to the ddati Development Plan. The Joint Staff
Advisory Note — the National Development Plan fimming as Uganda’s latest Poverty
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repeatedly expressed regarding whether the Planbaeieed by sufficient resources to
operationalize it, and hence to what extent varjparss of the Plan would ultimately be
implemented. In light of this concern, the Parliamaey Committee recommended: “that
[the] NPA ranks the binding constraints to refldat order of priority and critical need
so as to prioritize budget funds allocation” (Rarlent of Uganda 2010, p. 15).

A closer look at the National Budget Framework PafMinistry of Finance,
Planning and Development 2010) for the period dagethe Plan, 2010/2011 — 2014/15
(see table 1), further reveals a divergence betweeifiscal projections in the National
Development Plan — themselves already subservieat rather orthodox fiscal agenda
officially attributed to the need to satisfy EAC nsergence criteria — and the
government’s budgét.

Table 1. Selected economic indicators under projections of the current budget framework, the NDP
and the EAC convergence criteria
Indicator Current Framework NDP EAC (convergence criteria)
09/10 10/11 11/12 12/13 13/14 14/15 [09/10 10/11 11/12 12/13 13/14 14/15 [09/10 10/11 11/12 12/13 13/14 14/15
GDP Growth 56% 64% 70% 72% 74% 75% 64% 66% 7.0% 73% 74% 7.5%| >7.0% >7.0% >7.0% >7.0% >7.0% >7.0%
Inflation 70% 45% 49% 51% 49% 49% 79% 75% 60% 69% 68% 68%| <5.0% <5.0% <5.0% <5.0% <5.0% <5.0%
Reserves/Months 50 48 51 57 57 57 bil 51 53 55 56 57 40 >60 >6.0 >60 >6.0 >6.0

Fiscal Deficit Excluding

Grants -49% -56% -52% -4.2% -3.7% -3.4%| -50% -6.1% -6.2% -5.7% -52% -4.3%| <6.0% <5.0% <5.0% <5.0% <5.0% <5.0%
Budget as %age of

GDP 17.7% 18.4% 18.7% 182% 18.2% 17.9%| 17.8% 19.2% 19.8% 19.8% 19.8% 19.4%

External Aid % of GDP 50% 4.7% 3.8% 35% 3.1%| 52% 54% 56% 5.1% 4.6% 3.7%

Domestic Revenue

%age of GDP 12.7% 13.0% 13.5% 14.0% 14.5% 14.5%| 12.8% 13.1% 13.6% 14.1% 14.6% 15.1%

20%

Source: MOFPED (2010, p. 20)

Reduction Strategy Paper —notes (IDA/IMF 2010, gaxgh 7): “the implementation of the
ambitious public investment program should be mihdff preserving space for private sector
initiative and development. In this respect, thgaleand fiscal frameworks for PPPs could be
reviewed and strengthened as needed”. This comhiitesa reluctant endorsement by the BWIs
of the Plan’s strategy to increase public investmeimnfrastructure: “The expanded provision of
public services, particularly in infrastructure shb pave the way for increased private sector
investment. Nevertheless, staff encourages theostids to be mindful of the risks of crowding
out the private sector, and more broadly to enthaktadequate space is left for private initiative
in key and other sectors” (IDA/IMF 2010, paragrd®h).

% The Committee expressed the view that both phlysind technological infrastructure
should be the first top priority binding constrafRarliament of Uganda 2010, p. 15).

? This is reminiscent of an earlier assessment ®REAP process. Canagarajah and van
Diesen (2011, pp. 138-9) observed: “To many stakishe outside the MFPED, the third PEAP
thus reads as if its ambitious priorities are largmnstrained by existing overall and sector-
specific expenditure- allocation ceilings set guthe Medium Term and Long-Term Expenditure
Framework. The highly consultative process of primgathe PEAP generated many ideas and
much progressive thinking about poverty reductgmme of which may have been inconsistent
with traditional budget priorities as envisaged BN-PED officials. However, the ultimate
dominance of MFPED in priorities setting for the A/ lEmay have meant that these new ideas
were not drawn upon to the extent that was possible
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The Framework Paper explains these downward ad@uson the projections in
the budget framework as compared to the NationakDgment Plan as follows (p. 20):

Macroeconomic balance is a key condition for ecanognowth and poverty reduction
... the current projections for financial resourcest¢rnal aid and domestic revenue) are less
optimistic compared to those set out in the Nalidbavelopment Plan ... For example, to
achieve the EAC fiscal deficit (excluding grant§)no more than 5 per cent of GDP by 2014
implies that the government will either hold batk level of expenditure or it will have to
increase significantly domestic revenue collectionsAlternatively, the country would be
faced with a trade-off between aiming to achieve HAC convergence criteria as opposed to
making the necessary investments in infrastrudimiteridge the huge infrastructure gaps that
the country faces.

The issue of the discrepancy between the resourgecptions in the National
Development Plan versus those of the budgetaryeinaork was also highlighted by the
Parliamentary Committee on the National DevelopmBtan: “This difference in
projections by MFPED and National Development Rtamery significant and if these
projections are not harmonised, the implementatiaihe National Development Plan in
the medium term is likely to fall short of its expations”. The committee recommended
that the NPA in consultation with MFPED “harmonipeojections of the resource
envelope for the effective implementation of the tiblaal Development Plan”
(Parliament of Uganda 2010, p. 17). The issue@jnsistency, finally, did not only arise
in the context of the projected total resourcesilabie to implement the National
Development Plan, but also regarding the priotitiseof budgetary allocations between
sectors (Parliament of Uganda 2010, p. 17).
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6.  Trajectories of macroeconomic policies: constrai nts or
opportunities?

Having set out the context in which Uganda aim$nplement its new National
Development Plan in Sections 2 and 3 above, wetnawto an appraisal of the extent to
which macroeconomic policies in Uganda supporthlitead ambitions of the National
Development Plan, which include “growth, employmeand socio-economic
transformation for prosperity”- as laid out in Sent5 above.

In particular, this section assesses the alignmieetween macroeconomic
management and the broader economic goals of greivtictural change, employment
and poverty reduction in Uganda. This is donefdar specific policy areas fiscal
policy, monetary policy, exchange rate policy aa@ital account management. In order
to frame our assessment, each section includegfarmtication of general principles of
a macroeconomic framework that puts the goals gfl@gment-creation and structural
change at its centre, as well as concludes withgsals for alternatives.

Yet, and this anticipates our argument in the aatinly section of this Report
below, promoting alternative employment-sensitiveacrmeconomic policies, as laid out
for each policy area in this Section, is not sidfi¢ to generate the structural changes
that are required in the Ugandan economy for ttadities of “full and productive
employment and decent wages for all” to materiall$ee recommendations we make for
each specific policy area should therefore nonberpreted on their own, but assessed in
conjunction with focussed sectoral policies as vealllabour market policies, briefly
discussed in the concluding section of this Report.

In general, our appraisal is that macroeconomiécyoh Uganda since the early
1990s has been driven by a main concern, initifdiiy,a return to, and then continuing
price stability, which has translated into tightmatary and fiscal policies. This has been
combined with a commitment to a flexible exchangee r(since 1993) and an open
capital account (since 1997) — apart from extengixatisation and deregulation efforts.
The combination of these features has tended tdyimpelatively low level of direct
control by the state over the direction of accurtioain the economy, underpinned by
the idea that, instead, the dynamics from withia ghivate sector will deliver in this
regard. Yet, as was indicated above in SectioncB sucourse has not generated the
necessary structural diversification and upgradiihiie economy®

Further, although this Report was written agairsd backdrop (and probably
because of) the advent of the global financial ecwhomic crisis, the policy response by
the Ugandan authorities to the implications of ¢higis has not been pronounced, with
the preceding monetary and fiscal stances remaitangely unchanged (see also
Ssewanyana and Bategeka 2010). The implicatiotiseofjlobal financial and economic
crisis for Uganda mainly took effect through thedeemal account (in terms of reduced
capital flows and remittances) and will be discdskere in the context of the policies
pertaining to the exchange rate and the capitalwatdc

%0 See Weeks and McKinley (2007) for a general arégi@f such macroeconomic policies.
See also Brixiova and Ndukimana (2010) for a reaypraisal of the performance of such
macroeconomic policies across Sub-Saharan Afrioantcies.
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6.1  Fiscal policy

Figure 10.

In Section 4 above, the need for a focus on pubiestment linked to
employment-generation and structural change wabkligiged. This focus on public
investment requires fiscal policy to be adaptalole lmng-term in its objectives, help to
boost aggregate demand, relieve supply and infietsire constraints and crowd in
private investment (Saad-Filho 2007). In genenaiplementing a large-scale public
investment programme will require flexibility indHiscal framework. Flexibility is also
needed to allow a low-income country, like Uganda, adjust to unforeseen
circumstances and external shocks.

In Uganda, however, fiscal policy seems to haventedominantly driven over
the last decade by a trend of fiscal consolidatihere the fiscal balance (excluding
grants) has been gradually brought down from dodlg# deficits in the early 2000s
towards deficits of below 6 per cent of GDP sin€®306, reaching -4.4 per cent in
2008/9, -5 per cent in 2009/10 and projected tdimedurther to just over -3 per cent by
2014/15 (see figure 10).

Uganda’s Overall Fiscal Balance (% of GDP)
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Source: IMF, Article IV Consultations, various years.

The reduction in the fiscal deficit over the 1930M&l 2000s in Uganda has largely
been achieved by reductions in expenditure rathan tsignificant improvements in
revenue mobilization. Figure 11 indicates how, siffiscal year 2001/02, government
expenditure as a share of GDP has initially dedlinad then stagnated. It is further
projected to remain at a level below 20 per cemhénext few years.
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Figure 11.  Government Expenditure as a % of GDP (1997/98-2009/10)
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Figure 12 indicates how the revenue performandadefUgandan government has
barely improved over the last ten years, hoveriogiad a low 12 per cent of GDP. This
is the lowest amongst the East African Communityntoes.

Figure 12.  Revenue Performance as a % of GDP (1997/98-2013/14)
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Source: IMF, Article IV Consultations, various years; MFPED projections taken from National Budget Framework Paper, 2010

Projected increases in revenue are intended to dmmeincreases in income tax
through PAYE, as well as from domestic consumptionincreases (VAT). International
trade taxes are also set to increase but by areaihds much. Even with the inclusion of
these ambitious targets for income and consumgaancollection, Uganda’s revenue
performance will still remain below that of its ghbours and other low-income
countries.
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The discovery of oil and the increased revenuesttiia will generate may give
Ugandan authorities further fiscal space in tharkt' However, revenues from oil will
not come on stream until 2016 at the earliest. Heunhore, in order to exploit these
resources, large investments will be required fothier exploration, development and
extraction, and related infrastructure. It wasadseindicated in Section 5 above how an
important part of the National Development Planukes on enabling prospective oll
exploitation®?

On the expenditure side, following significant ieases in spending over the late
1990s and early 2000s, Ugandan authorities draatigticut both development and
current spending (as a share of GDP) over the @02 (see figure 11 above). Between
1997/98 and 2001/02 government expenditure rosa ft@ to almost 25 per cent of
GDP. Of this increase, just under half was usedPimverty Action Fund expenditures
(health, education etc.), while the remainder veentvage increases, defence and interest
payments (International Monetary Fund 2003). Subsety, development expenditures
(both domestically and donor-financed projects) evalmost halved between 2002/03
and 2007/08 (see figure 13).

And, while figure 13 indicates how development exgitires, most notably
domestically-financed infrastructure expenditurémve increased lately, the total
increase in development expenditures in GDP has bsatively modest and has to be
seen against their strong decline (as a share d?)GDer the last decade (see also
Section 3 above). Further, even though developnesipenditures are projected to
increase as a share of GDP in the next few yehis,iricrease fails to restore these
expenditures to the shares of GDP attained indhnlg 2000s. It is against this trend that
the strong rhetoric of increases in infrastruchuae to be assessed, and the remarks made
above regarding the centrality of the PPPs foiitipdementation of the ambitions of the
National Development Plan to be borne in mind.

31 The national budget framework for FY2010/11-20854/for instance, indicates how
(Ministry of Finance, Planning and Development 201.036): “oil revenues through the national
budget will be invested in non-oil and non-gas @ecfor productivity enhancement, such as,
agro-processing and marketing, agricultural iriyat water for production, roads, rail, other
sources of energy and education and health infretstre”.

32 “During the implementation of this plan, infrastture for the oil and gas sector will be
prioritised.” (Republic of Uganda 2010 , April vens, p. 49). See footnote 19 for more details.
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Figure 13.

Figure 14.

Uganda’s Development Expenditures as a % of GDP (1997/98- 2012/13)
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Further, figure 14 below indicates how current goweent expenditures were cut
by around a third over the mid-2000s, reaching togiest level in ten years in 2009/10.
The latest National Budget Framework Paper alswatels (MOFPED 2010, p. 32) that
to create the necessary fiscal space for publiestment in the critical areas identified in
the National Development Plan, growth in recurrspénding will be curtailed. The
“new” policy direction announced with the Natiorlaévelopment Plan has hence not
implied any departures from previous trends of deamls and constrained government
expenditures. At most, some form of trade-off hasuored between development and
recurrent spending to create the “fiscal space”tf@ much publicised infrastructure
investments. This has implied cutting governmemisconption from 14 per cent of GDP
in 2003/4 to 10 per cent, which is below governnamtsumption expenditure as a share
of GDP both in lower-middle income and high middieeme countries (where these are

13 per cent and 16 per cent respectively) (UNCTADZ, p. 48).

Uganda’s Current Expenditures as a % of GDP (1997/98 - 2012/13)
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Figure 15.

The reliance on expenditure cuts rather than revemabilisation is a disappointing
trend in Uganda. Rather than attempting to raiseréivenue base through progressive
taxation policies or operate with less constrainetions of fiscal space (see below), the
burden of fiscal stringency has been on currentdmalopment expenditures. This has
included cuts to wages and salaries, domestic andrefinanced projects with obvious
repercussions for the employment and “decent worlafi” agenda. The projections for
increases in expenditure to meet the objectivegshef NDP need therefore to be
understood within this historic trajectory of widpread cuts, and projections for
expenditure as a percentage of GDP for 2014/15ad®ee a return to the expenditure
levels of the early-2000s.

Figure 15 provides a sectoral picture of the govemt’s expenditures priorities. In
recent years Uganda’s budgetary sector expendihanes been reoriented towards roads,
infrastructure spending and energy and mineral [dpweent, away from other, non-
priority sectors, including loan repayments andligputrder and safety. In line with the
NDP, this reorientation of expenditures is targetedontinue in the near future, with
defence spending set to reduce further. The budgetiéocations for education and
agricultural budgets have also been targeted t®a&se. However, this reorientation of
expenditures needs to be understood within therwidetext of stagnant expenditures as
a share of GDP (see above).

Worryingly, given that the agricultural sector eoyd around 75 per cent of the
economically active population, this sector hassggiantly received less than 5 per cent
of total (recurrent and development) expenditurer alre last 10 years. In terms of public
development expenditures on agriculture, Joughth kKgaer (2010, p. 8) comment that
“despite all the rhetoric...the share of funding floe sector (broadly defined including
forestry and fisheries) has fallen from 8% in 20@1to 5.7% in 2005/06, to 4.1% in
2007/8, to 3.7% in 2008/9...” (Joughin and Kjoer 20@08). The 2009/10 budget, in
line with the NDP, saw the sectoral share of adfiicel in budgetary allocations increase
to 4.5%, but this remains dramatically inadequatettie sector and significantly lower
than in other low-income countries (Fan 2008).

Uganda’s Expenditure by Sector (percentage of total expenditure)

100% -
90% -
80%
70%
60%
50%
40%
30%
20%
10%

0%

N © Q SR\ & $» o S Y Q Q Q Q
Q Q Q Q Q Q Q Q Q Q
«\q q%\q B O A A AP Q%\\’ Q\x"’ \,\'Q' '»\\"b
P R M R I P MR A S S
Energy and Mineral Development (Qil) Other
M Roads and Transport B Agriculture
M Health M Education

Source: UBOS, Statistical Abstracts (various years); MOFPED, 2010

29



The sectoral composition of government expendithigs an important impact on
the structure of the Ugandan economy and employeresattion. Fan (2008) points out
that across a number of developing countries, teghgin spending in agriculture and
other productive sectors have had detrimental cuestes on development indicators,
as these sectors have larger returns to GDP gramthpoverty reduction than non-
productive sectors. In the case of Uganda, thi®isehow offset more recently with the
emphasis on infrastructure.

Furthermore, there have been problems with theutixacof the 2009/10 budget.
This under-spending is mostly explained by sigaific under-execution of capital
spending. This was partially due to problems with introduction of new procurement
procedures, which many line ministries lacked cépao implement?® In this context,
Sender and von Uexkull (2009, p. 19) observed:

Recently, Uganda has found it difficult to achiessgen its planned rates of growth of
capital expenditure ... the limited capacity to execurgently needed rural infrastructure
projects has become a matter of concern raisedthdylonor community. This capacity will
need to be improved before it will be possible mpliement the ... recommendations for
labour-based infrastructure as a response to tiggtlerm problem of inadequate employment
opportunities.

Finally, the government’s spending pattern hashean altered in response to the
global crisis®* Inflation concerns drove the government's fisesiponse, with the fear of
worsening inflation driving the decision not to patplace a stimulus package (see also
below). Fiscal policy remained steered by the desfrthe authorities to maintain their
fiscal target of reducing the deficit to below 5r pment of GDP. Ssewanyana and
Bategeka (2010, p. 14) comment as follows:

Broadly, like monetary policy, fiscal policy in Ugda remained largely conservative
during the period, with no expressed policy to @éase the size of the fiscal deficit. On the
contrary, the fiscal authorities continued withithdesire to decrease the fiscal deficit ... Yet,
to address the adverse effects of the crisis, theatcy needed to increase public sector
spending. This was repugnant to Uganda’s monetathfiacal authorities, which thought that
such action would have long-lasting adverse effentthe economy through destabilisation of
the macroeconomic environment.

6.2  Alternative fiscal policy options

As we have seen above, fiscal deficit levels in tdlgahave been brought down
quite strongly (see figure 10). One of the mairsoes for Uganda’s fiscal stringency in
recent years has been a fear of the potentiatimfiary impact of fiscal deficits as well
as fears of crowding-out private investment. Iltargued that higher fiscal deficits, if
financed through the issuing of government bondk lead to higher interest rates and
therefore crowd-out private investment. Alternatrydinancing higher deficits through
borrowing from the central bank will lead to anrie&se in the money supply, which, it is

% Interviews with researchers (EPRC) and stakehsld@UE) indicated widespread
problems with the introduction of the new procuraiguidelines. The processes involved are
complicated, slow and require specialist knowledgéack of capacity within line ministries and
on the part of Ugandan contractors results in delaybudget execution as well as attempts to
circumvent the process altogether.

3 During interview, however, we were often given ihgpression that an expansionary
fiscal policy had been put in place in responsthéocrisis. The confusion probably results from
the reorientation of public spending towards public infrastructuhatt took place in 2007 and
continued thereafter. As pointed out in the texda) this has nevertheless happened against an
underlying trend of fiscal consolidation (througlwvering government expenditure).

30



argued, would feed through to higher inflation.akidition, if the increase in the money
supply is used to increase imports, the currentaacdeficit could worsen.

However, a number of studies indicate an alterpatiew on the relationship
between fiscal deficits and inflation in countri@ih excess capacity (Epstein 2009;
Weeks 2009; Mugtada 2010). In a country such asntmawhere the economy is
operating below its full potential, financing thefidit, whether through bond sales or
monetisation need not result in inflation or cromgiout. If the increased expenditure is
directed towards complimentary sectors, such asstricture, private investment will
most likely be crowded-in. This has been consited¢monstrated across a host of
developing countries.

In relation to the potential crowding out effect lifgher fiscal deficits, Weeks
(2009, p. 6) highlights:

The specific hypothesis that raising resourceieeithrough taxation or borrowing,
reduces, i.e., ‘crowds out’, private sector investinis an empirical question about which no
general conclusion can be drawn. Economic thedty tae that this will occur when an
economy is constrained by a scarce resource, angulblic sector expenditure competes with
the private sector for access to that resourcielfe is general under-utilisation of resources,
as is the case in most African countries, resouatesnot scarce in the technical sense, and
‘crowding out’ will not occur. Indeed, the oppositelikely: public expenditures, by raising
demand or being directly complementary to privatgestment, can ‘crowd-in’ private
spending directly or indirectly via aggregate dethan

This perspective is supported by a number of poti@kers and stakeholders in
Uganda, who feel that current deficit levels analifer projections are too conservative.
Most recently, Ssewanyana and Bategeka (2010, {f)l4trongly reiterate the main
arguments in favour of increasing deficit leveldiganda:

While we appreciate Uganda’s increased public seirteestment in infrastructure
development ... the infrastructure deficit that toemtry must meet to realise its development
aspirations remains enormous, calling for an irgmdn the size of the fiscal deficit. The issue
should not be the size of the fiscal deficit buhea the way it is financed and how the money
is spent. The relevant question to address shaildduld the benefits of a relatively larger
deficit be more than the costs in the medium tgylterm? If the answer is yes, then the
Ugandan authorities should go for a larger defteén the current target of less than 5% of
GDP. It is important to recognise that, in the shon, the binding constraints to the country’s
economic growth and development need to be remdwetbster economic growth and
transformation. Uganda is unlikely to register lginflation just because of a wider fiscal
deficit, mainly for the following two reasons:

* High demand for imported inputs for the developmagit public
infrastructure; some of the inputs could be sourfceth abroad with little
impact on monetary expansion in the domestic ecgn@onstruction of
hydropower dams and the railway network provide cy@xamples of
inputs that the country could spend on withouteased risk of sustained
moderate inflation.

e The Ugandan economy is operating at below full @yplent, calling for a
stimulus package to increase resource allocatiom anilisation,
employment and capacity utilization.

Ultimately, the ability of a government to implemiemore growth-inducing
macroeconomic policies depends on its fiscal spageits ability to raise revenue and
rely on debt instruments or external grants foaricing (see UNCTAD 2009). It has
been repeatedly emphasised in the literature tatimg deficits can be justified, in
general, on two major counts. First, governmeneexfiures can be used to compensate
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for falls in private spending during economic downs. Second, running deficits is fully
justified, even in non-recessionary periods, topsup public investment (Weeks and
McKinley 2007). This is the development rationade funning a deficit. Indeed, Weeks
and McKinley (2007) insist that it makes little serto use current revenues to finance
public investment since the additional future renesn expected from the investment
should pay off the debt that the government injtidhcurred. It is through this
development function that public investment camstate private investment and boost
economy-wide labour productivity (see UNCTAD 2009).

In the case of Uganda, although the deficit pasiseems to be constrained by the
government’s commitment to the EAC convergencegat(a fiscal deficit below 5 per
cent of GDP), it may be worth recalling that theiminy has a low debt-to-GDP ratio,
which declined from 69 per cent of GDP in 2004 €og&r cent in 2008 (ODI 2016).
This is well below the (arbitrary) benchmark of gé€r cent often referred to by the IMF
for developing countries. It indicates the pos#ipibf increasing the deficit. This would
ideally be done by recourse to external conceskimngrant financing but could also
happen through raising domestic d&dhdeed, and as has already pointed out above, the
basic rationale for running public deficits to fire® public investment is that the future
rate of return on such investment would pay offdbbt.

Recently Chowdury and Islam (2010) have again rdednus that the “current
preoccupation with identifying prudential limits qublic debt-to-GDP ratios have had
the consequence of distracting attention from thueial role that fiscal policy plays in
promoting growth and development”. The authorssirnsiat the relationship between the
debt-to-GDP ratio and macroeconomic instabilitynisak and provide a convincing
argument to move beyond the imposition of financsaightjackets implied by
conformity to alleged “optimal” debt-GDP ratios favour of publicly-financed (or
deficit-financed) investment to stimulate growth.

Further, a public investment programme needs toob&bined withspecific labour
market and employment policies. Given the importance of projected public private
partnership at the heart of the various investrpeogrammes proposed in the National
Development Plan, there is a need for a legal freone on procurement that allows for
labour-based clauses to be imposed on private tiongs8 In this regard, Sender and von
Uexkull (2009, p. 68) recommend tht:

% 1t could be noted that despite this reality ofoavIpublic debt-to-GDP ratio, myths
regarding “high debt-to-GDP ratios” in Uganda abduAn initial assessment of fiscal policy in
the wake of the global crisis, for instance, asgkithat: “given the high debt to GDP ratio,
Uganda’s expenditure should be well targeted” ($sgana et al. 2009, p. 18).

3% A host of issues may be argued to interfere withrechanism whereby the government
issues bonds to finance long term investment, mthe least the biased asset holdings within the
commercial banking sector with possible implicatidior credit extension towards the private
sector (see the section on monetary policy belt¥awever, there are ways to overcome such
constraints, for instance, through excluding themewrcial banks from government bond
auctions, or/and to let the government function“iasestor of last resort”, if private sector
investment is not forthcoming. See also Ssewangam (2009, p. 17), who make an argument
in favour of excluding commercial banks from thenqary market of the government’s short-term
debt instruments (Treasury Bills).

37 The authors add that liquidity concerns do ndttyrapply in the case of domestic debt,
“which can always be paid off by printing moneysavereign right which households or firms do
not have”.

3 We have seen a draft of a Local Construction ItiiuRolicy which includes a clause on
labour based work (8f in
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Table 2.

labour-based construction methods are universatlppted; that the number of
additional days of employment, as well as theitritistion between males and females and
richer and poorer rural households, is closely meoed; and the wage rates are set low
enough so that the poorest are self-selected ir@onew opportunities for temporary wage
employment in the construction sector. Governmegehaies should also insist that the use of
labour-based construction methods is a conditiorttie (re-)awarding of contracts for rural
infrastructure provision.

The authors add that “the planned programme ofstmvent to improve the physical
and social infrastructure in rural areas and toeiase agricultural production presents an
excellent opportunity to tighten the labour markat poorly educated rural workers.
However, the employment creation aspects need t@tyemuch more carefully planned
and monitored”.

There have also been some indications from intexeés that many private sector
firms have not adopted employment policies thabfavJgandan workers. In the first
instance, a number of multinational firms do natognise trade unions, weakening the
bargaining position of the latter. Secondly, intional firms are often able to hire
workers from overseas, arguing that the skills gaktdan workers are not adapted to
their industry. Given these concerns, the publict@ein Uganda may have greater
purchase to see through policies that combine thgleimentation of the National
Development Plan with employment generation, thihpugr example, public works
schemes.

Finally, alternative directions in fiscal policy umially depend onimproved
domestic revenue mobilisation efforts. We saw previously, that Uganda has relied on
spending cuts over revenue mobilisation to meefistal targets. In fact, attempts at
raising domestic revenue have been disappointimgd3tic revenue remains under 12
per cent of GDP in Uganda, well below average déimesvenue mobilisation efforts in
low-income countries and lower than average forSabaran Africa as a whole (see
table 2). Crucially, other than a one-off increaséax revenue as a percentage of GDP
between 2001 and 2002, the picture on revenue isatdin has remained stagnant (see
figure 12 above).

Uganda’s Revenue Performance in Perspective

LIC Total Sub-Saharan African Uganda Total
Years Revenue LICs Total Revenue Revegnue Averages
Averages Averages 9
1990-1994 13.3 13.3 9.1
1995-1999 16.1 141 11.3
2000-2006 18.2 15.6 129

Source: IMF, Article IV Consultations, various years

Uganda therefore has scope to increase its revaffargs by expanding the tax base
and by implementing progressive tax policies thestuee the rich are taxed more heavily

http://www.uace.or.ug/index.php?option=displaypatiefid=70&op=page&SubMenru ),
but it remained uncertain to us whether this wdmllahat has been adopted, and if so, to what
extent it is implemented and what kind of enforcebreechanisms exist.

39 See also Ministry of Gender, Labour and Social@eyment (2010, p. 18) quoted in the
closing paragraph of Section 4 above.
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than poor workers (Gottschalk 2008). Further, thecalery of oil represents an

opportunity for Uganda to raise domestic revenodhe future. However, McKinley and

Kyrili (2009) underscore the importance for low-emee countries in general to build
their capacity to negotiate effectively with muéttironal corporations in order to secure
an equitable public share of resource rents.

More specifically, attempts to enhance the statel&nue raising capacity could
include the following measuréIn Uganda, where a standard rate of VAT at 18 per
cent prevails, VAT could be increased on luxury stonption items. Such a measure
would also address the regressive nature of a atdndAT rate across consumption
goods Income taxes, currently operating with a flat regeale, could be made
progressive. Tax holidays and exemptions for catimms should be reduced, and cuts
in corporate taxes should be resisted. The lagsuel has to some extent been
acknowledged recently by Ugandan Ministry of FPEth the most recent National
Budget Framework Paper stating the following (Minyisof Finance, Planning and
Development 2010, p. 33):

In a bid to attract investment there is pressurgrémt tax incentives. This trend is likely
to undermine the tax revenue mobilization efforll the tax laws already incorporate
generous tax incentives comparable to other crediék jurisdictions. For example, the
Income Tax Act provides for initial allowances, alerated depreciation, indefinite loss
carryover and various deductions on capital exgarali Under the VAT Act, Investment
Traders are entitled to VAT deferment on their t@pinvestment. Plant and machinery,
essential raw materials and spare parts do natcatimport taxes. There is therefore need to
review the tax incentives policy to minimize waste.

A recent report by the African Development Bank @\R010, p. viii) notes that tax
revenue as a percentage of GDP in Uganda coulty emsup to 16 per cent (from the
current rate of 12 per cent) if some of the revenegating measures, particularly
incentives and exemptions, were removed. Di JoBAgRalso argues that the common
policy in developing countries of exempting higlteme earning expatriate residents
from paying income taxes should be reconsideredchwin itself creates a poor
demonstration effect for high-income earning natlen

Further, urban property taxes remain often undesidged in low-income countries
as an avenue for revenue collection. In line whls,t Matovu (2010) argues for the
introduction of a property tax in Uganda to be églvion commercial and residential
properties and to be used to finance local govenigievelopment programmes. Di John
(2008) points to a set of reasons why governmesiscially at local levels should focus
on this tax. It could provide financing for urbarfrastructure investment, which would
improve production and export capacity of light mfacturing plants, often located in
urban centres. Further, urban property taxes cbeltevied by municipal governments,
who, with the extensive decentralisation exercides have been pursued in poor
countries (including Uganda) have become incredsiresponsible for public service
delivery without necessarily having been allocatieel necessary resources to do so.
Urban property tax reform has been relatively abdeom the policy agenda in
developing countries as donor-led reforms of taxafivith an important role played the
IMF) have focused on national tax efforts and beeaan urban property tax scheme

01t needs to be observed, however, that for imprdegdcollection to enhance the growth
prospects of the economy, policies should be pdrghat aim to translate improved revenue
generation into the construction of productive cipes. Improved tax collection in the absence
of the latter is not likely to accelerate domesiicumulation rates and may even damage growth
prospects (see Di John 2008).
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requires investment in capacity (often neglectethinpresence of the availability of the
quick-fix solutions such as VAT).

A set of structural impediments is often identifiad limiting the possibility of
raising tax revenues in low-income countries, sasHJganda. These typically include
the existence of a large informal sector and a Isshare of wages in national income.
The issue of informality could potentially be adsled through the provision of specific
incentives to businesses that fear loss of incosna eesult of taxation once part of the
formal economy. Such incentives could include ugdgdainfrastructure, support for
marketing and distribution as well as access tdicr&his implies that attempting to
bring the informal sector into the taxable realmuiees linking tax policy to domestic
production strategies.

6.3 Monetary policy

The Bank of Uganda’s official mission is to ensor@croeconomic stability, mainly
understood as price stability. The main aim of nta@nepolicy, hence, is to maintain
“low and stable inflation”. Since 1993, the Reseleney Programme has guided the
conduct of monetary policy in Uganda, guided itbglthe medium-term goal of keeping
inflation below 5 per cent. This was reassertedmtlg in the wake of the crisis (Bank of
Uganda 2010b, p. 2): “Monetary policy remains gdai@vards reducing annual core
inflation to its long term target of 5 per cent lghat the same time providing sufficient
liquidity to allow aggregate demand to strengthen.”

Figure 16 illustrates that Uganda'’s inflation rates been moderate to low over the
last 10 to 15 years. It was brought down rapidiyrfr66 per cent in 1992. Inflation has
mainly remained below 10% and on two occasiongaemt years (1998 and 2002) has
fallen below zero. Uganda’'s CPI basket is dominaigdfood, rent, fuel and utility
prices, making up almost half of the total consuampbasket (UBOS 2009). The steep
rise in food and fuel costs starting in 2008 hetpexplain the rise in inflation over the
course of 2008 and 2009 in Uganda.

Figure 16. Inflation in Uganda: Consumer Price Index % Change (quarterly data)
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The conduct of monetary policy by the Bank of Ugaigl done on the basis of a
target for reserve money growth and relies on aokatstruments to effect this target.
These include: open-market type operations throtigkasury bills, BOU bills and
repurchase agreemefitssash reserve requirements on all deposit liadsiita Bank rate
to regulate commercial bank’s borrowing from BOUregliscount rate to address any
liquidity shortages; and spot interventions in tfareign-exchange market (see
Musinguzi and Katarikawi 2001).

Kasekende and Brownbridge (2010, p. 5) note, hokyéliat in monetary targeting
regimes, interest rates often play a secondargnyf, role as policy tool: “What are
termed ‘policy rates’ in money targeting regimes aither determined endogenously,
through a link to a market interest rate such @seasury Bill rate or are not binding in
the sense that they do not influence interest iatBsancial markets”.

The analytical and programmatic framework undegydganda’s monetary policy
is the IMF's Financial Programming framework, whigenerates ceilings on net
domestic assets and floors on international resefigpstein and Heintz (2006) reiterate
how the IMF's financial programming approach impliean intrinsic highly
contractionary bias to monetary poli€yThis is combined with informal inflation
targeting, adding an additional constraint on manepolicy. During interview with
government officials, our attention was also drawwnthe failure to consider labour
market outcomes in this model, and the model’s icagibn that the link between the
macroeconomic variables and growth remains tenwaitis the latter serving merely as a
target rather than that its specific dynamics anked to (or inform) supporting
macroeconomic policies.

Even most recently, during the food, fuel and fitiah crisis, the monetary
authorities have remained committed to chasing toei inflation target, despite clear
evidence that increases in inflation were drivenfdgd and fuel price increases (i.e.
supply rather than demand factors). SsewanyanaBatebeka (2010, p. 14) argue that
this conservative monetary stance persisted desmalés from the international
community for the BOU to ease its monetary policy.

The choice of monetary policy and related instrutsi@m Uganda has increasingly
come under question for their efficacy and potdigtidamaging effects (Epstein and
Heintz 2006; Adam 2009; Kasekende and Brownbridg&0®2 Given Uganda’s open
capital account and continued reliance on donoy aidumber of concerns have been
raised about Uganda’s choice of instruments. Fortbee, the conduct of monetary
policy may have damaging consequences for Ugandhifity to implement an
employment-oriented development path.

With significant parts of Uganda’s budget finandsd aid flows (30 per cent in
2008), the Bank of Uganda has often undertakeilis&tion efforts out of fear that the
aid-infused liquidity (often spent on non-tradedod® and services) may provoke

*1 Of the three types of open market operations, Titeasury Bill is the most commonly
used. The BOU decides on the size of the offerlatscthe market determine the interest rate. The
Treasury Bill is used solely as a monetary poliogtiument and is rarely used to finance
government expenditures.

“2 |t is worth noting that, since 2005, the BoU hasnty every year outperformed on IMF
programmed targets (in terms of ceilings on net ektin assets and floors on international
reserves) (IMF various).

3t is also telling that during interview with a W Bank official at the Bank’s Kampala
office, the interviewee insisted that employmenhdt a macro issue but needs to be addressed
solely through micro-level interventions.
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Figure 17.

inflationary pressures. In its operations to swilarge inflows of donor aid (or large
portfolio flows), sales of treasury bills may putdwe pressure on the domestic interest
rate. This was the case in 1999 and 2003, where larfiows of donor aid were
accompanied by a surge of private capital leadingnt appreciation in the real exchange
rate. The Ugandan authorities responded promptlplrghasing foreign exchange (to
lean against the appreciation of the currency) iaading a large number of Treasury
bills to mop up the liquidity infused through theurphase of foreign currency
(International Monetary Fund 2003).The sterilisatieffort pushed domestic interest
rates up excessively and a strong deflationarysprespushed the CPI well below its
target. It was not considered that in conditiongltef capacity, infused liquidity need not
result in inflation, but rather can stimulate tlweomy through increasing demafid.

Ugandan monetary policy is further hampered by weaksmission mechanisms
between its main instrument (open market transastio Treasury bills) and lending
rates in the economy mainly due to the underdewedop of the domestic bond market,
which coexists with high concentration in, the final sectof® Figure 17 illustrates the
wide discrepancy between the Treasury bill rate Bmdling rates in the Ugandan
economy over the last decade.

Savings, Lending and Treasury Bill Rates in Uganda (1997-2010)
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4 Kasekende and Brownbridge (2010, p. 6) howevenatbat at points, the approach by
the BoU has been more flexible, where the Bankaieded to strong inflows of foreign exchange
(from aid and capital inflows) by accumulating imational reserves beyond planned targets to
stem the appreciation of the exchange rate, andlloywing monetary growth to rise above
targeted levels “in order to avoid having to fullierilise the inflows of foreign exchange by
issuing domestic securities, which could crowdlzarik lending to the private sector”.

> See UNCTAD (2009, pp. 78-79) for a general argunserwhy monetary policy tends to
be ineffective in LICs. A Central Bank tries to daiet monetary policy by buying and selling
bonds and by acting as a price setter, througlpatey interest rate. “For this activity to be
effective, a viable market for public bonds musisexEven in the most developed countries,
relatively few households own bonds. In generad, thst majority of bonds are held by private
banks and corporations ... Hence, an efficient bordket — the necessary prerequisite for an
effective monetary policy — requires a burgeoningricial and corporate sector. Least Developed
Countries (LDCs), however, do not have these sectorin LDCs, the banks (even if they are
nationally owned), corporations, and wealthy hoosdhwill not, taken together, create the basis
for an efficient bond market”.
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Figure 18.

Figure 17 demonstrates the continuing divergendevdmn lending and savings
rates in Uganda, as well as the high volatilityTokasury bill rates, especially between
1999 and 2004. While in neighbouring countries agsehave come down (International
Monetary Fund 2005; Kasekende and Brownbridge 2Gh0)Jganda the problem has
worsened since 2009. High interest rates have nalifficult for domestic business to
access affordable credit for investment. The higlst ©of credit represents a major
constraint for many Ugandan investors, large anallsis a result firms are reluctant to
take advantage of investment opportunities thatdctend to employment generation
through borrowing. This concern was repeatedly emidy social partners and

government officials during interview, and was mbly the single most recurring issue
we encountered during interviews.

Figure 18 further illustrates how, despite the loag of Treasury bill rates over the
course of 2009 and 2010, the commercial bank lgndate in Uganda has remained
unchanged. Kasakende and Brownbridge (2010, pafd)e that “(t)he stickiness of
bank lending rates is probably attributable to itreationing by banks on the basis of

borrower creditworthiness (so that there is exakssand for bank credit) and lack of
competition in the banking industry”.

In Uganda, the three largest banks “account foragimately 70 per cent of the
total financial assets under management. Combingndtie illiquidity in the market, this
high concentration sustains wide net interest margind relatively low lending to the
private sector” (Adam 2009, p. 10). During intemwiethe excessive concentration in the

banking sector was often highlighted as a partibulpernicious feature of Uganda’'s
financial environment.

364-day TB rate and average bank lending rates in Uganda, 01/2007-06/ 2010

25 -
ZO_M//\/\/\/\/\/\/
15 -
10 -
364 Days Treasury Bill Rate
5_
Commercial Bank Lending Rate
0 L L L L L L L L L L L L v O D O O e e e e D D D D D N D B DN B B B |
N IS IS INININ 00 00 0 00 00 OO ) O O O O O
O 0O 00 00O O QO S0 O0 O OO OO dododd
cC =5 >35 a > c & >35 a9 > c & >35 ¥ > 0 O O O
c & ©® 3 9 O 8 & ® 2 0 0 @ & ® 53 2 0N AN AW N
- == wz - 2= vz - =S $Zc 5 3>
<35 3

Source: Bank of Uganda

Developments in Uganda’s financial and banking mlover recent years, hence,
need to be considered closely when assessing tisaogf of monetary policy and its
consequences for objectives of employment creadioth structural change. While in
aggregate terms we can see significant financiepeeing in Uganda (as shown by the
growth in broad money in figure 19), this has mahslated into a steady growth in the
provision of domestic credit by the banking sector.
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Figure 19.

Broad money (M3) and domestic credit growth in Uganda
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Instead, holdings of government securities by corsrakebanks rose dramatically
over the 1990s before stabilising at around 6 mart of GDP. This translates into
government securities representing today, on aeer2@ per cent of commercial banks
asset$? This situation also prevails in other sub-Sahakéritan contexts (Epstein and
Heintz, 2006). The failure to provide long-term diteto the private sector is also
reflected in the maturity structure of loans maglecbmmercial banks. In 2004, only 12
per cent of total loans had a maturity of longanttone year (International Monetary
Fund 2005).

Interviews with policy stakeholders supporteddbeve observations regarding the
behaviour of commercial banks in Uganda. Reseascired policy-makers at MOFPED
and the BoU confirmed the lack of lending by comerarbanks to the domestic private
sector in Uganda, with banks favouring short-temd &ss risky government treasury
bills over long-term loans to domestic industryivBie sector representatives also
confirmed the lack of affordable credit availalhbetheir members, stifling the ability of
the latter to invest and expand capital and latmpportunities.’ It was also observed
during interview that the global financial crisisaynhave worsened this situation by
making commercial banks even more risk averse,éhemesening credit rationing. This
is borne out by the facts. The Financial StabiiRgport of the BOU (2010a, p. 14)
indicates how in the two years preceding June 29Hignificant slowdown in credit
growth took place “as banks focused on repairirag Ibooks.* It may also be observed
that, at least until May 2009, the Ugandan corgoradn-financial sector was a net
creditor to the banking system (Masha 2009, p. 12).

“6 Statutory cash deposits at the BOU represent €. tent of total bank assets; loans and
advances 41.9 per cent of total assets; with teeaccounted for by activities in money markets
(locally and abroad) (Masha 2009).

47 Current initiatives to help rectify these probleinslude the recapitalisation of the
Uganda Development Bank (UDB); the introductionaotri-partite Agricultural Credit Facility;
and the establishment of a Credit Reference Burklawever, according to discussions with
stakeholders in Uganda these initiatives have sodaborne fruit and led to greater private sector
credit access. See the policy options section bé&ovurther discussion.

8 Sender and von Uexkull (2009, p. 23) also repottedt some of the companies they
interviewewd stated that access to credit from ddimeébanks had become more restrictive in
2009 as banks perceived higher risks in their ptot.
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Figure 20.

Figure 20 provides a sectoral decomposition ofgteisector lending and displays a
further worrying trend regarding credit provisiogiim Uganda. As a share of total credit
to the private sector, the manufacturing and afitical sectors have steadily diminished
since 1999. Together these sectors made up 43.66ar to the private sector in 1999,
but in 2010 only accounted for 19.7% of total lewdi The failure of these sectors to
access affordable credit may help to explain thk &d investment growth and expansion
of decent work opportunities.

Sectoral shares of credit to the private sector (% of the total lending)
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Loans to less risky sectors with strong collatesich as the building and
construction sectors as well as personal loans, ianihe last two years trade and
commerce, have, nevertheless, increased their sshBoe example, the building and
construction sectors have increased their shatetah lending from under 6% of total
lending in 2007 to over 18% in 2010. The Bank ofablda’s recent Financial Stability
Report echoes these developments: “Banks incrahs@dnortgage lending in 2009/10,
especially for commercial projects. Between Jun@d2énd June 2010, total mortgages
jumped from UShs 386 billion to UShs 513 billionriae of 33 per cent” (Bank of
Uganda 2010a, p. 14).

The banking system in Uganda is therefore gearedrtts extending a limited
amount of high cost, short-term credit rather tharg-term investment mobilisation in
sectors where employment could be generated. Howévis important to remember
that access to credit alone will not generate gesim investment in productive sectors.
Providing access to credit is therefore necesdamy, not sufficient, for improving
employment outcomes in Uganda.

6.4  Monetary and financial policy options for Ugand a

It was illustrated above that monetary policy inadda remains dominated by the
restrictive policy imperative of trying to keep timflation rate below 5 per cent. This has
important implications for monetary and financiahditions in the country. In guise of
alternative to this restrictive framework, Saadibil(2007) outlines the objectives of
monetary policy as supporting fiscal and exchargje policies while ensuring the
inflation levels do not reach excessively high owllevels. Rather than exclusively
focusing on price stability, monetary and finangialicies should help to restructure the
economy through strategic credit allocation to giyosectors and by keeping interest
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rates supportively low and stable, apart from pimg sufficient liquidity for a growing
economy (Epstein and Grabel 2007). This would alemployment targets to become
part and parcel of monetary policy making.

It can be argued that the objective of monetarycpahould be to support fiscal
policy and to provide a stable investment- and empknt-inducing environment. In
this respect maintaining low and stable interegtsrés a crucial element of employment-
supportive monetary policy (Saad-Filho 2007). le thgandan context there is clearly an
urgent need to bring down interest rates (seeeeatiscussion). Mechanisms also need
to be devised to foster better credit provisionifige economy is characterised by excess
capacity (idle capacity in manufacturing coexistsithw significant un- and
underemployment) and increases in liquidity areikehl to generate important
inflationary pressures.

A further consideration when addressing inflatioraicountry such as Uganda must
be its causes and drivers. Unlike in more developeahomies, the driving forces of
inflation are often rooted in structural/ supplynstraints rather than demand pressures.
These structural drivers include infrastructuratleoecks, which can push up costs and,
often, the price of wage goods such as food. Ralithat confront such structural root-
causes of inflation will need to tackle supply domists and may have important
linkages to greater employment creation in the tsttomedium term. Ssewanyana and
Bategeka (2010, p. 14) observe: “(t)o look at imbla as ‘always and everywhere a
monetary phenomena’, as the Uganda monetary atilsochose to do, falls short of
appreciating the extent to which increased supplgomds and services would have a
mitigating effect on inflation”.

Recently, the surge in inflation in a number of imeome countries was triggered
by the food and fuel price hikes, which themselvad a host of causes, including global
financial deregulation and the entry of new playamto the commodity exchanges (see
Ghosh 2010). In low-income countries, sharp exchamage movements (depreciations)
also often have important implications for inflatjoespecially when imports are
characterised by low price elasticities. This draatgention to the importance of
exchange rate management, to which we return below.

A more expansionary monetary policy may help to bring down interest rates and
thereby assist some struggling businesses to accedi at a reduced rate. However,
given the large interest rate spreads seen in Wgtodhy, it is not clear that the lower
interest rates will be passed on to consumers asihdésses through commercial banks.
This will be particularly the case in some indwestrand sectors (such as agriculture) in
which risks are thought to be too great and colteot readily available.

In Uganda the government has attempted to help wesipect tocredit access
through three recent initiatives: the Agricultu@tedit Facility, the Credit Reference
Bureau and the Uganda Development Bank.

The first of these, the Agricultural Credit Fagilits a tri-partite facility that was set
up in 2009/10 and is aimed at increasing crediesedor rural areas. The Agricultural
Credit Facility was allocated UShs 30bn (US$15mgémgtral government, which was to
be supplemented by another UShs 30bn (US$15m) tticipating financial and credit
institutions. Indications from interviews with goweent officials and private sector
leaders in Uganda are that the Agricultural Créditility remains problematic. In the
first instance the funds made available are incigffit for the demand within the
agricultural sector. Secondly, commercial banksrahectant to disburse loans under the
Agricultural Credit Facility as this competes witieir more commercial loans. Finally,
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there is a persistent perception among the prisetéor that allocation of these funds is
politically and not economically driven.

The Credit Reference Bureau is another recentitivié set up in 2009 with the
purpose of disseminating credit information amaingricial institutions in the hope that
this will “improve the performance of Uganda’s firtdal sector and stimulate economic
development by making lending and borrowing eadaster, and ultimately cheaper”
(Tumusiime-Mutebile 2008). However, to date, baseifi terms of lower interest rates
and greater private sector credit provisioning hastebeen forthcoming.

The final recent initiative to assist private sediasinesses in accessing credit has
been the recapitalisation of the Uganda Developniarik (UDB). The UDB was
originally set up in 1972 with the remit to empowvecal businesses and finance large
construction projects. The UDB shifted its lendipgrtfolio somewhat over the early
1990s, increasingly lending to small and mediunegmises. Partially as a result of this
shift in lending towards smaller businesses, theBUBxperienced balance sheet
problems and the lending services of the bank wdisbanded in 1997. Despite
opposition from the World Bank and IMF (InternatibnMonetary Fund and
International Development Association 2010), UDBswecapitalised over the 2000s and
started lending again in 2003.

The Ugandan Government remains a 100 per centsildez of the UDB and
funds have been obtained from a number of overd®asrs to assist the recapitalisation
efforts. According to the UDB'’s website, the ba@kextend loans to “viable projects in
the country's key economic sectors.... Emphasisdsed on projects, which have the
capacity to spur more development. The key seamdrkch UDB finances include
agriculture, health, infrastructure, trade, tourigmucation, export promotion, industrial
development, manufacturing, and processimgtpf//www.udbl.co.uy

The reinstated UDB only began lending operatiorsnam 2008. Getting a clear
sense of its success is therefore somewhat preendawever, from interviews with
UDB managers and other stakeholders it is clearWzB is not yet integrated into a
wider Ugandan development, employment or sectdrategly. During interviews, the
concern was expressed that the operations of tH &P insufficiently integrated with a
strategic vision of development and that its openat remained focussed on micro-
finance for small and medium enterprises rathem theing used for larger-scale projects
with an emphasis on agricultural and manufactudegelopment. Furthermore, while
intentions are to extend credit to the agricultwadtor, this only made up 15% of the
bank’s loan portfolio in 2009. Finding ways of fiwdng this sector therefore remains a
challenge.

While the recapitalisation of the UDB is to be veeted, from an employment
perspective it is crucial that this institution ydaa critical role within a broader sectoral
and employment strategy in Uganda. Rather thanndikig loans on a purely
commercial basis, as the bank currently does, sismets based on direct and indirect
employment-generation should also be considered.

9 The recapitalisation of the UDB has been met wjthat scepticism, if not outright
disapproval, from the donor community. This wasliekty expressed by a World Bank official
(Kampala office) during interview. In counterpoiritjs worth quoting Chang and Grabel (2004,
pp. 280-1): “The challenges of effectively managidgvelopment banks] are neither greater nor
less than those associated with managing privatksbia a liberalised environment”.
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Finally, we consider the possibilities of employmeriented financial and
investment policies. Pollin et al. (2006) outlin@lan for the South African economy in
which subsidised credit is directed toward viable businesses that will aap
employment. In this plan companies and organisatitiat apply for such subsidised
credit must demonstrate that this credit will eitbe used in social priority sectors or the
project needs to demonstrate large positive empdoyraffects. As such, to apply for a
loan under this programme, a firm “would have tovide an employment impact
statement demonstrating the overall number of joldse created by its investment. The
employment impact statement should include bothdihect and indirect job effects of
the project to be financed by the loan” (Epsteid &nabel 2007, p. 22).

A similar plan could be implemented in Uganda. Téeapitalisation of the Uganda
Development Bank and the plans for economic restring set out in the National
Development Plan provide a starting-point for sumitiatives to be put into action.
Given the government’s commitment to increasedsdtments in the infrastructure and
agribusiness sectors in Uganda (Republic of Ug@@d®), these sectors are particularly
well suited for employment-targeting investmentigek. It goes without saying that
such a policy would require close monitoring ane sletting up of a system of rewards
and penalties, as outlined by Pollin et al. (2d06)South Africa.

Pollin et al (2006) outline how recipients of suliseéd credit would need to, in the
first instance, produce an employment impact statgragainst which they are assessed
over the course of their receipt of the subsidised. Three types of monitoring systems
are then outlined to ensure the stated employnaegets are met. The first involves the
introduction of standard credit evaluationsin which failure to achieve stated
employment targets results in the borrower losingeas to any additional subsidised
credit. The second monitoring system entaglductions in loan guarantees for lendefs
government subsidised credit. In other words lender firms that fail to meet
employment targets will have to forfeit a sharehgfir loan guarantee at stipulated points
as the loan moves toward maturity. Thirdly, Polihal (2006) advocate these of
escrow accountss a way of only releasing funds once employmargets have been
met by the borrower. If the borrower fails to redtle employment target, then the
escrow funds revert to the government. Since Hughbbrrower and lender would lose
money through the failure to meet the employmengeta that would create an incentive
on both sides to meet the targets.

Pollin et al (2006) also suggest an alternatneployment-focused monetary
policy. Rather than targeting inflation directly or ireflitly, the central bank could, with
help from other government institutions, identify trget employment (or
unemployment) rate and then allow monetary politstruments (as well as fiscal and
exchange rate policies) to adjust to meet this eympént target.

In order to implement such an alternative monefaolicy in Uganda some key
conditions would need to be met. In the first ins&® more reiable data on the
employment situation are required (Sender and vexkull 2009). Furthermore, closer
monitoring of the employment effects of macroecoitopolicy decisions in general is
needed. From interviews with government officiatsogs a number of ministries and
departments it was evident that the monitoringropleyment and labour outcomes from
particular policy choices is not a priority in Ughkm As a first step, this situation needs to
be rectified. This will necessitate close collaliom between the BoU, the Minister of
Labour, Gender and Social Development and the Ug&udeau of Statistics (UBOS).
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6.5 Exchange rate policy

Figure 21.

The National Resistance Movement and the curremergoent under President
Museveni inherited a significantly overvalued exu@ rate and a temporary dual
exchange rate system in the early 1980s. As path@f1987 IMF programme, the
Ugandan shilling was significantly devalued anddhae between the official and parallel
rate reduced (Bigsten and Mugerwa-Kayizzi 1999)e Dovernment's main objective
became the need to graduate to IMF Article Vllitesaregarding the prohibition of
restrictions on current account transactions. Assalt, in 1990, the authorities legalised
the buying and selling of foreign currencies inefgn-exchange bureaux at a market-
determined rate. This caused the premium betweermtheaux (retail) market and the
official exchange rate based on the inter-bank (edae) market to diminish
significantly. The final abolition of auction andirsender requirements took place in
1993. This was replaced by a unified foreign exgeasystem and a commitment to a
flexible exchange rate, which has been preserveddkende 2001).
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While the exchange rate depreciated significantierothe 1980s, figure 24
illustrates how, during 1993, it appreciated stgeplhis was partially linked to the
abolition of the foreign exchange auction and tleeif movement of foreign exchange
this permitted. A rise in coffee prices also cdnited to the appreciation forcing the
authorities to step in to prevent any further uplvaovement of the exchange rate in late
1993.

Since the mid-1990s the Ugandan Shilling has howbeen steadily depreciating
against a basket of currencies in both nominalraatiterms. Figure 21 shows how this
depreciation continued until 2003. The movemerthefUgandan Shilling at this time is
partly a reflection of movements in the terms afle, and particularly declining trends in
Robusta coffee prices at this time (Internationabnigtary Fund 2003; Stavlota,
Nannyonjob et al. 2006).

The appreciation of the Ugandan Shilling in 2008 tzagely been attributed to the

fall in the US$ over this period (Kihangire and ABuw2005). However, the sudden jump
in portfolio flows at this time may also have cdmiited to the appreciation. Figure 22
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Figure 22.

Figure 23

indicates how portfolio investment rose due to thiglening of the interest rate
differential between Uganda and the rest of thedvat this time. This sudden inflow of
private capital in turn led to an exchange rateaegption.
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After the appreciation in 2003-2004, the Ugandanlli®t remained relatively
stable until the on-set of the global financiakiziof 2008-2009. Once again the role of
“hot money” in the form of short-term portfolio fis needs to be analysed. Figure 23
tracks portfolio flows since 2002. Portfolio flospanded significantly over the course
of the 2000s, but have been extremadlatile in nature. In 2007/08 Q4, Uganda saw its
largest portfolio inflow, amounting to US$ 69 nulli. This was soon followed in
2008/09 Q2 (i.e. the onset of the financial cribg)Jganda’s largest portfolio outflow of
US$ 74 million.
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Figure 24.

Figure 24 displays the close link between thesgelgortfolio flows and the
movement of the real and nominal exchange rates twe period. Following large
inflows of portfolio flows such as in Q2 2007 and2 Q008, the exchange rate
appreciated in nominal and real terms. The oppdsite been the case following large
outflows, such as in Q4 2008. Ltaifa et al. (20883ount for the real appreciation since
mid-2009 in terms of other factors, including thepid depreciation of the USS$.
Anecdotal remarks from officials in Uganda, howewarggest that the volatility in the
exchange rate over recent months is mainly linkedhort-term speculative currency
trading.
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While remaining committed to a flexible exchangderathe BOU intervenes
sporadically in the foreign exchange market to #@gd limit excess volatility
(International Monetary Fund 2010). The extent tool it can intervene to stabilise its
exchange rate, when seeking to support the shiliipdnowever, limited by the floors on
international reserves determined by its IMF pragratic requirements. Kasekende
(2001, p. 116) observed that: “(t)ypically, theditan NIR [net international reserves] at
the Central Bank is set at a level which preclugl®s substantial use of foreign reserves
to support the exchange rate, even for countriasttave very healthy levels of foreign
reserves. This is intended to protect reserves freimg depleted through intervention. It
would be prudent if the NIR target in IMF progransmneere designed more flexibly, to
allow Central Banks increased scope for intervento support the exchange rate”.
Moreover, attempts to stem a depreciation of theeogy are often accompanied by
increases in the interest rates in the interbantkeand on repo instruments (with the
proclaimed aim of stemming the inflationary pressuthat would emerge from the
increases in the price of imported goods that tésuh the depreciation of the domestic
currency)?

%0 See the declaration by the Governor of the BOU@hof January 2011: “We believe that
the current level of the ... exchange rate is undeed¢a Moreover, further depreciation will be
counterproductive for macroeconomic managementeasally because of the impact this will
have on the prices of imported goods and henceoaosuner price inflation. Consequently, the
Bank of Uganda intends to adopt a more aggressives to support the exchange rate. We sold
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Also, when intervening in the Inter-Bank ForeigrncBange Market (IFEM) through
the purchase of foreign currency in an effort @nle@gainst an appreciation, there could
be additional benefits from foreign exchange indations by the BOU, if the BOU
would refrain from its common practice of usingriieation policies to mop up the
liquidity infused in the economy as a result oftsirterventions. As it stands, however,
in Uganda, the monetary policy target of an inflatrate of 5 per cent dominates other
policies, including exchange rate management.

6.6  Policy options for improved exchange rate manag ement

Following Gottschalk (2008) the primary objectivietbe exchange rate should be
to support both export and import-competing indastr In this respect a slightly
undervalued and stable exchange rate is cruciak pieference for fully flexible
exchange rate regimes, promoted by the Bretton Wdmstitutions, should be replaced
with a more managed approach to the exchange albsying countries to adapt to
volatility and to avoid the consequences of langreciations or depreciations.

In the longer-term the pursuance of campetitive (dightly undervalued)
exchange rate is to be supported. This will help support botmestic export-oriented
industries as well as import-competing sectors, reffeenployment-output ratios tend to
be higher (Gottschalk 2008).

Given that Uganda’s priorities, as set out in traidhal Development Plan, relate
to infrastructure and productive employment-inteaesiectors, it is evident that demand
for imported capital goods will rise. A devaluedckange rate will therefore need to be
complemented by policies that ensure access tortargiacapital and intermediate goods
at a reduced rate for domestic private and pulbli@stors. This may require policy
intervention beyond the exchange rate through didssifor essential capital and
intermediate input goods and the taxation of nadpctive luxury imports (Saad-Filho
2007).

Given that Uganda currently has a de jure freetifigaexchange rate regime,
maintaining a stable slightly devalued exchange @ter time is not possible. The
adoption of an intermediate exchange rate regimgead of the current free floating
system, should therefore be explored in the Ugandamext. Since intermediate
exchange rate regimes are not committed to maintaia fixed or fully flexible rate,
there is room for policy intervention for fosterimgonomic growth and employment
expansion, especially when governments also pucsy#al-management initiatives,
discussed below (Epstein, Grabel et al. 2003).

One option for the Ugandan authorities would badopt a BBE' regime, in which
the Ugandan Shilling is permitted to move withiband against a basket of currencies.
Under a BBC regime both the central reference aatd the width of the band can be
adjusted in line with changing macroeconomic caoon# (Kaltenbrunner and Nissanke,
2009 and Williamson 2007).The adoption of a BBAmegwould help Uganda deal with
unwanted exchange rate volatility and at the same fprovide some flexibility for
domestic monetary policy. One reason the adoptfan mmanaged exchange rate regime
has been less attractive for many developing cmsto date is due to the need to
stockpile large international reserves, given themocapital account of most developing
countries and the perceived exposure to large saaiattacks on the exchange rate.
However, Kaltenbrunner and Nissanke (2009) shoty thdact, an intermediate regime

dollars yesterday to the interbank market....We arapiementing this by raising interest rates in
the interbank market and on repo instruments”.
1 BBC stands for basket, band and crawl
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could have stabilising properties by pushing speod “noise” traders, who are only
trading for short-term gains, out of the marketrthermore, below we discuss the
potential for countries such as Uganda to introdsome forms of capital controls
alongside the adoption of an intermediate exchaatgeregime. Increased exchange rate
volatility since the opening of the capital accoums created a more uncertain
environment for business and industry in Ugandaré&lis therefore an urgent need for
the Ugandan authorities to find ways of managirggéhlarge and sudden movements in
the exchange rate, linked to speculative and gkari-capital flows. The current policy
of occasional intervention by the BOU to help srhotite exchange rate has been too
tentative and has been exploited by short-term eta&tors speculating on the exchange
rate. Greater credibility and commitment to exclemngte interventions could help to
stabilise exchange rate dynamics through alterivey éxpectations and behaviour of
participants in the exchange rate market. (Kaltenber and Nissanke 2009). We return
to other measures for dealing with capital flowatiity in the next section.

Kasekende (2001, p. 119) also suggested the faitpywolicy option to deal with
the problem of exchange rate volatility: “The gaweent should consider restricting
foreign-exchange deposits to savings and fixed siepacounts, and depositors should
pay a tax for the withdrawal of foreign exchangteekd (sic) before the maturity of
savings/fixed deposits. Such measures would retheeolatility of these deposits and
thus stabilise the exchange rate.” Interviews itmidala indicated that other measures,
such as a “minimum-stay-tax” could be introducedetduce the fickleness of short-term
flows and reduce the exchange rate volatility tlezaese.

6.7  Capital account policy

Prior to the liberalisation of the capital accoumi997, Uganda enforced numerous
controls over capital account transactions. An glanwas the outlawing of holding
foreign-currency denominated bank accounts bothoate and abroad by residents and
non-residents. As part of the liberalisation precélsese and numerous other restrictions
were lifted (Kasekende 2001; Atingi-Ego 2005).

Table 3: Capital Controlsin Selected Sub-Saharan African Countries

Ghana Kenya Nigeria ~ Rwanda Tanzania Uganda ~ Zambia
Controls on:
Capital market securities . . . . .
Money market instruments . . . . .
Collective investment secunities . . + .
Derivatives and other instruments . . .
Commercial credits . . .
Financial credits . .
Guaruntees, sureties, and other financial backup
Sacilities . .
Direct investment . . +
Liquidation of direct investment . .
Real estate transactions . . .
Personal capital movements . ) .
Provisions specific to:
Commercial banks and other credit institutions . . . . . . .
Institutional investors . . - A . . —
Key:
o Indicates that the specified practice is a feature of the excahnge system
—  Indicates that data were not available at time of publication
A Indicates that the specified practice is not regulated

Source: Ltaifa, Kaendera et al. (2009)
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Figure 25.

Table 3 displays Uganda’s relative capital accaymtnness when compared to
other sub-Saharan African countries. Except fondaations relating to the real estate
sector, Uganda has eliminated all capital accoantrols. The rationale for opening the
capital account is that this will increase effiaigrand policy discipline. The argument,
as reproduced by Epstein and Grabel (2007 p. §liegmthat: “(a)n increase in capital
inflows will inaugurate a virtuous cycle by incress a nation’s capital stock,
productivity, investment, economic growth and ergpient”.

At first glance, and as illustrated in Section 3 thfs report, capital account
liberalisation has not achieved the desired outcohnecreasing resources for productive
and employment-intensive investment. Previous disiom of monetary issues has also
drawn attention to the prohibitively high interasite spreads and lending rates in
Uganda. Clearly, capital account liberalisation has facilitated the lowering of these
spreads. The section on monetary issues, furtighlighted weaknesses in the extension
of credit to the private sector in general and todpctive, employment—intensive
manufacturing and agricultural sectors in particula

A number of commentators (UNCTAD 2000; Basu andi$asan 2002; World
Bank 2007; Selassie 2008) have pointed towardsugsfse in foreign direct investment
(FDI) in Uganda that can be linked to domestic axigrnal liberalisation efforts. Figure
25 shows this increase in FDI as a percentage ¢ Gidil 2006/07.

FDI and Direct Investment Income Outflows (1997/98-2009/10)

7% -
mmmm Net FDI as % of GDP

6% -

== |ncOme repatriation on FDI
as % of GDP

5% A

4%

3% A

2% -

1% -

0% -

97/98 98/99 99/00 00/01 01/02 02/03 03/04 04/05 05/06 06/07 07/08 08/09 09/10

Source: Bank of Uganda, Balance of Payment Statistics

However, a number of caveats need to be raiseddiegathe behaviour of FDI in
Uganda. Firstly, a closer consideration of outflafslirect investment income displays
a somewhat different picture. Figure 25 also digpliacome repatriation on FDI, apart
from FDI flows as a share of GDP. At its height,2604/05 over half of FDI was
flowing back out of Uganda in the form of profitdaincome repatriation under the
current account.

Secondly, the contribution of increases in FDI ®wnand productive capital
formation and employment creation can be guestiamrethe grounds that it has been
closely linked to Uganda’s privatisation progranb(@na and Egesa 2006 and te Velde
2004). In other words a small percentage of FDb iblganda has been greenfield
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investment. Kibikyo (2008) adds that the privaimatprogramme and the FDI this
attracted have been far from positive from the pertve of workers.

Thirdly, FDI was clearly not immune to the impaofsthe global economic crisis.
Instead FDI fell by a third (in GDP terms) betwe&f®6/07 and 2009/10.

With these caveats in mind it is imperative to Idmkyond FDI to other financial
flows in Uganda. Figure 26 illustrates how workeesnittances have rivalled FDI flows
in the late 1990s and early 2000s and again iastetwo years. Compared to FDI and
remittance flows, portfolio flows still representsaall element of Uganda’s financial
flows. However, their relatively small size doest myevent them from having a
significant impact on macroeconomic variables, sagkhe exchange rate in Uganda (see
previous discussion).

Figure 26.  FDI, Portfolio and Remittance Flows in Uganda (1997/98- 2009/10)
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Previous discussions under monetary and exchangdssues have demonstrated
some of the detrimental impacts of uncertain fimarftows on the exchange rate and on
longer-term investment and employment goals. Thasos by Ugandan authorities to
liberalise the capital account has increased tloentainty of these flows and exacerbated
their impact on other macroeconomic variables.

Like other countries that have undergone capitebact liberalisation, Uganda has
not seen the purported benefits from this and hstedad witnessed increased volatility in
financial flows with detrimental repercussions footh exchange rate stability and
longer-term productive investment (Epstein and @rab07; Epstein 2009).

6.8 Policy options for managing the capital account in Uganda

Epstein and Grabel (2007) argue for capital acconabhagement that generates
stability and reduces vulnerabilities to pro-cyalicand potentially crisis-inducing
financial flows. Capital account policies shoulgpart financial policies in creating an
environment conducive to the mobilisation of prévatnd public savings. In addition
policies should support employment-generating pcode investments by ensuring
basic financial and banking services are availabhl.
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In light of the above discussion it is helpful tevélop some policy options that may
help to rectify some of the current concerns wiih Bnd portfolio flows in Ugandz.

Uganda has benefited to some extent from incre&&ddflows over the last 15
years. However, a larger concern has been theriagpat of profits and incomes from
FDI. Other countries in sub-Saharan Africa havecessfully managed this problem by
maintaining some controls on their capital accdomhanage FDI as much as possible.
For example, Ghana, Nigeria, Rwanda and Tanzahiazéhtain some restrictions on the
repatriation of capital proceeds (Ltaifa, Kaendetaal. 2009). While it is difficult to
judge the effectiveness of such measures on oveRllflows to specific countries,
Uganda and its East African Community neighboury mant to consider policies on
FDI repatriation at a regional level. A regionalipp may avoid some of the concerns
over the loss of FDI to neighbouring countries gh@not have such restrictions in place.

Ugandan authorities may also want to consider madng the impact of FDI on
employment outcomes explicitly. Currently efforts gauge the impact of FDI on
employment generation and wages are limited and hee¢her improvement so that
policymakers can develop a clear vision of how EBh contribute to the country’s
overall macroeconomic and employment aims.

The debate surrounding the use of capital contwlgianage sudden portfolio
flows has recently been revived, with IMF researchetgi@asly welcoming the use of
such controls. “A key conclusion is that, if theeeomy is operating near potential, if the
level of reserves is adequate, if the exchangeisatet undervalued, and if the flows are
likely to be transitory, then use of capital cofgrein addition to both prudential and
macroeconomic policy—is justified as part of thdigotoolkit to manage inflows”
(Ostry et al. 2010, p. 5).

Within sub-Saharan Africa, a number of countriegehpreserved capital controls
on certain transactions, such as the limitationfomdign purchases of certain financial
instruments or taxes on selected inflows (see talallkove). Ltaifa et al (2009) provide a
detailed summary of the types of controls acrossrssub-Saharan African economies.
In the context of the East African Community and Wolatile nature of portfolio flows in
Uganda, authorities may want to explore and eveltra effectiveness of these policies
in neighbouring countries. The 2010 Trade and Dmprakent Report (UNCTAD 2010, p.
160) reminds us that: “(t)o this end, capital colstmot only help better management of
exchange rates and monetary policy, they also ptesscessive inflows of capital that
erode policy space of the kind needed to improkedamarket conditions.”

Capital controls can be imposed through price-basedsures (taxes) or through
restrictions on the purchase of specific asset®yTéan include restrictions on the
acquisition of stakes in banks (Ghana), restristiam the purchase of government
securities (Kenya), restrictions on investmentstiock markets (Tanzania), restrictions
on the purchase of money market and debt instrisn@@hana and Nigeria), and
restrictions on the repatriation of foreign diréctestment proceeds (Ghana, Nigeria,
Rwanda and Tanzania) (see Ltaifa et al. 2009hikdontext, Ltaifa et al. (2009, p. 11)
observe that: “countries with the least restrictiorgistered the largest exchange rate

*2 During interview with a BOU official the view wasxpressed that Uganda had probably
liberalised its capital account too quickly in thentext of a financial sector that remains so
underdeveloped. This was presented as being onehefdrawbacks of accepting IMF
conditionalities. The interviewee added that thelB® investigating ways in which it could
manage short-term flows (such as, for instanceutin a “minimum stay” tax). The interviewee
was however adamant that there was no intentiompdsing capital controls.
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fluctuations in the wake of the global crisis”. 8uan observation can only serve to
strengthen the argument for better managementatapital account.
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7. Beyond macroeconomic policies: structural and la bour
market policies for Uganda

This report has been concerned with analysing Uajandconomic challenges,
focusing on macroeconomic variables and lessonsafomlternative macroeconomic
framework that can help to foster an expansionrodpctive employment and decent
work for all. In attempting to achieve these olijexd it is clear that constructive changes
to macroeconomic policglone will not be sufficient. Instead important complimary
structural and institutional policies are needelth@dugh beyond the scope of this paper,
this section is devoted to outlining three impottareas specific to the Ugandan context
that require urgent attention by policy makers ndeo for the full and productive
employment agenda to be met.

The three areas are a) policies that address thetgtal causes of the Ugandan
employment situation and foster structural transftion of the economy; b) policies
that strengthen labour market institutions in thendry; and c) policies that deal with the
demographic challenge and the current mismatchkils srersus job opportunities in
Uganda.

7.1  Fostering structural transformation of the Ugan da economy

It has been highlighted throughout this report thatole focus on changing the
policies at the macroeconomic level is insuffici¢at foster the necessary structural
transformation of the Ugandan economy and the ddten“productive employment”
agenda to take effect.

If an alternative macroeconomic agenda, as sea@ots the sections above, would
imply the elevation of public investment (or fisgablicy) and the subordination of
monetary policy, exchange rate policy and capitatoant management to this
reprioritisation, then this would only acquire mi@n or become effective if this
particular public investment agenda is driven kyd anchored in, clear and focused
strategies for the agricultural and industrial eext There is need for strategic
interventions by the state that “catalyse struttwtzange and stimulate economic
restructuring towards more dynamic, higher valudeadactivities” (UNCTAD 2009, p.
143). Stated differently, in low-income countrighe state must lead in economic
transformation, as the private sector is oftervieak to carry out this role.

In Uganda, there has been fast growth of the @isattor between 2001 and 2007,
but most of this growth was concentrated in smathd with low value addition. Firms
with high value added per employee did not increase quickly. The National
Development Plan conceded that this rapid growtanierprises, which are focused on
low-value services, is “unlikely to be a platforror fsignificantly transforming the
economy” (Republic of Uganda 2010, April version2p).

Assessing the scope for the full and productiveleympent and decent work for alll
agenda to take effect therefore necessitates & tbmdk at the nature of the sectoral
strategies proposed and implemented by the Ugagalsrnment.

In relation to the agricultural sector, UNCTAD (Z)0Chapter 3) advocates the
need for an integrated agricultural policy thatnjyi tackles deficiencies in
infrastructure, access to seeds and fertiliser, taadechnical upgrading of production
methods. In the Ugandan context this requires as@é government spending
allocations to the agricultural sector, stratedyctistering the exportation of processed
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rather than unprocessed agricultural commoditiesl drelping to solve rural
infrastructure weaknesses.

The Parliamentary Committee on the National Devalept Plan further argues that
the latter did not give sufficient attention to thesue of food security nor to the
President’s aspiration of processing food itemg #ra not consumed as fresh food
(locally or regionally) (Parliament of Uganda 20p0,16): “The committee observes that
specific interventions as stated among the flagphifects which are aimed at providing
an impulse to unlocking the identified binding civamts do not cater for the critical
need of food security. In this regard, the Comraitecommends that silos and industries
that will process and preserve food should be antbadlagship projects [of the NDP]
and have the established in all districts of Ugafdiés will also facilitate the President’s
aspiration of processing any food item that iseaien fresh, at the sub-country level”.

In the context of the industrial sector, a cursgignce at recent policy documents,
including the National Industrial Policy (Repubt€ Uganda 2008), reveals a persistent
preoccupation in Uganda with facilitating role for the government in creating an
“enabling” environment for the private sector (ipng the “investment climate for
private sector development”). The idea is that m&béng macroeconomic and business
environment will elicit the private sector's traoghative and dynamic role in the
economy, which will allow for optimal resource aédions (as well as sustained
productivity increases?).

Indeed, most recently, in November 2010, a newdtment reform programme was
launched by the Ugandan government in collaboratiith the World Bank Group,
which seeks “to improve and reform [Uganda’s] bassiand investment regulations to
stimulate broad economic growth, especially thewginoof smaller business”. The
programme will focus on reducing regulatory costd aisks associated with business
licenses and on simplifying and reducing taxessioall and medium enterprises. The
presumption is that if regulatory barriers to tmevgth of small and medium enterprises
are removed, growth will flourish.

It has been argued above, however, that the Ugagctamomy’s main problem is its
lack of structural transformation rather than thewgh of small or medium enterprises,
with the latter unlikely agents to bring about sticinsformation by themselves (even if
the “correct” price and regulatory incentives pitifvaThe 2009 Least Developed
Countries Repor{UNCTAD 2009, p. 143) further reminds us that ‘St a necessary
condition for states to engage in developmentalstribl policy, defined as any strategic
intervention by the state that catalyses structwt@inge and stimulates economic
restructuring towards more dynamic, higher valudeadactivities”. Industrial policy
emerges as “a device to promote the structuralstoamation of the economy by
promoting investment in areas that are deemednergee the greatest dynamic benefits
and maximising the impact of these investments dustrial policy is supposed to
provide vision and direction, guiding investmentw&nds specific sectors and
technologies and addressing potential bottlenecksl @&vestment coordination
problems” (Warren-Rodriguez 2010, p. 268). Suchtance draws on the well-
documented experience of the East Asian economiksre interventionist industrial

%3 See Joughin and Kjaer (2010) for an assessmeagrafultural policy in Uganda. At the
risk of stating the obvious, it is worth remindititat any agricultural policy needs to be anchored
in a thorough and explicit investigation into theture of the constraints operating on agricultural
productivity (including the nature of rural differiéation and its implications), rather than being
inspired by popular policy prescriptions such asifistance the celebration of the “small farmer”.
See Oya (2010) for a general overview.
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policies were combined with managed trade, closanfie-industry links and social
policies that raised the skill level of the labdarce.

In this context, the historic performance of theabldan industrial sector is worth
recalling (Ministry of Tourism, Trade and Indusagd UNIDO 2007, p. 4):

Uganda was one of a few African countries with avihg industrial sector prior to
independence. There were small, medium and largle-sndustries. Uganda Development
Corporation (UDC) established in 1952; was chargéth responsibility of promoting
establishment of industries, including joint veesyr of negotiating finance and attracting
direct foreign investment, as well as promotingaékisment of industrial research institutions
and related support servcies. Uganda’'s manufagfg@ttor was developed mainly through
import substitution with a focus on production ohsumer goods. Industries relied heavily on
imported factor inputs. They were protected and etomes subsidised. Approved policy
measurs aimed specficially at foreign investmendtaBlished industries included those
producing textiles, soaps, vegetable oils, cigasetbeer, soft drinks and other beverages,
sugar, cement, footwear, etc...

Such an assessment was echoed in20@9 Least Developed Countries Report
(UNCTAD 2009, p. 171), implying particular policgdsons:

In terms of the performance of the manufacturingtae Uganda’s experience with
import-substituting industrialisation was unsurpaks Indeed, from 1963 to 1970, the
manufacturing sector grew at 8.3 per cent per anrdanthe 1970s and 1980s, the country
experienced a long period of political instabilépd civil unrest. In the 1980s and 1990s, it
followed neoliberal proscriptions that denied aolerfor industrial policy. As in other African
countries, such structural adjustment policiestteslery disappointing results. Consequently,
the State withdrew, but the private sector didstep in to fill the void.

Since the early 1990s, Uganda’s development syrdtag been devised in terms of
strong reliance on the private sector, as the gowent's role became understood
predominantly in terms of providing an “enablingviganment”, with a particular focus
on small and medium enterprises, rather than throtige provision of strategic
leadership in industrial developmehtThis strategy has not borne fruit in terms of
fostering structural diversification and upgradarygl is in need of serious rethinking.

Industrial policy cannot be confined to a policarste that is concerned with
improving the investment climate in general terimstead, it needs to be driven by
targeted interventions aimed at promoting the dgraknt of particular subsectors of the
Ugandan economy. These could include agro-proogdsihfor instance food crops,
cotton and coffee) as well as various subsectorisedl, e.g. , to the fast-growing
hospitality sector, including processed food, degnsupplies, uniforms, furniture,
textiles, soaps, cement, &tc.

** The National Industrial Policy (Republic of Ugan2@08, p. 10) highlights that: “In the
1990s liberal economic reforms were introducedréate an enabling environment for the private
sector. Such reforms included the effective impletaton of the Investment Code of 1991, the
gradual privatisation of public enterprises, thduetion of import tariffs, the elimination of
licensing requirements, lifting of import bans, #enination of export taxes, the harmonisation
of tariffs within the East African Community, angde liberalisation in general”.

% Cramer (1999) summarises the potential advantafjfegusing on processing of primary
commodities as follows: “Two chief motivations f@romoting the processing of primary
commaodities in low-income countries are: thgiriori it seems reasonable to try to capture higher
value added from goods already exported but atwaerlaung on the value chain; and that
empirical evidence suggests that there are pridenan price advantages to processed commodity
exports over unprocessed goods. The higher valdedatb production by processing or semi-
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Further, focusing on primary commodity processingwd not be to the exclusion
of other sectors that have the potential for laemgat employment creation and structural
transformation of the Uganda economy. UNIDO (206@hcurs with the need for an
industrial policy that develops the links betweka agricultural and industrial sectors in
Uganda, but, also highlights the possibility ofagtgically fostering other sectors, such
as engineering and chemical industries.

In this vein, the National Industrial Policy (Refiobof Uganda 2008, p. 7)
proposes to focus on the following sectors: natdmahestic resource-based industries
such as petroleum, cement, and fertiliser; competiindustries that use local raw
materials; agro-processing (focusing on food preiogs leather and leather products,
textiles and garments, sugar, dairy products, amldevaddition in niche exports);
knowledge-based industries such as: ICT, call esnéind pharmaceuticals that exploit
knowledge in science, technology and innovationgimsering for capital goods,
agricultural implements, construction materials.

A closer look at the way in which the Governmenuldoseek to operationalize this
focus, however, reveals the persistence of an apprdieavily biased towards a
“business friendly environment for private sectd-lindustrialisation” (Republic of
Uganda 2008, p. 7). The 2008 National Industridicke@xplicitly emphasises “the need
to minimize resistance to market signals in therseuf resource allocation”, in a
persistent commitment to an underlying argumenstafic allocative efficiency rather
than that the importance of dynamic consideratiomslving scale and productivity are
taken into account Further, the Ugandan government remains staurciymitted to a
liberalised trade environment, with strong implicas for the scope (and effectiveness)
of an industrial policy strategy. Finally, as loag the recent attempts to revive the
Uganda Development Bank (UDB) and the Ugandan @weént Corporation (UDC) —
despite reprobation from the IFIS (see above) -haténtegrated into a broader strategic
approach to both the industrial and agriculturak@e that puts dynamic considerations
at its centre, these initiatives may be doome@maain of limited significance.

7.2  Strengthening labour market institutions in Uga nda

Beyond both macroeconomic and sector-specific strat policies, the Ugandan
authorities need to pay close attention to theerurstate of labour market institutions in
Uganda, if the “decent work for all” agenda is vl a chance of real success in the
country. This includes the nature of the labourdamnd how these are enacted; the state
of trade union recognition; the difficulties facingions in organising casual workers;
and the status of negotiations regarding the mimmuage — which has still not been
adopted in Uganda (see Barya 2010).

processing primary commodities is expected to bfimgh a range of benefits. Employment

creation effects are expected, directly and indiyedhe scope for domestic linkages may be
expanded: this can work directly through backwankldges feeding into a provocation to greater
raw material production and improved investmentfrastructure, or indirectly through linkage

stimuli to suppliers of goods and services requibbgdprocessing factories, as well as through
employment and fiscal linkages.”

*® The document adds that “Uganda rates relativefjnlftion several market efficiency
indicators in the Global Competitiveness Reporpéeglly on labour market flexibility, foreign
investment freedom and extent of bureaucratic tage’), though there are also areas of weakness
in the form of regulatory standards, trade barriérse to start a new business ...” Clearly, the
benchmark remains a world of perfect working magkiet which price signals allocate scarce
resources efficiently, without any regard for tlequacy of such a model as a description of the
Ugandan realities or for the dynamic consideratibearing on industrialisation processes and
strategies.
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Sender and von Uexkull (2009, pp. 60- 66) provideimmary evaluation regarding
these issues. Their overall assessment revealatassfuo in which labour market
institutions are weak and offer limited protectimnvulnerable workers. This picture is
supported by interviews with trade union officiatampleted for this Report. Trade union
representatives identified concerns over the latkumion recognition in Uganda,
especially by sectors dominated by large multimaticcompanies or with historically
low trade union membership, such as the telecomrations and construction sectors,
respectively. Barya (2010, p. 102) also points louw the Government of Uganda has
failed to enforce the laws on trade union recognitand has failed to recognise and
bargain effectively with the public sector tradeams for civil servants, health workers
and teachers: “Although these sectors have regitenions, some from as far back as
1993, government has not signed a recognition ageewith any of them. Thus they
cannot collectively bargain or carry out their gthepresentative functions”.

A lack of capacity within trade union organisatimmengage with the public and
private sectors on substantive policy issues wae alident. While the impacts of
macroeconomic and structural (or lack of) governmenolicies were having a
detrimental impact on trade union members, reptasees felt they lacked the
necessary capacity to engage the government om tkeses. A lack of funds and
knowledge within trade unions has hampered thelityalp conduct their own research
and to perform their advocacy role.

This situation may have been further exacerbatedhkyfocus of international
organisations, including the ILO, on specific higtofile structural challenges, including
child labour and HIV/AIDS in the workplace. Whiléese issues are of paramount
importance, a training focus on these issues ma&)ganda, been at the expense of
educating trade union members about economic pslidiheir potential impacts and
possible alternatives.

Further, as in many low-income countries, Uganda ddarge informal and non-
unionised workforcé’ Finding ways of extending trade union membershig ensuring
union recognition across traditionally poorly reggpted sectors must therefore be a
priority. Where unions are active it is crucial ttigpvernment ministries engage and
consult these unions on major policy shifts thgpawt the labour market, in the same
way as representatives of the private sector aremtly consulted. In many cases a pre-
requisite for such consultation will be capacitywelepment within these institutions.
Both national and international agencies can aisstbis respect.

Most recently, the National Employment Policy haseip approved. The trade
unions now wish to see directives issued by governirto ensure the implementation of
the policy. They are also demanding a full-fleddéuhistry of Labour rather than a
Ministry of Labour, Gender and Social Developméntensure better engagement on
behalf of government with labour issues, and aec#ffe industrial court.

7.3  Meeting Uganda’s demographic and skills mismatc  h challenge

In the background of the above discussion concgrniacroeconomic, structural
and institutional policies, Uganda’s demographieliemge looms large. Uganda has a
very large and growing proportion of young peoplaéoware either un- or under-
employed. With some of the highest fertility rategshe world, Uganda’s labour supply

" Barya (2010) highlights that the casually employecteased dramatically (and formal
employment was casualised) in the wake of the skterprivatisation efforts in Uganda.
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will continue to outstrip labour demand in the fetuSender and von Uexkull (2009)
argue that there would be very significant pay-tdfseducing fertility levels.

Klasen and Lawson (2007) further demonstrate tteaileir nature of links between
employment creation and fertility rates. Lack ofmBde wage employment is one of
many determinants of high fertility rates, while turn achieving lower fertility rates
would help to solve some of the persistent longitEtbour supply issues. Unfortunately,
in general, lowering fertility rates is a very difilt objective to achieve significant
progress in over even the medium-term. Sender amd Wexkull (2009) explain in
greater depth some of the reasons why the Ugaretamnd of lowering fertility rates has
been so poor.

Further, the mismatch between the level and typesitls of Ugandan employees
and those demanded by employers is a problem afhwthie Ugandan authorities are all
too aware. It has been highlighted in the NatioDalelopment Plan (Republic of
Uganda 2010, p.29):

Despite the large and fast growing youthful labfmuce and the government’s efforts to
provide education and training at various levelg, ¢ountry continues to experience deficits
in the supply of skilled human resources. Thisvislent in the limited availability of skilled
labour as partly shown by wide wage differentiasd the high number of vacant posts in
technical areas. The lack of skilled human resauiseassociated with quality issues in the
education system, including low school completiates, limited capacity in the vocational
and technical training institutions, and the brdiain from the country. This is exacerbated by
inadequate manpower planning in key areas of thaauy.

Concerns over access and availability of vocatidraahing and appropriate skills
development was reiterated during interviews fds tReport with various national
policymakers and donor representatives. The receuatified National Employment
Policy (Ministry of Gender, Labour and Social Deymhent 2010), also acknowledges
the severity of the problem.

The NEP (Ministry of Gender, Labour and Social Depeent 2010) proposes
several ways in which the Ugandan authorities shdokter improved vocational
training and skills development. The NDP (RepubfidJganda 2010, pp. 243-246) also
suggests concrete strategies for: i) increasingsscto and participation in a coherent
and flexible skills development system; ii) impnagithe quality and relevance of skills
development; and iii) improving the effectivenegs &fficiency in the delivery of skills
development. While many of these strategies relynpuat from private and non-profit
organisations for their implementation, placingslgzessure on direct government
resources, a well-integrated skills developmenh plél have cost implications for the

Ugandan authorities. These will need to be cangfutighed against other commitments
and priorities.
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8.

Concluding remarks

Since embarking on the Economic Recovery Prograt®By, it could be argued
that the general macroeconomic framework within clvhthe Ugandan government
operates has been strongly influenced by the mot@in“good” policies traditionally
promoted by the Bretton Woods Institutions. Theserehimplied an unfortunate
conservative bias in macroeconomic policy makinge Tole of the BWIs in affecting
macro policy stances remains important today, nmothie least through the Fund’'s
programmatic ceilings, but the generally conseveabias in Ugandan macroeconomic
policy has now been further compounded by a comaritrto the convergence criteria of
the East African Community (see table 1 above).

From interview and extensive consultation of vasialocuments, we did not find
any substantial indication that the government’€nm@conomic stance is set to change
fundamentally, beyond the reorientation of spendowards infrastructure described at
length above. In general, low inflation targets tomre to determine the broader
macroeconomic policy possibilities, with implicatefor fiscal positions and exchange
rate management. The direction regarding actio$ tlould be taken to limit the
excessive volatility caused by short-term crossiboflows also remains unclear (see
above). Further, as far as the BWIs are concewgledr signals are given that the current
macroeconomic policy stance of the Ugandan govembhrsieould not be challenged or
changed.

Such a persistent conservative macroeconomic stangafortunate, and various
alternative policies were described in Section 6vab which, if implemented, could
move the Ugandan economy beyond the straightjaskétin which it is currently
operating.

Much as such new policy directions at the macrell@re necessary, they are in
themselves, however, insufficient to foster theicttiral diversification necessary in the
Ugandan economy for “full and productive employmemtd decent work all” to
materialise, as discussed in section 7 above. Tdrere a sole focus on the
macroeconomic policy environment, while neglectimgcessary supportive structural
and institutional policies is misguided. Indeedess restrictive macro environment is a
necessary but not a sufficient condition for theotfuctive employment and a decent
work for all” agenda to acquire meaning.
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