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Discussions for the fifth review under the Poverty Reduction and Growth Facility (PRGF)
arrangement were held in Kampala during April 28-May 13, 2005. The attached letter from the
Minister of Finance, Planning, and Economic Development (Appendix I) reviews performance under
the program and sets out the policies for the remainder of 2004/05 (July-June) and 2005/06. The
authorities are requesting a waiver for one quantitative performance criterion and an extension of the
PRGF arrangement from September 12 to December 31, 2005, so as to allow sufficient time to
complete the sixth and final review of the program.

The staff team comprised Messrs. Nowak (head), Mikkelsen, and Peiris (all AFR), Mr. Espejo (PDR),
and Ms. Gonzalez (FAD). The team was assisted by Mr. Allum, the Senior Resident Representative in
Uganda. The mission was also joined by Messrs. Gillingham and El-Said (both FAD), who conducted
a poverty and social impact analysis (PSIA) of alternative tax measures. The mission met with
President Museveni; the Prime Minister, Mr. Nsibambi; the Minister of Finance, Planning, and
Economic Development, Mr. Suruma; the Governor of the Bank of Uganda, Mr. Tumusiime-
Mutebile; and other senior government officials. The mission coordinated its work with an
overlapping World Bank mission.

Uganda is undergoing a transition to a multiparty system in the run-up to the next presidential and
parliamentary elections in March 2006. The government has presented to parliament a draft
constitutional amendment bill that proposes to eliminate the two-term presidential limit and adopt a
multi party electoral system. Despite attempts earlier in the year to establish a ceasefire in the
northern part of the country, the Lord’s Resistance Army (LRA) has resumed its campaign; the
number of internally displaced persons arising from this conflict remains significant.

This report will be discussed together with an Ex Post Assessment of Uganda’s Performance Under
Fund Programs, a Joint Staff Advisory Note for Uganda’s Poverty Eradication Action Plan, and a
Financial System Stability Assessment update.
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EXECUTIVE SUMMARY

Macroeconomic performance has been good in 2004/05 (July-June). Despite the
effects of a prolonged dry spell, real GDP growth is expected to remain at around

6 percent and nonfood inflation at about 5 percent. The external current account
deficit has been stable at close to 13 percent of GDP, but international reserves have
continued to rise, reflecting an increase in donor inflows.

The fiscal program is broadly on track. Based on preliminary information, the
overall deficit, excluding grants, is expected to decline from 11.1 percent of GDP in
2003/04 to 9.7 percent of GDP in 2004/05, which is well within target. Revenue
performance was better than programmed. However, domestic arrears continued to
accumulate during the first half of the fiscal year.

Performance relative to the program performance criteria and benchmarks has
generally been satisfactory. All quantitative performance criteria for December
2004, with the exception of that on the accumulation of domestic arrears, were
observed. The structural performance criterion and two of the four benchmarks
through March 2005 were also met.

The primary focus of Uganda’s economic reform program is to sustain growth
and make further inroads into poverty reduction. The strategy for achieving this is
set out in the revised Poverty Eradication Action Plan, which was launched recently.
Over the next three years, the aim is to reduce the fiscal deficit, excluding grants, by
about 3 percentage points of GDP to free up resources for the private sector, help
lessen aid dependency, and ensure that the external debt situation remains
manageable.

The outlook for 2005/06 remains favorable. Real GDP growth is expected to
increase to about 6% percent, reflecting a rebound in agricultural output and an
expansion in power generation. Fiscal policy will aim to reduce the budget deficit,
excluding grants, to nearly 9 percent of GDP, while a decline in nonfood inflation to
about 4 percent is envisaged. International reserves are targeted to remain at
comfortable levels. The fiscal target will be achieved through the adoption of a
comprehensive tax policy package, combined with steps to hold back recurrent
expenditure.

The structural reform effort is continuing. In the fiscal area, reforms will focus on
improving efficiency at the Uganda Revenue Authority and strengthening expenditure
monitoring and control mechanisms. The structural program also aims at fostering a
more efficient and deeper financial system, completing the privatization program, and
strengthening anti-corruption policies.



I. RECENT ECONOMIC DEVELOPMENTS AND PERFORMANCE UNDER THE PROGRAM

1. Uganda’s macroeconomic performance has been good. Despite the effects of a
prolonged dry spell on agricultural output and power generation, real GDP growth is
expected to remain at around 6 percent in 2004/05 (July-June). The economic expansion has
been led by strong output increases in the construction and communication sectors and by
continued growth in exports Uganda:(i‘;f_l;i‘;‘;hia;f:é i:;gezc()]?;{;grﬂ 2005

(Table 1 and Figure 1). Driven

by a jump in food prices,
headline inflation has 40
accelerated to double-digit
figures; nonfood inflation, on
the other hand, has remained at 2}
about 5 percent. Despite higher
commodity prices and export
volumes, the external current ot
account deficit, excluding
grants, should remain
relatively high in 2004/05, at 20 L
close to 13 percent of GDP,
largely because of an increase
in fuel imports. International
reserves, however, have Source: Ugandan authorities,

continued to rise in response to

an increase in donor inflows

and reluctance by the Bank of

Uganda (BOU) to sell foreign exchange, rather than treasury bills, for sterilization purposes.
As a result, treasury bill rates have risen moderately, although volatility in rates, which had
hitherto been a problem, has been dampened through better liquidity management. The real
exchange rate has remained relatively stable over the past year.
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2. The stabilization effort has been underpinned by fiscal restraint. The overall
deficit, excluding grants, is expected to decline from 11.1 percent of GDP in 2003/04 to

9.7 percent of GDP in 2004/05, which is well within the program target (Table 2). Revenue
collections have been slightly higher than projected, reflecting strong performance in income
tax and value-added tax (VAT) collections. Overall expenditure has remained in line with
program projections. Higher outlays to finance wage increases in the education and health
sectors, as well as increased operational needs by the public administration (the indicative
target on administration outlays for end-March was exceeded), have been offset by spending
cuts in nonpriority areas. Core social outlays, which are ring-fenced under the Poverty Action
Fund (PAF), were below their indicative floor through March; this shortfall reflected delayed
releases of PAF resources to the districts that are now being expedited, and the target for the
fiscal year as a whole is expected to be met.

3. Certain aspects of public expenditure management, however, have remained
disappointing. Arrears continued to accumulate during the first half of the fiscal year on



nonwage, nonpension expenditures under the Commitment Control System (CCS). While the
verification of arrears for June 2004 was completed as programmed, the intra-year
verification process scheduled for end-December has encountered significant capacity
constraints. Implementation of the Integrated Financial Management System (IFMIS) has
also faced implementation problems in the pilot ministries and districts, and the accumulation
and size of the stock of domestic pension arrears remains a concern.'

Uganda: Interest Rates, Treasury Bill Issuance and Foreign Exchange Sales, June 2003-February 2005
4 * The monetary program (Annualized yield, USh billions, and US$ millions)
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Source: Bank of Uganda.

S. Performance relative to the program performance criteria and benchmarks has
generally been satisfactory. All quantitative performance criteria for December 2004, with
the exception of the accumulation of domestic arrears under the CCS, were satisfied. Based
on preliminary information, all quantitative benchmarks for March 2005, except for the target
on domestic arrears, were also observed (Table 1 in Appendix I, Attachment I). Reasonable
progress has been made in implementing the structural reform program. The restructuring of
the Uganda Revenue Authority (URA) has proceeded particularly well. The structural
performance criterion on amending the regulations for the Public Finance and Accountability
Act was satisfied, and two of four benchmarks through March 2005 were met. The
benchmark relating to the sale of minority shares of the Uganda Development Bank (UDB)
was not observed for reasons indicated below.

' The outstanding stock of pensions and gratuity arrears is estimated at USh 313 billion (2.1 percent of GDP) as
of end-June 2004. These arrears represent about 60 percent of the total stock of arrears of the central
government.



II. PoLicY FRAMEWORK
A. Overview

6. The primary focus of Uganda’s economic reform program is to sustain broad-
based growth and to make further inroads into poverty reduction.” The government
recognizes that continued financial support from the donor community is critical in this
effort, but it also realizes that success ultimately depends on the establishment of a sound and
predictable financial environment in which private sector activity can flourish. Success
further depends on continued diversification of the export base and integration of the
economy into the global marketplace. Meeting these objectives will require a multi
dimensional policy response. Continued fiscal restraint will be needed to lower real interest
rates and maintain a competitive exchange rate, while monetary restraint will help provide
price stability. The stabilization effort must be reinforced by reforms that lower the cost of
doing business in Uganda, render the regulatory framework more business-friendly, and
improve economic governance. In time, fiscal consolidation through enhanced revenue
mobilization will help lessen aid dependency and ensure that the external debt situation
remains manageable. Public expenditure management reforms will seek to secure better
value for money in spending and help achieve further progress in meeting the MDGs
(Table 7).

7. Over the medium term, annual real GDP growth is expected to remain at about
6 percent on average, while inflation will be kept below 5 percent. On the basis of current
aid projections and expenditure priorities, the fiscal deficit, excluding grants, is projected to
decline by about 3 percentage points of GDP over the next three years. This improvement
will be underpinned by an increase in the revenue effort of 0.5 percent of GDP a year. The
strengthened fiscal position should be mirrored in a gradual narrowing of the external current
account over the medium term (Table 5). Official international reserves will be maintained at
comfortable levels above 62 months of imports of goods and services.

8. The government will continue to exercise prudent management of its external
debt. In particular, it will seek to replace loans with grants to ease the external debt burden.
The ratio of debt (NPV basis) to exports is projected to remain high for a number of years,
although it will decline slightly to 185 percent by end-2008 (Appendix V). This ratio is above
the HIPC Initiative threshold of 150 percent, but below the threshold of 200 percent for
strong policy performers established under the new guidelines for the debt-sustainability
framework. Uganda has made additional attempts to finalize remaining HIPC debt-relief
agreements with the creditors involved, but has made little substantive progress (Table 8).

* These goals are set out in the revised Poverty Eradication Action Plan (PEAP), which constitutes Uganda’s
PRSP and was publicly launched in May 2005. A Joint Staff Advisory Note (JSAN) is being circulated in
parallel with this report.



B. Macroeconomic Outlook and Policies for 2005/06

0. The program for 2005/06 has been formulated on the expectation that GDP
growth will increase to about 6% percent. This reflects a rebound in agricultural output and
an expansion in power generation. Fiscal policy will aim to reduce the budget deficit,
excluding grants, by nearly 1 percent of GDP relative to the target for 2004/05, while the
central bank will target a decline in underlying inflation to about 4 percent. The external
current account deficit, excluding grants, is projected to remain at about 13 percent of GDP,
which is consistent with a viable medium-term debt position.

Fiscal policies and reform

10. The agreed budget framework for 2005/06 targets a fiscal deficit, excluding
grants, of 9.2 percent of GDP. This deficit is somewhat higher than envisaged at the time of
the fourth review because of increased aid inflows. The target will be achieved through the
adoption of a comprehensive tax policy package, combined with steps to hold back recurrent
expenditure. Tax revenues are projected to increase by 0.5 percentage points of GDP to

13.1 percent of GDP. Additional revenues from the scheduled phasing out of income tax
holidays to enterprises and new tax measures amounting to 0.6 percent of GDP will more
than offset revenue losses from the East African Community (EAC) customs union.” The
budget includes one-time expenditures related to parliamentary elections amounting to

0.3 percent of GDP.

1. The main components of the tax package are:

o an increase in the VAT rate from 17 to 18 percent;

o an increase in excises on imports of petrol and diesel of about USh 50-70 per liter;

o an increase in the excise tax on cellular phone airtime from 10 to 12 percent;

J an increase of 15 percent in a range of fees and licenses; and

o the introduction of a new specific excise duty on imported and locally produced sugar

A poverty and social impact analysis (PSIA) conducted by the Fiscal Affairs Department
(FAD) indicates that the poverty incidence of the main tax measures should be moderate
(Box 1).

3 EAC revenue losses are projected to about 0.3 percent of GDP in 2005/06. These losses are explained by a
shortfall in customs revenue on trade with the EAC, the elimination of excises and fees currently charged on
imports regardless of origin, and changes in import valuation procedures. On the other hand, there will be gains
from the increase in the Uganda’s Common External Tariff (CET) from 20 to 25 percent, although these latter
gains will likely diminish as transitory tariffs on Kenyan imports are phased out within the next five years.



Box 1. Social Impact of Indirect Tax Changes

FAD undertook a poverty and social impact assessment (PSIA) of two options for increasing VAT
revenue: (1) raising the rate from 17 to 18 percent; and (2) broadening the coverage of the VAT by
eliminating the exemptions for petroleum products. As background, it is worth noting that the VAT
regime includes a number of goods and services that are either exempt or zero-rated. In addition,
establishments with annual revenue of less than USh 50 million are also exempt.

Summary of findings

The mission used the national household survey in conjunction with an input-output model of the
economy to (1) evaluate the incidence of the current indirect tax scheme; and (2) evaluate some policy
options designed to increase revenue. Among its main findings were the following:

» The base on which indirect taxes are collected is quite narrow. Roughly two-thirds are collected on
imported goods. The remainder of the VAT is collected in a few key sectors, and the remaining
excise taxes are collected on a few key domestic products that are produced by only 10—12 firms.

» The estimated incidence of the current indirect taxes is roughly proportional to total spending,
although slightly higher for the highest quintile of the welfare distribution. The VAT by itself is
mildly regressive, and excises taxes are mildly progressive.

» In addition to increasing the basic VAT rate and broadening its base, the mission also analyzed an
increase in petroleum product excises as a possible alternative to applying the VAT to these goods.
The latter option was included to reflect the fact that the current VAT is, to a large extent, a border
tax and that an increase in the excise tax would be much easier to administer.

» The three options had very different estimated effects:

e The increase in the VAT rate is mildly regressive and results in a relatively small increase in the
tax burden for households at all levels of welfare and in both rural and urban areas. Substantial
revenue gains would require more than a one percentage point increase in the VAT.

e The VAT on petroleum products yielded unexpectedly little revenue because the structure of
the input-output matrix implies that the petroleum sector will be able to claim substantial VAT
credits once it loses its exemption (exempt producers cannot claim credits for VAT paid on
inputs since they are not required to collect the VAT on their output).

e Finally, a 10 percent increase in petroleum product excises yields more revenue than the other
two options. As with excise taxes as a group, the incidence of increased excises on petroleum
products is mildly progressive.

» Increases in VAT or excise tax rates are a complement to, rather than a substitute for, improved tax
administration. It is quite likely that efforts to improve tax administration could provide a significant
increase in revenue.

» Uganda has no social safety net that would automatically—or with minimal adjustment—
compensate the poor for increases in indirect taxes. Because the additional burden of the changes to
the VAT and excises is quite small, it would not be efficient to design and implement special
measures. Rather, the focus should be on developing a safety net that would alleviate poverty in a
more comprehensive fashion, regardless of the cause




12. Increases in donor-financed development outlays will be matched by savings
elsewhere. In particular, following a marked increase in 2004/05, salaries will be raised only
moderately, and new hiring limited to priority personnel in the education and health sectors.
Greater emphasis on foreign exchange, rather than treasury bill, sales by the BOU will also
help contain the interest bill.* Priority is to be given to programs promoting agricultural
productivity growth and to new infrastructure investments (especially in the power sector).

13. Structural fiscal reforms focus on continuing to improve efficiency at the
Uganda Revenue Agency (URA). The implementation of these reforms is already well
advanced. The government has approved the new functional organization for the URA, in
line with Fund recommendations, and the Commissioner General has been appointed. Staff
positions are being rationalized and filled transparently, and a code of conduct has been
disseminated. Additional reforms include an amendment of the URA Act, further
strengthening of the large tax payer office, and expansion of the IT strategy (Memorandum
of Economic and Financial Policies (MEFP), paragraph 14). FAD is continuing to provide
technical assistance on a regular basis to help implement the reforms.

14. The government is aware of the recurrent problems that have plagued the
system for monitoring and controlling domestic arrears, and it is determined to address
them expeditiously. To this end, it will implement measures to improve the functioning of
the CCS and IFMIS, as recommended by the recent FAD technical assistance report (MEFP,
paragraph 12). To tackle the problem of pension arrears, the authorities have established a
strategy within the MTEF to halve the outstanding stock by 2007/08, with a view of clearing
arrears in full by the end of the decade. Avoiding a further accumulation of pension arrears
will be helped by the future implementation of a contributory public pension scheme and
enhanced pension budgeting and monitoring of the pension-roll. The problem of nonpension
arrears is, however, likely to persist in the absence of a strong commitment at the highest
political levels to make the expenditure control system work. In this connection, the president
and the prime minister emphasized to the mission that existing regulations prohibiting
accounting officers from exceeding budget ceilings would be strictly enforced.

15. To create additional space in the budget for critical infrastructure and other
growth-promoting programs, the authorities are moving ahead with public sector
reform. The government is developing a common public sector pay scale and will also
prepare, by September 2005, a policy paper on how to control the size of the public
administration and ensure greater cost efficiency, including in nonwage recurrent
expenditures (MEFP, paragraph 13); pay policy and related actions are now covered under a
World Bank Poverty Reduction Support Credit (PRSC). On fiscal decentralization, the
authorities will, with assistance from the Fund, continue to strengthen local government
administration (MEFP, paragraph 16).

* Interest payments will, nonetheless, rise in 2005/06 as a result of expanded open market operations undertaken
during the course of 2004/05.
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16.  The government will continue to protect social spending. Core poverty reducing
outlays ring-fenced by the PAF will remain broadly constant at about 5.4 percent of GDP
over the medium term (thus increasing slightly as a share of total expenditures). Broader
measures of social expenditure are also expected to be stable over the next three years, at

about 11 percent of GDP.

Monetary and financial sector policies

17. The monetary program
will continue to target base
money, which is programmed to
expand by 13 percent in 2005/06.
This approach, in conjunction with
pursuit of a flexible exchange rate
policy, has proven effective in
sterilizing the liquidity impact of
donor-financed government project
spending and in keeping inflation
comfortably under control. The
program does not call for a
tightening of monetary policy in
response to the recent rise in
inflation, since it was primarily
driven by a weather-related surge
in food prices. The central bank will
continue to respond primarily to

anticipated movements in underlying
inflation. The BOU intends to resume

sales of foreign exchange for
sterilization purposes because export
and real exchange rate developments
suggest that the economy remains

internationally competitive. In concert
with fiscal restraint, reduced reliance
on net treasury bill issuance will help
ease pressure on interest rates and free
up resources for the private sector. The
program, therefore, envisages a pickup

in private sector credit growth from
16 percent in 2004/05 to about

20 percent in 2005/06 and to nearly
24 percent in 2007/08.
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18.  Any significant step-up in foreign donor inflows is likely to add some upward
pressure on the real exchange rate. The authorities will monitor the situation closely to
ensure that international competitiveness is not unduly affected. Recent export performance
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(volumes have grown by an average of 9 percent over the past two years) suggests that
Uganda’s competitive position is at present not a cause for concern.

19. The authorities have initiated a phased transfer of project accounts from
commercial banks to the BOU. This will help in the mopping up of domestic liquidity and
also reduce the fiscal costs of open market operations. So far, the transfers have proceeded
smoothly.

20. The banking system remains healthy. Prudential ratios of the banking sector have
continued to evolve soundly (Table 4). In particular, the banks remain highly capitalized and
nonperforming loans represent less than 3 percent of total exposure. The Financial Sector
Assessment Program (FSAP) update indicates that the sector is robust to significant interest
and exchange rate shocks, although banks may be vulnerable to credit risk arising from large
exposures to individual borrowers.

21. The authorities are implementing a number of the recommendations of the
FSAP update and MFD technical assistance missions to help foster a more efficient and
deeper financial system.

o Regulations have been issued to establish a credit reference bureau, which is an
important element for improving access to the financial system.

o Various steps are being taken to expand financial market development, such as
introducing the use of forward market transactions.

o Regulations for the Financial Institutions Act (2004) have been issued and an Anti-
Money Laundering Bill has been submitted to parliament.

J The National Social Security Fund (NSSF) is now subject to BOU supervision until
such time as an independent pension regulator is set up. In addition, steps are being
taken to increase the number of professional members on its Board.

o Preparations are under way to liberalize the private pension system and transform
public service pensions from a defined benefit to a defined contributory system in
2006/07.

22. The government has experienced a delay in selling a minority share in UDB. This

was necessary to allow additional time to build a deeper and broader consensus among the
main stakeholders. The intention now is for the cabinet to approve by September 2005 an
offer for the sale of a minority share and the installation of a private management team
(MEFP, paragraph 18).

Trade policy

23. Expanding and diversifying the export base is central to the government’s
strategy of achieving a sound external position over the medium term. Implementation of
the EAC customs union should help improve regional roads, railway, and communications
infrastructure, which, in turn, will boost Ugandan exports. The government would like to see
a reduction in the common external tariff schedule with its partner countries, while looking at
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ways to coordinate EAC obligations with the Common Market for Eastern and Southern
Africa (COMESA). The government is also considering a draft bill to establish export-
processing zones (EPZs) that parallel those in the other EAC countries. In doing so, every
effort will be made to ensure that the tax and regulatory frameworks governing the EPZs are
consistent with international best practices and Uganda’s implementation capacity. To avoid
revenue leakages, a proper ring-fencing of the zones will be required through strict
enforcement of tariff and other tax regulations; it will also be important to avoid income

tax holidays.

Other structural policies

24. The privatization program, which the authorities see as a vehicle for efficiency
gains, is almost complete. Of the remaining public enterprises to be privatized, only a few
are significant in size. A majority share in the National Insurance Corporation (NIC) is about
to be sold, while preparations are being made to privatize the public water and sewerage
enterprise. The government is finalizing a joint concession contract for the Uganda Railway
Corporation and the Kenya Railway Corporation by September 2005. To increase power
generation, the government is negotiating with a public-private partnership for construction
of the hydropower project at the Bujagali Falls, and a thermal power plant is being
commissioned.

25. The government recognizes the need to combat corruption to increase
confidence in public institutions. It recently launched a national anti-corruption strategy
that seeks to strengthen anti-corruption legislation and codes of conduct and to improve
government procurement practices and financial control systems. Implementing reforms at
the URA is a part of this strategy, as are actions that are being taken to increase the power
and independence of the Inspector General of Government (MEFP, paragraph 20). The
World Bank is taking the lead in this area in the context of the PRSC.

III. EXTENSION OF ARRANGEMENT, PROGRAM MONITORING, AND RISKS

26. The PRGF arrangement is scheduled to expire on September 12, 2005. To
accommodate the final program review, the government is requesting that the arrangement be
extended to December 31, 2005. This final review will assess Uganda’s performance with
respect to quantitative performance criteria and indicative targets for June 2005 and structural
performance criteria and benchmarks through September 2005 (MEFP, Tables 1 and 2). The
attached Technical Memorandum of Understanding (Appendix I, Attachment II) provides
details on how program implementation will be monitored.

27. Uganda has established a prolonged record of satisfactory policy
implementation, but there are, nonetheless, some downside risks to the future success of
the program. As further donor assistance is received, a greater onus will fall on the budget
to manage these resources effectively and ensure that they are put to good use. Unless there
is a substantive supply response to the increase in outlays on social services and economic
infrastructure, Uganda will be faced with the adverse macroeconomic consequences of higher
government spending, namely, an intensification of inflationary pressures, high real interest
rates, and an uncompetitive exchange rate. It will also be particularly important that fiscal



- 13-

prudence be maintained during the presidential and parliamentary elections scheduled for
March 2006. Moreover, continued insecurity in northern Uganda and the Great Lakes region
could undermine fiscal management and threaten the overall business climate and deter
private investment. Insufficient progress in addressing corruption could impede private
investment and interrupt donor support. Continued delays in increasing installed power
capacity would further dampen Uganda’s growth prospects.

IV. EXPOST ASSESSMENT OF UGANDA’S FUND-SUPPORTED PROGRAMS

28. An ex post assessment of Uganda’s performance under Fund-supported
programs was discussed on May 26, 2005 with the authorities.” The authorities were in
broad agreement with the thrust of the assessment. They expressed particular concern over
the persistence of high interest rates and their impact on growth and agreed with a finding of
the report that past programs could have focused more on boosting access to bank credit. The
authorities also agreed with the importance of raising additional revenues, but emphasized
the significant difficulties involved in this effort. On domestic arrears, they noted that the
persistent problem of incurring arrears not only reflected weaknesses in the commitment
control system, but also unexpected statutory spending claims (like court awards) that had led
to spending reallocations. Regarding future relations with the Fund, the authorities took note
of the possibility of a nonborrowing arrangement, but indicated that further internal
consideration of the matter would be required.

V. STAFF APPRAISAL

29. Uganda’s performance under the program has improved and all key
macroeconomic targets were met. Growth has been sustained at relatively high levels,
despite the impact of a prolonged dry spell, and underlying inflation has been kept under
control. Following the slippages reported at the time of the last review, fiscal policy has now
been brought back on track, although regrettably domestic arrears have continued to
accumulate and priority spending has been running somewhat under target. The
implementation of structural reforms has been reasonably good, although there have been
delays in the sale of minority shares in UDB and in streamlining the public administration.

30. The main challenge for Uganda is to maintain high growth rates and make
further inroads in alleviating poverty. This will require persevering with the stabilization
effort and working to improve the investment environment by lowering the cost of doing
business and squarely addressing governance issues. Uganda must also effectively manage
relatively large inflows of foreign aid, which are presently equivalent to over 10 percent of
GDP. To avoid crowding out private investment and export activities, the government should
continue with the process of budget deficit reduction by stepping up the domestic revenue
effort and cutting fat in the recurrent budget. So that budget spending generates a sufficient
supply response, the government should also ensure that aid is allocated to the most
economically and socially productive purposes.

> www.imf.org
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31. The fiscal program for 2005/06 is consistent with these objectives. It envisages a
reduction in the deficit of about 1 percent of GDP relative to the program target in 2004/05,
largely in response to the adoption of a package of tax measures. This reduction is a little less
than previously envisaged, but provides a smoother adjustment profile and remains consistent
with the overall macroeconomic objectives and debt sustainability. The revenue effort is to
be supported by further reforms in the URA. The staff commends the government for taking
these important revenue-raising initiatives during the run-up to national elections. The call on
additional expenditure remains high, particularly for additional infrastructure investments to
eliminate supply bottlenecks; to create space for these investments, the growth in recurrent
spending, especially on public administration, will need to be capped. Fiscal policy will also
focus on enhancing expenditure management, particularly through stronger enforcement of
regulations controlling domestic arrears.

32. The BOU will, quite appropriately, continue to pursue base-money targeting, in
conjunction with a flexible exchange rate regime. This approach has served the country
well, ensuring that the domestic liquidity impact of aid inflows is sterilized, that inflation is
kept under control, and that reserves are maintained at comfortable levels. The authorities are
encouraged to resume foreign exchange sales for sterilization purposes, since continued
reliance on open market operations will keep interest rates unduly high and crowd out private
sector investment. The impact of these sales on the real exchange rate will need to be closely
monitored.

33. The healthy state of Uganda’s banking system has contributed to overall
financial stability. The banks are highly capitalized and their nonperforming loan portfolios
are very small by developing country standards. The authorities are taking further steps to
improve the functioning of the banking system and deepen access to credit, such as the
introduction of a credit reference bureau. The delay in addressing problems at the UDB was
unavoidable because of the need to forge sufficient support for its divestiture. Now that a
consensus for action has been established, the staff would urge the authorities to move
quickly in selling a minority share in the bank and installing a private management team.

34, The EAC customs union is a useful vehicle for promoting intra regional trade.
The staff would, nonetheless, stress the importance of reducing the common external tariff
over time as a means of fostering greater international competitiveness and minimizing
potential problems with trade diversion. Uganda should also work with its EAC neighbors to
harmonize tax regimes and ensure that its EPZs meet best practices. In particular, to avoid
weakening the revenue collections, the EPZs should be ring-fenced by strictly implementing
tariff and tax law regulations and by avoiding income tax holidays.

35. The incidence of corruption remains a serious constraint on business
development. Overall, progress in addressing governance issues has been slow, despite
marked progress in a few areas, most notably reform of the URA. The government recently
launched an anti-corruption strategy that includes plans to strengthen the powers of the
Inspector General of Government. This is an important step in the right direction that the
government should implement with vigor, but much remains to be done.



- 15 -

36. Uganda’s external debt stock is close to the upper bound of what can reasonably
be considered manageable. The debt dynamics are, moreover, highly vulnerable to external
shocks, such as a decline in coffee prices. The situation underscores the importance of
pressing ahead with the growth and export diversity strategy and with efforts to mobilize aid
in the form of grants rather than loans.

37. The government is requesting a waiver for its nonobservance of the performance
criterion relating to the accumulation of domestic arrears. The staff supports this request
in view of the improvement in overall program performance and of the government’s
indication that it will make every effort to pay down the arrears by end-June 2005. It also
supports the request for an extension of the arrangement in order to accommodate completion
of the sixth and final program review.

38. The staff welcomes the intention of the authorities to make public the staff report, the
letter of intent, and the MEFP.



- 16 -

Figure 1. Uganda: Real Sector Indicators 1/
(Annual percentage changes)
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Figure 2. Uganda: Fiscal Indicators 1/
(As a share of GDP at market prices, in percent)
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Figure 3. Uganda: Monetary Aggregates and Interest Rates
(In percent, end-period)
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Figure 4. Uganda: Interbank Foreign Exchange Market Indicators, Real and Nominal
Effective Exchange Rate
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Figure 5. Uganda: External Sector Indicators, 1997/98-2004/05 1/

(Annual growth rates in percent, unless otherwise indicated)
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Table 1. Uganda: Selected Economic and Financial Indicators, 2002/03-2007/2008 1/

2002/03 2003/04 2004/05 2004/05 2005/06 2005/06 2006/07 2007/08
Est. CR 05/183 Proj. CR 05/183 Proj. Proj. Proj.
(Annual percentage change, unless otherwise indicated)
National income and prices
GDP at constant prices 4.5 5.8 5.4 59 6.2 6.6 5.6 5.6
GDP deflator 10.0 5.5 4.8 9.4 38 4.7 4.4 4.3
GDP at market prices
(in billions of Uganda shillings) 11,798 13,168 14,610 15,149 16,107 16,981 18,737 20,646
Consumer prices
Headline (end of period) 10.2 0.9 6.2 124 35 0.6 4.0 4.0
Underlying (end of period) 54 3.1 4.3 59 4.0 3.1 4.0 4.0
Headline (average) 5.7 5.0 59 8.2 35 4.5 4.0 4.0
Underlying (average) 24 5.0 4.1 4.5 4.0 42 4.0 4.0
External sector
Exports (volume) -6.2 8.2 7.6 9.8 7.9 54 6.0 6.9
Imports (volume) 79 9.0 8.5 13.9 9.0 12.3 7.7 6.8
Terms of trade (deterioration -) 9.2 8.0 -4.8 -3.7 1.7 34 22 1.9
Average exchange rate
(Uganda shillings per U.S. dollar) 1,883 1,935
Effective exchange rate (average)
Nominal (depreciation -) -12.7 -10.1
Real (depreciation -) -10.6 -8.5
(Annual changes in percent of beginning-of-period stock of money, unless otherwise indicated)
Money and credit
Net foreign assets 285 113 10.0 19.3 143 143 9.5 13.9
Net domestic assets =52 -2.3 4.8 -4.2 0.9 0.6 52 0.6
Domestic credit 49 -5.8 4.6 -3.7 34 27 5.1 0.7
Central government -4.8 -12.9 -1.3 -10.3 -4.0 -49 -4.3 -10.1
Private sector 9.7 6.8 6.1 6.8 75 7.7 9.4 10.8
Money and quasi money (M3) 233 9.0 14.8 15.0 15.2 14.9 14.8 14.6
M2 173 10.0 14.8 15.0 15.5 152 14.8 14.6
Velocity (GDP/M2) 2/ 73 72 7.0 7.3 6.7 7.1 6.8 6.6
Interest rate (in percent) 3/ 9.6 14.1
(In percent of GDP at market prices)
National income accounts
Gross domestic investment 20.5 229 233 238 24.1 245 24.6 25.2
Public 4.7 5.0 54 52 49 54 5.0 5.1
Private 15.8 17.9 17.9 18.6 19.2 19.1 19.6 20.1
Gross domestic savings (excluding grants) 6.5 11.0 11.1 11.1 12.9 11.8 132 14.1
Public -6.1 -6.1 -4.6 -4.6 -3.6 -3.9 -3.0 -1.9
Private 12.7 17.1 15.7 15.7 16.5 15.7 16.1 16.0
Gross national savings (including grants) 14.2 212 19.2 20.6 18.7 19.0 19.4 20.5
External sector
Current account balance
(including official grants) -6.3 -1.7 -4.1 32 -5.4 -5.5 =52 -4.7
(excluding official grants) -14.0 -12.0 -12.2 -12.7 -11.2 -12.8 -11.6 -11.2
External debt (including Fund) 62.9 60.3 51.6 49.6 52.1 49.5 48.5 47.4
Government budget
Revenue 4/ 12.2 12.7 12.8 12.