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ABSTRACT

Income per capita in Uganda has doubled in the last 20 years. This remarkable
performance has been buoyed by significant aid flows and large external imbalances.
Economic growth has been concentrated in non-tradable activities leading to growing
external imbalances and a growing gap between rural and urban incomes. Future growth
will depend on achieving sufficient export dynamism. In addition, growth faces a number
of other challenges: low urbanization rate, rapid rural population growth and high
dependency ratios. However, both the dependency ratio and fertility rates have begun to
decline recently. Rural areas are also severely overcrowded with low-productivity
subsistence agriculture as a pervasive form of production. Commercial agriculture has
great possibilities to increase output, but as the sector improves its access to capital, inputs
and technology it will shed jobs rather than create them.

These challenges combined tell us that future growth in Uganda will require a rapid rate of
export growth and economic diversification. The country faces the prospect of an oil boom
of uncertain size and timing. It could represent an important stepping stone to achieve
external sustainability, expanded income and infrastructure and a greater internal market.
However, as with all oil booms, the challenges include avoiding the Dutch disease,
managing the inevitable volatility in oil incomes and avoiding inefficient specialization in
oil. Policies that set targets for the non-oil deficit could help manage some of these effects,
but a conscious strategy to diversify would still be needed.

The best strategy is therefore to use the additional oil revenue and accompanying
investments to promote a diversification strategy that is sustainable. To determine how to
encourage such a transformation, we draw on a new line of research that demonstrates how
development seldom implies producing more of the same. Instead, as countries grow, they
tend to move into new industries, while they also increase productivity in existing sectors.
In this report, we analyze what those new industries might be for Uganda.

To do so, we first look to those products which balance the desire to increase the
diversification and complexity of production, while not over-stretching existing
capabilities. These include mostly agricultural inputs, such as agrochemicals and food
processing. In addition, Uganda should concurrently develop more complex industries,
such as construction materials, that are reasonably within reach of current capabilities and
will be in great demand in the context of an oil boom. Here, the fact that Uganda is
landlocked and faces high import costs will provide natural protection to the expanding
demand in Uganda and neighboring countries. We conclude with a discussion of the
government policies that will support Uganda in developing new tradable industries.






also need to generate many jobs for the rapidly expanding labor force, in order to exploit
the potential benefits of the window of opportunity (Klasen, 2004).

Figure 2: World dependency ratios, 2011
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Figure 3: Uganda’s dependency ratio
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The main reason for Uganda’s high dependency ratio is the high fertility rate. As shown by
Figure 4, while other developing countries have undergone rapid fertility transitions,
Uganda’s fertility has remained stubbornly high, although it has started to decrease
recently. One important fact for policymakers is that fertility is markedly lower in cities
than in rural areas. Indeed, there is significant overcrowding in rural areas with over four
people per hectare of arable land; this is double the density in the 1960s (Figure 5), in spite
of a more than doubling of the amount of arable land. High population growth in rural
areas has resulted in the persistence of subsistence farming and low agricultural

productivity.

Figure 4: Fertility transitions
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Figure 5: Rural population density
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Low urbanization rates — Uganda also has one of the lowest urbanization rates in Africa
(16%). Kampala accounts for one third of Uganda’s urban population. Even though
Ugandans are mobile, most people move from one rural area to another in search of fertile

land. Others also move for security purposes; this is especially common from the Northern

part of Uganda. More needs to be done to urbanize Ugandan cities by increasing their



economic activities so as to attract more labor and related infrastructure and institutions.

Figure 6: Urbanization rate in Uganda Figure 7: Tradable and Non-tradables
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Low contribution of manufacturing and exports — Another challenge for Uganda is that
recent growth has been concentrated in non-tradable activities (Fig 7). The industrial sector
which includes mining, construction and manufacturing has seen a modest increase in its
share of GDP from about 10 to 20 percent. Within this sector, construction has increased
significantly from 4 percent in 1989 to about 12 percent in 2010. Growth of the
manufacturing sector has been characterized by low capacity utilization which is estimated
at 50 percent (Republic of Uganda 2010). The factors that contribute to low capacity
utilization have been well articulated in the National Development Plan and these include
credit rationing, limited skills and inadequate infrastructure. Hence growth has led to a
large external imbalance with a current account deficit of -10.84% of GDP (Fig 8). This
gap in foreign currency earnings has, to a large extent, been financed by aid inflows.
Indeed, exports per capita are among the lowest in the world (Figure 9).

Figure 8: External balance Figure 9: Exports per capita (2011)
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There are technologies available to improve agricultural productivity in Uganda, and these
should certainly be pursued. However, as can

be shown in Figure 13, improving productivity Figure 13: Agricultural employment per ha
per worker generally leads to less employment ~ and value added per worker (log scale)
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increased. But this occurred as farmers

realized they could produce similar or higher yields with less labor. As the rural population
declines, plot sizes increased enabling the remaining farmers to work on more land per
worker. In sum, the expansion of agricultural production and productivity in Korea, as in
many other countries, released labor to the non-agricultural sector.

This is typical: as income per capita increases, the share of employment in agriculture
declines. In fact, as Figure 14 shows, Uganda is above the 95% confidence interval in this
relationship, indicating that it is unlikely that such a high ratio would be maintained as the
country develops, making non-agricultural employment growth the most dynamic part of
the labor market.

Overall, it is certainly true that there is Figure 14: Percent of employment in
great potential to improve output and agriculture vs. GDP per capita (in logs)
productivity in agriculture in Uganda.
However, this will lower the demand for
labor, not raise it. Moreover, this will occur
in an environment of rapid population
growth, further emphasizing the need for
non-agricultural employment. The
challenge for Uganda is therefore to create
productive jobs in other sectors to absorb
the labor released from agriculture and that
generated by population growth.
Source: WDI
Further, for farmers’ incomes to increase as
they produce more for the market, agricultural prices must decline by less than the increase
in output. In other words, total food demand will need to increase. This increased demand
for food will need to come from non-farmer households, from industrial use within
Uganda, and from accessing new agricultural markets in the region and beyond. Therefore,



it is important to develop new industries to increase demand for agricultural output.

Oil on the horizon — The discovery of oil in the Albertine basin has produced estimates of recoverable
resources that have been increasing. In 2010, the estimate was of 800 million barrels in reserves. The current
estimate is 3.5 billion barrels. In 2010, based on an average oil price of $75 per barrel, the World Bank
estimated that oil revenues would constitute approximately 10-15% of GDP at peak production (World Bank,
2010) and that peak production would take place in 2020, with the government expected to earn $3.2 billion
per year just from oil. By way of comparison, in 2008, total government revenue was $2.6 billion which
implies that government revenue could more than double (Wiebelt, Pauw, Matovu, Benson, & Twimukye,
2011). Today the expectation is that reserves, prices and peak production are likely to be substantially higher
than the World Bank 2010 estimate, but the process of setting up the production capacity and the pipelines
will be slower than initially planned.

Summary of growth challenges and structure of the report — Uganda faces the
challenge of increasing employment opportunities fast enough to absorb a rapidly growing
workforce. The agricultural sector cannot drive employment growth and in fact is likely to
shed labor as it develops. Growth in the oil sector will directly contribute relatively few
jobs, but through increasing aggregate demand, the oil boom will generate new
employment in Uganda’s non-tradable sectors like construction, transportation, and
wholesale/retail services.

While the oil boom will boost Uganda’s non-tradable sector, it also has the potential to
harm the tradable sector including agriculture. This could lead to inefficient specialization
in oil and hinder the country’s ability to diversify into new economic activities. Currently,
Uganda’s exports are concentrated in primary products like coffee, cotton, tea and fish that
require far less complex technologies and labor skills than other products, leading to a low
overall level of economic complexity. Countries seldom become rich by producing more of
the same products. Rather, countries grow by moving into new products and into more
complex products. This idea stands in contrast to the idea that countries should specialize
in a few industries in which they have comparative advantage.

To examine avenues for further diversification in Uganda, section 2 provides background
on the economic complexity literature and presents evidence of the importance of
economic complexity and diversity in countries around the world. Section 3 uses this
approach to evaluate the complexity and diversity of Uganda and make inferences about
what this means for economic growth. Section 4 studies the industries that could emerge
given Uganda’s current capabilities.

Section 5 presents the key issues that constrain Uganda’s economic development and
diversification. These issues include previously identified constraints, weaknesses in
institutional structures for public and private sector problem solving, and the potential
resource curse. The section also presents recommendations for institutional structures to
improve problem solving as well as policies for mitigating the effects of a resource curse.
Finally, section 6 concludes.






all countries, but average when compared to other SSA countries (shown in orange). And
in line with our theory, the products that Uganda produces are fairly ubiquitous.

However, diversity and ubiquity are imperfect measures of how much knowledge a society
possesses. Diamonds for example have low ubiquity but this is not because they are
complex. Rather, it is because diamonds are present in countries due to geographic fortune
or luck. If diamonds were complex the countries making them would have many scrabble
letters and hence should be able to make many complex products. Since Botswana and
Sierra Leone don’t, this tells us that diamonds are not complex. To address this problem,
diversity can be used to correct the information carried by a product’s ubiquity, and
ubiquity can be used to correct the information carried by a country’s diversity. We can
repeat this “correction” an infinite number of times. The process generates a quantitative
measure of complexity.

For countries, we refer to this as the Economic Complexity Index (ECI) and the
corresponding measure for products gives us the Product Complexity Index (PCI). The
Technical Appendix provides an explanation of how these variables are created. The PCI is
a number unique to each product that captures how much productive knowledge the
product requires. The ECI is a number unique to each country that measures the amount of
productive knowledge contained in the country. Countries with a high ECI are well
diversified countries exporting, on average, high-PCI products.

So, how complex is Uganda? Using UN COMTRADE data for 2010, Uganda ranked as
the 102" most complex out of 128 ranked countries in the world (it ranked as the 10™ most
complex country out of the 25 in SSA).

Why do we care about a country’s Figure 16: Economic Complexity and Income
complexity? The ECI does not only carry
information about the productive knowledge
of countries but has implications for income
and future growth. Figure 16 shows the
correlation between GDP per capita and the
ECI, controlling for a country’s natural
resource rents (as countries with natural
resources can be rich without being complex).
It shows that economic complexity can
explain about 75 percent of the variation in
income; countries with high ECI tend to have

higher per capita income. Source: Atlas of Economic Complexity
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This finding is remarkable because the ECI uses absolutely no data on income, prices, or
other measures of wealth. It only takes into account how many products a country makes
and how many other countries make those products. Uganda appears significantly below
the prediction line, indicating that it has a relatively high level of complexity for its level of
income.
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