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FOREWORD

6.5%

Social protection has become a core part of a country’s development strategy to address poverty and protect FY1 8/1 9 REAL GDP GROWTH
households exposed to increasing shocks from disasters such as droughts, floods, international price shocks,
and conflict. Throughout sub-Saharan Africa, cash transfers, public works programs, and other in-kind and

cash interventions and services continue to change the lives of millions of vulnerable people. When times get 0 n
tough, such programs protect households, helping them to avoid selling critical assets or taking children out of 20/0 TO 30/0

school in order to survive.

Increased share of industry in GDP

Social protection programs that help mitigate shocks and support investments in human capital do not just
contribute to reducing vulnerability, they are also critical for supporting economic growth and creating a more
inclusive society. They support households during the time it takes to recover from shocks, so that economic

growth is not completely undermined. They also help to develop and, during times of shock, sustain human 30/ Tn 50/ UF GDP
capital, which is essential for a more productive economy. Il 0
The same is true in Uganda where programs such as the third Northern Uganda Social Action Fund, the Increase in Foreign Direct investment

Senior Citizens Grant and other social care and services interventions continue to enable poor and vulnerable in FY18/19
people, across the different stages of their lives, to increase their household incomes, access better services

D
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for themselves and their families, and to protect themselves against unforeseen shocks. Recognizing the role

of these instruments, government is progressively introducing new programs. In 2019 the Kampala Capital City
Authority launched Uganda'’s first urban social protection program for adolescent girls, targeting girls who are

both in and out of school. 20 %

Government’s limited resources necessitate a progressive expansion of these programs. An important

recommendation of the report is to prioritize any social protection expansion to areas with the highest Growth in total |mports FY1 8/1 9 ﬁ '

levels of vulnerability and risk. The report uses indicators of human capital development, vulnerability to
risk and shocks, as well as poverty, to suggest different options for scaling up social protection programs

geographically. 12-6 % ﬂF GDP TAX

It is against this backdrop that | am pleased to introduce the Fourteenth Uganda Economic Update, which

looks at social protection systems in Uganda and proposes a more effective approach to reduce vulnerability Tax Revenues in FY18/19 sssn

. i : " : . . o aae
and to support more inclusive growth. This report comes at a critical time to inform both budget decisions over Compared to Kenya 17.9% ses
the next few years, and the on-going development of Uganda’s Third National Development Plan. and Rwanda 16.3%

In line with the structure of earlier editions of the Uganda Economic Update series, this report reviews recent
economic developments, provides an outlook for the macro-economy, and then delves into the special topic of

social protection. Bnu 000
7

New jobs needed annually to
cater for young people leaving
the education system

Carlos Felipe Jaramillo

Country Director

Eritrea, Kenya, Rwanda and Uganda
Africa Region
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State of the economy: Impressive growth, but risks are tilted to the downside

Following the release of new GDP estimates, nominal
GDP for FY18/19 increased and the structure of the
economy has changed. In October 2019, the Uganda
Bureau of Statistics (UBOS) released new GDP estimates,
updating the base year for estimating economic activity
to 2016/17 from 2009/10. As a result, nominal GDP for
FY18/19 was revised upwards from USh 109,945 billion
to USh 128,499 billion. Furthermore, the share of industry
in GDP has increased from about 20 percent to almost 30
percent. At the same time, there has been a drop in the
share of services from about 58 percent to 46 percent.
Drilling down further, manufacturing has doubled its share
from about 8 percent to over 16 percent of GDP, whilst
information and communications (IC) has fallen from 12
percent to just under 2 percent of GDP.

Real GDP grew by 6.5 percent in FY18/19, maintaining
the rebound in economic activity over the last two
years. This has been driven by strong levels of domestic
consumption and sustained levels of public and private
investment. Net FDI inflows shot up to 5.1 percent of GDP
in FY18/19 from 3 percent of GDP the previous year. The

construction sector continues to grow at double-digit levels.

There has been a jump in manufacturing growth supported

by recent expansions in the sector, including investments in
new factories. Agriculture was boosted by another decent
harvest and a strong rebound in fisheries. Levels of GDP
growth of about 6 percent and above are expected over the
medium-term, driven by consumption spending, intensified
private and public investments in infrastructure for
industrialization, electricity transmission, and preparation
for oil extraction.

Still, this growth is not high enough for Uganda’s lower
middle-income status and poverty reduction ambitions.
Although growth is now back on track with the National
Development Plan II (NDP 1) target, Uganda'’s level of per
capita income was, by 2018, still behind its neighbors.
Furthermore, with the expected population growth over
the next 10 years, it is estimated that average annual GDP
growth rates will need to exceed 8 percent for Uganda to
have a chance of reaching lower middle-income status

by 2030. This is an extremely tall order given underlying
factors such as low productivity and a failure to shift to
higher productivity activities that are resilient to shocks
and can generate and sustain high growth rates. Uganda
also needs to create about 600,000 new jobs per year to
cater for the young people leaving the education system,

Although the growth of the last two fiscal years
is now back on track with the NDP II target,

Uganda’s level of per capita income was, by
2018, well behind its neighbours

an objective that is not currently being met. As noted in
the FY20/21 Budget Strategy, only about 75 thousand
new wage jobs are being created each year. Therefore,
significant economy-wide productivity improvements,
particularly in the agri-food sector, are needed to
accelerate growth and to absorb excess rural labor into
better and more productive employment.

More inclusive growth will also require building
resilience to shocks. Recent favorable weather and
stronger agricultural growth has contributed to the recovery
of household incomes and lowered the estimated poverty
levels down to those observed in FY12/13. However,
environmental shocks and climatic risks can quickly
reverse this trend. Amongst other interventions (e.g.
investing in irrigation systems, modernizing agriculture
production and practices), the expansion of existing
social protection programs or the introduction of new ones
can help mitigate risks, increase resilience and reduce
the negative effects of adverse shocks on vulnerable
households. Part 2 of the report will examine ways of
increasing social protection coverage in a cost-effective
and fiscally sustainable manner.

Inflationary pressures remain subdued. Inflation remains
below the Bank of Uganda’s (BoU) annual core inflation
target of 5 percent. Headline inflation fluctuates in line with
seasonal changes, but reasonable agricultural performance
will largely keep domestic inflationary pressures subdued.
Limited external inflationary pressures are anticipated
through fuel and other imported goods, as oil prices are
expected to average US$62/bbl in 2019 and US$60/bbl in
2020. Against this favorable inflation outlook, BoU reduced
the policy rate to 9 percent in October 2019. This, as well
as a positive economic outlook and continued improvement
in commercial banks’ credit environment, will keep lending

rates within reasonable margins and private sector credit
growth sustained beyond 2019.

The current account deficit almost doubled to 9.8
percent of GDP in FY18/19 from 5.4 percent last year,
but remains manageable as it is financed by large net
FDI inflows. Aided by real exchange rate appreciation,
total imports grew by 20 percent in FY18/19. Merchandise
exports also grew by 12 percent over the FY18/19 period,
surpassing last year’'s 8 percent growth in exports. The
rise in exports of goods occurred despite export volumes
of coffee falling by over 6 percent in FY18/19, and coffee
prices declining by 10 percent. Export growth will likely
continue but will not be enough to offset the increase in
imports of oil, machinery, vehicles and chemical products
related to the investment drive. Hence, the current account
deficit will likely decline only modestly to around 7 to 8
percent of GDP over the medium term.

Slow execution of capital spending and higher-than-
expected tax revenues have kept the fiscal deficit below
target. The fiscal deficit of 4.9 percent of GDP in FY18/19
was well below the budgeted deficit target of 5.8 percent
of GDP. This is reflected by capital spending — at 5.3
percent of GDP in FY18/19 — being well below the budget
of 6.4 percent of GDP. Deficiencies in the ‘quality at entry’
of projects largely explain some of the implementation
challenges such as time-overruns, contract disputes, cost
escalations and abandonment of projects. Tax revenues (at
12.6 percent of GDP) exceeded the budget target of 12.4
percent for FY18/19, but remain significantly lower than
government's medium-term target of 16 percent of GDP
and regional peers like Kenya (17.9 percent) and Rwanda
(16.3 percent). Thus, efforts need to be made to expand
the tax base, including through better managed and more
restrained use of tax exemptions.

Xi



Although Uganda remains at low risk of debt distress,
debt vulnerabilities are increasing.’ According to certain
shock scenarios, an unexpected downturn in GDP growth
or increased reliance on non-concessional/commercial
borrowing would enhance vulnerabilities. Furthermore,
total debt service (interest and principal due) is expected
to average around 41.5 percent of government revenue
over the next six years, until oil revenues ensue. Additional
liquidity pressures could arise if debt servicing of oil-related
borrowing comes sooner than oil revenues themselves, as
the final private sector investment in oil production gets
delayed. Apart from prudent borrowing, this all highlights
the significance of raising tax revenues and limiting the
procurement and implementation delays of investment
projects.

While the growth outlook for Uganda is favorable,
risks are tilted to the downside. As the 2021 elections
draw closer, heightened political activity and uncertainty
could lead to a rise in spending, and a fall in investment
and economic activity. Reliance on rain-fed agriculture
and systemic challenges in the sector remain risks to
GDP growth, the poor’s income, and export earnings.
Regional and global factors could also undermine the
outlook. Reduced foreign demand, which would weaken
exports and present risks to external stability, could come
in the form of regional instability or as a result of trade
uncertainties between the US and China, which might
further slow global growth.

In order to sustain macroeconomic stability and
enhance inclusive growth, policy actions in three key
areas are needed:

Significantly enhance domestic revenue mobilization. At
just 12.6 percent of GDP in FY18/19, tax revenues are
strikingly low. A key reform would be the establishment of
a Tax Expenditure Governance Framework to help manage
tax exemptions, limit leakages and improve transparency.

Address implementation challenges for public investments
and manage public assets to preserve value and maximize
their return. A key implementation challenge involves better
management of social risks, including land acquisition

and resettlement. It is thus important for the government to
finalize a revised Land Acquisition Act and Policy, as well
as a legal framework for streamlining and strengthening

Social Impact Assessments. Current road maintenance
financing can only meet about 26 percent of the needs,
leaving a big chunk of the road network unattended to.
So, budget allocations for roads maintenance need to be
progressively increased and sustained at about a quarter
of the total roads budget.

Strengthen public debt management and transparency.
Maintaining public debt on a sustainable path will require
strengthening the budget process to ensure that budget
targets become more binding; that public spending and
public debt management become more effective (including
continuing to maximize concessional borrowing); and

that fiscal risks (including contingent liabilities and state-
owned enterprise debt) are comprehensively monitored,
controlled, and reported.

Strengthening social protection: To
reduce vulnerability and promote
inclusive growth

The coverage and design of social protection programs
are currently insufficient to meaningfully address the
range and scope of vulnerabilities to shocks in Uganda.
Firstly, the existing direct income support programs in
Uganda have low coverage, with the overall reach of the
two main programs at only 3 percent of the population —
which is very low given the needs in the country. Direct
income support reaches more than 6 percent of the
population in neighboring Kenya. Secondly, financing to
the sector is limited. Direct income support in Uganda

is currently composed of two major and several minor
programs. The two major programs are the Senior Citizens
Grant (SCG) and cash grants given through the Northern
Uganda Social Action Fund 3 (NUSAF 3). Spending on the
two major programs amounted to about 0.14 percent of
GDP in FY17/18, which is lower than neighboring countries
like Kenya and Rwanda who spend 0.4 percent and 0.3
percent of GDP, respectively, on direct income support.?
Further, a large part of spending on SCG and NUSAF 3 is
provided by donor grants or concessional loans. This raises
concerns about the medium to long-term sustainability of
financing to the sector.

1. According to the 2019 World Bank-IMF debt sustainability assessment.

xii

Social protection programs can support investments

in human capital, reduce vulnerability to shocks

and, thereby, help drive inclusive economic growth.
Programs can be designed to provide direct support to
households with children, enabling them to invest more in
human capital formation and development. Considering
the long-term benefits accruing from investing in children
and for Uganda to benefit from its demographic dividend,
such programs are desirable and affordable when
targeted appropriately. Simulations show, for example, that
programs covering the poorest 50 percent of households
with infants under 2, would cost an estimated 0.23 percent
of GDP, whereas similar programs covering the poorest

50 percent of all households with children under 5 would
cost 0.50 percent of GDP. To better mitigate shocks, the
design of social protection programs should consider the
nature, frequency and geographical location of large-scale
shocks faced by Ugandan households. Expanding Disaster
Risk Financing (DRF) models, based on regional (Kenya)
and local (NUSAF 3 pilot DRF component) examples, is
recommended.

Given government’s limited fiscal space, it is important
to prioritize any social protection expansion and focus it
on the poor and vulnerable in the neediest geographical
areas. The regional variation in Uganda’s Human Capital
Index (HCI), as well as the vulnerability and risks that are
presented in this report, can provide government with an
evidence base to prioritize these investments. This could
then support better targeting of the most vulnerable groups
and regions, and those facing the highest levels of risk.

Agricultural finance and insurance are critical in terms
of reducing the vulnerability of households dependent
on the agricultural sector for their livelihood. In 2018
about 87 percent of the working poor were engaged in
agricultural activities. Further, nearly 85 percent of all
farming households in Uganda are smallholder farmers
and are characterized by low levels of productivity. The
agricultural sector continues to be highly exposed to
covariate (or country-wide) risks and access to finance
continues to be a major constraint. Agricultural finance and
insurance are critical to enable the structural transformation
needed to accelerate growth in Uganda, alongside other
interventions such as investing in irrigation systems, and

modernizing agriculture production and practices. It is
recommended that agricultural insurance be scaled up,
including accelerating digital financial solutions, and
enlarging the scope of the Uganda Agricultural Insurance
Scheme (UAIS) to support the transformation of the
agricultural sector.

Given the low coverage of social insurance schemes,
fiscal incentives may need to be provided to improve
take-up of voluntary savings schemes by informal
sector workers. The coverage of social insurance is low

in Uganda because of the low degree of formalization

in the economy. About 89 percent of household heads

are employed in the informal sector in Uganda; so social
insurance provided through traditional employment
contracts is not a reality for most Ugandans. Gaining a
better understanding of the heterogeneity of workers in

the informal sector, understanding savings patterns, risk
coping strategies, and the intrinsic value these households
place on old-age savings, could help to better design and
customize relevant savings products. More appropriate
products may then encourage savings among informal
sector workers. The government could also consider
providing fiscal incentives to achieve mass-scale uptake of
such schemes by informal sector workers.

In order to strengthen social protection to reduce
vulnerability and promote inclusive growth, the key
recommendations are that:

a. Direct Income Support be expanded to support
investments in human capital and to help mitigate
shocks.

b.  Existing disaster risk financing pilots are scaled up to
better prepare for drought and mitigate other shocks.

c. Given the limited fiscal space, social protection
expansion is focused on the poor and vulnerable in
the neediest geographical areas.

d.  Given that drought risks predominate, and households
engaged in agriculture are most affected by such
risks, agricultural insurance is scaled up.

e. Fiscal incentives are provided to improve the take-
up of voluntary savings schemes by informal sector
workers.

2. Government of Uganda (2018). Uganda Social Protection sub-sector report 2018. MGLSD. May 2018.

xiii



~ PART 1

STATE OF THE ECONOMY

Global growthin

2019 hasbeen !
downgraded to
26%-0.3 % below
previous forecasts, II
reflecting weaker- =
than expected l
international trade

and investment.

-—— I
________

|
gujo g g

| ABRErCEAFIAE
ST WCCNEENEZS:

_-_I_r_ .l__l_:_"{_ o)

i s



¥ 1. RECENT ECONOMIC DEVELOPMENTS
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1.1 Global growth has continued to weaken 3

Global growth in 2019 has been downgraded to 2.6 percent,

0.3 percent below previous forecasts, reflecting weaker-than-
expected international trade and investment. Growth in the United
States (U.S.) is expected to slow to 2.5 percent in 2019 and further
decelerate to 1.7 and 1.6 percent in 2020 and 2021 respectively.
Tariff increases and associated retaliatory actions are expected to
weigh on trade and investments, whilst the effects of the recent fiscal
stimulus also wane. On the other hand, growth is being supported
by more accommodative monetary policy than previously assumed
and by sustained increases in productivity growth and labor force
participation. Economic conditions in the Euro area, one of Uganda’s
main export markets, have deteriorated rapidly since mid-2018. This
slowdown, particularly in the manufacturing sector, also reflects a
decline in exports, especially to China, Europe and Central Asia.
Euro area growth is projected to slow from 1.8 percent in 2018 to

1.2 percent in 2019 and then edge up to an average of 1.4 percent
in 2020-21. Global growth is projected to gradually rise to 2.8
percent by 2021 (Figure 1), predicated on continued benign global
financing conditions, as well as a modest recovery in emerging

Figure 1: Real GDP growth (percent y/y)
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B \World ====Advanced Economies ====EMDEs SSA
Source: World Bank, 2019
Note: e = estimate; f = forecast; aggregate growth rates calculated using constant 2010 US$ GDP weights; GDP growth values are on a fiscal year basis.

3. This section is based on the World Bank, Global Economic Prospects, June 2019

A | Among non-resource-intensive countries, such as Uganda,
rising consumption growth and sustained public investment in
infrastructure are supporting economic activity

market and developing economies (EMDEs) previously
affected by financial market pressure. This recovery in the
global economy is expected to positively impact Uganda’s
economic outlook, particularly through stronger export
growth during FY21 (see section 2).

EMDEs growth momentum continues to be generally
subdued and is expected to be about 4 percent in 2019.
Although there have been recent improvements in external
financing conditions — given that the prospect of larger
economies tightening monetary policy in the near term has
faded — these are partially offset by slowing global trade
and persistent policy uncertainty in key economies. In
China, growth is projected to decelerate from 6.6 percent
in 2018 to 6.2 percent in 2019, primarily reflecting softening
manufacturing and trade activity. The recent increase in
tariffs on trade with the U.S. is projected to weigh on growth
in 2020, which has been revised down to 6.1 percent.
Growth in low-income countries (LICs) is projected to
remain robust in 2019, at 5.4 percent, sustaining a strong
demand base for Uganda’s exports, especially in regional
markets. Among non-resource-intensive countries, such

as Uganda, rising consumption growth and sustained
public investment in infrastructure are supporting activity
(see section 1.3). LICs growth is projected to rise to 6.0
percent in 2020 and 6.1 percent in 2021, which reflects the
expected trend in Uganda, as domestic demand continues
to strengthen, and as increased oil and metals production
supports activity among industrial-commodity exporters.
Risks to this outlook include slower-than-expected growth
in major trading partners, a resumption in the tightening of
international financial conditions, and adverse weather and
health crises. Some of these risks also pertain to Uganda’s
economic outlook, as discussed in section 2.2.

Prices of most industrial commodities picked up

in the first half of 2019, but remained well below
peak values from last year, while agricultural prices
were mostly flat. Oil prices recovered in the first half

of the year, averaging US$64 per barrel (bbl), and are
expected to average US$62/bbl in 2019 and US$60/
bblin 2020, a downward revision relative to January,
reflecting softening global activity. Whereas lower oil
prices limit external inflationary pressures for import
dependent Uganda, it could negatively affect the
country’s prospects for becoming an oil producer.
However, the oil price outlook remains highly uncertain
and dependent on policy decisions, particularly whether
the production cuts among OPEC and its partners will
be extended into the second half of 2019. Agricultural
prices were stable, on average, in the first half of 2019,
amid high stock levels and favorable crop conditions
for the fourth consecutive year. Heightened trade
tensions have clouded the outlook for commodities
demand, and so agricultural and metals prices are
projected to broadly decline in 2019 and stabilize in
2020. In addition to the slowing of economic activity

in key markets for Uganda’s agriculture exports, such
as the Euro area, the decline in agricultural prices is
concerning, given that agriculture-based products (i.e.
both primary and processed products) account for more
than 50 percent of all Uganda’s exports.

1.2 Recovery in Sub-Saharan Africa has disappointed *

Growth in Sub-Saharan Africa is expected to pick up
to 2.6 percent this year from 2.5 percent in 2018, as
domestic demand gathers pace and oil production
recovers in large exporting economies. However, this
expected recovery is significantly slower than previously
projected, reflecting persistent headwinds in major
economies, and will lead to a lower rate of poverty
reduction, especially given the demographic challenges in
the region. Growth in the region’s three largest economies
— Angola, Nigeria, and South Africa — has remained
subdued in 2019, given that the anticipated recovery

and performance in the oil sector has been weaker than

4. This section is based on the World Bank, Global Economic Prospects, June 2019 & the World Bank, Africa’s Pulse, October 2019



Figure 2: Real GDP growth (percent y/y)
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expected (Angola and Nigeria), and continued policy
uncertainty and rolling power blackouts in South Africa
have slowed economic activity in the first half of 2019.
Elsewhere in the region, growth has been strong among
non-resource-rich countries, supported by sustained public
investments and strong agricultural production. Exchange
rates have been broadly stable this year against the U.S.
Dollar, amid improved external financing conditions.

This has, in part, supported moderating inflation in many
countries in early 2019. Reduced inflationary pressures
have allowed authorities to pause monetary policy
tightening in some countries and ease their stance in others
(including Uganda). Public debt vulnerabilities in the region
remain a concern, and higher interest burdens reflect the
shifting composition of debt toward more expensive non-
concessional financing. Growth in the region is expected

to improve gradually, reaching an average of 3.1 percent in
2020 and 3.2 percent in 2021. This assumes that investor
sentiment will improve in some of the larger economies,
that oil production will recover, and that robust growth in
non-resource-intensive economies like Uganda will be
underpinned by continued strong agricultural production
and sustained public investment.
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With growth levels around 5 to 6 percent per year,
economic activity is expected to largely remain strong
in East Africa (Figure 2). Recent good weather, sustained
infrastructure spending, and increased foreign direct
investment (FDI) have broadly underpinned the pickup

in activity in East Africa over the last few years. Among
Uganda’s main trading partners, the outlook is largely
positive, which should bode well for Ugandan exports,
given the softening levels of growth and demand in

some of Uganda’s other export markets. The rebound in
Kenya’s economy is expected to continue in 2019-21,
supported by favorable agricultural output, a pick-up

in industrial activity, strong performance in the services
sector, and strengthening aggregate demand from pending
investments and improved business sentiment. Rwanda’s
growth is expected to stay around 8 percent over the
medium term driven by improved agriculture performance,
large infrastructure projects, and stronger domestic
demand. The medium-term outlook for the Democratic
Republic of Congo (DRC) has deteriorated recently given
a continued decline in commodity prices and mining
production, with growth expected to only average around
3.9 percent in 2019-21. South Sudan’s economy continues
to recover, with average annual growth rates likely to
exceed 6 percent in 2019-21. However, this assumes that
the peace agreement, signed in September 2018, remains
in place and security starts to improve.

4. This section is based on the World Bank, Global Economic Prospects, June 2019 & the World Bank, Africa’s Pulse, October 2019




Box 1: New GDP numbers show better progress on Uganda’s industrial transformation

In October 2019, the Uganda Bureau of Statistics (UBOS)
released new GDP estimates, updating the base year for
estimating economic activity to 2016/17 from 2009/10.
Such an exercise is a routine step that all governments
do periodically to ensure that GDP calculations more
accurately reflect current prices and better capture
the changing structure of an economy. The new GDP
estimates also benefit from improvements in the estimation
methodology that UBOS has adopted and expanded data
sources. As a result, there are some significant changes to
the size and structure of the Ugandan economy.

The value of nominal GDP over the entire series is now
higher. For example, nominal GDP for FY18/19 was revised
upwards from USh 109,945 billion to USh 128,499 billion
— or a 17 percent increase. Over the last ten years, the
new GDP series is about, on average, 21 percent higher.
This also implies that all other indicators expressed as a
percentage of GDP (e.g. revenue to GDP, expenditure to
GDP, public debt to GDP) will be affected. For example, as
nominal GDP is revised upward, the ratio of revenue and
expenditure to GDP are smaller than previously reported.

Figure B1: Nominal GDP (billions of USh) - comparing the old and new GDP estimates
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The annual growth rate in GDP for FY18/19 has improved
from 6.1 percent (under the old estimates) to 6.5 percent
(under the new estimates). For all the other years, the
annual growth rates are the same.

The structure of the economy is now different from what
was previously thought. Under the new GDP estimates,
the share of industry in GDP has increased from about
20 percent to almost 30 percent (Figure B2). At the same
time, there has been a drop in the share of services from
about 58 percent to 46 percent. Drilling down further and
as shown in Table B1, manufacturing has doubled its share
from about 8 percent to over 16 percent of GDP, as the
new estimates reflect the changing structure, including

New GDP series (FY17 base year)

Old GDP series (FY10 base year)

FY15 FY16 FY17 FY18 FY19

unmeasured elements, of the sector. After disaggregated
data become available, including the new Index of
Production, the Uganda Economic Update will analyze
the manufacturing sub-sectors driving this much larger
share of GDP, as well as which additional sub-sectors are
now being captured. Even more stark though, is the drop
in the share of information and communications (IC) from
almost 12 percent to just under 2 percent of GDP. This
sector had been seen as a key mainstay of the economy,
driving growth for many years. However, given a change
in methodology for measuring activities in the 1C sector
from mostly monitoring talk-time to now assessing VAT
outcomes, it is apparent that this sector was not as big, nor
growing as fast, as previously estimated.

Figure B2: Sector share of GDP - comparing the old and new GDP estimates

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

Services

Industry

10% Agriculture

0%
Old GDP Series
Source: UBOS

Table B1: Selected sub-sectors share of GDP

New GDP Series

(Selected sectors) Old GDP estimates New GDP estimates
AGRICULTURE

Crops 13.6 15.4
Livestock 3.8 8.3
Forestry 3.7 8.7
Fishing 1.1 1.8
INDUSTRY

Mining & quarrying 2.0 2.1
Manufacturing 7.6 16.5
Construction 7.2 7.1
SERVICES

Trade & Repairs 11.4 9.6
Trans. & Storage 3.1 3.6
Accomm & Food 2.6 3.1
Info. & Comm. 11.8 1.8
Fin. & Insurance 8.8 2.8
Real Estate 5.9 7.0
Public Admin. 3.8 2.5
Education 6.3 4.5
Health & Social Work 8.2 3.4

Source: UBOS

The new GDP estimates show that Uganda’s
industrial transformation is further advanced
than what had been thought. This is certainly
a boon for government’s policy focus on and
investments to industrialize the economy. Part of
this industrialization agenda was also to increase

the number of employment opportunities and
to provide jobs outside of rural areas. However,
this doesn’'t seem to have happened, and further
analysis is required to understand why rapid growth
in manufacturing has not translated into significant
numbers of new and better jobs.




1.3 Uganda’s growth momentum is sustained

After rebounding to 6.2 percent in FY17/18, real GDP
grew faster than had been anticipated at 6.5 percent
in FY18/19. This is 0.3 percentage points higher than
the forecast in the May 2019 Economic Update and is as
a result of the new GDP estimates released in October
2019 (see Box 1). Nominal GDP for FY18/19 was revised
upwards from USh 109,945 billion to USh 128,499 billion
—or a 17 percent increase. The annual growth rate has
also changed, including the better than initially forecast
growth in FY18/19. However, these growth levels are still
not adequate for Uganda to meet its aspirations of reaching
lower middle-income status by 2020 (see Box 2).

On the demand side, growth has been driven by strong
levels of domestic consumption and sustained levels
of private and public investment (Figure 3b). The
Purchasing Managers’ Index (PMI) rose consistently in

FY18/19 (compared to more constant levels in FY17/18),
signaling improved business conditions in the Ugandan
private sector, as stronger levels of customer demand
drove increases in both output and new orders.® Net

FDI inflows shot up to 5.1 percent of GDP in FY18/19,
compared to 3 percent of GDP in FY17/18 (see section
1.5). Recent FDI has largely been in the oil and gas,
manufacturing and hospitality sectors.® Public investment
spending increased by 0.4 percent of GDP in FY18/19
compared to FY17/18 (see Table 4). These stronger levels
of consumption and investment have been particularly
beneficial to the manufacturing, construction and real
estate sectors. The on-average positive contribution of net
exports to GDP over the last three fiscal years (Figure 3b)
was reversed in FY18/19 on account of the rapid growth
of investment-related imports, compared to the more
moderate growth in exports (see section 1.5).

Figure 3: Sources of real GDP growth in Uganda (percent y/y)
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Note: The lightly shaded section of each column is the statistical discrepancy, which is an adjustment factor to ensure any omissions or differences in source
information used to measure GDP from the income, production and expenditure sides are accounted for and the final GDP numbers are aligned.

Box 2: Growth is not adequate for Uganda’s lower middle-income status and poverty

reduction ambitions

Following average annual GDP growth rates of about
7.5 percent during the decade prior to FY11/12, growth
averaged only 4.4 percent from FY11/12 to FY16/17. As
shown in Figure B3, this was far below the first National
Development Plan (NDPI FY11-FY15) target of 7.2 percent
andthe NDPII FY16-FY20target of 6.3 percent. This slowdown
was mainly attributed to challenges for productivity growth,
several shocks including adverse weather conditions, unrest
in South Sudan, private sector credit constraints and poor
execution of public projects. At the same time, between
2012 and 2016, the poverty rate increased from 19.7 to
21.4 percent; an increase that resulted in around 1.4 million
Ugandans slipping into poverty. Encouragingly, growth in the
last two years is now back on track with the NDP Il target
and, as discussed in section 2, levels of growth of around 6
percent are expected over the medium term.

Figure B3: GDP growth — actual vs. target (%, y-o0-y)
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However, due to a high population growth rate of over 3
percent per year, per capita income growth has averaged

less than 3 percent. In fact, Uganda’s level of per capita
income was, by 2018, well behind its neighbors (Figure B4).
The current growth outcomes will be insufficient to propel
Uganda to lower middle-income status any time soon — even
though the government’s goal is to achieve this by 2020.”
Furthermore, with the expected population growth over the
next 10 years, it is now estimated that average annual GDP
growth rates will need to exceed 8 percent for Uganda to

have a chance of reaching lower middle-income status by
2030. This is an extremely tall order given underlying factors
such as low productivity and a failure to shift to higher
productivity activities that are resilient to shocks and can
generate and sustain solid growth rates.

Figure B4: 2018 Gross National Income (GNI) per
capita (US$)

1800
lower middle-income threshold

1600
1400
1200
1000
800
600
400
200
0

Kenya Tanzania Ethiopia Rwanda Uganda

Moreover, growth is increasingly less inclusive as its
impact on poverty reduction appears to have declined.
During the past decade, each unit increase in GDP has
resulted in a lower decline of the poverty rate, compared to
the outcome observed between 2000 and 2009.% The poverty-
growth elasticity rate declined from -1.24 (for the period 2000-
2016) to -0.5 (for the period 2009-2016).° Thus, a stronger
focus on inclusive and equalizing policies will be required for
further poverty reduction.

Consequently, Uganda must attain significant economy-
wide productivity improvements for it to reach higher and
more inclusive growth rates. Raising the quality of growth
will be critical for the future economy to better support the
aspirations of all Ugandans. This would include support
to those who may be left behind and building resilience to
shocks that undermine economic growth when they occur
and during the time it takes for households to recover.
Developing and sustaining human capital, especially when
households are faced with shocks, is also essential for a
more productive economy. This will be further discussed in

Part 2 of the report.

Sources: UBOS and World Bank Staff Estimates

5. The PMI is compiled monthly by IHS Markit and is sponsored by Stanbic Bank Uganda. It is a composite index, calculated as a weighted average of five individual sub-compo-
nents: new orders (30%), output (25%), employment (20%), suppliers delivery times (15%), and stocks of purchases (10%). It gives an indication of business operating conditions
in the Ugandan economy. 7. Lower middle-income economies are defined as those with a GNI per capita between US$1,006 and US$3,955.
6. UNCTAD (2019) 8. World Bank, 2019 (October)
9. The elasticity of the poverty headcount rate under the international poverty line to GDP growth per capita.



Services sector growth slowed to 4.9 percent in FY18/19
(Table 1). This was largely due to slower growth in the

trade, transportation and storage, and accommodation and
food sub-sectors (Figure 5). In FY17/18 these sectors grew
on average at almost 9 percent, but eventually slowed to
3.4 percent in FY18/19. The slowdown could be on account
of slower intra-regional economic activity, following the
lingering effects of the South Sudan conflict and closure of
the Uganda-Rwanda border. By March 2019, the protracted
feud between these two countries reached a peak, which
brought cross-border activities to a halt. In contrast, the
real estate sector continued to grow at more than double
digit levels, as the sector continues to attract investments
by both domestic and foreign investors.

Sustained double-digit growth in construction activities
and a strong year for manufacturing drove industrial
sector growth of over 10 percent in FY18/19 (Table 1).
As shown in Figure 4, the industrial sectors were the main
drivers of growth in FY18/19. The construction sub-sector
continued its double-digit growth of the last four years

as a result of intensified public and private investments

in energy and oil projects, real estate activities, and the
expansion of industrial zones. Following the last three
fiscal years where manufacturing growth averaged about 3
percent, the jump to 7.1 percent growth in FY18/19 is very
encouraging (Figure 6). This is mirrored by the growth in
credit to the manufacturing sector by almost 16 percent in
FY18/19 (compared to an average fall of about 3 percent

over the last couple of years). This has supported recent
expansion in the sector, including investment in new
factories. Moreover, these more attractive growth rates
going forward should be sustained and provide increasing
job opportunities.

Continued growth in crops, particularly cash crops,
and a very strong rebound in fisheries contributed to
the 5 percent growth in agriculture in FY18/19 (Table 1).
Crop growth was, however, somewhat constrained by the
performance of the coffee sector, where export volumes
fell by over 6 percent, whilst international coffee prices
also declined throughout FY18/19.7° From an average
contraction of about 10 percent over the last three fiscal
years, fisheries rebounded to grow at over 24 percent in
FY18/19 (Figure 7), with fish exports growing by almost

30 percent in FY18/19."" On-going efforts to address key
challenges (e.g. poor-quality fish larvae/fingerlings, limited
access to feeds, trade in illegal and unrecorded immature
fish) and foster a sustainable fisheries and aquaculture
sub-sector seem to be paying off.

Although the agriculture sector accounted for only

1.2 percent of the growth rate of 6.5 percent in FY18/19
(Table 1), the sector’s importance for livelihoods,
poverty reduction and the broader economy is much
greater. Agriculture-based products (i.e. both primary

and processed products) accounted for about 45 percent
of exports in FY18/19. The sector also employs about 64
percent of Ugandans (and 72 percent of young Ugandans)

10. For example, the price of Robusta coffee fell from an average of US$1.93/kg in the last quarter of FY17/18 to an average of US$1.61/kg in the last quarter of FY18/19

(World Bank Commodities Price Data, August 2019)

11. At around 6 percent of total exports in FY19, fish and fish products are Uganda'’s fourth largest export, after coffee, industrial products and gold.
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and is, thus, critical for household income growth and
consumption, which helps stimulate growth in other
sectors. Moreover, the performance of the largely rain-
fed agriculture sector and corresponding environmental
shocks is closely linked to the living standards of those
whose primary income source is from agriculture. When
agriculture commodity prices are poor or when the rains
fail, crop income growth falters and consumption falls, with
adverse consequences for poverty reduction. The drought
and pest infestations in 2016 and 2017 largely explained
the increase in poverty incidence between FY12/13 and
FY16/17 from 19.7 to 21.4 percent (under the national
poverty line), as households engaged in agriculture
accounted for most of the increase.™ Alternatively,

the recent favorable weather and stronger agricultural
sector growth have supported household consumption,
particularly in rural areas. Therefore, the poverty rate is

41.5 %

expected average total debt service (interest and principal

due) of government revenue over the next six years

estimated to have declined to incidence levels observed
in FY12/13.

Beyond impacts on immediate income, environmental
shocks and climatic risks also become an important
constraint to productivity growth. When individuals are
not covered for such risks, they are less willing to invest in
inputs and skills that help improve productivity. Amongst
other interventions (e.g. investing in irrigation systems,
modernizing agriculture production and practices), the
expansion of existing social protection programs or the
introduction of new ones can help mitigate risks, increase
resilience and reduce the negative effects of adverse
shocks on vulnerable households. As discussed in

Part 2 of the report, regional and national experiences
demonstrate that social protection programs and delivery
systems that can scale up rapidly in response to shocks
are an effective risk mitigation channel.

Table 1: FY18/19 Real GDP (percent change y/y unless indicated, selected sub-sectors)

Growth rate

% share of GDP % contr. to Growth

GDP 6.5 -—-n —-n
AGRICULTURE, FORESTRY & FISHING 5.0 24.2 1.2

Cash crops 7.7 2.4 0.19
Food crops 2.6 13.0 0.35
Livestock 7.3 3.3 0.24
Forestry 2.4 3.7 0.09
Fishing 24.3 1.8 0.37
INDUSTRY 10.8 29.5 3.1

Mining & quarrying 37.4 2.1 0.62
Manufacturing 7.1 16.5 1.16
Construction 16.5 7.1 1.07
SERVICES 4.9 46.2 2.3

Trade & Repairs 4.1 9.6 0.40
Transportation & Storage 3.0 3.6 0.11
Accommodation & Food Services 3.0 3.1 0.10
Information & Communication -0.6 1.8 -0.01
Financial & Insurance 8.8 2.8 0.24
Real Estate Activities 10.2 7.0 0.69
Public Administration 1.0 2.5 0.03
Education 4.5 4.5 0.21
Health & Social Work 2.1 3.4 0.07

Source: UBOS

12. World Bank (2019, March).
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Figure 4: Contribution to FY18/19 growth of 6.5 percent (selected sub-sectors)

Figure 6: Industry - manufacturing and construction continue to boom
(sectoral growth rate, contribution to sectoral growth, percent y/y)
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1.4 Inflationary pressures subdued as private sector
credit continues growing strongly

Inflation remains below the BoU’s annual core
inflation target of 5 percent, despite a recent spell of
increasing prices (Figure 8)."* While core inflation eased
to 2.8 percent in December 2018 (yoy), following monetary
tightening in October, a sharp acceleration to 4.9 percent
took place in June 2019 (yoy) largely fueled by strong
domestic demand, but also due to a sharp increase in
the price of services, particularly for communication and
transport. Helped by an appreciation of the shilling, and
a strong deceleration in sugar prices, headline inflation
subsequently slowed to 2.5 percent and core inflation to
3.5 percent in August (yoy). Overall, 12-month headline
inflation decelerated in August to 2.9 percent, after
edging up in June and July to 3.1 percent, and remains
significantly lower than two years ago, when it stood at

Figure 8: Inflation remains below the inflation target
(percent change y/y)
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Figure 10: Private credit continues with robust growth (percent

change y/y, real terms)
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Source: Bank of Uganda
Note: Nominal credit growth is deflated by Consumer Price Index.

5.7 percent. Meanwhile, 12-month core inflation stood at
3.8 percent in August, rising steadily from 2.4 percent since
December.

Continued favorable weather and corresponding ample
food supply kept food prices subdued. Food crop price
deflation continued in August at -1.5 percent (yoy), but

at a much slower pace than seen in previous months
(Figure 9). This is due to an increase in fruit prices and a
slowdown in the reduction of vegetable prices, which led
to a monthly increase in food crop prices by 1.1 percent

in August. Prolonged deflationary pressures in food prices
helped consumption of the urban poor, but equally reduced
income of the rural poor at a time when charcoal prices
started increasing. Meanwhile, Energy, Fuels and Utilities
(EFU) prices rose to 1.1 percent in August (yoy) due to
higher charcoal prices, which more than offset a decline in
prices of liquid fuels.

Figure 9: Food crop prices are bottoming out
(percent change y/y)
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Figure 11: Credit growth accelerates to retail trade and
manufacturing (percent change y/y, real, 3-month moving
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13. Where possible and relevant to the analysis, this section includes data beyond the end of FY18/19.
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Table 2: Financial sector indicators

Jun-16 Dec-16 Jun-17 Dec-17 Jun-18 Dec-18 Jun-19

Capital adequacy (%)

Regulatory capital to risk-weighted assets 21.7 19.8 23.6 23.2 21.8 21.6 221
Regulatory tier 1 capital to risk-weighted assets 19.0 17.3 21.4 20.9 19.7 19.8 20.3
Total capital to total assets 16.3 15.5 17.0 17.6 17.0 17.6 17.0
Asset quality (%)

NPLs to total gross loans 8.3 10.5 6.2 5.6 4.4 3.4 3.8
Earning assets to total assets 68.0 67.3 69.2 71.9 68.2 69.1 71.7
Large exposures to gross loans 41.5 42.4 37.4 38.0 43.2 42.9 44.3
Large exposures to total capital 121.5 133.2 97.5 94.8 113.7 112.5 116.7
Earnings & profitability (%)

Return on assets 2.2 1.3 1.7 2.7 2.8 2.5 2.7
Return on equity 13.8 8.3 10.2 16.4 16.7 14.4 15.8
Overhead to income 47.9 47.5 48.4 48.9 51.2 53.7 52.2
Liquidity (%)

Liquid assets to total deposits 43.4 51.5 50.1 54.6 46.6 455 45.5
Liquid assets to total assets 29.6 35.3 34.6 37.4 32.8 31.7 31.5

Source: Bank of Uganda and UBOS

Credit to the private sector continued to grow strongly,
although at a more sustainable rate (Figure 10).
Supported by healthy economic growth, flourishing trade
and private investment on the demand side, and steady
reduction in NPLs on the supply side, the increase in
lending to the private sector averaged, in real terms,

10 percent during January to July 2019, compared to

5.8 percent during the same period last year. Private sector
credit growth continued rising despite high lending rates,
averaging 19.5 percent for domestic currency loans and
7 percent for foreign currency loans, during the second
quarter of 2019. While lending rates exhibited a declining
trend, even after the key monetary rate rose in October
2018, rates in Uganda are still much higher compared to
neighboring countries. This high financing cost adversely
affects the competitiveness of domestic companies.

Lending to manufacturing has taken off since early-2018
and drives the strong private sector credit growth
(Figure 11). Credit to the manufacturing sector is in large
part led by lending to the chemicals, pharmaceuticals,
plastic and rubber industries. With credit growth up

to 90 percent in the second quarter of 2019 (yoy),
manufacturing appears to be amidst a credit growth

cycle last seen in the telecommunications sector in early
2016. This acceleration in credit growth also supported a
30 percent increase in plastic product exports in FY18/19.
The building and construction materials producers, as well
as food, tobacco, and beverages manufacturers, have also
experienced double digit credit growth.

While stronger borrowing by retailers has benefitted
from continuously robust domestic demand, lending

to the agriculture sector has decelerated to more
sustainable levels (Figure 11). Credit growth to the

trade sector really picked up from January to July 2019,
averaging 11.2 percent in real terms, compared to 6.4
percent during the same period last year. Booming trade
and private consumption have resulted in lending to
retailers’ more than doubling to 24.2 percent during the
first seven months of 2019, in real terms, compared to the
same period last year. Meanwhile, real credit growth to the
agriculture sector has slowed to 11.6 percent during the
first half of 2019 from 19.3 percent in the same period a
year ago. This slowdown in borrowing was primarily led by
crop and livestock producers, where real credit growth has
halved to close to 12 percent during the first six months of
2019 from 22.7 percent a year ago.

The financial system is stable, with the banking

sector well capitalized, asset quality improving, and
profitability increasing (Table 2). The banking sector
remains well capitalized, and all banks meet the minimum
core and total capital adequacy ratios of 8 and 12 percent,
respectively. Bank capital is bolstered by increased
profitability, with a return on equity of almost 16 percent,
which is a consequence, among others, of the domestic
economic upturn witnessed over the past two years. Asset
quality has also improved as non-performing loans (NPLs)
contracted to 3.8 percent of total gross loans at end-June
2019, after peaking at 10%2 percent in December 2016.
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This reduction in NPLs benefitted from the closure of Crane
Bank, NPL write-offs by other banks, and an improvement
in general liquidity conditions that allowed for the recovery
of loans. Banks maintain adequate liquidity buffers above
the regulatory minimum requirements, thus keeping liquidity
risk low.

The current account deficit almost doubled to

9.8 percent of GDP in FY18/19 from 5.4 percent last year,
yet the external position remains manageable due to
large net FDI inflows (Table 3). The sharp widening of the
external shortfall was largely driven by the merchandise
trade deficit, which rose to 8.2 percent of GDP, while the
deficit in services doubled to 2.6 percent of GDP compared
to a year ago. With a surplus of only 1 percent of GDP, the
income balance did not manage to offset the overall trade
deficit (10.8 percent of GDP) to the same extent as in past
years. The double-digit current account deficit remains,
nevertheless, manageable due to net FDI inflows of about
5.1 percent of GDP. Together with 0.3 percent of GDP

in capital transfers, non-debt creating inflows financed

55 percent of the external shortfall reducing the extent

of external vulnerability that the widening of the current
account deficit may otherwise suggest.

The surge in non-oil import volumes was caused by
private consumption and investment that was fueled
by higher incomes and credit growth. Aided by real
exchange rate appreciation, total imports grew about
20 percent in FY18/19, exceeding last year’s sharp
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increase totaling close to 19 percent. Higher volumes of
investment goods raised private sector non-oil imports by
35 percent, while oil imports grew 7.5 percent because of
rising oil prices, although oil import volumes remained flat
compared to last year. Government project-related imports
picked up significantly in the last quarter of FY18/19
owing to a large order. This offset the declining trend
observed over the first three quarters of FY18/19, when
government imports declined 6 percent compared to the
same period last year. As a result, government imports for
the year increased by another 13 percent, after growing at
42 percent in FY17/18,

Merchandise exports performed well, despite a
reduction in the value of coffee exports. Merchandise
exports grew 12 percent in FY18/19, surpassing last year’s
pickup in exports totaling 8 percent. The rise in exports of
goods occurred despite export volumes of coffee falling by
over 6 percent in FY18/19 and coffee prices declining by 10
percent. As a result of such developments, refined gold has
replaced coffee as the leading export product in Uganda,
growing in value from US$343 million in FY17/18 to US$1.1
billion in FY18/19. The latter accounts now for one-third

of total merchandise exports. That said, the longer-term
sustainability of this development remains questionable.
Refined gold exports helped elevate total merchandise
exports to over 13.4 percent of GDP during in FY18/19 from
12.9 percent of GDP the year before. Traditional export
products, such as tobacco and cotton, also performed well
with growth rates of 58 and 32 percent, respectively.

Table 3: The current account balance and financing

Balance of Payments (in percent of GDP)

FY15/16 FY16/17 FY17/18 FY18/19

Current account balance -4.7 -3.3 -5.4 -9.8
Trade balance -78 -5.7 -76 -10.8
Exports 16.1 16.2 16.4 171
Goods 9.3 10.6 10.8 11.5
o/w coffee 0.0 0.0 0.0 1.2
Services 6.9 5.5 5.6 5.6
o/w net travel 3.0 2.7 2.4 2.4
Imports 23.9 21.9 24.0 27.9
Goods 16.2 15.5 171 19.7
o/w fuel 0.0 0.0 0.0 2.8
o/w government imports 0.0 0.0 0.0 2.0
Services 7.7 6.4 6.8 8.2
Incomes balance 3.1 2.4 2.1 1.0
Credits 55 5.4 5.5 5.4
o/w personal transfers 3.3 3.8 3.8 3.6
Debits 2.4 3.0 3.4 4.5
Capital account balance 0.4 0.5 0.3 0.3
Financial account balance 4.3 3.7 3.3 8.7
Direct investment, net 2.4 2.3 3.0 5.1
Portfolio investment, net -0.5 -0.6 -1.0 -0.5
Other investment, net 2.4 1.9 1.4 41
o/w Government loans, net 3.1 2.9 3.2 3.2
Disbursements 3.4 3.2 3.9 3.9
Repayments 0.3 0.3 0.7 0.7
Net errors and omissions 0.3 0.5 1.3 1.0
Overall balance 0.4 1.4 -0.5 0.2
Net increase in Central Bank reserves 0.4 1.4 -0.5 0.2
Memorandum
GDP, nominal (in mil US$) 28,967 30,744 32,769 34,392

Source: Bank of Uganda
Note: o/w stands for “of which”

FDI inflows and capital transfers financed more than
half of the external shortfall (Table 3). Net FDI rose

to over 5 percent of GDP in FY18/19, and together with
capital transfers totaled 5.4 percent of GDP during this
period. This is a sizable increase compared to last year’s
net FDI inflow of 3 percent and is explained by a ramping
up of investment spending to prepare for oil extraction.
Meanwhile, government’s net borrowing amounted to

3.2 percent of GDP, largely through long term project
financing. Thus, 88 percent of the current account deficit
was financed either through non-debt creating flows or
long-term financing, which reduces the vulnerability of
the sizable current account deficit. Such financing inflows
enabled a build-up of the central bank’s foreign exchange
reserves by close to US$129 million. Thus, foreign

exchange reserves accumulated to US$3.3 billion, which
implies a coverage of 4.1 months of imports of goods and
services, according to the BoU.

The Ugandan shilling has remained broadly stable

so far in 2019 (Figure 12). After a depreciation spell of

2.5 percent from March to May, the shilling recovered
subsequently against the US Dollar through September
2019 and appreciated by 2.4 percent. The nominal effective
exchange rate, meanwhile, appreciated 2.5 percent during
FY18/19, while favorable price developments vis-a-vis
competitors meant that the real exchange rate appreciated
close to 3 percent. The stability of the nominal exchange
rate is likely the result of larger net FDI inflows and net
external government borrowing, which in part offset the
widening of the trade deficit in goods and services.
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Figure 12: Nominal exchange rate recovered after early 2019 depreciation spell

Change in USh Versus US$
(Percent change m/m, depreciation +/ appreciation -)

Jan-2017  Jul-2017  Jan-2017  Jul-2018  Jan-2019 Jul-2019

Source: Bank of Uganda

1.6 Slow execution of capital spending has kept the
fiscal deficit below budget

The fiscal deficit of 4.9 percent of GDP in FY18/19 was
well below the budgeted deficit of 5.8 percent of GDP.
This slower than budgeted increase in the fiscal deficit
can largely be attributed to both a significant rise in tax

USh,US$ Exchange rate
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revenues, by about 0.9 percent of GDP compared to
FY17/18, and slower-than-planned execution of capital
spending (see Figure 13). Capital spending is only 0.4
percent of GDP higher in FY18/19 than in FY17/18, and
about 1.1 percent of GDP lower than what was budgeted
(Table 4).

Figure 13: Fiscal outcomes (percent GDP)
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Source: : MoFPED, BoU, UBOS and World Bank calculations
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Notes: Capital expenditure includes net acquisition of nonfinancial assets and net lending for policy purposes; FY19/20 is calculated assuming GDP growth of 6.2

percent in FY19/20 (table 5)

Tax revenues exceeded the budget for FY18/19,
but remain significantly lower than government’s
medium-term target and regional peers. At 12.6
percent of GDP, tax revenue collections were higher
than the FY18/19 budget of 12.4 percent of GDP.
This is also in line with the government’s ambition of
annual revenue increases of 0.5 percent of GDP from
new administrative and tax policy reforms.™ However,
this is significantly lower than government’s medium-
term revenue target of 16 percent of GDP, and lower
than that recorded by regional peers - Kenya at 17.9
percent and Rwanda at 16.3 percent.

Stronger revenue performance was driven by
higher payroll, corporate income and withholding
tax collections, growth in VAT receipts, and a jump
in excise duties. Corporate income tax collections
grew by over 30 percent in FY18/19. This was due to
the strong economic performance, as well as URA
compliance actions to reduce the amount of tax
losses carried forward by major players. Withholding
tax collections increased by over 65 percent in
FY18/19, because of reforms introduced in the
FY18/19 budget. These included a 10 percent final
withholding tax on commissions by telecommunication
companies on mobile money and airtime agents; a

1 percent withholding tax on agriculture supplies;
and a withholding tax on all payments for winnings of
gaming, sports and pool betting.™

Government needs to quickly establish a framework
to help manage tax exemptions. These exemptions
drain the system of revenues forgone and will make

it harder for government to achieve its revenue

ambitions. Estimates suggest that revenue forgone
across all tax sources due to tax exemptions was in
the range of 4% to 5 percent of GDP in FY16/17."% As
discussed at the National Growth Forum in August
2019, there is, however, very little evidence that these
exemptions encourage greater investment, with
investment decisions being made on more tangible
issues related to the business environment (e.g.
availability of suitable infrastructure). Therefore, a
framework to manage exemptions should include rules
to assess their efficiency, impact and equity, and to
remove them if warranted (see Box 3).

Current spending continued growing fast and
increased by 0.9 percent of GDP in FY18/19. This
was, however, lower than what was announced in the
budget for FY18/19 of just over 13 percent of GDP.
Large (by about twenty percent or more) spending
jumps in two areas, wages/salaries and transfers to
local governments, constitute about a third of current
spending, and reflects the increase in wages for health
workers and higher local government recurrent grants
for education. Furthermore, spending on goods and
services to support the increase in capital investments
rose by over 100 percent in FY18/19. Given the rising
share of domestic borrowing (from 1.1 percent of GDP
in FY17/18 to 1.9 percent of GDP in FY18/19), the
reported decline in interest payments as a percentage
of GDP over the last few years is surprising. This

will be closely monitored and, following further
consultations and data analysis, additional insights
will be provided in subsequent Uganda Economic
Updates on what'’s driving the decline.

14. The government is finalizing a five-year domestic revenue mobilization strategy, with implementation set to start in FY19/20. The strategy targets annual increases of 0.5 per-
cent of GDP from administrative and tax policy reforms and is being developed with assistance from the IMF, World Bank and other development partners.

15. According to the URA, for the period July 2018 to January 2019, total agricultural supplies withholding tax collection was about 60 percent higher than target (i.e. USh 13.87
billion collected against a target of USh 8.75 billion). This was supported by administrative measures to bring more fishing and agricultural operators into the tax net.

16. See World Bank, 2017, Uganda: Improving Domestic Revenue Mobilization — An assessment of Uganda’s Domestic Revenue Gaps and how to tap the potential; and World
Bank, 2018a, Uganda Revenue Authority: An Assessment, Recommendations, and the Way Forward.



Table 4: Government finances

Central Government Cash Balance (in percent of GDP)

Outcome Budget

2016/17 2017/18 2018/19 2018/19 2019/20

12.8 12.7 134 | 14.0 16.5

Box 3: Recent encouraging steps in fiscal reforms

The recently approved Uganda PFM Reform Strategy
(FY18/19-FY22/23) and on-going PIM reforms provide
a sound basis for reining in current spending
and improving capital spending. The PFM reform
strategy aims to ensure that multi-year commitments
are accurately reflected in annual budgets, commitment
controls (including reporting and clearing of arrears) are
reinforced, and PFM compliance is improved through

improve costing and baseline information in the Public
Investment Plan (PIP). The PIM process will also need
to be underpinned by an appropriate legal and regulatory
environment that strengthens planning, mandates,
incentive structures, and accountability. Importantly,
government is committed to ensuring this process applies
to all public projects, including those financed and
delivered through Public Private Partnerships (PPPs).

better incentives and sanctions mechanisms. During FY20/21, the government is planning to

Capital budget execution will improve as further develop a tax expenditure governance framework

reforms are undertaken to streamline and strengthen 0 limit leakages and improve transparency. This
framework is to be published annually with National

Budget documentation and will be used to assess the
fiscal cost and benefits of all existing tax incentives,
exemptions and holidays.

the PIM institutional arrangements and capacity,
standardize information and documentation needed to
guide the entire project cycle, rationalize projects and

Sources: World Bank (November 2018) and Budget Strategy for FY2020/21. Delivered by Hon. Matia Kasaija, Minister of Finance, Planning & Economic
Development. 12 September 2019.

Total revenues
Tax revenues 11.6 1.7 12.6 | 12.4 13.8
o/w VAT 3.6 3.7 3.8
o/w Income and profit 3.9 3.9 4.3 |
o/w International trade and transactions 13 14 15 |
Non-tax revenues 0.3 0.4 04 | 0.3 1.1
Oil revenues 0.0 0.0 0.0 ! 0.0 0.1
Grants 0.9 0.6 0.5 ! 1.3 1.4
Expenditures and net lending 16.1 16.8 18.3 | 19.8 24.2
Current expenditures 11.2 1.7 12.6 | 13.2
o/w Compensation of employees 2.0 2.0 2.1 2.7
o/w Purchases of goods and services 2.4 3.0 3.6 3.8
o/w Interest payments 2.2 19 17 | 2.1
o/w Grants (transfers) 4.0 4.4 4.8 | 4.0
o/w Local Governments 2.4 2.1 2.5 | 2.4
Capital expenditures 4.7 4.9 5.3 ! 6.4
Arrears repayments 0.2 0.3 03 | 0.2
Overall balance, incl. arrears payments -3.3 -4.1 -4.9 -5.8 =177
Financing 3.3 4.1 4.9 | 5.8 77
o/w domestic 0.6 1.1 1.9 1.5 2.2
o/w external 2.4 2.9 2.8 | 4.2 5.5
o/w errors and omissions 0.3 0.0 0.1 ! 0.0 0.0
Memoranda: |
Petroleum fund withdrawals 0.0 0.1 0.2 | 0.2 0.3
Primary balance, incl. arrears payments -1.1 -2.2 -3.1 -3.7
Public debt (% GDP) 33.5 35.4 36.4 |

GDP, nominal (in billions of shillings)

108,518 119,907 128,499 = 128,499 136,851

Source: MoFPED, BoU, UBOS and World Bank calculations

Notes: o/w stands for “of which”; Capital expenditure includes net acquisition of nonfinancial assets and net lending for policy purposes; FY19/20 is calculated assuming

GDP growth of 6.2 percent in FY19/20 (table 5)

In recent years (prior to FY18/19), current spending
above what was budgeted (Figure 13) has contributed to
an accumulation of arrears. With USh 419 billion in arrears
repayments made in FY18/19, the target of clearing USh
300 billion worth of existing domestic arrears in FY18/19
was exceeded."”” However, although the government’s
Domestic Arrears Strategy (DAS) has set a target of
clearing an additional USh 600 billion worth of arrears in
FY19/20, this is unlikely to be achieved given only USh 450
billion has been committed for this in the FY19/20 budget.'®
At the same time, it is uncertain whether all the resources
committed to clear arrears are being used for this purpose,
given a still incomplete picture of the full stock of arrears.
Furthermore, too little is being done to prevent the
accumulation of new arrears.

Capital spending continues to fall short of expectations,

diminishing the expected returns from public
investments. While capital spending did increase by
0.4 percent of GDP in FY18/19 to 5.3 percent of GDP,
some of this increase was due to domestically financed
expenditures to fund unbudgeted priorities, such as
purchase of land and planes for the revival of Uganda

Airlines. However, at 5.3 percent of GDP, it is well below the

budget of 6.4 percent of GDP. This inability to really ramp

up capital spending over the last few years is constraining
the ambitions of Uganda’s national development plans for
rapid growth and socio-economic transformation.

17. An independent audit to verify the stock of domestic arrears up to the end of FY16/17 showed that of the total stock of USh 2.9 trillion, about USh 426 billion (15 percent) were

rejected. The audit up to the end of FY17/18 is still on-going.

18. A Domestic Arrears Strategy (DAS) was released in March 2018 to address the issue of domestic arrears. The strategy has four main objectives: a) establish a comprehen-
sive and reliable database for verified domestic arrears; b) clear existing stock of arrears within four years; ¢) strengthen measures to inhibit the diversion of domestic arrears

resources; and d) enhance initiatives to stop the creation of new arrears.
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Resources, including loans, are being committed
to projects (infrastructure in particular) that face

these resources is a serious constraint to Uganda’s growth.
It also means that priorities in other sectors are difficult

implementation challenges despite pressing needs in to finance. For example, the National Budget Strategy for
other sectors. Converting investments into productive FY20/21 includes reforms and initiatives that will enable
assets requires effective management at all stages of the social protection to play a key role in promoting equity.
public investment project cycle — from inception to the Government wants to “target the most vulnerable groups/
management and maintenance of the completed asset. regions and those at higher risks of food insecurity,
Reforms to Public Financial Management (PFM) systems and social and health related problems”." This would

in Uganda have ensured that some parts of the PIM cycle include fast-tracking implementation of Universal Health

meet several standards of good practice (see Box 3). Coverage and expanding coverage of the Senior Citizens
Nonetheless, deficiencies in the ‘quality at entry’ of projects  Grant (SCG). However, these reforms and initiatives are
largely explain the implementation challenges such as taking place amongst numerous budget priorities and in
time-overruns, contract disputes, cost escalations, and an environment where debt vulnerabilities are significant
abandonment of projects. Appropriate resources also need and increasing. Part 2 will examine ways of increasing

to be committed to the maintenance of public investments/ social protection coverage in a cost-effective and fiscally
assets to preserve their value and maximize their economic sustainable manner.

return. Government financing has largely been met by external
Concurrently, budget allocations to important sectors project-related disbursements, although recourse to
such as agriculture, education, health and social the domestic debt market has intensified in FY18/19.
protection have declined or remained flat over the last There was, however, a fall in external borrowing to 2.8
decade (Figure 14). In FY19/20 the works and transport percent of GDP in FY18/19 from 2.9 percent in FY17/18.
budget increased by 35 percent in nominal terms and is This reflects completion of the two largest infrastructure
now about a fifth of the overall budget; yet in FY’'s 16/17 projects, Karuma and Isimba dams, and the fact that major
and 17/18 only about 70 percent of the funds allocated new infrastructure projects, such as access roads to oil

to this sector were spent. Committing and not spending wells, are yet to start in earnest — there was a fall by about

19. Budget Strategy for FY2020/21. Delivered by Hon. Matia Kasaija, Minister of Finance, Planning & Economic Development. 12 September 2019
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Figure 14: Evolution of budget allocations (percent of budget, selected sectors)
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Box 4: The legal framework for Uganda’s Petroleum Fund needs to be streamlined

The Petroleum Fund (PF) is the depository for all Revenue Investment Reserve (PRIR), as a sovereign
revenues accruing to government from petroleum  wealth fund for future use.

and related activities. It was established by section
56 of the Public Finance Management (PFM) Act that
came into effect on March 2015 and is overseen by
Parliament. The PFM Act defines petroleum revenue to
include tax paid under the Income Tax Act for income
derived from petroleum operations, Government’s
share of production, dividends due to Government,

Works and transport (19.8%)

Guidelines to allocate between spending and
savings, to optimize investments in the PRIR,
and to ensure a smooth interaction between the
two windows are lacking. Furthermore, there is a
contradiction in the PFM Act related to the treatment of
remaining balances after appropriation. Clause 59(4)

Security (11.1%)
Education (10.3%)

Health (8.0%)

5% , suggests that these could be invested by BoU, but
/\’_\/\ proceeds from the sale of Governments share of should remain available to the budget when required
Agriculture (3.:2%) production and any other duties or fees payable to the g g :

0%
FY09/10 FY10/11 FY11/12 FY12/13 FY13/14 FY14/15

Source: MoFPED and World Bank calculations Notes: In the context of Uganda, social protection is considered part of a broader social development sector.
The core programs in the sector are Social Protection for Vulnerable Groups, Community Mobilisation and Empowerment, Mainstreaming Gender and Rights,

Whereas, clause 62(6) suggests that these shall be
transferred to the PRIR. Such contradictions could allow
Withdrawals from the PF are permitted under the for inappropriate discretion when withdrawing funds
PFM Act and can be granted by an Appropriation from the PF, which may present challenges depending
Act and Warrant of the Auditor General. These on the political environment. These guidelines and

) Government under a specific petroleum agreement.
Social development (0.7%)

FY15/16 FY16/17 FY17/18 FY18/19 FY19/20

and Promotion of Labor Productivity and Employment. Social Protection spending, as discussed further in Part 2 of this report, is therefore significantly less withdrawals can go to the: (i) Consolidated Fund, for contradictions need to be addressed, and the legal

than what is represented by Social Development in this figure.

43 percent in FY18/19 of external financing disbursements

to the roads sector. As a result, external borrowing was also

well below what had been budgeted. Domestic borrowing
played a more pronounced role in FY18/19, especially from
commercial banks, increasing from 1.1 percent of GDP in
FY17/18 to 1.9 percent in FY18/19. More than a quarter of
this increase was used to finance the revival of Uganda
Airlines.

Resources from the petroleum fund (see Box 4) are
already being used to help finance the budget. The
reduction in the value of the petroleum fund from USh

470 billion in June 2018 to USh 289 billion at the end of
December 2018 was due to a transfer of USh 200 billion

to help finance the FY18/19 budget (this follows a similar
withdrawal of USh 125 billion in FY17/18).2° A concern

in the current fiscal year is that USh 198 billion was
budgeted to flow into the petroleum fund. However, the
bulk of these inflows are unlikely to be realized given the
recent termination of an arrangement for Tullow to sell off
two-thirds of its 33 percent stake in the Albertine Graben
region to other joint venture partners (CNOC and Total),
arising partly from a failure to agree on the government’s
tax treatment of this deal. At the same time, a withdrawal of
USh 446 billion from this fund has been included as part of
the financing for the FY19/20 budget.

spending in the annual budget; and (ii) Petroleum  framework streamlined.

Public debt rose to about US$12.5 billion, or 36 percent
of GDP at end June 2019. This represents about a 10
percent increase (in GDP terms) over the past five years
(Figure 15). Two-thirds (US$7.3 billion) of outstanding
public debt is owed to external creditors, largely for energy
and infrastructure projects?' Domestic debt totals US$4.2

billion, with roughly three-fourths in Treasury Bonds and Figure 15: Public debt on an upward trajectory (in percent GDP)

the rest in short-term Treasury Bills. These figures do not,
however, include state-owned enterprise debt of about 7.6
percent of GDP, a PPP stock of about 2.3 percent of GDP,

or other contingent liabilities.?? o

Nevertheless, based on the joint IMF-World Bank debt 33%

sustainability analysis (DSA), Uganda remains at low risk S

of debt distress.® All external debt and total public debt

burden trajectories remain below their respective indicative 2% External
thresholds under the baseline and stress test scenarios. 18%

In present value terms, total public sector debt amounts B

to about 26.3 percent of GDP due to the large share of )
highly concessional debt in the portfolio (see Box 5). This " e
level of public debt, in GDP terms, is lower than Uganda’s 3%

peers in East Africa, such as Tanzania and Rwanda, and is 2% 2014 2015 2016 2017 2018
substantially lower than Kenya’s (estimated at 58 percent of

GDPin FY17/18). Source: BOU, UBOS and World Bank calculations

22. IMF and the World Bank, Debt Sustainability Analysis, March 2019. Adjusted with new nominal GDP figures released by UBOS in October 2019.

20. Petroleum Fund, Semi-Annual Report for the period ended 31¢ December 2018, MoFPED. 23. With debt-carrying capacity updated to ‘strong’ in the revised IMF-World Bank Low-Income Country Debt Sustainability Framework (LIC DSF), Uganda remains at low risk of debt distress,
21. External debt is measured on a residency basis and includes locally issued debt held by non-residents. despite significantly higher debt burden trajectories than anticipated in the last December, 2016 DSA.
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Box 5: Non concessional borrowing and Uganda’s debt portfolio

Concessional loans are extended on terms substantially
more generous than market loans. The concessionality is
achieved either through interest rates below those available
on the market, by longer grace periods, longer maturities,
or a combination of these. A measure that combines these
elements in one number is called the grant element.?* A loan
is considered concessional by the World Bank and IMF when
its grant element is equivalent to or more than 35 percent.

Concessional loans are an important component of debt
sustainability. Concessional loans carry a low interest rate
and, hence, interest payments from the budget are also
smaller. Longer grace periods and maturities mean that
principal payments are also stretched over a longer time
and, therefore, the gross financing need is smaller. This in
turn means that the government does not need to borrow
as much for rollover purposes as in the case of commercial
loans.

Over the last few years the government has signed
a group of loans each year that were, on average,
concessional in nature. In 2016 and 2017, the government
signed loans worth US$1.1 billion and US$827 million,
respectively. These loans are largely project-related and

Figure B5: Share of concessional and non/semi-
concessional loans signed each year (percent)

2016 2017 2018 2019

M non/semi-concessional m concessional

Source: MoFPED

will therefore disburse over many years to come. The share
of non/semi-concessional loans amounted to 25 and 43
percent, respectively (Figure B5), based on the size of
the loans and their corresponding financing terms. The
remainder of loans in these years were extended on highly
concessional terms, which meant that all the loans, taken
together as a group in each year, exhibited a future cash
flow corresponding to a concessional loan with a weighted
average grant element of 43 and 40 percent, respectively
(Figure B6).

An example to help clarify the concept of weighted
average grant element. In 2019, the government signed
two loans on non-concessional terms, with the UK’s
Export Finance agency (UKEF) and Standard Chartered
Bank, totaling EUR250 million (approximately 0.8 percent
of GDP) and with a weighted average grant element of 18
percent. However, the government has already signed other
loans this year that were on highly concessional terms (for
example, two IDA loans worth US$516 million with a grant
element of 51 percent). Taken together, the overall cash
flow that results from all loans signed in 2019 (worth US$1.3
billion) resembles a concessional loan with a grant element
of 38 percent (Figure B6).

Figure B6: Overall annual grant element of loans signed
(percent weighted average)
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24. The grant element is defined as the difference between the loan’s nominal value (face value) and the sum of the discounted future debt-service payments to be made by the

borrower (present value), expressed as a percentage of the loan’s face value.
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AN IMPORTANT RECOMMENDATION OF THE REPORT IS T0
PRIORITIZE ANY SOCIAL PROTECTION EXPANSION TO AREAS
WITH THE HIGHEST LEVELS OF VULNERABILITY AND RISK




» 2. ECONOMIC OUTLOOK AND RISKS

Real GDP growth is expected to be above 6 percent

in FY19/20, which is broadly in line with the May 2019
Uganda Economic Update projection. This growth will
continue to be driven by intensified private and public
investments in infrastructure for industrialization and export
promotion, electricity generation and transmission, and

to prepare for oil extraction. In addition to ongoing works
on about 600 km of roads in the oil region, construction

of infrastructure will continue in export processing zones
and industrial parks.?® Favorable weather conditions are
projected to sustain decent performance in the agriculture
sector. Supported by improved financing conditions,
private investments will also pick up, particularly in the
manufacturing and hospitality sectors. The scale-up in
investments is also expected to sustain consumption
spending, as the bulk of investments support more rapid
growth in construction and services. This outlook assumes
continued strong external demand, and further growth in
FDI inflows as oil production draws closer. The economy
is projected to slow down in FY20/21 due to the general
elections scheduled for 2021.2¢

Inflation is expected to remain well within the target

of 5 percent over the next year, barring price volatility
due to weather and external factors. Headline inflation
will fluctuate in line with seasonal changes, but reasonable
agricultural performance will largely keep domestic
inflationary pressures subdued and the core inflation rate
within target. Limited external inflationary pressures are
anticipated through fuel and other imported goods, as oil
prices are expected to average US$62/bbl in 2019 and
US$60/bbl in 2020. Against this favorable inflation outlook,
the BoU reduced the policy rate by 1 percent to 9 percent
in October 2019. This, as well as a positive economic
outlook and continued improvement in commercial

banks’ credit environment, will keep lending rates within
reasonable margins and private sector credit growth
sustained beyond 2019.

Table 5: Medium term outlook (annual percent change unless indicated otherwise)

25. The total number of free zone areas declared more than doubled to 14 at the end of FY17/18.

26. Growth has traditionally dipped in election years as heightened political activity leads to lower investment and economic activity. At the same time, however, government consumption
expenditure is expected to rise in the lead up to the elections, which will likely lead to a deterioration in the expenditure mix, expansion in the fiscal deficit, and a rise in public debt to over

40 percent of GDP.
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FY19/20f FY20/21f

Real GDP growth 6.2 5.8
Private consumption 5.0 4.6
Government consumption 17.9 75
Gross fixed capital investment?” 11.8 8.9
Exports (goods and services) 4.0 5.1
Imports (goods and services) 14.0 7.8
Agriculture 4.2 3.8
Industry 71 6.5
Services 5.8 4.5
Inflation (consumer price index) 3.5 4.5
Current account balance (percent of GDP) -8.1 -6.9
Net foreign direct investment (percent of GDP) 4.2 3.4
Fiscal balance (percent of GDP) -5.7 -5.8
Public debt (percent of GDP) 38.6 41.1

Source: UBOS, IMF and World Bank staff estimates
Notes: Gross fixed capital investment includes both public and private investments.

Export growth will likely continue, but will not be
enough to offset the increase in imports related to the
investment drive. Hence, the current account deficit would
decline only modestly to around 7 to 8 percent of GDP over
the medium term. Export volumes are expected to increase
due to the sustained industrialization and export promotion
drive. In addition, the outlook for coffee prices is favorable,
with Robusta prices expected to increase from US$ 1.62/kg
in 2019 to US$ 1.76/kg in 2022. However, a slower global
economy combined with mixed economic performance of
Uganda'’s main export markets could undermine exports.
Although countries like Kenya, Rwanda and DRC have
strong growth prospects going forward (Figure 2), Euro
Area growth is projected to decelerate to 1.2 percent in
2019. While South Sudan is gradually recovering, this

may still be insufficient to support previous Uganda-South
Sudan trade levels. The strong investment push will also
require significant imports of oil, machinery, vehicles and
chemical products. The current account deficit is projected
to decline significantly over the longer term with the onset
of oil exports expected in 2023/24.

The current account deficit is expected to be largely
financed by net FDI inflows and long term public
external borrowing. Together with other capital inflows,
including external borrowing, foreign exchange reserves
will remain within a comfortable level of about four months
of imports of goods and services. Such international
reserve levels surpass by comfortable margins the

standard rules of thumb, such as three months of import
coverage and a ratio of reserves to short-term external debt
remaining at maturity of at least one.

The fiscal deficit is likely to average between 5>

and 6 percent of GDP over the next three years, as
considerable government investments continue,

and election spending emerges. The FY19/20 budget
envisages a significant increase in the fiscal deficit to

7.7 percent of GDP, driven by investments in public
infrastructure. The infrastructure investments include new
oil-related roads, the Kampala-Hoima infrastructure/utility
corridor, the East African Crude Qil Pipeline (from Uganda
through Tanzania), and transmission and distribution
networks to special economic zones and rural growth
centers. However, given the historical under-execution of
capital expenditures, the fiscal deficit is likely to remain just
above 5% percent of GDP over the medium term (Table 5).

Oil production is expected to commence in 2023/24,
assuming the recent termination of equity sales by
Tullow does not cause more delays to a final investment
decision in the oil sector. A two-year long negotiation of a
deal for Tullow to sell off two-thirds of its 33 percent stake in
the Albertine Graben region to other joint partners (CNOC
and Total) was terminated on August 30, 2019, after failure
to agree on the tax arrangement. Following this, Total,

the lead joint venture partner in the East African Crude

Oil Pipeline, froze all activities on the multibillion-dollar

27. Includes both public and private investments.
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project (including laying off workers), citing uncertainty
over its Uganda operations. These events have created
uncertainties in the sector, which had expected the final
investment decision by the three players to be signed
before end-2019.

As public debt is projected to rise above 40 percent

of GDP in FY20/21, from about 30 percent in 2015,
debt vulnerabilities and sustainability challenges are
increasing (Box 6). Although the government has not
issued international bonds and therefore does not face
external principal repayment spikes (as do Kenya and
Rwanda), total debt service (interest and principal due) is
expected to average around 41.5 percent of government
revenue over the next six years, until oil revenues ensue.
Interest payments alone accounted for roughly 15 percent
of government revenues over the past three years. This
highlights the significance of raising tax revenues and

The recent termination of the Tullow deal has increased
uncertainty for oil sector related investments. This could
reduce private sector investments and broad sentiment
over the medium term. Also, subsequent delays in oil
exports beyond 2023/24 could result in liquidity pressures,
given the current heavy borrowing for oil sector-related
infrastructure that is relying on an enhanced repayment
capacity from oil exports, and especially if more non-
concessional borrowing occurs.

Heightened uncertainty around the 2021 elections
could slow investments and economic activity. While
factored into the outlook for FY20/21, political risks could
arise sooner or could be more pronounced. Furthermore,
civil unrest may increase uncertainty and lead to a fall in
investor sentiment (both domestic and international), which

reducing tax exemptions.

may slow oil investments and deter tourism inflows.

Box 6: Public debt sustainability

Although public debt is manageable under current
policies and expected economic conditions, debt
vulnerabilities remain. Simulations conducted in the recent
IMF-World Bank DSA find that the three most important risks
are an unexpected downturn in GDP growth, the realization
of contingent liabilities (from public-private partnerships and
debt owed by state-owned enterprise), and the possibility
that the full amount required for building transmission lines is
financed by government borrowing.

The increased reliance on semi-concessional and
commercial borrowing to finance investment projects
creates additional vulnerabilities. Not only are interest
payments higher on these loans, they also put higher
demands on the government’s gross financing needs
because principal repayments generally start earlier, due
to shorter grace periods, and are larger because of shorter
maturities. To meet this gross financing need, the government
may have to borrow more. Therefore, governments that
have access to concessional loans should first maximize

borrowing from these financing sources before looking to
non-concessional financing.

Other risks to debt sustainability include:

e Qil export receipts are realized later than expected
(i.e. beyond FY 23/24), thus postponing large inflows of
foreign exchange. This would leave the budget without
the planned revenue for the government to repay debt
coming due.

e Political pressures for higher current spending, as well
as new ad-hoc tax exemptions.

e There are large investments financed with semi- or non-
concessional loans that were not included in the DSA
simulations and which are sources of additional fiscal
risk.

Maintaining public debt on a sustainable path will require

strengthening the budget process to ensure that budget

targets become more binding, that public spending and
public debt management become more effective, and that
fiscal risks are comprehensively monitored.

Source: Largely taken from the IMF and the World Bank, Debt Sustainability Analysis, March 2019
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Businesses continue to face critical constraints such
as access to finance, skills and electricity, and an
uncertain regulatory environment. The cost of finance

is particularly high in Uganda, so very few Ugandan firms
have a bank loan or line of credit, and the ones who do
face high costs and large collateral requirements. Only
26.7 percent of the population currently has access to
electricity compared to 70 and 33 percent in Kenya and
Tanzania respectively.?® This has resulted in one of the
lowest electricity consumption rates per capita in the world.
Such circumstances inhibit productivity and private sector
development. Although Uganda has improved across
several measures of business environment performance in
recent years, significant challenges remain. These include
cumbersome processes to obtain an investment license
and difficulties with regulatory and contract enforcement.

Regional and global factors could also undermine
Uganda’s outlook. GDP growth could be adversely
impacted by a sudden decline in foreign demand. Reduced
foreign demand, which would weaken exports, could come
in the form of regional instability — due to a resumption of
conflict in South Sudan and increased hostilities and a
continuation of the Ebola crisis in the DRC — or because

of the trade hostilities between the US and China, which
might further slow global growth.?® While lower oil prices
are beneficial to Uganda’s trade balance and real growth
outcomes, significantly lower oil prices could also mean
increasing risks to investment plans in the Ugandan oil
sector. If oil prices fall below the estimated break-even
price of US$60 per barrel for Ugandan production, different
choices, with respect to the phasing of extraction and
investments into the refinery and oil pipeline, may be
required.®

Spending pressures and adjustments to government’s
debt profile could jeopardize Uganda’s hard-earned
macroeconomic stability. Whereas Uganda’s spending
boom has been mainly related to investments, additional
pressures may arise from excessive spending in the run-up
to the 2021 elections and unexpectedly high subsidies

to sustain the revived Uganda Airlines. Furthermore,

new ad-hoc tax exemptions ahead of the elections and
weak implementation of new tax-enhancing measures

and reforms may strain the government’s ability to raise

additional revenue to offset higher expenditures. A
significant shift in debt towards more non-concessional
borrowing and/or the issuance of a Eurobond would disrupt
the smooth repayment profile Uganda currently enjoys and
raise debt burden trajectories and further increase debt
vulnerabilities.

Reliance on rain-fed agriculture and systemic
challenges in the sector remain risks to real GDP
growth, the poor’s income, and export earnings. As
discussed, the performance of the agriculture sector, and
corresponding environmental shocks, has been closely
linked to household income growth, and subsequently,

to poverty reduction. To improve performance and build
resilience to weather and other shocks, it is crucial to
increase agricultural productivity in the most fertile areas of
the country, attract investments in agri-food value chains,
and stimulate off-farm jobs, particularly in secondary
towns.®" However, even with these improvements, poorer
Ugandans, particularly in rural areas, will still face
increasing climatic risks to their livelihoods.

Reducing the vulnerability of households to adverse
shocks will be vital to build human capital, sustain
progress of poverty reduction and ensure inclusive
growth. The expansion of existing social protection
programs (currently concentrated in the north and
exhibiting low coverage rates) and the introduction of new
ones can help reduce the negative effects of adverse
shocks on vulnerable households. Part 2 will discuss how
increasing allocations to existing or new programs could
be used to mitigate risks, increase resilience and support
vulnerable households in times of adversity.

This section outlines immediate policy actions for
sustaining macroeconomic stability and enhancing
inclusive growth. These actions are urgent and could
have a significant impact on both their sectors and the
broader development agenda in Uganda. They also draw
from the analysis in sections 2.1 and 2.2.

As has been discussed, there are risks to Uganda’s
macroeconomic stability that need careful management.

28. World Bank Development Indicators, 2016
29. The DRC and South Sudan are Uganda’s third and fourth top export destinations.

30. Analysts estimate that an oil price of US$60/bbl is the break-even point for production in Uganda (Patey, L., 2015).
31. Given demographic projections (World Bank, 2017a), it is estimated that Uganda will have to accommodate an additional 600,000 new entrants into the labor market each

year up to 2020 and even more thereafter.
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26.7%

of the Ugandan population currently has access to electricity compared to

70 and 33 percent in Kenya and Tanzania respectively

These include low levels of revenue mobilization, poor
public investment outcomes, shortfalls in capital spending,
increasing debt vulnerabilities, and additional pressures for
pre-election spending and subsidies to sustain the revived
Uganda Airlines. Furthermore, more inclusive growth is
required for Uganda’s lower middle-income status and
poverty reduction ambitions. Policy actions in three key
areas are required to manage these risks and promote
more inclusive growth:

a) Significantly enhance domestic revenue mobilization. At
just 12.6 percent of GDP in FY18/19, tax revenues are
strikingly low. A key reform would be the establishment
of a Tax Expenditure Governance Framework.**> This
framework is supposed to be developed in FY20/21 and a)
should be the first step in helping manage tax exemp-
tions by introducing stronger restraint in granting of
exemptions, introducing cost-benefit analysis of new
exemptions, periodic assessment and public disclosure
of existing exemptions, and establishing ceilings; all of
which should limit leakages and improve transparency.
This should be in addition to improving efficiencies in
tax administration and continuing to clean up other leak-
ages.

a) Address implementation challenges for public invest-
ments and manage public assets to preserve value and
maximize their return. A key implementation challenge
involves better management of social risks, including
land acquisition and resettlement. Thus, it is important
to finalize a revised Land Acquisition Act and Policy, as
well as a legal framework for streamlining and strength-

ening Social Impact Assessments; both of which would
help underpin a clear and cohesive framework for
managing social risks.** Road development still takes
the biggest share of the budget, at about 90 percent,
with road maintenance only allocated about 7 percent.
As a result, current road maintenance financing can
only meet about 26 percent of the needs, leaving a big
chunk of the road network unattended to. This presents
a precarious situation for the sustainability of the roads
asset base if it can’'t be maintained adequately.®* As a
result, budget allocations for roads maintenance needs
to be progressively increased and sustained at about a
quarter of the total roads budget.®®

Strengthen public debt management and transparency.
Even though debt to GDP ratios have recently dropped,
with the release of revised GDP numbers, it is strongly
in Uganda’s interest to maintain debt on a sustainable
footing. Shocks, such as a sudden decline in economic
growth, can rapidly erode debt sustainability, particu-
larly as the country is moving into an election period. Oil
production could be delayed further resulting in liquidity
pressures, given the reliance on enhanced repayment
capacity from oil exports. Maintaining public debt on a
sustainable path will require strengthening the budget
process to ensure that budget targets become more
binding; that public spending and public debt manage-
ment become more effective (including continuing to
maximize concessional borrowing); and that fiscal risks
(including contingent liabilities and state-owned enter-
prise debt) are comprehensively monitored and reported.

32. See World Bank (2018, May)
33. See Ministry of Gender, Labour and Social Development (2017) and World Bank (2017, May)

34. Over the medium term, the proportion of roads in fair to good condition will decrease, while those in poor condition will increase. At the same time, the backlog of maintenance

is growing and will result in higher replacement costs of the road asset in the future.
35. See Ministry of Finance, Planning and Economic Development (2019, May)
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34

STRENGTHENING
SOCIAL PROTECTION

Social protection
programs are
important policy
tools for building
resilience, mitigating
risks and supporting
households to invest
in human capital.




4 3. THE ROLE OF SOCIAL PROTECTION IN UGANDA’S

ECONOMIC TRANSITION

3.1 Social Protection has an important role to play in achieving
inclusive growth

As highlighted in Part 1, although Uganda experienced strong
economic growth in the 1990s and 2000s, more recently there has
been a slowdown (see Box 2). This has been particularly pronounced
in per capita terms, due to the persistently high fertility rates still
observed and increasingly low levels of productivity. As a result, one
in five Ugandans still live in extreme poverty and more than a third live
on less than US$1.90 a day (in 2011 PPP dollars). Beyond poverty,
many households in Uganda remain vulnerable. These households
are susceptible to income fluctuations, food insecurity, and often do
not have the means to cope with shocks that they may experience.
The most common shocks include droughts, irregular rains, serious
illnesses, or accidents to the main income earners.

Social protection programs are important policy tools for building
resilience, mitigating risks and supporting households to invest in
human capital. When individuals are vulnerable, it is difficult for them
to make longer term investments to improve their own livelihoods or
educate their children. Individuals who are risk averse will invest less
in inputs for their farms and in upgrading skills that could make them
more productive. Appropriately designed social protection systems can
encourage informed risk taking, innovation, and ultimately dynamism
and growth in the economy. For instance, fertilizer use in Ethiopia is

13 percent higher among beneficiaries of social protection programs
(Hoddinot et al). Social protection also enables and empowers people
to access better health care and enjoy better nutrition; to send their
children to school; to access more abundant and higher-quality
employment; and to spend, invest, or, if necessary, migrate in search
of better opportunities. For instance, in Kenya households that receive
direct income support have higher consumption levels when compared
to similar households that do not receive such support.®® There is

also a higher probability that households receiving support are food
secure and that their children remain enrolled in schools.®” Finally,

cash transfers are shown to increase asset holdings and improve
psychological well-being and mental health.*® Evidence from Indonesia,
for example, demonstrates that direct income support helps reduce
stunting levels in children significantly.®®

36. World Bank (2018, July)
37. Ibid

38. Haushofer, Mudida and Shapiro. The Comparative Impact of Cash Transfers and Psychotherapy on Psychological and Economic Well-Being. Working Paper.

39. World Bank (2017b, December)
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Figure 16: Fertility rates have been declining in Uganda, but remain high
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Social protection programs can help Uganda invest

in children and youth thereby taking advantage of

the demographic transition. Uganda has a very young
population, with almost half the population younger than
15, and more than three quarters younger than 30. It has a
high fertility rate, with total fertility standing at 5.59 children
per woman in 2018. The fertility rate started declining in
Uganda in 2000, much later than when East and Sub-
Saharan Africa fertility rates began their decline (see Figure
16). This means that Uganda has one of the world’s highest
population growth rates; the population increased from

24 to 35 million between 2002 and 2014 and is expected
to be above 80 million by 2040. The combination of rapid
population growth and a predominantly young population
makes it imperative that Uganda invest in the human
capital of infants, children and youth so as to continue

to improve productivity and living standards. Further, by
empowering women and expanding access to services

for poorer segments of the population, social protection
programs can support the continued decline in fertility
rates and can help the poor benefit from investments in
human capital, thereby making growth more inclusive.
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The design of social protection programs in Uganda
will need to consider the large informal sector. In 2016,
only 10.4 percent of household heads were employed in
Uganda’s formal sector.®° This has several implications for
the design of social protection systems. The first is that
traditional social insurance schemes that are typically
offered through formal employment are not a reality for
most Ugandans. Protection for the elderly will need to

be provided through some combination of encouraging
voluntary savings among informal sector workers and
through social assistance transfers. The second implication
is the need to provide risk mitigation to those employed in
subsistence agriculture.

It is important for social protection programs to
mitigate agriculture sector related risks. Most Ugandans
work in agriculture — constituting some 64 percent of the
overall labor force, and 72 percent of young Ugandans.
Further, much of agricultural employment is in subsistence
agriculture — nearly 85 percent of all farming households

in Uganda are smallholder farmers and are characterized
by low levels of productivity.*" Seasonality in agricultural

40. Uganda Social Protection Public Expenditure Review. World Bank 2020. Forthcoming
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employment and the lack of opportunities to access

wage employment in the off-season results in low labor
productivity for the rural population. Close to 50 percent of
Ugandan workers work less than 35 hours per week. Social
protection programs such as labor-intensive public works
can improve labor productivity of the rural population by
providing access to employment during the off-season.
The agricultural sector continues to be highly exposed

to covariate risks and access to finance continues to be

a major constraint, particularly for smallholder farmers.
Hazards include floods, droughts and landslides. It would
be important to enlarge the scope of programs such as
UAIS to provide insurance against such hazards and to
support the transformation of the agricultural sector.*?
Designing social assistance programs so that they can

be scaled up in response to a shock through disaster risk
financing is also important in order to rapidly respond when
shocks materialize.

3.2 Current state of Social Protection in Uganda

Uganda’s Vision 2040 commits to using social
protection for addressing risk and vulnerability.*
The national development plans (NDP) prioritize social
protection as one of the key strategies for transforming
Uganda from an agrarian society to a modern and

prosperous country. This includes expanding the scope
and coverage of social security to the informal sector,
strengthening the scope of social assistance grants to
vulnerable groups and the informal sector, expanding
labor-intensive public works, and enhancing access to
social care and support services.

Social protection was defined in Uganda for the first
time in the National Social Protection Policy (NSPP)
published in 2015. While there have been programs to
support certain vulnerable groups in Uganda for some
time (i.e. the elderly), the Government has recently defined
social protection and what it will and will not include. A
comprehensive National Social Protection Policy was
published in November 2015 and approved by Cabinet

in 2016. Social protection provision is to be based on
evidence of need and with priority given to the most
vulnerable. The policy clearly defines social protection

as having two pillars: social security and social care and
support services.** Social security is divided into two
components, namely social insurance through contributory
schemes targeting the working population in both formal
and informal sectors, and direct income transfers, which
are non-contributory transfers targeting vulnerable children,
youth, women, people with disabilities and the elderly (see
Figure 17).

41. World Bank (2019 August)
42. Ibid

43. The strategic focus for Uganda’s future development is presented in the Uganda Vision 2040 document, which outlines the longer-term trajectory to which national develop-

ment plans contribute.

44. Social Care and Support Services are a range of services that provide care, support, protection and empowerment to vulnerable individuals who are unable to fully care for

themselves. This area has not been sufficiently elaborated in the Policy.
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Figure 17: Conceptualization of social security by the Ugandan Government
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As outlined in the draft national development plan lll
(NDP i), social protection remains a key component
for achieving inclusive growth. It is envisaged that
within social protection, direct income support transfers
and contributory social insurance schemes will play
complementary roles. Direct income schemes provide a
minimum income below which individuals and families
know they will not fall, while contributory schemes offer
consumption-smoothing benefits across the lifecycle to
those who can afford to contribute. The social security
system will also be refined to be more responsive to
shocks. Direct income transfer programs will scale up as
needed in response to shocks - horizontally, vertically, or
both — and a trigger system will be designed to inform such
a scaling up.

Although a vision for social protection has

been articulated in Uganda, the current levels of
expenditure on social protection are very low. The
allocation to social development, which includes social
protection expenditures, was only 0.7 percent of the
overall government budget in FY19/20 (see Figure 14).
Expenditure on the two largest direct income support
programs, the Senior Citizens Grant (SCG) and the
Northern Uganda Social Action Fund (NUSAF) 3, was just
0.14 percent of GDP in FY17/18, which is lower than in
neighboring countries like Kenya and Rwanda who spend
0.4 percent and 0.3 percent of GDP, respectively, on direct
income support.

Coverage of both pillars of social protection, direct
income support and social insurance, are low. The two
largest direct income support programs in Uganda have

an overall coverage of just 3 percent of the population,
significantly below that of the average in countries in East
Africa, which is 9 percent of the population, as well as the
average for low-income countries, which is 7 percent of
the population.*® The coverage of social insurance is also
minimal due to the low levels of formalization in Uganda.
Although the existing social protection programs are fairly
effective in protecting elderly recipients and in enabling
recipient households to smooth consumption during lean
periods, the impact of such programs in terms of mitigating
risks and reducing poverty and vulnerability is not fully
realized, particularly when considering the very low levels
of coverage and the immense needs of the population.
Section 3.2.1 provides further details on direct income
support programs in Uganda while Section 3.2.2 looks

at the current state of social insurance and explores how
voluntary savings schemes can be better designed to
attract informal sector workers.

3.2.1 Expenditure on and coverage of direct income
support programs is low

Direct income support in Uganda is composed of two
major and several minor programs. The main direct
income support programs currently in Uganda are outlined
in Table 6.4 The two major programs are the Senior
Citizens Grant (SCG) and NUSAF 3. The SCG is Uganda’s
main program to mitigate old-age poverty — it provides a
bimonthly cash grant to the elderly. The government has
announced a national roll-out of this program, a vision that
effectively transforms the SCG into a social pension for
everyone above the age of 80 (see Table 7). Details on the
NUSAF 3 program are provided in Box 5.

45. World Bank (2019, July)

46. This update focuses on the two major direct income support programs in Uganda, SCG and NUSAF3. For details on the minor programs, please refer to Uganda Social

Protection Public Expenditure Review (World Bank, 2019b June).
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Table 6: Direct income support programs in Uganda

Core objectives Benefit modality Targeting Coverage No. of beneficiaries
Senior e Supporting elderly Cash grant of e Community-based Age 65 in 157,284
Citizens citizens who cannot USh 25,000 paid targeting at the pilot districts
Grant (SCG) provide a livelihood for every two months district level (60 in
themselves anymore Karamoja)
® Planned rollout and age 80
e Mitigating old-age announced elsewhere #
poverty which makes )
this program
accessible for
everyone 80 and
older
The Third e Provide effective income Labour-intensive e Poor households Northern 136,571
Northern support and build the public works in Northern Uganda
Uganda resilience of poor and and direct Uganda
Social vulnerable households income support
Action Fund in Northern Uganda for households
(NUSAF 3) without the ability
to work
Disability e Strengthen capacities Block grant from e Each district can National Not available
Grant and livelihoods of the MGLSD to implement its
households whose each district own targeting
members have approach
disabilities
e Poverty reduction of
households whose
members have
disabilities
Community- e Assist households with Block grant from e Each district can 26 districts Not available
based disabled members the MGLSD to implement its
rehabilitation .S each district own targeting
program trengthen local markets approach

Box 7: Building resilience and shock-responsiveness in northern Uganda: The Northern

Uganda Social Action Fund (NUSAF 3)

The Northern Uganda Social Action Fund 3 (NUSAF3)
aims to provide effective income support and build the
resilience of poor and vulnerable households in Northern
Uganda. It also helps beneficiary households and
communities build assets and improve the capacity to
adapt in the face of shocks.

The project has three primary components, namely:
(i) Labor-Intensive Public Works (LIPW) combined with
a disaster-risk financing element, (ii) a sustainable
livelihoods pilot program, and (iii) a component focusing
on strengthening transparency, accountability and anti-
corruption systems.

The LIPW component provides beneficiaries from
poor and vulnerable households with a seasonal cash
transfer in return for their participation in public works.
It has the dual benefit of enabling households to smooth
consumption during lean seasons, as well as building
local assets in communities such as small roads, soil and
water conservation (SWC) infrastructure, and flood control
structures.

Additionally, the project has piloted a Disaster Risk
Financing (DRF) mechanism. The DRF aims to mitigate

Source: Government of Uganda (2019)

the impact of droughts in the Karamoja region by providing
additional financing and scaling up of LIPW support. To do
so, the DRF element puts in place the necessary systems
and provides capacity building so the LIPW activities can
be scaled up rapidly as a response to the occurrence of
droughts.

The NUSAF 3 project has successfully implemented
the scalable DRF element for drought-related disasters
and triggered it in three consecutive years. Both national
and local government institutions were able to identify
shock-affected areas and devise adequate responses.
An evaluation study conducted in October 2018 reported
that 98 percent of beneficiaries were satisfied with the
DRF modality. Furthermore, the study noted that the
mechanism enabled households to acquire food reserves
to cushion against and mitigate the effects of droughts. By
doing so, the mechanism allowed the government to save
on emergency food aid that would have been needed in
the absence of the scalable disaster response under the
project. Overall, the report estimated that the government
realized savings of USh 9.6 billion against an overall
emergency fund of USh 19 billion in FY16/17.

47. In the original pilot districts, everyone above age 65 will continue to receive the SCG, while in any subsequently added districts, only those above age 80 are eligible to
receive the grant.
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Overall spending on direct income support programs

is low in Uganda. Figure 18 shows that recent spending
on NUSAF and SCG, both in terms of absolute spending
and as a percentage of GDP, has increased over time. In
particular, spending on the NUSAF program reached about
USh 100 billion or 0.08 percent of GDP in FY17/18, making
it by far the largest direct income support program in the
country. Spending on the smaller programs is dwarfed

in comparison to the SCG and NUSAF (overall spending
on both the disability grant and the community-based
rehabilitation program