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FOREWORD

Poverty has been recognized as a threat to humanity for centuries. The United Nations Millennium Summit on
poverty in 2000 introduced the Millennium Development goals (MDGs) as tools for poverty reduction in
developing countries. Despite the achievements of the MDGs, nearly half of the world population lives on less
than USD 3.20 per day. Accordingly, the challenge of poverty, and the approaches that can be adopted to reduce
poverty, continue to elude the international community and governments of developing countries. In 2017, the
World Bank poverty headcount indicates that over 65% of the total population of Sub-Saharan Africa is considered
poor, about 50% of South Asia, and over 10% of Latin America and the Caribbean. This book provides a
comprehensive analysis of poverty, based on Uganda. It is based on a PhD thesis of which I was a principal
supervisor, while my colleagues, Dr. Ranjith Thalanayake and Dr. Guneratne Wickremasinghe were co-
supervisors. A research paper extract from the thesis received the Best Paper Award, at the 2017 Global Tourism
Conference in Malaysia. The need for publishing this book became necessary after a number of invitations from
publishers.

The book, as a pioneer, brings together foreign direct investment (FDI), tourism, economic growth, and
employment, as well as migration, among others, as key poverty reduction foundation variables for developing
countries. The book explores Uganda’s poverty reduction off-track experience since Independence in 1962, when
the nation was set to grow to prosperity. The key specific tributes of this book include first, the FDI Frog-Leap
Theory as a paradigm that explains foreign investment inflows into developing countries. Secondly, the book
provides models based on the Community Capital Absorption Capacity Development framework as a tool for
poverty reduction in developing countries. Although the emphasis of this work is on FDI and poverty reduction,
it contains much that will be of interest to those outside the field of poverty reduction. Indeed, researchers,
academics, and students can find this work useful for conducting research, through a simultaneous equation that
comprises endogenous and exogenous variables employing Vector Autoregressive methods, such as the Vector
Error Correction Mechanism. Specifically, this book is suitable for a number of disciplines which include
business, finance, economics, social sciences and political science.

Associate Professor Nada Kulendran
Victoria University, Melbourne Australia



PREFACE

The invitation to publish this book came from my doctoral studies supervisor, Associate Professor Nada
Kulendran, after receiving communication from Cambridge Scholars Publishing of the need to publish my work.
This was after achieving a Meritorious Pass for my doctoral studies, when a paper extract from my thesis received
a Best Paper Award at the Global Tourism Conference, July 19-22 2017, in Terengganu, Malaysia, GTC 072. At
that time I looked inadequate, and the task was an uphill one. Later, I noted that many developing countries in
Sub-Saharan Africa (SSA) are currently faced with considerably low economic growth rates, and the most
alarming high unemployment levels among the young people that have ever been witnessed, while poverty has
continued to intensify. While, this condition prevails in developing countries, the role of FDI on economic growth,
employment, and poverty, is often assumed to be positively related, with no empirical justification. This
background created the motivation for this book being a pioneer, since there is little or no knowledge of the impact
of FDI on economic growth, employment, and poverty in Uganda. Even in studies of developed and developing
countries in the Association of Southeast Asian Nations (ASEAN) region, and Latin America, which are more
proportionately represented in the empirical research, little attention is paid to the subject of this book.

In particular, considering Uganda as a least developed nation, the population is comprised of 60% youth.!
Annually, there are about 700,000 new entrants from higher institutions into the labour market, while net job
creation is only 10% (MFPED 2013). This causes unemployment among school leavers to stand at a record high
of about 90%. Moreover, it could be expected that FDI projects would create a significant number of jobs for job
seekers, especially youths, who graduate from higher institutions of learning, yet there is no evidence from
MFPED to indicate that the 10% of jobs created in Uganda are due to FDI projects. In Uganda it is often assumed
that economic growth, job creation, and poverty reduction, automatically accrue from FDI-related projects. To
this end, two specific questions arise that this book answers: 1) To what degree has FDI contributed to economic
growth and employment in Uganda? 2) To what extent has FDI led to poverty reduction in Uganda? These
questions created the need for this country-specific book, which examines the role of FDI on economic growth,
employment, and poverty reduction in Uganda.

In addition, although Uganda’s FDI inflows have significantly increased since 1985, some observations are worth
mentioning. First, FDI is shown to have a positive effect on the host economy by accelerating economic growth,
generating employment, and reducing poverty, in the long-run. However, in 2010, out of a total population of 33
million, the insecure non-poor (INP)? were about 13 million, representing 40% of the total population (MFPED
2012). Against this backdrop, UBOS indicates that poverty headcount has increased to 27%, following the Uganda
National Household Survey 2016/17, from 17.7% shown in the 2012/13 surveys. Also, among households headed
by subsistence farmers, the percentage of the poor increased, from 20.3% to 38.2% during the same period.
Second, while this situation is happening in Uganda, empirical findings suggest contrasting findings about the
contribution of FDI to host economies, especially in developing countries. The main reasons for contrasting results
include total factor productivity, explained by the Solow-Swan Model, and other factors explained by the Malign
Model, such as the absorptive capacity of the host nation, crowding out local firms, and capital flight, especially
in regard to market-seeking FDI. Whereas countries expect a positive contribution to their economies, in some
instances a negative relationship has been noted. For example, Attari, Kamal, and Attaria (2011) found a causal
link between FDI and economic growth in the Pakistani economy, as did Athukorala (2003), on the impact of FDI
on Sri Lanka’s economic growth. Conversely, Mucuk and Demirsel’s study (2013) on the effects of FDI on
employment in seven developing countries, revealed contrasting results. FDI increased unemployment in Turkey
and Argentina, but reduced it in Thailand. Further, FDI was positively related to employment in the long-run, but
not in the short-run. As previously indicated, knowledge of the impact of FDI on economic growth, employment,
and poverty, in Uganda is limited, so the key question that this book answers is: what is the impact of FDI on
economic growth, employment, and poverty, in Uganda?

Further, for decades, FDI has been recognized as a tool for economic growth, employment, and poverty reduction.
Considering the reforms, and accelerated FDI inflow increases, the milestones achieved could have had large

I'Youth in Uganda is comprised of the population within the ages 14-30.

2 In Uganda, ‘insecure non-poor’ refers to Ugandans who may not be poor, but who are vulnerable non-poor, and risk sinking
rapidly into poverty if they lose their source of income, especially the employed. The World Bank defines the INP as persons
living above the national poverty line, but on less than twice the national poverty line, distinguished on account of the volatility
of their incomes, and the risk they face of becoming poor in the event of household shocks or economic hardship.
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effects upon economic growth, employment and poverty in Uganda. Even if Uganda was a prosperous nation, a
book would be necessary to explain the role of FDI on economic growth, employment, and poverty. Currently,
PSIS surveys, and a few previous studies, concentrate on the causal relationship between FDI and economic
growth. Based on these studies, it is assumed that foreign investment is positively related to the economy, as well
as employment and poverty. Accordingly, there is a need to test the hypothesis with this book’s key questions:
Further, FDI as a source of physical capital is an important tool for investment and production, and spurs a nation’s
economic growth, thus leading to employment generation and poverty reduction. FDI would be the main source
of capital for developing countries, including Uganda, which are without well-developed capital markets. For
GDP to increase, investments have to increase, especially in the manufacturing sector, and agriculture, which is
the backbone of developing countries. As FDI inflows increase in a nation, GDP, market size and consumption
increase, as do employment, and poverty reduction, in the long-run.

Indeed, since Independence in 1962, Uganda, like other developing countries, joined the race to attract FDI
inflows. After enacting policies such as the reforms that led to the establishment of the Uganda Investment
Authority (UIA), in 1991, and perhaps due to macroeconomic stability and the establishment of policies that
created an environment favorable to investment, Uganda has successfully become a leading favorable FDI
destination in East Africa. Despite the accelerated foreign investment, there is little or no knowledge about the
impact of FDI on economic growth, employment, and poverty, especially in Uganda. Therefore, this book arose
because of a gap in empirical work on the extent and impact of FDI on economic growth, employment, and poverty
in Uganda.

Structure of this book

This book begins by providing a brief introduction on FDI inflows. Following that, the book is comprised of three
parts. Part One presents the theory and economic structure of the book. This part begins in Chapter Two, by
presenting the colonization of Uganda. This is followed by the economic development and FDI inflows into
Uganda during colonialism in Chapter Three. Later, Chapter Four examines the transition of the country’s
economy since Independence, in terms of broad economic indicators and its composition. The chapter provides
an account of the country’s economy since the adoption of economic reforms in the early 1980s, outlining trends
in the growth of Uganda’s socioeconomic indicators. Chapter Five discusses FDI inflows into Uganda by first
indicating the historical background of foreign investments into the country and examining FDI nationalisation
and FDI performance after the reforms, as well as the regulatory framework that provides a pro-investment
environment. Second, the chapter provides an account of FDI inflows since the reforms, and explains the
regulatory framework. Further, Part One presents foreign investment entry and operations in host nations in
Chapter Six. After this, Chapter Seven presents the FDI theories that are presented in three sections. The first
includes the definitions used in this book, followed by a historical background to the FDI phenomena. Later, the
chapter discusses FDI theories in two broad sections: market-based theory, and international political economy
theories. Since this book examines the impact of FDI on poverty in Uganda, the last part of this chapter explains
the economic importance of FDI on host nations. Based on Uganda’s experience and empirical findings, the
chapter identifies what is termed the ‘Frog-Leap’ Theory, and explains FDI in the context of Uganda as a
developing nation. This is due to the firm-home-host-international political economic factors that play a greater
role on FDI inflows to Uganda. This is followed in Chapter Eight by a presention of the economic importance of
FDL

Part One ends by presenting the manner in which the variables employed in this book are modelled. Chapter Nine
is concerned with modelling economic growth, employment, and poverty. The chapter begins by explaining the
background to economic growth, focusing on the Solow-Swan Model, the Mankiw, Romer and Weil (MRW)
Model, and the New Growth Theory (NGT). The chapter explains that, considering these theories, the augmented
Solow-Swan Model (ASSM) is a better theory for explaining economic growth, employment, and poverty. This
is because by augmenting the original Solow-Swan Model, the MRW Model and the NGT are incorporated into
one model. The book finds that ASSM explains that innovations are tools for increasing economic growth, and
employment, and reducing poverty, in the long-run. However, the theory indicates that this is subject to TFP and
a nation’s absorption capacity.

Finally, Part One presents Chapter Ten, which concerns modelling FDI and explanatory variables as a means of
establishing the approaches that can be employed to measure their effects on the dependent variables (economic
growth, employment, and poverty, based on the Solow-Swan Model). The other explanatory variables include
tourism, openness, GE, inflation, human capital, labour force (LF), telecommunications, and civil war. The book
concludes that, firstly, FDI and tourism are foreign flows into developing countries, such as Uganda, which
supplement a nation’s private-sector investment gap, and secondly, the book explains that FDI, tourism, human
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capital, and LF, are factor inputs. Thirdly, the book finds that following the Solow-Swan Model explains that
these factor inputs depend on increasing TFP, so as to benefit a nation positively. Fourthly, the book finds that
telecommunication is an innovation in the Solow-Swan Model, and as such, is a pro-poor technology for a
developing nation such as Uganda. Finally, the chapter finds that openness and inflation are innovations in the
Solow-Swan Model.

Part Two presents the theoretical framework and empirical analysis. This part begins in Chapter Eleven by
presenting the theoretical framework and the scope of the book, and sources of data, and by defining the variables
and their measurement approaches. This is followed by an explanation of the procedure through which the book
was conducted; that is, empirical analysis measuring the impact of FDI and explanatory variables on Uganda’s
economic growth, employment, and poverty. The procedure was comprised of different stages that represent
independent chapters. The first involved testing the time-series properties of the variables, which included
explaining approaches such as the preliminary investigation of the relationship among variables, correlation
analysis, unit root testing, and endogeneity analysis simulation methods. The second procedure presented the
approaches adopted to measure the short-run and long-run relationships among the variables, including ex-ante
forecasting, simultaneous equation specification, and validation approaches. The third procedure involved
simultaneous equation simulation methods, diagnostic approaches, results presentation and interpretation, as well
as Granger causality methods.

Chapter Twelve involves testing the time-series properties. First, all the series is transformed into logarithmic
form, followed by constricting graphs, as a means of deepening the understanding of the relationship among
variables. Later, correlation analysis, trend analysis and endogeneity tests are conducted, followed by unit root,
employing ADF, Phillips-Perron (PP) and the Kwiatkowsiki-Phillips-Schmidt-Shin (KPSS) tests.

Chapter Thirteen estimates the short-run and long-run relationships among the co-integrating vectors employing
Johansen’s Maximum Likelihood (JML) Method. To capture a short-run relationship among the series, the book
first establishes a simultaneous equation. Using VAR, which explicitly uses the JIML Method through the VECM
procedure, short-run relationships are captured, employing F-statistics, or the Wald Chi-square test.

Chapter Fourteen estimates the impact of FDI and other explanatory variables on economic growth, employment,
and poverty in Uganda. The book first examines causality tests among interrelated variables. To capture these
interrelationships, the book employs VECM, a procedure that opens an avenue through which causality can be
tested among variables. The second section involves estimating the simultaneous equation developed in Chapter
Nine, using OLS.

Part Two ends by conducting ex-ante and ex-post forecasting in Chapter Fifteen, based on the systems equation
established by presenting a forecast of the endogenous variables employed in this book. In particular, ex-ante
forecasting is conducted through impulse response and variance decomposition, using the Monte Carlo procedure
via Cholesky-dof adjusted ordering. The book finds that short-run and long-run relationships exist among the
series. Finally, ex-post analysis is conducted. Further, the implications of FDI Frog-Leap Theory are presented in
Chapter Sixteen. Later, factor inputs are noted to be characterised by diminishing returns and low absorption
capacity, due to poverty in developing countries. Accordingly, in Chapter Eighteen, the Community Capital
Absorption Development (CCACD) framework is established as a plausible solution to poverty in a developing
nation such as Uganda. This is followed in Chapter Nineteen by presenting labour migration and brain-drain as
tools for poverty reduction in developing countries. Finally, in Chapter Twenty, the book presents conclusions,
limitations, and areas for further research.
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CHAPTER ONE

INTRODUCTION

Economic growth, employment, and poverty reduction are key concerns for nations across the globe. The need to
increase economic growth, and create jobs, as a means of reducing poverty, is even more crucial for developing
countries. For developing countries, poverty deprives communities of basic human needs, such as food, shelter,
and clothing. Governments are constantly devising ways of reducing poverty in their countries, such as through
increasing domestic revenue, and donor support. However, least-developed countries, such as Uganda, are locked
in a double constraint. First, they have low domestic revenue and donor financial support for infrastructure and
social service delivery. Second, they have low private-sector capital and investment capacity due to poverty. In
this respect, foreign direct investment (FDI) becomes an important source of private finance (Chea 2011, Sy and
Rakotondrazaka 2015, UNCTAD 2015). Arising from the role FDI plays in host nations, global FDI inflows
increased from United States Dollars (USD) 158 billion in 1988, to USD 1,228 billion in 2014, as indicated in
Fig. 1.1.

Figure 1.1 Global FDI Inflows 1988-2014 (USD billions)
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Source: UNCTAD: World Investment Reports (UWIR) 1988-2014

Fig. 1.1 indicates that, though FDI inflows have concentrated in developed countries, the importance of FDI
inflows to developing countries as private capital is undeniable. FDI inflows’ into developed countries increased
from USD 129 billion in 1988 to USD 499 billion in 2014. During the same period, FDI inflows into developing
countries rose from USD 30 billion to USD 681 billion in 2014. Regarding Africa, FDI increased from USD 4.80
billion to USD 54 billion during the period 1988-2014. Also, FDI inflows are increasing in developing countries,
but decreasing to some degree in developed countries.

To attract FDI, developing countries have established pro-investment policies that help firms to open subsidiaries
in all parts of the world with relative ease. In this regard, policy makers in developing countries such as Uganda

3 See Appendix 1.1 for more detail
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attract FDI to accelerate economic growth, job creation, and poverty reduction. This is based on the premise that
FDI is a way of obtaining capital and technology that is not available in the host country (Olusanya 2013).

Efforts to transform Uganda’s economy can be traced to 1900, during colonial times. The British government
provided grants that were used to transform the country from an agrarian society. After Independence in 1962,
economic transformation became the responsibility of the Government of Uganda (GOU). To improve the living
standards of Ugandans, the GOU embarked on economic reforms to attract FDI to enhance economic growth,
increase employment, and reduce poverty. Efforts to attract FDI to Uganda began soon after Independence,
through the enactment of the Foreign Investment (Protection) Act (FIPA) of 1964. These policies culminated in
the signing of the Uganda—India Trade Agreement, which allowed Indians to establish business enterprises in
Uganda. World Bank development indicators revealed that Gross Domestic Product Growth Rate (GDPGR)
increased from 4.1% per annum in 1962 to 7.79% per annum in 1970. Meanwhile, Gross Domestic Product (GDP)
per capita increased from USD 62.02 to USD 133.40 during the same period.

Nevertheless, with a military coup in 1971, and the eventual expulsion of Indians under the 1972 Decree, followed
by international sanctions, earlier efforts to attract FDI became ineffective. GDPGR declined to -2% per annum,
and fell further to -11% in 1979. During the same period, the GDP per capita growth rate declined from 4.56%
per annum to -14.23% per annum. After the overthrow of President Amin in 1979, new initiatives led by the
International Monetary Fund (IMF) and the World Bank were introduced to rescue Uganda from the economic
and social doldrums (Kuteesa et al. 2006, Okidi 2000, Okidi et al. 2005, Reniers 2011). Such initiatives included
the establishment of the UIA, the flotation of the Ugandan Shilling, and rationalisation of tax structures, aimed at
attracting FDI. Since the reforms, FDI inflow increased from USD 30 million in 1985 to USD 1,146.13 million
in 2014,

Despite Uganda’s increasing FDI inflow since the reforms in the early 1980s, most studies have concentrated on
providing evidence of the determinants and contribution of FDI to economic growth in countries such as Uganda,
Nigeria and Tanzania, Kenya and Rwanda. Even in studies of developed and developing countries, in the ASEAN
region and Latin America, which are more proportionately represented in the empirical research, little attention is
paid to the subject of this book. Few studies have explored the impact of FDI on economic growth, employment,
and poverty in Uganda. In this regard, a lacuna exists in empirical work which raised the motivation for this book.
Therefore, the overarching objective of this book is to examine the role of FDI on economic growth, employment,
and poverty reduction in developing countries, with specific reference to Uganda. Specifically, the book firstly
explains the impact of FDI on Uganda’s economic growth, and secondly, identifies the degree to which FDI has
contributed to employment in a country such as Uganda. Further, the book reveals the extent to which FDI has
led to poverty reduction in Uganda.

Through policy implications, the book explains the implications of the Frog-Leap Theory on a developing nation
such as Uganda. Finally, the book provides mechanisms through which a developing nation can reduce poverty
among communities. Specifically, it explains how poverty can be reduced in a developing country. Most
importantly, it introduces the Community Capital Absorption Development (CCACD) framework as a tool for
poverty reduction. Later, the book presents labour migration and brain-drain as tools for poverty reduction in
developing countries.

1.1 Beneficiaries of This Book

Developed countries, such as Britain, and newly industrialised countries like Hong Kong, Singapore, Korea,
Taiwan and Botswana, are often considered to have succeeded in attaining high levels of economic growth by
attracting FDI. These countries experienced a rapid rate of growth through FDI, and Uganda needs to achieve
higher levels of economic growth and employment generation, in order to reduce poverty, and to progress from a
least-developed, highly indebted, poor country, to a middle-income country. This book can be used by a wide
range of sectors in developing countries, such as policy makers, investors, communities, and academics. Firstly,
policy makers; for example, in Uganda, the Ministry of Finance, Planning and Economic Development (MFPED)
and the National Planning Authority (NPA) can find the policy implications of the book useful in formulating
policies for both domestic and foreign investors. To this end, policymakers are encouraged to develop relevant
and effective policies to attract FDI into strategic industries, which benefit communities and help the unemployed
find jobs. Also, through the book, effective pro-investment policies can enable a nation such as Uganda to become
a more favourable destination for FDI and accelerate economic growth, employment, and poverty reduction.

Secondly, the policies in the book can benefit both foreign and local investors, as well as communities. Local
investors benefit through entrepreneurial development arising from FDI spill-over effects, such as technology
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transfer, new skills and know-how, which facilitate the establishment of new projects. Thirdly, the unemployed,
especially the young people, through this book, can either find jobs in FDI-related projects, or in projects
established by local entrepreneurs, thus accelerating economic growth and alleviating the unemployment crisis in
a nation such as Uganda. In the long-run, income and welfare will increase, thus enabling communities, especially
the rural and urban poor, to move out of poverty. Finally, the book adds to knowledge through its empirical
quantitative perspective, which focuses on five endogenous variables. The book explores FDI and its impact on
economic growth, employment, and poverty, in Uganda. Also, it investigates tourism and its impact on Uganda’s
economy. To this end, researchers, academics, and students can find this book useful as a guide for conducting
research, through a simultaneous equation that comprises endogenous and exogenous variables employing Vector
Autoregressive methods, such as Vector Error Correction Mechanism (VECM). Specifically, this book is suitable
for a number of disciplines which include finance and economics, business, social sciences and political science.
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World Intellectual Property Organization

Wholly Owned Enterprises
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