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ABSTRACT 

The aim of the thesis is to analyse the conditions for foreign direct investment in three 

selected neighbouring countries - Uganda, Tanzania and Kenya - in terms of taxes, tax 

incentives and investment environment and find the answer to how it might actually influence 

the FDI inflows. The main focus is on investment taxation in Uganda with its development, 

reforms, current tax rates and tax incentives. The basic tax rates are then compared to the tax 

systems of Uganda´s two neighbours – Kenya and Tanzania – with the intend to find what 

country has the lowest tax burden. Their tax incentives overview is provided as well. 

Furthermore, the market evaluation and the comparative analysis of the investment climate in 

selected countries are carried out to answer the question, why investors should (or should not) 

consider investing in one of the countries. Question how these conditions actually influence 

the foreign direct investment is also part of the thesis. 

 

ABSTRAKT 

 Cílem práce je analyzovat podmínky pro přímé zahraniční investice ve třech vybraných 

sousedních zemích - Ugandě, Tanzánii a Keni - z hlediska daní, daňových pobídek a 

investičního prostředí, a najít odpověď na otázku, jak může být příliv investic tímto ovlivněn. 

Ve středu zájmu je systém zdanění investic v Ugandě, jeho vývoj, reformy, současné daňové 

sazby a daňové pobídky. Základní daňové sazby jsou poté porovnány se sazbami v sousedních 

zemích – Keni a Tanzánii – s cílem najít, která země nabízí nejnižší daňové břemeno. Přehled 

jejich daňových pobídek představuje součást srovnání. Hodnocení trhu a komparativní analýza 

investičního klimatu vybraných zemí se snaží zodpovědět otázku, proč by měli (nebo neměli) 

investoři zvažovat umístění investic právě do jedné z vybraných zemí. Součástí práce je také 

otázka, do jaké míry mohou tyto podmínky příliv přímých zahraničních investic ovlivnit. 
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A. INTRODUCTION 

One of the prime components of economic growth is considered to be capital 

accumulation that is supported through various channels including foreign direct 

investment. Furthermore, since countless developing countries face significant deficits on 

their current account balance, foreign financial resources help to solve the situation and 

thus to ensure their continuous net inflow became a significant part of governments´ 

development strategies. 

According to Todaro (2006), there are two main forms of foreign financial inflows: 

1) public and private development assistance (foreign aid) 

2) private foreign direct and portfolio investment, part of which is foreign 

direct investment (FDI) by multinational corporations. 

Since the above mentioned FDI represents the largest source of foreign financial 

inflows to developing countries, my thesis will focus mainly on this component of foreign 

investment and will try to look at how it might be treated in the Sub-Saharan region and 

how it might be influenced by one of the major government’s instrument - tax policy.  

Taxation is a government’s weapon to increase public revenue and influence 

growth - but the structure of the taxation is crucial – especially in the case of developing 

countries. There are two forces going against each other – first the government’s ambition 

to collect as high revenue as possible - and second the supply side’s negative reaction to 

any increase of the tax burden. That is why it is very important to be able to look at this 

issue from both viewpoints: government’s and tax payers´. 

The aim of the thesis is to focus more on the investors´ viewpoint. 

Why should be investors interested in investing in low-income countries in Sub-Saharan 

Africa? Papers on foreign direct investment declare that when picking a country with 

stable political environment, the investment does not have to necessarily be riskier and it 

can generate higher profits – for example in the period 1995-1998 companies from USA 

registered 23% return on their investment in African developing countries whereas for the 

investment in Asia and Oceania the figure did not exceed 13%. (United Nations, 2004) 

The thesis will try to analyse what are the conditions for foreign direct investment 

in three selected neighbouring countries: Uganda, Tanzania (we will use the short version 

but consider the whole United Republic of Tanzania) and Kenya in terms of taxes, tax 

incentives and investment environment and how it might actually influence the FDI 
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inflows. As summarized in Nathan-MSI Group (2004), the standard economic theory 

indicates that lower tax rates or higher tax benefits can stimulate the investment – however, 

fundamental risks and returns are determined largely by non-tax considerations.  

Nevertheless, for some investments tax considerations can become crucial in 

deciding where to invest, if non-tax fundamentals are similar in several host countries.  

That is why the main method of the thesis will be the comparative analysis and SWOT 

analysis. The aim is to provide an overview of the investment taxation climate for investors 

that might consider investing in one of these three neighbouring countries, finding 

similarities and differences. The regression model will further try to analyze the actual 

importance of investment taxation, market size and investment climate in relation to 

foreign direct investment.  

The thesis is organized as follows: part B will bring the general definitions and 

discussion over FDI and tax incentives in developing countries. Section C will give an 

overview of the quantitative measures. 

How is investment treated in the terms of taxation in the developing country in Sub-

Saharan region will be shown on the case of Uganda – section D brings closer look at how 

the tax system developed and how it taxes business recently.  

Section E will bring the cross-border comparison. The basic tax rates will be 

compared to the tax systems of Uganda´s two neighbours – Kenya and Tanzania – with the 

intend to find what country has the lowest tax burden. Their tax incentives overview will 

be provided as well. Furthermore, the market size and the comparative analysis of the 

investment climate in selected countries will be carried out and the last part of the section 

E will explore which of the factors actually influence the level of FDI in the region. 

Section F will then bring main conclusions. 
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B. GENERAL DEFINITIONS AND CONCEPTS 

1. Tax incentives 

1.1. Definition 

Tax incentives can be basically defined as “any incentives that reduce the tax 

burden of enterprises in order to induce them to invest in particular projects or sectors;” 

(United Nations 2000, p.4). These exemptions to the general tax regime of specific country 

are invented to increase the rate of return of certain investment, to reduce its cost – and 

therefore they are one of the instruments to attract foreign direct investment. There are 

some differences of usage the term tax incentive, however, we will consider tax incentive 

as every incentive that runs through tax system no matter if it is only for foreign investors 

or for every investor willing to enter the market. 

The majority of literature both on foreign direct investment determinants and 

investment incentives however stresses that the tax system and tax incentives is secondary 

in the investors decision, whereas the fundamental factors of the host economy, which 

belong to the non-tax factors, dominates. That is why the message of the economists to 

policy makers in the developing countries is that the design of tax incentives and 

favourable tax climate should not overshadow other policies needed for promoting 

development and growth, which might influence the level of returns and risk for the 

investors.  

  Following section brings an overview of the specific tax incentives that are used to 

reach the desired level of foreign direct investment, discussion over their effects and their 

advantages and disadvantages for the developing countries.  

1.2. Tax incentives classification1 and their pros and cons 

If the tax incentives are not the most important factor that influences investors´ 

decision, why are they so popular in developing countries? OECD (2007) gives the answer 

to the question – it is simply much easier to provide the tax incentives than to correct 

inefficiencies in infrastructure, economic and law institutions or to solve problems with 

unskilled labour. Moreover, incentives do not require an actual expenditure, since tax 

                                                 
1 Based on the classification by United Nations, 2000 
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incentives in developing countries are mainly based on measures like tax holidays or tax 

rate reduction instead of providing direct payments (Blomström and Kokko, 2003). 

However, this point is of course short-sighted since these incentives still mean loss to 

government’s revenues. The main issue about the pros and cons of tax incentives is 

whether their benefits overweigh their costs. Nathan MSI Group (2004) points out that the 

benefits of tax incentives are mainly based on the benefits of FDI that they attract2 and the 

arguments in favour can be based on the externalities or market imperfections. Blomström 

and Kokko (2003) however argue that it is nearly impossible to make reliable calculations 

about the expected future benefits, which should be crucial to determine the level of 

incentive. Moreover, if the investment is based rather on the incentives given than on the 

economic fundamentals of the host country, the investors are likely to move to other 

location if it offers more attractive investment conditions and thus they can leave before 

the benefits to be realized. 

The main requirement for tax incentives is they should be transparent and the 

administration discretion should be minimized. Following discussion bring incentives 

classification and their possible overall effects. 

� Preferential corporate income tax rate 

Foreign investors meeting specific criteria are taxed at lower corporate income tax 

rate than it is set in the general tax regime. From the tax revenues point of view, it is better 

than to reduce the tax within the general regime, since there are lower revenue costs. 

However, Nathan MSI- Group (2004, p. 5-4) argues that it can have higher revenue losses 

than might be apparent since “preferential tax rates open the door for aggressive tax 

planning by companies engaged in multiple businesses.” Nevertheless, preferential tax rate 

is one of the most used tax incentives in developing countries, because it is relatively easy 

to administrate and is less distorting in comparison to other incentives since it does not 

influence various technical decisions.  

� Loss carry forwards 

  This incentive allows investors to carry their losses forward for a specified number 

of years for accounting purposes. This is important mainly for small firms that start their 

business and big projects that are not expected to bring profit at the beginning (United 

                                                 
2 The benefits and costs of FDI will be discussed further in this section. 
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Nations, 2000). However, the possibility to carry forward losses should be limited, because 

then it can support tax evasions.  

� Tax holidays 

 Qualifying newly established firms are for some period of time “protected” from 

paying the corporate income tax (sometimes from even other tax liabilities), however, 

certain tax deductions denial during this period is usually attached. The argument against is 

that together with preferential tax rate they offer biggest advantage to those with high 

profits, that would ironically not even need them (United Nations, 1950, Nathan MSI- 

Group, 2004). Tax holidays are also one of the main cause of transfer pricing and other 

distortions, since they enable firms to shift their transactions or activity to sectors with no 

taxes (Blomström and Kokko, 2003). However, despite being highly criticized tax holidays 

are still one of the most favourite incentives among developing countries mainly due to 

simple administration. 

� Investment allowances 

 This provision allows investors to deduct specified percentage of the new 

investment against the tax base. Level of the corporate income tax thus influences the level 

of the relief, which is not the case of investment tax credits (United Nations, 2000). One of 

the main argument in favour is that it promotes investment in new equipment and 

machinery, on the other hand, beside the foregone tax revenues it can cause excessive 

investment in objects that will not be utilised (OECD, 2007).  

� Investment tax credits 

  Investment credits, as is the case of investment allowances, are set as a specified 

percentage of the qualifying expenditures incurred in the year on targeted capital (flat 

investment tax credits), or in the year in excess of a base that is usually counted as an 

average amount spent on the investment over specified number of years (incremental 

investment tax credits). However, there are a few problems with tax credits – first of all, 

they are useful to firms only if they can be carried backward or forward (as it stands for 

investment allowances) or if the unused amount is refundable in cash in the year earned – 

nevertheless, the latter brings risk of abuse and increase government cost. Second, there 

may be an interaction with the depreciation system, therefore the system has to be adjusted 

and the depreciable base reduced. (United Nations, 2000) 
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� Reduced taxes on dividends and interest paid abroad 

  Lower taxes on dividends and interest remitted abroad intend to attract more FDI, 

however, they might negatively influence investor’s motivation to reinvest the profits 

(OECD 2007). The lower tax the lower benefit the country thus might receive from the 

investment. 

� Preferential treatment of long-term capital gains 

  To encourage the investor to retain funds for longer period of time, this provision 

taxes the long - term capital gains under lowered (usually 50%) rate than the short - term 

capital gains. The minimum period over which the capital (or assets) is required to be held 

is usually from six months to a year (United Nations, 2000). 

� Deductions for qualifying expenses 

 More than full deductions for tax purposes of qualifying expenses are offered to 

those who perform required investment behaviour. For example investments in training, 

research and development or export marketing can be the expenses qualified for more than 

full deduction. This incentive is likely to bring the social benefit in terms of skilled human 

capital or development. This type of provision is also associated with encouragement of 

technology transfer (OECD, 2007) and is supported as beneficial, since through businesses 

they promote other policy objectives (Nathan MSI- Group, 2004). 

� Zero or reduced tariffs 

 Since many developing countries discovered that promote investment through tariff 

protection (and thus import protection) often causes inefficient and distorted industrial 

structure at a high cost, they switched to reduced or zero tariffs incentives (United Nations 

2000). Reduced tariffs reduce the cost of capital equipment import, which in consequence 

decreases the cost of the whole investment. ”Eliminating this burden is fully justified and 

should be viewed as the correction of a tax distortion” (Nathan MSI- Group, 2004). 

� Employment – based deductions 

The employment – based deductions can be carried out through more provisions. 

Government can either offer reduced social security contributions, or provide tax credits or 

allowances according to the number of employees hired. This incentive is viewed as 

beneficial, since it promotes employment. 
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� Tax credits for value addition 

  Through providing tax credit or allowances for value addition processing or net 

local content of outputs (the value of sales minus depreciation of capital equipment, and 

the value of imported raw material and supplies) is considered beneficial as well, since 

government is trying to stimulate domestic production and decrease the export of raw 

commodities (United Nations, 2000). 

� Tax reductions/credits for foreign hard currency earnings 

 One of the benefits the FDI can provide especially to developing countries is 

bringing to their financial markets much needed hard foreign currency. Therefore export 

processing or the service sector is given this tax incentive based on the amount of such 

foreign currency earned. Thus its benefit is that it can help to fill the gap between targeted 

foreign-exchange requirements and those derived from net export earnings together with 

net public foreign aid (Todaro, 2006). 

  

As it results from the classification, there are often further conditions attached to tax 

incentives– such as operate in certain region, reach certain turnover, use technology from 

abroad or employ required number of people to ensure the benefit from the promoted 

investment. 

As mentioned in the United nations´ study The Effects of Taxation on Foreign 

Trade and Investment: “tax incentives must satisfy the additional requirement that the 

benefit sought must demonstrably be worth the financial sacrifice” (United Nations, 1950, 

p.6). The desired benefit should be the contribution to economic development through 

obtaining otherwise inaccessible foreign capital and trade. But what are actually the costs 

and benefits of FDI for developing countries? Why should be government willing to 

“afford” the foreign direct investment? After giving the general definitions, following 

section will bring detailed discussion. 
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2. Foreign direct investment 

2.1. Definition 

 According to the International Monetary Fund (IMF 1993, p.86) along with 

OECD(1999,p.7)3, foreign direct investment is defined as „the objective of obtaining a 

lasting interest by a resident entity in one economy (‘direct investor’) in an entity resident 

in an economy other than that of the investor (‘direct investment enterprise‘). The lasting 

interest implies the existence of a long-term relationship between the direct investor and 

the enterprise and a significant degree of influence on the management.“  

However, closer specification of the “lasting interest” based on the condition of 

significant influence on the company’s decisions is debatable. IMF and OECD definition 

for FDI sets the percentage threshold for the ownership at the level of 10%. As Zhan 

(2006) argues, this percentage of the company’s ownership does not ensure the investor 

significant influence in the company and on the contrary does not imply that any lower 

percentage will automatically prevent the investor from gaining this influence. Even 5% of 

the ownership can result in the important power over the local firm, since the transnational 

corporation can own the key technology. However, increasing number of countries accept 

this 10% threshold to reach the global consistency. 

Three components specify which capital flows between the parent company and 

affiliates in other economies should be reported as FDI:  

� Equity capital – new equity from the parent company based in the home country to 

its affiliate based in the host country 

� Reinvested earnings – earnings of the subsidiary not distributed to the 

shareholders but reinvested into the company 

� Intra-company loans – long or short-term net loans from the parent company. 

These components are the only ones to be reported as FDI, since from the definition stems 

that FDI statistics should cover “all enterprises in which the direct investor has directly 

and indirectly a direct investment interest.”(OECD 1999, p.10) 

 Important characteristic of FDI, which makes it different from foreign portfolio 

investment, is that it is undertaken with the intention of gaining the control and managing 

the asset. 

                                                 
3  the OECD 1999: Detailed Benchmark Definition of Foreign Direct Investment adopted the concept of 

direct investment given in IMF 1993 
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2.2. FDI in developing countries: benefits and costs 

As it was already mentioned, attracting foreign direct investment through fiscal 

policies is costly for the host country government. Why should governments of developing 

countries be willing to afford it and welcome and promote FDI?  

There exist many points of view on the benefit of foreign direct investment, but as Todaro 

(2006) points out, the main controversy over the pros and contras of FDI stems from 

“fundamental economic and social meaning of development as it relates to the diverse 

activities of multinational corporations.”(Todaro 2006, p.710)4 The core of the 

controversy is thus different conceptions of the nature, style and character of the sought-

after development process. 

Detailed list of pros and contras from the point of view of the host developing 

country can be summarized as follows: 

� Benefits of FDI 

The arguments in favour of FDI are based mainly in the traditional neoclassical and 

new growth theory analysis of the factors that determine the economic growth. One way 

how to summarize and present the benefits of FDI is the four-gap filling concept (Todaro, 

2006).  

1.  First of all, the mostly used contribution of FDI to GDP appears to be the 

“savings-investment gap filler”, since FDI inflows help to increase domestic investment 

(Abdulai, 2007). So, if the domestic supply of government revenue, savings, foreign 

exchange and the human capital skills on one hand and the level of resources required for 

the target level of growth and development on the other hand do not equal, foreign direct 

investment is one of the filling instrument for this gap. 

Therefore FDI is beneficial, because it helps to achieve the target rate of growth. 

Blomström and Kokko (2003) present several empirical studies that investment inflows 

had significant contribution to economic growth in host countries. 

2. Another positive contribution of FDI to developing countries is its role in 

alleviating the deficit on the balance of payments current account. This is another “gap-

filling” function of GDP, in this case it is gap between targeted foreign-exchange 

requirements and those derived from net export earnings together with net public foreign 

                                                 
4 Term “Multinational corporations” used by Todaro and Smith equals by the definition to the term 

“Transnational corporations” used in terms of FDI by IMF, UNCTAD and other international organizations. 
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aid. Todaro (2006) points out, that FDI can even remove the deficit over time provided that 

the multinational corporations (MNCs) can produce net positive flow of export earnings. 

Nevertheless, he also warns that if there is import substitution with protective tariffs and 

quota walls in the host country, establishing the MNCs´ subsidiaries under these conditions 

can result in a net worsening of the current and capital balances. This would be caused by 

capital equipment and intermediate products importation on one hand and the repatriated 

profits, management fees, interest on private loans and royalty payments outflow – 

therefore outflow of the foreign exchange – on the other hand. Furthermore, significant 

share of foreign-owned enterprises focuses on labour intensive, value adding production 

for further export, which ensures poor amount of foreign exchange to the host economy.  

On the other hand, labour intensive production ensures increase in employment 

(Blomström and Kokko, 2003). 

3. Third argument in favour of FDI asserts that FDI can act in reaching the targeted 

(or at least additional) tax revenue (IFC, 1997). Locally raised taxes in developing 

countries generate far from desired level of government revenues, hence taxing the foreign 

direct investment together with motivating the projects to be carried out in certain areas (by 

financial participation such as tax incentives discussed above) the government gains higher 

tax revenues together with better allocation of the public resources. 

4. Finally, there is a last gap that is said to be filled by FDI – Todaro (2006) 

presents this gap as a gap in management, entrepreneurship, technology and skills. FDI in 

this case brings management skills, entrepreneurship abilities and technological knowledge 

in the developing countries (Abdulai, 2007). Usually by process of learning by doing or 

specific training programs, the foreign firms teach local managers how to gain contacts 

abroad, create alternative sources of supply, help to diversify the market and provide them 

with all different kinds of other knowledge such as international marketing practices or 

modern technological skills. Blomström and Kokko (2003) present similar point of view 

with addition that the technology knowledge can positively affect productivity of local 

firms – both those cooperating with multinational affiliates and those being simply forced 

to by increased competition. Capital – poor developing countries thanks to FDI gain also 

trained human capital. 
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� Costs of FDI 

The arguments against these four gap fillings on the contrary stress the widening 

gaps problems, that can foreign direct investment actually cause, and can be divided into 

two main groups: economic and ideological arguments (Todaro 2006). 

Economic arguments follow the four gap pro-arguments and point out following 

drawbacks: 

1. Despite the capital that multinational corporations bring to developing countries, 

they also distort competition through exclusive agreements with host governments and 

supply domestic income to low income groups with low saving potential. Moreover, they 

prevent local companies from expansion through intermediate products supply, since 

multinationals usually import these goods from partners overseas (Todaro, 2006). Finally 

they fail in reinvesting most of their profits and since they generate major of their capital in 

the host country itself, they can cause some crowding out of investment of local firms. The 

discussion above therefore implies that supporting FDI might result in decreasing the level 

of domestic savings and investment.  

 As far as “crowding out” of investment is concerned, IFC (1997) presents an 

empirical study conducted on 69 developing countries by Borenzstein, de Georgio and Lee 

in 1995, that FDI worked the opposite direction – instead of crowding out the investment, 

it seemed to supplement it and stimulated the economic growth. 

2. The aim to increase the level of foreign exchange earnings can have contrary effect 

in the long run (Todaro 2006). Significant import of intermediate products and capital 

goods may result in reducing the foreign-exchange revenue on current account; repatriation 

of profits, management fees, interest and other funds may moreover worsen the capital 

account (South Centre,1997). 

3. Despite the fact that it brings a certain tax revenue contribution, foreign direct 

investment however contributes to public revenue only in limited amount because of all 

kinds of tax incentives, transfer pricing, public subsidies and other privileges offered by 

the host government. 

4. The skills and technological knowledge can eventually bring only a small 

contribution to the host country’s development, since they might help the foreign-owned 

firms to gain dominance in the local market and thus inhibit the growth of local 

entrepreneurship (South Centre, 1997).  
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 Moreover, according to Todaro (2006), development countries recently raised 

several objections of more fundamental character. The impact of MNCs is believed to be 

uneven with the tendency to intensify income inequalities, focus resources on modern 

technology products demanded by only small group of local elite and foreign customers 

and due to MNCs´ location drive already substantial rural-urban migration. This leads to 

accelerating the imbalance of economic opportunities in the cities and rural areas. There is 

also a fear at the political level that MNCs may gain such power over the domestic market 

to be able to influence the political decisions (IFC, 1997).  

 As shown on summary of empirical studies by South Centre (1997), developing 

countries should welcome FDI, but be aware of its costs and still keep certain restrictions. 

C. QUANTITATIVE MEASURES 

1. Tax rate measures 

 The ability to evaluate the real ratio of taxation – in the case of investment taxation 

especially – helps to reveal how the tax policy actually burdens the investments and how 

much it might distort the investment decisions. For this purpose, various quantitative tax 

indicators are used, which are not only a way to asses the tax burden and thus the tax 

system as such but also enable to carry out a cross – border comparison of the level of the 

tax burden in selected countries. 

There are several methods to estimate and present the tax rate depending on to what extent 

they measure the tax burden and what factors they incorporate, nevertheless, for 

comparative analysis of business taxation, following measures are usually used: 

1) Statutory tax rate  

Statutory tax rate is the rate imposed by tax law. It is the simplest measure of the 

corporate taxation and presents nothing but the percentage of the defined tax base the 

taxpayer is supposed to pay. As it does not say anything about tax offsets, allowances, 

deductions etc., its application for cross-border comparison is limited. However, statutory 

corporate income tax rate is important for shifting of the multinational firms´ profits.   

2) Effective tax rate 

The effective tax rate shows the percentage of the income a taxpayer really pays 

when all other government tax offsets, deductions, allowances etc. are taken into account. 

It is the total amount of taxes payable divided by total income. There are more types of 

effective tax rates, here are two to be mentioned: 
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� Total tax rate (TTR) 

This measure includes in its calculation all the taxes and contributions that are paid 

by company such as property taxes, labour taxes and contributions, sales taxes and other 

taxes, as well as corporate income tax.5 It is another measure trying to show the real tax 

rate that is actually paid from the corporate income and, more importantly, to compare the 

rate among various countries all over the world. Total tax rate measure is used in the 

Paying taxes 2008: Global view study by World Bank and PricewaterhouseCoopers, where 

hypothetical company is established and standardized assumptions about its form, size, 

operations, turnover etc. are made. The study then defines the total tax rate as “the amount 

of taxes and mandatory contributions payable by the business in the second year of 

operation, expressed as a share of commercial profits.”
6
 

� Marginal effective tax rate (METR) 

METR is a specific measure from the effective tax rates category that is able to 

show the effect of tax rate and tax base on the investment decision. It integrates effects of 

various economic variables including the effect of statutory tax rate, tax incentives and 

“various industry – specific and economy – wide factors interacting with these taxes” 

(Reinikka 1999, p.3). Hypothetical investment that breaks even (marginal investment) is 

analyzed, pre-tax required rate of return and post-tax required rate of return is found and 

the proportionate difference between the two gives the marginal effective tax rate. It reflect 

the effects of tax incentives, however, we cannot use this tool in our comparative analysis, 

since for the selected countries different calculations in different papers were used that do 

not enable to form cross border comparison. 

2. FDI measures 

FDI statistics gained great importance because of its economic significance and 

social influence, since the analysis helps the policy makers to create adequate policies and 

strategies for development. Moreover, the statistics serve as an indicator of global and 

regional economic trends together with the level of globalization. However, the process 

                                                 
5 That means that TTR calculation includes only taxes borne by the company-those that represent cost to the 

company, not those that are only collected by the company such as i.e.taxes deducted from employees´ 

salaries 
6 For the specific assumptions about the company together with other details of the Paying taxes 2008 study  

as defined by Pricewaterhouse Coopers see the Appendix I 
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from collecting to reporting the data so that it brings the best picture of the reality still 

represents challenge for both the countries and international organizations.7  

2.1. FDI measures – general guideline 

Statistical data about FDI are usually reported as FDI flows and FDI stocks. They 

are further defined by OECD (1999).  

� FDI flows  

FDI flows represent the new investment made during the period. For subsidiaries 

and associates it is sum of their share capital and reserves (including retained profits) 

attributable to the direct investor, loans, trade credit and debt securities due to the direct 

investor less the loans, trade credits and debt securities due from the direct investor.  

For branches, FDI flow is the increase in unremitted profits plus the net increase in funds 

received from the direct investor – measured as the increase in the net worth of the 

enterprise to the investor less increases (net of decreases) due to revaluations and 

exchange rate movements. (OECD, 1999,p.16) 

� FDI stocks  

FDI stocks include the value of capital and reserves together with net indebtness 

at the end of the period. More specifically, for subsidiaries and affiliates, it is represented 

by the sum of the share value of their capital and reserves (together with retained profits) 

attributable to the parent enterprise (which equals to total assets less total liabilities) and 

the net indebtedness of the subsidiary or affiliate to the parent firm. For branches, it is 

represented by the value of fixed assets and the value of current assets and investments. 

Amounts due from the parent company and liabilities to third parties are excluded. 

FDI statistics are further specified as: 

� FDI inward, which represents the investment provided by the foreigners to 

host country’s enterprises, 

� FDI outward, which is the investment by entities resident in the host 

economy to their foreign affiliates. (UNCTAD 2005)  

 For our purposes to evaluate the attractiveness of the system for the foreign direct 

investment, we will use data on FDI flows gained from UNCTAD database, that presents 

data on the net basis – FDI inflows less FDI outflows. 

                                                 
7 International organizations IMF and OECD are broadly respected to set the measurement standards for FDI 

statistics 
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Nevertheless, before analyzing this data, there are significant issues that should be 

considered in terms of data reliability and objectivity. Following section brings 

discussion over the problems with FDI statistics.  

2.2. FDI statistics – practical difficulties   

The process of collecting and reporting FDI data faces several difficulties and thus 

it may generate inconsistent numbers. Zhan (2006) mentions classic example that 

demonstrates the inconsistencies in FDI statistics that is based on comparing total FDI 

inflows reported by recipient countries and total FDI outflows reported by the “donors” 

countries. Ideally it should be zero, reality in 2000 showed difference over $150 

(UNCTAD 2005). What is the cause? 

 Apart from differences stemming from the FDI definition (i.e. lasting interest), 

some countries may lack human and institutional capacity and find it difficult to follow 

IMF strict guideline. (South Centre, 1997). Moreover, countries differ in FDI regulatory 

framework thus they may use different data collection methods and follow different data 

processing and reporting standards. The nowadays´ most frequently used data collection 

method is balance of payments approach where data are collected primarily from foreign 

exchange records of the country’s central bank. The commonly used system for this 

approach is called the International Transactions Reporting System (ITRS) and involves 

taking data from cash 

transactions forms submitted to the central bank by companies. This method is popular 

since many countries already follow other balance of payments statistics; furthermore the 

data are easily available in the central bank’s records and thus no or very little additional 

research is required (Zhan 2006).  

However, South centre (1997) study shows the limits of this method on following 

example: subsidiary firm may in a certain year earn no profit but may borrow funds in the 

host country to invest in plant or machinery or to finance the increase in stock. It is an 

investment that should be generally reported as FDI, but it will be excluded from the FDI 

statistics since it does not belong to the balance of payments transactions. In general, 

significant portion of FDI does not include cross-border capital transactions such as 

reinvested earnings, equity provided in form of machinery and intra- company indebtness 

and therefore they cannot be traced under the ITRS method (UNCTAD 2005). Zhan (2006) 

also warns that this method can bring problems in calculating FDI stocks. Frequent method 
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of calculating FDI stocks is to sum the time series FDI flows data that were gained from 

the balance of payments system and because of the historical costs figures, this procedure 

may generate unrepresentative value of assets. 

Other methods of data collection apart from balance of payment approach are 

administrative approach and survey approach. Administrative approach gathers FDI 

information from the country’s administrative sources like tax revenue forms, approvals 

for investment projects from foreign entities or for example information from statistical 

authorities (UNCTAD 2005). Its advantage is that it uses the administrative operations that 

have to be realized anyways, on the other hand most data are not collected for balance of 

payments purposes and thus might not contain the details required by the international 

standards. Moreover, the approved investments might not equal the investment 

implemented, so the FDI numbers might be overestimated.  

The survey approach is according to Zhan (2006) the best approach since through 

periodical surveys it is possible to get information on parts of FDI that fluctuate every year 

(i.e. reinvested earnings or revaluation of capital goods) and bank does not have any 

instruments how to adjust them. UNCTAD (2005) however points out that this method 

performs inefficiency in terms of inability to follow all companies that pursue FDI 

transaction. Moreover, for example for our selected countries it is impossible to use this 

approach since it is very expensive. 

Behind the statistical numbers there are other issues that cause inconsistent and 

unrealistic levels of FDI – and that is so called round–tripping and trans–shipping of 

investments.  

Round-tripping means transferring funds by companies from the domestic economy back 

to the domestic economy via a “proxy country“ and thus make a false contribution to the 

FDI level. The “double transfer” usually runs through a foreign affiliate and gives 

companies in domestic economy the possibility to enjoy all kinds of incentives from the 

local governments (UNCTAD 2005). This process does not generate any net inflows of 

capital, however, unjustifiably increases FDI statistics. 

Another already mentioned issue is so called “trans-shipping”, which contains transferring 

assets to special purpose entities (SPEs) based in another economy that of the assets origin 

due to more generous tax policies with no contribution to the recipient economy. 

Afterwards, funds are transmitted to be invested in a third economy. Unfortunately, current 

accounting method for FDI statistics cannot reveal such activities, which may represent 
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large portion of both FDI inflows and outflows and distort the analysis of FDI impact on 

the host country’s economy (Zhan 2006).  

Since we analyze FDI statistics in developing countries, where the opportunities to 

measure FDI the way it reveals the real trend are even more limited, it is good to bare these 

limits in mind, although we cannot define, what portion of FDI it actually represents.  
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D. BUSINESS TAXATION IN SUB – SAHARAN AFRICA:  

CASE STUDY OF UGANDA 

This section brings overview of the Ugandan tax system with its development, 

reforms, current tax rates and tax incentives. It will show the impact of the reform on the 

tax revenues and attractiveness of the country for foreign investors. News and changes in 

the current system will be presented as well to evaluate the direction of the fiscal policies. 

Tax systems will be analyzed only in terms of business taxation that is why only taxes and 

incentives incorporated with investment will be included. 

1. Overview of the Uganda’s tax reform 

Tax system, its policy and tax administration in Uganda embarked many significant 

changes since 1990´s. It was a must because of the shape of the system at the end of the 

1980´s: poor tax revenue, (according to Ayoki (2004) only 6,5% of the GDP in the fiscal 

year 1989/1990), significantly import-dependent tax composition and narrow tax base did 

not give any solid investment environment or possibility for further development. The 

shape of the tax system was caused mainly by following factors: 

• imbalance in the public and private sector size and thus in the tax base 

contribution together with large informal sector and low productivity 

• wide tax exemptions that left the door open for the tax avoidance 

• inconsistency in tax provisions and tax law  

• high tax rate and tariffs of prohibitive character 

• space for subjectivity because of numerous tax provisions vaguely defined 

and thus space for corruption 

• absence of the independent arbitration in the case of tax dispute 

• poor standard of tax administration, low tax effort, low record keeping 

effort on the corporate side (Reinikka 1999). 

Tax reforms were thus more than needed. 

 Thanks to president Museveni, who was elected in 1986 and his democratic and 

international-orientated governance the environment for tax reforms was favourable. The 

reforming efforts were moreover supervised by international financial institutions with 

which Uganda signed economic structuring agreements. (Kayaga, 2007) 
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According to (Kaweesa, 2004) the key tax reform objectives were: 

1. Broadening the tax base by fostering the taxation of the “hard-to-tax”  

2. Increasing the effectiveness of the tax administration to increase tax revenues 

3. Cutting the administration cost and achieving the efficiency of the system 

4. Reaching the fairness and equity in the tax system by reducing tax burden and thus 

enhancing the level of tax compliance 

5. Promoting private investment together with FDI. 

These objectives were carried out by the following actions. 

1.1. Establishing URA and simplifying the tax administration 

Inspired by Ghana’s example one of the first important steps for Uganda’s recent 

tax system was establishing a semi-autonomous tax revenue authority Uganda Revenue 

Agency (URA) in September 1991(Reinikka 1999). Prior to 1991 the tax collection was a 

full responsibility of the Ministry of Finance, which performed unfavourable political 

interference in tax matters. Furthermore, as a result of heavy taxation of only small 

proportion of taxable resources and government’s corruption, attitude to taxes in general 

was strongly negative. 

The semi-autonomous authority started regaining credit in tax issues. First, it has 

organized education programs for tax payers and has performed proactive approach in 

informing about taxes.8 Moreover, being outside the civil service, it has been able to attract 

more qualified employees by higher wages. (Reinikka 2001) 

Under the Uganda Revenue Agency, the administration has been simplified. The 

registration process has been modernized to cut the time spent on the process and thus 

costs both for taxpayers and tax collectors. For all tax purposes one Tax Identification 

Number (TIN) was introduced and the tax payer can apply for it in any revenue office. No 

extra fees are charged for TIN together with income tax and VAT reference numbers 

(Kaweesa, 2004). 

Moreover, the exclusive position of Uganda Commercial Bank only through which 

the tax payment could be made prior to the reform was abolished and other Commercial 

                                                 
8 Among other ways how to inform and educate its taxpayers, URA issues its own online Cartoon Education 

Magazine : Acul Ocolo (Tax Payer), where the tax advisor gives advice to people about their taxes.  

Cartoon fans or those interested in fun methods of education see Appendix II  
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Banks were authorized to collect the taxes as well. Currently the tax payers can chose from 

ten authorized banks operating through numerous branches throughout Uganda (Kaweesa, 

2004).  

1.2. Introducing new laws and arbitration mechanism 

In 1997, to increase the tax administration effectiveness together with the taxpayer 

compliance, the Income Tax Act was introduced. It broadened the definition of taxable 

income and was supposed to substitute the Income Tax Decree from 1974 that gave too 

much space for subjective interpretation and was hard to comprehend (Kayaga, 2007). 

Besides, the new law for treating not only foreign direct investment – Investment 

Code – came into force in 1991. It replaced its former inefficient versions Foreign 

Investments Protection Act from 1964, the Foreign Investments Protection Regulations 

from 1965 and the Foreign Investments Decree from 1977 (IBFD Tax Treaties Database). 

As a part of this act, Uganda Investment Authority was thereby set up to facilitate the 

private sector investment in Uganda.  

Moreover, the Tax Appeals Tribunal under Tax Appeals Tribunal Act in 1997 was 

established and thus enabled tax payers to object in the case of the tax dispute 

(Ayoki,2005). When not being satisfied with the decision of the Commissioner General, 

the tax payer can appeal to the Tax Appeals Tribunal, which embodies independent 

mechanism of justice. This mechanism has been missing prior to the Tax Appeals Tribunal 

establishment. 

1.3. Updating the tax structure 

Another part of the reform was to change the tax structure to make more 

comprehensive and match it with the recent economic requirements. One of the changes 

was replacing the tax on services – commercial transaction levy (CTL) and the sales tax 

with newly introduced value added tax (VAT) in 1996. VAT was imposed on both imports 

and local products (Kaweesa, 2004).  

The imposition of more effective 17% flat VAT rate aimed to broaden the tax base, since it 

is harder to be evaded, and to bring more fairness in the import and export sector, since the 

former sales tax was imposed only on manufacturers (Kayaga, 2007). It was perceived to 

have higher revenue potential in comparison to sales tax and the potential to reduce or 

eliminate the cascading effect (paying tax upon tax) of sales tax (Ayoki, 2005,p.11). Under 
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the VAT system, it is also easier to vindicate the stated amounts, because it is supervised 

by various audits (Ayoki, 2004). 

Furthermore, several outdated provision regarding Income, Customs and Excise Tax were 

repealed and new ones created to follow the current economic and technological 

trends(Kaweesa, 2004). The vaguely defined tax exemptions were nearly all abolished 

together with the power of Minister to exempt. For example tax holidays, introduced under 

the Investment Code in 1991, were cancelled in 1996. However, tax incentives changed 

accordingly to compensate the abolished tax holidays – special system of capital 

deductions and allowances came into force under the Income Tax Act in 1997 (Kaweesa, 

2004). 

1.4. Rationalizing the tax rates and tariffs 

As one of the reform objectives was to attract and promote investment, the 

discriminatory and extremely highly set up tax rates and tariffs had to be decreased. 

Following table shows the significant cut in the rates:  

Table 1: Uganda tax rates: Before and after the reform 

  Previously After the reform Changed/ in force since 

Income tax       

      -Company 60% 30% 1994 

      -Mining 

Corporations 60% 25-45% 1997 

      -Individual       10-70% 10-30% 1994 

Import duty maximum 200% 0%,7%,15% 1998 

    

(Comesa 

0%,4%,6%) 1998 

Excise duty maximum 50% 0%, 10% 1999 

Sales tax maximum 50% abolished 1996 

CTL maximum 15% abolished 1996 

Value Added Tax not in force 0%, 17% 1996 

Export Tax 30% abolished 1993 

Source: Kaweesa 2004 

Comesa= The Common Market for Eastern and Southern Africa 

The new level of the tax rates and tariffs significantly reduced the tax burden, 

which increased the taxpayers´ compliance. The corporate income tax rate dropped to 30%, 

trade protectionism with heavily burdened imports was diminished and export tax 
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abolished. However, during the time the rates of excise duty on the traditional excise duty 

products such as beer, sodas, cigarettes or spirits were increased. 

2. The results of the tax reform 

The tax reform in terms of simplified tax structure, reasonably decreased tax rates 

backed up by the new Income Tax Act and semi-autonomous tax revenue authority 

eventually helped to make the system more effective and increase the tax revenues. Due to 

significant reductions in discretionary incentives and exemptions as well as clearer 

definitions in the tax code that reduced space for individual interpretation, the target to 

broaden the tax base was fulfilled. As Ayoki (2004) points out, another contribution to the 

significant increase in the tax revenues after the reform was the overall growth in the 

economy and especially in the sectors being more easily taxable - urban and commercial 

sector. 

According to URA, the tax revenues in the fiscal year 1990/1991 equalled 180,5 

million Ushs, whereas after 6 years of reforms the amount increased to 821,5 million and 

in 2004/2005 it reached 1,83 billion of Ushs. If the tax revenues are analysed as a 

percentage of GDP, the numbers are however much less promising. 

 Graph 1: Tax revenue in Uganda as % of GDP 
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   Source: Uganda Tax Revenue Authority, www.ugrevenue.com 
  

As can be seen from the graph, at the beginning of the reforms in 1990/91, the tax 

revenues equalled 7.82 % of GDP. During the reforming period URA managed to increase 

this ratio up to 12.33 % in 1996/1997. But, since then the percentage has stagnated around 

12% of GDP. Fjeldstad (2005) points out that it is because URA fulfilled its targets only 
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few years after the reform and than failed to continue, corruption being one of the major 

reasons of URA`s failure. “In March 2003 the former Commissioner General of the URA, 

Annebritt Aslund, listed corruption as ‘problem number one’ in the organization“ 

Fjeldstad (2005). 

Nonetheless, the tax reform is being evaluated as a story of success as far as tax 

incentives are concerned (i.e. Nathan-MSI Group, 2004 or OECD, 2007). As already 

mentioned, all new tax holidays were cancelled during the reform and instead, uniform 

30% corporation tax was implemented. Generous capital allowances were offered to all 

investors including 50% - 70% initial allowance for plant and machinery and rapid write – 

off of the balance. Loss can be carried forward without any limits. The elimination of the 

selective tax incentives and replacing them by general ones also made the investment 

licensing administratively more effective and followed the general recommendations in 

terms of incentives design - it performed more “broad-based” approach and accepted the 

possibility for the investors to carry their losses forward. (The question is whether it is 

efficient to offer the unlimited period of time, since in case of big projects it might 

represent significant losses to tax revenues)   

How the reform from 1997 influenced the FDI inflows?  

 Graph 2 shows net FDI inflows to the country.  

 Graph 2: FDI inflows to Uganda, 1990 - 2006 
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 Source: UNCTAD 

 After 1997, the level of FDI grew favourably and from 2001 to 2006 it even 

increased by more than 100%. The success of the reform in terms of significant FDI 

increase can be made more “obvious” than the graph before and after 1997 shows, if the 

difference between the level of FDI is presented as the average of three years before the 
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reform and three years after. If it is calculated this way, the FDI inflows increased from the 

average of 84,3 millions US$ in 1994-6 to 151,3 US$ , which makes the increase equal to 

magical 79,4%. As Obwona (2004) points out, the rapid increase of FDI inflows was also 

caused by ongoing privatization of public sector in later 90´s. To foreign investors 

interested in participating in the privatization process special tax incentives were offered, 

which of course increased Uganda’s attractiveness for foreign investment. However, being 

created especially for the privatization purpose, most of the particular tax incentives were 

eliminated or rationalized since then.  

3. Recent tax structure overview 

There are two groups of taxes in Uganda following the common tax grouping 

pattern – direct and indirect taxes. Direct taxes burdening the investment are mainly 

corporation tax, rental income tax, withholding tax and stamp duty. Value added tax, 

excise tax and customs duty belong to the group of indirect taxes. 

In this section the taxes and duties mentioned above will be discussed in more 

detail according to what they refer to – that is why this section is divided into following 

subsections:  

� corporate income taxation 

� treatment of dividends, interest and royalties  

� capital related taxation 

� taxes on goods, services and transactions 

� stamp duty and taxes on the formation of a company 

3.1. Corporate Income Taxation 

The corporate income is taxed under corporation tax. In general, the corporation tax 

rate is 30% both for resident and non-resident corporations. Nevertheless branches of non-

resident corporations are in addition subject to branch profit tax at rate 15% on the 

repatriated income. According to Income Tax Act, cap. 340, Part IX, branch is defined as: 

� “a place where a person is carrying on business through an agent, other than a 

general agent of independent status acting in the ordinary course of business as 

such;  

� a place where a person has, is using, or is installing substantial equipment or 

substantial machinery; or 
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� a place where a person is engaged in a construction, assembly, or installation 

project for 90 days or more, including a place where a person is conducting 

supervisory activities in relation to such a project” 

The corporate income includes also for example rental income earned by an owner 

of property other than individual as is taxed under the corporate income tax. 

There are also some exemptions that are taxed under other than 30% corporation tax rate. 

First it is corporations focused on certain field of business: for example operators 

embarking goods in Uganda are taxed at the rate of 2%, non-resident telecommunications 

and direct–to–home pay television services – they are subject to 5% income tax rate. 

Mining companies are taxed at the rates ranging from 25% to 45% depending on what is 

the company’s ratio of chargeable income to gross revenue in the year of income. 

Second, corporations (both resident and non-resident) with gross turnover below 50 

million UShs are taxed under different conditions: 

Table 2 :Corporate income tax rate according to gross turnover 

Gross turnover Tax 

 

Less than UShs 5 million 

 

Nil 

 

UShs 5 million - UShs 20 million 

 

UShs 100,000 

 

UShs 20 million - UShs 30 million 

Lower of UShs 250,000or 1% of gross 

turnover 

 

UShs 30 million - UShs 40 million 

Lower of UShs 350,000 or 1% of gross 

turnover 

 

UShs 40 million - UShs 50 million 

Lower of UShs 450,000 or 1% of gross 

turnover 

Source: Income Tax Act, cap. 340, Second schedule 

 

Resident small corporations with gross annual turnover between UShs 5 million 

and UShs 50 million are moreover not allowed to use deductions for expenditure or losses 

in the creation of their income.  

The exception to this provision are small business taxpayers who provide medical, dental, 

architectural, engineering, accounting, legal or other professional services, public 

entertainment services, public utility services or construction services, or those who chose 

to file the annual income tax return. 
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Following table shows an overview of capital deductions as form of tax incentives for both 

domestic and foreign investors that decrease the chargeable income: 

Table 3: Capital deductions in Uganda 

Industrial 

Buildings / Hotels 

Plant and 

machinery   

(Initial allowance) 

Plant, machinery 

and Vehicles 

Commercial 

Buildings 

Initial allowance 20% 

 

Entebbe,Jinja, 

Kampala,Namanve, 

Njeru 50% 

 

 

(annual allowance, 

reducing balance) 

20% to 40 % 

 

(straight line basis) 

5% 

 

 

Annual write-down 

allowance (straight 

line) 5% 

 

Other areas 75% 

   

Source: Income Tax Act, cap.340, Sixth Schedule& Part IV 

3.2. Treatment of dividends, interests and royalties 

According to the Income Tax Act, Cap 340, section 118, dividends paid by a 

resident company to a resident shareholder that controls directly or indirectly 25% of the 

voting power or more are exempt from the withholding tax. In the case that less than 25% 

of the voting power is controlled, the payment of dividend to resident shareholder is a 

subject to 15% withholding tax, which is in the case of individual shareholders a final tax. 

The same rate of tax applies to the payment of dividend to non-residents no matter what 

percentage is controlled (section 83). 

Withholding tax at the rate of 15% is levied on interest payable to residents. This is a final 

tax in the case of resident individuals. In the case of foreign interest, it will be included in 

the taxable income but for any foreign tax paid thereon there will be given a tax credit. The 

same rate of 15% withholding tax is levied on the interest payable to non-residents, which 

represents the final tax. 

  In the case of royalties, royalties payments to residents are part of taxable income. 

Foreign royalty payment is included in the taxable income, but for any foreign tax paid 

thereon there will be given a tax credit. Royalties payable to non-residents are taxed at the 

rate of 15%.  
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3.3. Capital related taxation  

Taxation related to capital can be divided into capital gains and capital taxation.  

� Capital gains taxation 

There is no special tax legislation in Uganda for capital gains, capital gains from business 

are taxed under the Income Tax Act. Capital gains accrued prior to 1 April 1998 are not 

taxable, in other cases tax at the rate of 30% is applied. Chargeable assets include non 

depreciable business assets and non capital gains on private assets. When it comes to 

chargeable gain, disposal proceeds less indexed cost or the market value as at 31 March 

1998 (PricewaterhouseCoopers,2008). 

� Capital taxation 

In the case of capital taxation, local government property tax is levied. Local 

authority levies the tax on the rateable value of land in its municipality. If the land is 

possessed by government, by the local authority, or if it is used for religious or burial 

purposes, it is exempt from the tax.  

The rateable value of the property on which the tax is levied is updated at least 

every three years. This enables to take into account the state of the land, the value of 

improvements and other changes in the land value during the period of time. The level of 

the tax rate is determined by the local authority but according to the law it must not exceed 

2% of the rateable value. (IBFD Tax Treaties Database) 

3.4. Taxes on goods, services and transactions 

This section includes value added tax, excise duties and customs duties, which all 

belong to the group of indirect taxes. 

� Value added tax 

Supply and import of goods and services to Uganda are subject to value added tax under 

the Value Added Tax Statute 1996. Part III, Section 7 in the VAT Statue defines conditions 

under which is an individual or company required to register with Uganda Revenue 

Authority:  

a) within twenty days of the end of any period of three calendar months if 
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during that period the person9 made taxable supplies, the value of which 

exclusive of any tax exceeded one-quarter of the annual registration 

threshold, or  

b) at the beginning of any period of three calendar months where there are 

reasonable grounds to expect that the total value exclusive of any tax of 

taxable supplies to be made by the person during that period will exceed 

one-quarter of the annual registration threshold. 

The business gross turnover registration threshold is currently 50 000 000 Ushs and 

the basic tax rate is 18%. In general, all import goods that would be exempt if supplied in 

Uganda and the imports exempt from customs duty attract zero rated VAT. Moreover, all 

exported goods and services are taxed at the zero tax rate as well (VAT Statute, 2005 as 

amended). The problem with VAT in Uganda is that the Value Added Tax Act enables too 

many articles to attract zero rate or be exempted from the tax, which narrows the tax base 

and in the case of zero rate burdens the administration because of possible increased 

number of refund claims.  

� Excise duties  

Excise duties are imposed on consumption of certain goods that are manufactured 

in Uganda and either cause externalities or are perceived to be rather luxuries (United 

Nations, 2004). This applies mainly to alcohol, sugar, tobacco, matches, fuel or vehicles. 

The purpose of excise duties is not only to raise tax revenue but also to some extent 

influence the consumption. The tax base is generally the normal selling price of the good 

and the rates are in majority ad valorem. The rates are defined per litre or per kilogram. 

The rates significantly differ according to the product and the unit quantity it is sold in. 

Following table shows the examples of the duties rates: 

Table 4: Excise duties in Uganda 

Good Good

Beer - from local materials 30% 13% Soft drinks, mineral aerated water

        - from imported materials 60% 150% Cigarettes
Wine - from local materials 20% 12% Petrol per litre

         - from other 70% 5% Usage of mobile cellular phone service

Spirits - local ingredients 5% NIL Sugar per kilogramme
          - other ingredients 70% 150% Sacks and bags of polymers of ethylene

 Rate

 
Source: PricewaterhouseCoopers: East Africa Tax  Guide 2008  

The recent structure of the excise duties significantly supports usage of the 

domestic materials and ingredients and tries to prevent manufacturers and consumers from 

                                                 
9 person according to the law is defined both as an individual and a company 
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using environment friendly materials such as sacks and bags of polymers of ethylene. This 

extremely high rate on the latter was implemented in 2007 and might have worse effects 

than government intended. As PricewaterhouseCoopers points out, not only it burdens the 

industries that work with these goods (such as food packaging industry) which might be 

transferred to final consumers, but it forces to increase the demand for paper as an 

alternative packaging material, which might turn into another unfavourable environmental 

act – cutting out the forests.   

� Customs duties 

Customs duties are imposed on the imported goods and are the main component of 

international taxes. Ad valorem duties are now the only version of the duties, since specific 

duties were converted to this base. Due to the implementation of the East African Customs 

Union Protocol that came into force on 1st January 2005, it is distinguished whether the 

goods are imported from outside the East Africa Community, or within 

(PricewaterhouseCoopers, 2008).  

Therefore the two groups of external and internal tariffs will be presented. 

 Table 5: Common External Tariffs Kenya, Tanzania, Uganda 

Category Rate

Raw materials, pure-bred animals, capital

goods, agricultural inputs, pharmaceutical

products

0%

Semi-finished goods 10%
Finished final consumer goods 25%  

   Source: East African Community 

Several common external tariffs for Uganda, Tanzania and Kenya are presented in the  

 Table 5. Generally, the common external tariffs are at the rate 0, 10 or 25%. 

However, there are certain goods subject to higher tariff than 25% - for example 

manufactured tobacco is subject to 35% tariff, woven fabrics of cotton or of synthetic 

staple fibres are subject to 50%, milk or cream and raw sugar are subject to 60% and 100% 

or 200$/MT whichever is higher respectively (East African Community, 2007). 

Defined by the customs law, there are a few exemptions within the tariff scheme. 

Gazetted manufacturers are offered lower common external tariffs rates on their import of 

the raw material provided that it is used either to produce goods for export or specific 

essential goods to be supplied at the domestic market. Importers of specific items such as 

qualifying hotel or solar equipment, energy saving bulbs or assemblers of motorcycle or 

bicycle kits are exempt from the duty. 
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Internal tariffs for Ugandan and Tanzanian imports are free of duty, whereas certain 

Kenya´s imports are still subject to formal duty. Nevertheless the duty is gradually being 

reduced every year to reach zero by 2010.  

3.5. Stamp duty and taxation on the formation of the company 

Stamp duty is levied on various instruments and documents under the Stamps Act 

(Cap. 172), as amended. When making, drawing up or executing the instruments or 

document, the person is obliged to pay the duty. Government and certain documents of the 

Uganda Post Office Savings Bank are exempted from the duty payment. Following table 

shows specific percentages and documents/instruments involved: 

 Table 6: Stamp duty in Uganda 

Stamp duty %

Transfer of immovable property 1

Issue of debentures 0.5

Transfer of shares or debentures 1

Lease Agreements 1
Authorised share capital 0.5 *  

 *of the nominal value, 

 source: The Stamps Act, chapter 342 

3.6. News and changes in the tax system for 2007/ 2008  

The changes in the tax system in 2007 and disposals or changes already in force for 

2008 are discussed here to provide an overview of the up-to-date tax policy direction. 

Some of the new provisions that were mentioned already in the previous section show the 

effort to support the domestic production and further manufacturing of domestic materials 

and ingredients. Following provisions were accepted in order to bring more taxpayers to 

the tax net, to promote export and reduce import of certain goods, to prevent taxpayers 

from cheating and to increase tax revenues. News in the tax system for years 2007 and 

2008 were introduced in the 2007/2008 Budget speech of Minister of Finance, Planning 

and Economic Development Honourable Dr. Ezra Suruma, delivered at the meeting of 

Parliament of Uganda on 14th June 2007. Closer specification of the provisions is discussed 

below. 

3.6.1 An amnesty for voluntary disclosures  

 URA offered an amnesty on penalties and interests for those, who voluntarily 

reveal their tax arrears and pay the owed amount to the authority from 1st July 2007 until 
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the end of December 2007. According to the Public notice issued by URA on 30th June 

2007, the six month tax amnesty covered both those who were at the time registered as 

well as those who had never registered with the URA. It applied to any person, company or 

institution liable to tax.  

The amnesty included all types of Income tax, Value Added Tax, Stamp Duty, 

Excise Duty and Import Duty. Nevertheless, according to the URA Public Notice, there 

were cases defined that were not subject to tax amnesty: 

(a) The principal tax due from the voluntary disclosure. 

 

(b) The payment of taxes, including penal tax and interest already assessed. 

 

(c) A disclosure that relates to errors that would routinely generate an assessment if 

not otherwise disclosed; for example arithmetical errors. 

 

(d) Where the Commissioner General has acquired information directly related to the 

specific liability of the taxpayer from cases pending court decisions. 

 

(f) Cases under audit or investigation as at 30
th
 June, 2007, unless the taxpayer has 

made a complete and voluntary disclosure of the information that was missing. 

 

(g) Penalties already imposed for none or late submissions of returns.
10
 

 PriceWaterhouseCoopers (2007) in its Uganda Tax Watch pointed out that after 

such proposal URA should assure to the taxpayers that their disclosure will not cause any 

other investigations or audit. This proposal is crucially based on the trust between the tax-

payer and the collecting authority and appeared for the first time in Ugandan tax history. 

The arguments in favour say that this act should bring more taxpayers to the tax net, but 

there might be motivation missing from the taxpayers´ point of view, especially from 

those, who have never registered with VAT and thus might not feel any threat from their 

tax debt revelation.  

                                                 
10 Public notice on 30th june 2007, www.ugrevenue.com 
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However, this type of tax provision is nothing new to Uganda’s neighbour Kenya 

that experienced tax amnesty in 2004. As a result, tax authority in Kenya gained 57 million 

US dollars and brought to the tax net more than 4 000 new tax-payers.  

3.6.2 New ten year tax holidays for exporters of selected goods 

In order to promote the export sector, the ten year tax holidays was introduced to 

the exporters of finished consumer and capital goods. The tax holiday includes both new 

and already existing exporters, however, it is applicable only in the case when the export 

reaches 80% of the production. Nevertheless, the producer is not limited to any specific 

area or region to apply for tax holiday. The tax exemption certificates will be issued by 

Commissioner General of URA after the taxpayers´ application. 

3.6.3 International Airlines free of Uganda income tax 

The international airlines that fly from and to Uganda are now proposed to be 

exempted from Uganda income tax. As noted by Minister of Finance, Planning and 

Development in his 2007/2008 Budget Speech, the exemption from the income tax intends 

to cut the international airlines´ increasing costs and promote this way of goods and 

services transportation. Prior to this disposal, air transport was subject to 2% tax on the 

gross income. Nevertheless, there is a condition for the exemption from the tax – the 

airline company has to place the effective management outside Uganda. This proposal 

complies with the international practice in taxation of international airlines. 

3.6.4 Environmental levy and end of automatic exemption from 

withholding tax for petroleum and petroleum product 

These provisions make less convenient conditions for importers of used vehicles 

and petroleum and petroleum products. The former are now subject to environmental levy, 

the latter are excluded from automatic exemption from withholding tax. 

Environmental levy was already introduced on used goods such as used motor vehicles, 

fridges, televisions and some other electronic appliances. During 2007, the list of used 

goods subject to environmental levy enlarged. Now it also includes imports of used 

motorcycles, scooters, mopeds, bicycles and used spare parts of motor vehicles at the rate 

of 10%.   

The presented intent of this provision is to increase safety on the roads and prevent 

both businessmen from importing old used vehicles and consumers from buying them. 
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However, since majority of imports represent second hands items, it is more than probable 

that the burden will be shifted to the consumers (PricewaterhouseCoopers 2007). 

Moreover, since the used items may be still cheaper in comparison to the new ones, there 

appears a question, whether the introduction of the levy will result in anything else than 

higher tax revenues.  

As far as exemption from the withholding tax is concerned, prior to July 2007 

importers and suppliers of petroleum and petroleum product were automatically exempt 

from the 6% withholding tax, but from 1st July 2007 the exemption is not automatic 

anymore. Instead of taxpayers applying formally, URA decides who is compliant and 

publishes list of taxpayers that are still exempt from the tax. The taxpayers that are not 

perceived as compliant are subject to the 6% withholding tax on all their imports to the 

country. This will, however, only influence their cash flow, since they will be obliged to 

pay the tax in advance. 

3.6.5 Penalty of 100% of the VAT refund that was fraudulently claimed 

New proposal is trying to make the taxpayers more honest about their VAT refund 

claims under the threat of possible extraordinarily high penalty. The provision provides 

URA with the right to warrant the penalty if the fraud reaches excessive amount. There is 

nevertheless no specification of the word “excessive”, which gives to URA power of 

subjective explanation and to taxpayers uncertainty in computing their VAT refund claims. 

They have to rely on URA´s fairness and judgement in the cases when the difference in the 

claimed amount was caused by genuine mistake without any intention to defraud.  

3.6.6 Bonus for Uganda Revenue Authority 

To encourage and improve the performance of URA and to make it more involved 

in the tax collection, Government suggests a bonus for URA employees, if the tax revenues 

exceed the revenue target that is set by Ministry of Finance every year. The bonus is 

suggested as a lower of URA´s total monthly wage bill and 10% of the amount above the 

target. This incentive is used mainly in private sector as a performance engine, in this case, 

however, it is extraordinarily important to set reasonable targets. Too high revenue target 

may result in excessive tax assessments burden for taxpayers in order to ensure URA the 

promised bonus. (PricewaterhouseCoopers, 2007) 
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3.7. Conclusion 

“The theme of tax policy in the medium to long-run is simplicity, fairness and 

growth,” stated Suruma in his Budget Speech (Suruma 2007, p. ). As he pointed out, the 

tax system in Uganda underwent several important modernizing reforms. However, there 

has not been any major review since the last reforms performed in 1997 whether the 

system still follows its objectives set during the reforms. One of the goals for the financial 

year 2007/2008 is thus to reassess if the system still meets the national objectives and 

make it appropriate accordingly.  

Despite the fact that the structure and the organization of its tax system is similar to other 

countries, it still lacks fully tax informed and educated taxpayers, tax administration has 

still room for improvement and some of the government’s proposals and tax provisions 

miss in some cases strict definition or guideline. Therefore they sometimes have to be 

clarified in a new proposal, since there appears uncertainty in interpretation. The new 

provisions from July 2007 also include several to some extent equivocal issues. The level 

of uncertainty in the tax system should be minimized to support development of 

investment environment with clearly defined institutions. The same counts for the penalty 

threats on the parts of URA - if these penalties are based on the subjective judgement, they 

might lose their original motivational intent for taxpayers.  

The tax system mainly with its tax incentives seems to be successful in attracting 

FDI, however, it fails to collect targeted tax revenue. One of the reasons is probably way 

too many tax incentives, other, as noted by Fjeldstad (2005), is URA being perceived as 

highly corruptive. That is why the main policy in the near future should be to solve the 

corruption problem and keep on informing and educating its tax payers.  
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E. CROSS - BORDER COMPARISON 

Since chosen neighbours of Uganda – Tanzania and Kenya, compete for the same 

FDI, the way they tax the investment and their investment climate is part of the 

competition. This section will bring the comparison of basic statutory tax rates related to 

corporate income, effective tax rates and overview of their tax incentives for investors. 

Furthermore, the market size, investment climate and ease of doing business in single 

country will be analyzed. Two analytical methods will then be used - the method of SWOT 

analysis will provide the investors with an overview of opportunities and threads in the 

selected countries, whereas regression model will analyze, what actually influences FDI 

inflows in the region. 

1. Overview of the investment climate  

1.1. Investment taxation 

1.1.1 Statutory and effective tax rates 

 Table 7 brings an overview of standard statutory corporate income tax rates. 

Standard rates for both resident and non-resident companies are 30% except for Kenya that 

taxes non-resident corporations at the rate 37,5%. However, for non-resident companies 

operating through their branches in Kenya it does not further tax the repatriated income, 

which is not the case of Tanzania and Uganda. There the additional tax 10% and 15% 

respectively is levied on the repatriated income of the branch. 

 Table 7: Corporate income tax of Kenya, Tanzania and Uganda 

Resident Non -resident Repatriated income

of a branch

Kenya 30% 37,5% /

Tanzania 30% 30% 10%

Uganda 30% 30% 15%

Corporate income tax

 

 source: PricewaterhouseCoopers: East Africa Reference Guide 2007/2008   

  

Another important part of possible income incorporated with corporate income are 

dividends. Table 8 brings overview of rates of tax on dividends. 
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  Table 8: Withholding tax on dividends: Kenya, Tanzania and Uganda 

Resident company Non-resident company

Kenya

- dividend > 12,5% voting power

- dividend < 12,5% voting power

exempt

5%

10%

10%

Tanzania

- to company controlling 25% or more

- from DSE listed company

- otherwise

0%

5%

10%

10%

5%

10%

Uganda

- to company controlling 25% or more

- otherwise

0%

15%

15%

15%

 
 Note: DSE = Dar es Salaam Stock Exchange 

 source: PricewaterhouseCoopers: East Africa Reference Guide 2007/2008 

The rates for dividends to resident companies vary from 0% to 15%, however, the 

highest maximal rates on dividends can be found in Uganda. It creates the least favourable 

environment for dividends paid to non-resident shareholders. 

If we have a look at the total tax rate as an example of effective tax rate, it will be 

easier to evaluate, which country has the highest tax burden. As a type of effective tax rate, 

PricewaterhouseCoopers´ calculation of the total tax rate will be used. We are aware of the 

limited information it brings, since it is calculated for hypothetical manufacturing company 

in its second year of operation, however, from available data on effective tax rates it is one 

of the best option for cross-border comparison. It sets both universal conditions and space 

for reflection of the wealth of the economy in which it operates, because the turnover of 

the company is defined as the same multiple of the income per capita for each country. 

Moreover, for the selected countries the manufacturing sector apart from agriculture and 

tourism is one of the most frequent sector to do business. The total tax rate embraces all 

taxes and mandatory contributions payable by business as a share of commercial profits. 

As mentioned above, the total tax rate is taken from the PricewaterhouseCoopers joint 

study Paying Taxes 2008. 

 Now it is easier to evaluate what country is the country with the highest tax burden. 

The result is Kenya – its total tax rate equals 50,9 %. Imaginary second place belongs to 

Uganda, Tanzania appears to offer the lowest tax burden at the rate of 32,3%. 
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Figure 1: Total Tax rate in Kenya, Tanzania, Uganda 
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  Source: PricewaterhouseCoopers: Paying Taxes 2008  

Uganda, Tanzania and Kenya also signed treaties to prevent double taxation with countries 

summarized in Table 9. 

Among other awaited treaties there is also East African Double Agreement that 

awaits the conclusion. The double taxation treaties are also part of the foreign investors 

attraction policy, since it lowers the tax burden on investors´ income by preventing them 

from taxing their income in both home and host country. 

 Table 9: Double Taxation Treaties 

 
   Source: IBFD Tax Treaties 



 38 

1.1.2 Tax incentives overview11 

 The most popular tax incentives in the region are: tax holidays, preferential 

corporation tax rate, investment allowances or tax credits, duty or VAT reduction (mainly 

to zero), research and development allowances, export incentives and losses brought 

forward. For each selected country, the incentives are available both to domestic and 

foreign investors. 

�  Kenya 

 In Export Processing zone, investors are offered first ten years tax holidays and 

following ten years 25% preferential corporate tax rate. They are further exempted from 

import duties on raw materials and intermediate inputs, stamp duty and value-added tax. 

Moreover they are offered 100% investment deduction over 20 years on initial investment.  

Full deduction on new investment is offered also outside the zone – it applies on 

costs of roads, hospitals, public schools or similar infrastructure with prior 

approval of the Minister. 

  Preferential corporate tax rate is offered to newly listed companies approved under 

the Capital Markets Act according to the percentage of their issued shares listed: 

with 20% issued shares listed ................................................. first 3 years 27% 

with 30% issued shares listed ..................................................first 5 years 25% 

with 40% issued shares listed ..................................................first 5 years 20% 

 

� Tanzania 

Tax holidays are offered to companies operating in export processing zones 

together with standard free trade benefits and exemption from domestic indirect taxes for 

production inputs. Companies licensed under the Zanzibar Free Economic Zones Authority 

obtain a 10-year tax holiday from corporate tax and following 5 years they are subject to 

reduced tax rate of 25% for 5 years. Companies operating under the Zanzibar Free Port 

Authority are exempt from corporate tax for 20 years. 

                                                 
11 Following basic overview was completed based on several sources: PricewaterhouseCoopers (2008), 

United Nations (2000), Nathan-MSI Group (2004), SADC Tax Database 

(http://www.sadc.int/tifi/tax/index.php),  Globe Africa webpage (www.globeafrica.com), International Trade 

Centre webpage (www.intracen.org) 
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Furthermore, all newly listed companies with at least 35% of shares publicly issued obtain 

reduced corporate rate 25% for 3 years. 

In general, the investment regime is focused on two groups – so called lead sectors 

and priority sectors. Lead sectors include agriculture, minerals, economic infrastructure, 

tourism, and petroleum and gas. Priority sectors are manufacturing, natural resources such 

as fisheries and forestry, aviation, commercial building, financial services, transport, 

broadcasting, human resource development, and exports.  

Initial capital allowance at the rate of 50% for approved investments in lead and 

priority sectors is implemented (reduced from 100% in 2002) and 20% investment 

deduction is offered for industrial building and machinery and farm works. 

 In both lead and priority sectors import duty is zero and most of them are at least 

for some period of time exempted from VAT. R&D allowances are at the rate 100% for 

research and development in agriculture. 

 Losses can be carried forward for 5 years except for mineral sector and economic 

infra- structure companies, where the period of time is unrestricted. 

 Since the tax incentives for Uganda were mentioned within its case study, it will be 

compared to other countries through the summary table. 

 Table 10: Tax incentives overview: Kenya, Tanzania, Uganda 

 

Incentive/ Country Kenya Tanzania Uganda

Tax holidays * * *

Preferential corporation 

tax rate * *

Investment allowance/

tax credit * * *

Duty/VAT exemption/ 

reduction * * *

R&D allowances * *

Losses carried forward * *  

 Source: combined, see note above 

 As it results from the summary of most popular tax incentives in  

 Since the tax incentives for Uganda were mentioned within its case study, it will be 

compared to other countries through the summary table. 

 Table 10, our selected countries offer similar tax incentives. The difference is that 

Uganda does not offer preferential corporation tax rate and in Kenya losses cannot be 
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carried forward and expenses for research and development are not deductible. Tanzania 

wins with the widest choice of tax incentives. 

 To evaluate the tax burden for the foreign investors, the lowest effective taxes and 

the widest choice of tax incentives is offered by Tanzania. Second place belongs to Uganda 

and the heaviest tax burden and smallest choice of incentives is offered by Kenya. 

1.2. Market size and access 

 Tax system and tax incentives, as already mentioned, are not the main factors that 

influence the investors´ decision. “Even a zero tax will not attract much of a response in 

the face of other serious deficiencies in the investment climate that render projects 

unprofitable“(Nathan-MSI Group, 2004, p.5-1). This section thus tries to look at the 

selected economies in a wider perspective and analyze their market, investment 

opportunities and overall investment climate.   

The three selected economies – Kenya, Uganda and Tanzania belong in terms of 

their population to larger countries in Sub-Saharan Africa. Their purchasing parity and 

GDP per capita are still very low, but for all applies that it is steadily increasing over the 

last years.  

Table 11 shows the specific data for each economy. 

Table 11 Market size in selected countries for 2006 

Country Population 

(millions)

GDP

 (current 

US$,billions)

GDP PPP 

(international $, 

billions)

GDP per capita 

(current prices, $)

Household consumption 

expenditure (% of GDP)

Kenya 36.6 22.8 53.6 650 79.9

Uganda 29.9 9.4 26 346 78.1
Tanzania 39.5 12.8 39.3 345 81.3  

Source: World bank database and UNCTAD Handbook of Statistics 2007 

As implies from the table, the lowest GDP per capita is performed by Uganda, 

Kenya reaches the first place with the number twice as high. Nevertheless, it is on the 

contrary least dynamic economy in terms of average annual growth rates. 

However, each of the economies keep their growth rate over the last two years 

above the average of the East African region (which equalled 5,1% for 2005 and 5,9% for 

2006) 

Additional market opportunities of the selected economies arise from their location 

and active participation in the regional integration. Tanzania and Kenya are the doorway to 
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East Africa from the Indian Ocean, whereas location of Uganda provides better possibility 

for expansion towards inner parts of Africa. 

Graph 3: Average annual growth rates of selected economies 
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Source: UNCTAD Handbook of Statistics 2007 

These three countries form East African Community (EAC) that further established 

East African Customs Union in 2004. Since then, common three-band external tariff is 

implemented and the internal tariffs are recently more or less zero 

(PricewaterhouseCoopers 2008). The aim of EAC is to gradually form common market 

which might be later on followed by a political federation. 

Uganda and Kenya are further members of COMESA – Common Market for Eastern And 

Southern Africa, which constitutes a major market place for internal and external trading. 

It has 19 member states, gathers population of over 389 million and performs annual 

import value 32 billion US$ with the export value of 82 billion US$.12  

1.3. Ease of doing business, barriers to investment 

The overall business climate can be evaluated by The World Bank’s Doing 

Business project, which makes the rating according to the following categories: starting a 

business, dealing with licenses, employing workers, registering property, getting credit, 

protecting investors, paying taxes, trading across borders, enforcing contracts and closing a 

business. 

The Ease of Doing business index, the overall ranking, represents the average of 

the country’s percentile rankings on the above mentioned 10 categories, whereas each 

                                                 
12 information about COMESA can be found on the webpage www.comesa.int 
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category contributes by the same weight. The rankings were taken from Doing Business 

2008 report and are related to the period April 2006 to June 2007.   

The table below shows how Uganda and neighbouring countries ranked in this 

project among 46 investigated Sub-Saharan Africa countries.  

Table 12: Ease of doing business ranking 

Economy Ease of 

Doing 

Business 

Rank

Starting a 

Business

Dealing with 

Licenses

Employing 

Workers

Registering 

Property

Getting 

Credit

Protecting 

Investors

Paying 

Taxes

Trading 

Across 

Borders

Enforcing 

Contracts

Closing a 

Business

  Kenya 5 17 1 8 15 1 12 38 30 19 11

  Uganda 12 18 15 1 38 39 20 11 24 22 3

  Tanzania 15 10 42 33 37 15 12 20 9 2 20  
 Source: Doing business report 2008 

In the terms of the overall rating, Kenya ranked as one of Africa’s top performers. 

Uganda’s 12th and Tanzania’s 15th place show that these selected countries belong among 

the top 30%, nevertheless in comparison to Kenya they lag behind. 

However, if we have a look at the paying taxes category, Kenya’s rating is the 

lowest – it dropped to the 38th place. On the contrary, Uganda reached 11th place in 

Paying taxes category – the best rating out of the selected countries, with Tanzania being 

behind at the 11th place. 

Interesting category is Protecting Investors – one of the most important 

characteristics within the investment climate, since no investor wants to invest under the 

risk that consists not only of the risk of the investment success itself, but is even increased 

by the risk of improper protection of the investment. Shared 12th place for Kenya and 

Tanzania and mainly 20th place for Uganda shows that there is still reasonable room for 

improvement.  

The most problematic factors for doing business were gained by survey to collect 

investors´ perceived constraints to investment. Based on data from World Bank 

Development Indicators, 2006, we composed following comparison of the indicators 

perceived as major barriers to investment in selected countries shown in Generally, these 

indicators are perceived as the least harmful to investment in Uganda – it only lags behind 

in the labour skills category. Policy uncertainty, corruption, crime and finance are 

perceived to be the leading problem for investors in Kenya, on the contrary the lack in trust 

in courts, tax rates and electricity are the major barriers to investment in Tanzania.  

 

 

 Graph 4. 
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As it results from the graph, the major constraints to investment are actually the 

basic indicators of overall development.  

Generally, these indicators are perceived as the least harmful to investment in 

Uganda – it only lags behind in the labour skills category. Policy uncertainty, corruption, 

crime and finance are perceived to be the leading problem for investors in Kenya, on the 

contrary the lack in trust in courts, tax rates and electricity are the major barriers to 

investment in Tanzania.  

 

 

 Graph 4: Major constraints to investment 
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However, as the matter of fact, the generally extremely high percentages in single 

categories and the categories themselves can not bring any clear “winner” in the 

investment climate competitiveness. These data reveal the barriers that stifle not only the 

investment, but also the overall development and thus their elimination should be one of 

the top conditions to make both the country and the investment climate competitive. 

1.4. SWOT analysis13 

Uganda, Kenya and Tanzania are all developing Sub-Saharan countries with both 

limits and advantages that the geographical setting and level of development can offer. 

                                                 
13 combined sources were used: United Nations 2000, United Nations 2004, United Nations 2004b, United 

Nations 2005, comesa webpage www.comesa.int, www.intracen.org, www.globeafrica.com, British 

Department for International Development webpage:www.dfid.gov.uk, Investment Authorities webpages. 
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 Common strengths for Kenya and Tanzania are their location by the Indian Ocean, 

common strengths for Tanzania and Uganda is the democratic and stable environment. 

 The common weaknesses are poor infrastructure, corruption and shortage of 

secondary educated labour, common opportunities are expansion and diversification of 

agriculture, manufacturing and tourism. What is perceived as a barrier to investment can be 

also used as investment opportunity – development of infrastructure. The common threat is 

mainly the HIV epidemic, even though the prevalence decreased from 11% to 6% in 

Kenya and Uganda, to 7% in Tanzania (British Department for International 

Development). The major differences are within the level of political stability, peace, 

educated labour force and level of perceived corruption. 

Kenya 

STRENGTHS 

� the largest market in terms of GDP and GDP per capita from the selected 

countries  

� highest gross enrolment in secondary education from selected countries 

(48% in 2004) 

� geographical setting – doorway to East Africa from Indian Ocean, major 

port Mombasa  

� well-established local and foreign private sector 

� top performer in Ease of doing business report (ranked 5th in the survey 

within African countries) 

WEAKNESSES 

� ongoing consequences of political violence after last elections in 

December 2007 

� poor infrastructure 

� poor market information 

� worst corruption ranking  from the selected countries – 150th place out of 

179 in CPI in 2006) 

OPPORTUNITIES 

� diversification and expansion of the traditional agriculture (i.e. increase in 

non-traditional exports) 

� improvements in technology infrastructure (packaging, storage, 

transportation) 
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� manufacturing (due to Kenya`s industrial policy recent shift to export 

orientated manufacturing) 

� development of a regional services hub 

� tourism (successful tourism promotion)  

THREATS 

� recent attacks from sea pirates in Indian ocean  

� urban crime and insecurity 

� conflicts in Somalia (unstable borders) and Sudan 

� epidemic of HIV  

Tanzania 

STRENGTHS 

� stable political and economic environment (multiparty democracy, 

unbroken record of post colonial peace and stability) 

� widest choice of tax incentives from selected countries 

� highest growth rates during last years in comparison to Uganda and Kenya 

� geographical setting - accessibility from Indian Ocean 

� highest rank in Corruption Perception Index from the selected countries 

(94th place out of 179 in 2006)  

WEAKNESSES 

� limited access to electricity 

� limited access to formal financial services 

� poor infrastructure 

� least educated labour from selected countries (the lowest gross enrolment 

both in primary and secondary education) 

� poor market information 

OPPORTUNITIES 

� commercial agriculture 

� mining and gemstone cutting and polishing 

� light manufacturing (i.e. textiles, garments) 

� infrastructure development and services (training, health) 

� tourism  

THREATS 

� HIV epidemic 

Uganda 
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STRENGTHS 

� stable economic and democratic environment 

� significant and stable economic growth 

� low labour cost and trainable labour (highest gross enrolment in primary 

education out of the selected countries – 124% in 2004) 

WEAKNESSES 

� poor infrastructure 

� shortage of secondary educated technically skilled labour and mid-

managers (gross enrolment in secondary education was only 18% in 2004)  

� significant level of corruption (111th place out of 179 at the Corruption 

Perception Index survey in 2006)  

� poor market information 

OPPORTUNITIES 

� traditional sectors: mining (rich in natural resources: cobalt, limestone, 

etc.), agriculture (coffee, tea, fruits), fishing 

� newly developing or expanding sectors: manufacturing and services 

� services: telecommunication sector (liberalized, with already several 

private companies in operation), tourism (rapid increase in number of 

tourists, opportunities mainly for tour and hotel operators) 

� infrastructure development 

THREATS 

� ongoing insecurity in western and northern part of Uganda 

� military involvement of Uganda in its unstable neighbours 

� health issues and epidemic of HIV that might affect the productivity 

2. Regression model 

What actually influences the level of foreign direct investment in the Sub-Saharan 

region will be investigated by a regression model. To gather as many observations as 

possible, we will include other countries from the region besides Uganda, Kenya and 

Tanzania in the model and we will create panel data. The fixed group effect model will be 

used as the panel data approach. It enables to examine and include the differences between 

countries in the intercepts, while assuming same slopes and constant variances. 

Nevertheless, first we will try to examine the so called pooled OLS regression model that 

does not include dummy variables for single countries and thus assumes constant intercept 
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and slope regardless of the country. Then we will estimate the coefficients of independent 

variables by least squares dummy variable (LSDV) model including dummy for every 

country except for Uganda – that one will be dropped to avoid perfect multicollinearity. 

The two models will be then compared. 

Since the estimator of both models is Ordinary Least Squares estimator, the 

assumptions of homoscedasticity and normality of residuals will be tested. The economic 

interpretation and conclusion will follow. 

2.1. Data 

Our panel data consist of 15 Sub-Saharan countries and cover 7 years from 1997 to 

2004, which leaves us with 105 observations. Covered countries are: Angola, Botswana, 

Burkina Faso, Eritrea, Ethiopia, Lesotho, Malawi, Mozambique, Namibia, Rwanda, 

Seychelles, Kenya, Tanzania, Uganda and Zambia, which ensures the drawn conclusion 

applies authentically to the Sub-Saharan region.  

The dependent variable is FDI inflows drawn from UNCTAD`s online database. 

As far as independent variables are concerned, due to limited availability of data we 

can include in the model only one representative variable from each group of indicators 

that, as we consider, might affect the FDI inflows. As a tax measurement, only statutory 

corporate tax rate can be used, since the effective tax rate has been calculated only 

recently. The data for corporate tax rates were gained from combined sources: United 

Nations (2000), International Trade Centre webpage (www.intracen.org) and 

PricewaterhouseCoopers tax guides. 

As an indicator of tax incentives, tax holidays were to be used measured as the 

average length of tax holidays offered. However, when incorporated in both models, it 

caused singularity, because the average length did not change during the time for any 

country. That is why it had to be excluded and left the statutory corporate tax rates the only 

variable from the fiscal policy indicators. 

Another independent variable used is GDP per capita in current prices in US$ as the 

market size measure. The data were gained from Africa Development Indicators 2006 by 

World Bank. 

 From the group of investment environment indicators, corruption perception index 

(CPI) is used, drawn from the Transparency International. This index is based on the 
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private sector surveys and its interpretation is the higher index, the lower corruption in the 

country. 

2.2. Model and assumptions 

To be able to interpret the coefficients as elasticity, the log-linear form of model will 

be used.14 The pooled OLS regression model is thus of the form: 

ln(FDICT) = α1 + α2* ln(TAXCT) + α3* ln(CGDPCT) + α4*CPICT +εCT,   (1)   

where FDICT represents the FDI inflows in the country C in time T, 

TAX CT  represents statutory corporate tax rate in the country C in time T 

and CPI CT represents corruption perception index in the country C in time T.15 

 The least squares dummy variable (LSDV) model is then of the form: 

 ln(FDICT) = β1 +β2* ln(TAXCT)+β3* ln(CGDPCT)+β4*CPICT +γi Σi=114 DUMC+uCT, (2) 

where it encompasses the differences of the individual country using dummy variable 

DUMc for each country except for Uganda, which country`s specification is encompassed 

in the intercept. Intercepts for the remaining countries are thus adjusted according to 

Uganda. 

We assume the coefficients for ln(TAX) in both models to be negative, since the higher tax 

rate, the less are investors attracted to the country. However, we are aware of the limited 

information the corporate tax rate brings and since it does not say the real story about the 

tax burden, it does not necessarily have to cause such effect. 

The variable ln(CGDP) is expected to be positive determinant of FDI; coefficient for CPI 

is expected to be positive as well, since the higher index the lower corruption and the lower 

corruption the larger inflow of the FDI, since the corruption is considered to be barrier for 

investment. 

                                                 
14 That can be carried out since all values are positive. 
15 We do not use log form for the CPI because it is an index 
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2.3. Statistical interpretation16 

First of all let us have a look at the correlation matrix if we should expect problem 

with multicollinearity. The correlation coefficients in Table 13 do not reveal any suspicion 

of multicollinearity, since their values are below 0,6.   

 Table 13 Correlation coefficients 

LOG(CGDP) LOG(TAX) CPI

LOG(CGDP) 1.000000

LOG(TAX)  0.202821  1.000000

CPI  0.588756 -0.144689  1.000000  

The results of the pooled model estimated by OLS are given in the table 14. 

  

 

 Table 14 Pooled model estimation - statistical results1 

VARIABLE    COEFFICIENT   STD.ERROR   T STAT  P-VALUE

 const    12,5094 4,45343 2,809  0,00597 ***

  CPI -0,277991 0,146691 -1,895 0,06094 *

ln(CGDP) 0,257167 0,165267 1,556 0,12282

  ln(tax) 1,40208 1,32153 1,061 0,29124  

R-squared 0,0688022

Adjusted R-squared 0,0411428 p-value
White´s 

heteroscedasticity test 14,8752 0,0944226
Doornik-Hansen test 

for normality 5,38253 0,0677952  

The only significant variable turns out to be CPI – but only at the 10% level. White`s 

heteroscedasticity test shows that residuals are homoscedastic – p-value is 0,094, thus at 

the 5% level we cannot reject the null hypothesis of homoscedasticity. Neither the null 

hypothesis of normality can be rejected at the 5% level, which means that the assumptions 

for OLS estimation are not broken. However, very small value of R-squared indicates that 

the model does not explain the data very well and that relevant variables might be missing.  

We will try to exclude the insignificant variable ln(tax) to see if and how the model 

will change.  

  

 Table 15: Pooled model estimation - statistical results2 

                                                 
16 software GRETL and R were used 
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VARIABLE    COEFFICIENT   STD.ERROR   T STAT  P-VALUE

 const    17,1589 0,792631 21,648  <0,00001 ***

  CPI -0,329155 0,138623 -2,374  0,01945 **

ln(CGDP) 0,319773 0,154468 2,07 0,04096 **  

R-squared 0,0584241

Adjusted R-squared 0,0399618 p-value

White´s 

heteroscedasticity 

test 9,02881 0,10792

Doornik-Hansen test 

for normality 3,78331 0,150822  

 Excluding the insignificant variable ln(TAX) caused that the variable ln(CGDP) 

became significant at the 5% level and it also increased the significance of CPI to 5% 

level. Our model now does not contain any insignificant variable and also fulfils the 

assumptions of homoscedasticity and normality, however, its R-squared did not improve – 

it even dropped to 0,03996. The result is thus the same as for the first model – low R-

squared can indicate that there are some relevant variables missing and that is why we will 

have to reject the model.  

 What happens if we encompass the dummy variables as the country characteristics 

into the model? The results of the LSDV model are as follows: 

 Table 16: LSDV model: statistical results 

VARIABLE    COEFFICIENT   STD.ERROR   T STAT  P-VALUE

 const    19.79197  6.78869 2.915 0.00452 ** 

  CPI -0.01559  0.19188   -0.081  0.80050

ln(CGDP) 0.13946 0.38726 0.360  0.71964 

ln(TAX) -0.46485  1.83394  -0.253  0.93544 

DANG  2.08108 0.71162  2.924 0.00440 ** 

DBOTS  -1.49329 1.33427 -1.119  0.26614 

DBUR -2.63634 0.42726 -6.170 2.10e-08 ***

DER -2.11473 0.33434 -6.325 1.06e-08 ***

DETH  -0.75920 0.44539 -1.705 0.09184 . 

DLES  -0.76192 0.63787 -1.194 0.23554 

DMAL -1.42524  0.42480 -3.355 0.00118 ** 

DMO  0.53880 0.41247    1.306 0.19490 

DNA -0.16517  1.02872 -0.161   0.87281 

DRWA -3.72256 0.32912 -11.311 < 2e-16 ***

DSEY  -1.99312  1.54982  -1.286  0.20184 

DKEN -1.07909 0.39561  -2.728 0.00772 **

DTAN  0.79339  0.32207 2.463 0.01573 * 

DZAM -0.03745 0.45034 -0.083  0.93392  
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R-squared  0.8715

Adjusted R-squared  0.8464 p-value
Goldfeld-Quandt 

heteroscedasticity 

test 0.3227 0.9994
Jarque-bera test for 

normality 116.9395 < 2.2e-16  

None of our independent variable CPI, ln(CGDP) or ln(TAX) turned out to be 

significant. The R-squared is however 0,8715, which is reasonably high and even though it 

turns out that residuals are not normally distributed, the assumption of homoscedasticity is 

fulfilled. 

If we try to gradually exclude the independent insignificant variables from the 

model, no matter in which order, it still shows that none of them is significant. The 

significance of dummy variables stays unchanged from those mentioned in the table and 

only the significance of the intercept increases. We thus suggest accepting the fact, that the 

differences in FDI inflows between countries are not explained by our independent 

variables and are explained by other ones – since the dummy variables can be interpreted 

also as national characteristics that are difficult or impossible to measure, we can conclude 

that especially for our analyzed countries Uganda, Tanzania and Kenya which dummies 

turned out to be significant, the national specifications are significant in explaining the 

differences in FDI inflows.  

2.4. Economic interpretation and conclusion 

Since we rejected the pooled regression model that showed corruption and GDP per 

capita significant, we have to conclude that none of our selected variables influences the 

FDI inflows in the selected countries. In the case of corporate tax rate it can be explained 

by the fact that it does not say anything about the real tax burden especially in the 

developing countries in Sub-Saharan region that offer wide choice of fiscal incentives. The 

insignificance of GDP per capita supports both contradictory arguments – the first that the 

higher GDP per capita, the larger market and thus the higher attractiveness for foreign 

direct investment, particularly the market-seeking type – and the second argument that 

investment in poor countries can generate higher return than investment in richer ones. 

And finally corruption can be related to many other economic indicators both attractive 

and “repelent’ for investors that in the end it turns out to be insignificant. It can be shown 

on the example of  Kenya and Botswana  - both of them attract relatively low FDI in 
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comparison to other countries, Kenya with the corruption perception index moving around 

2 between 1997 and 2004, whereas Botswana reaching index 6.  

Our findings thus support the view from literature on investment (i.e.World Bank 

2004, Nathan-MSI Group 2004,United Nations 2000) that investment climate in terms of 

openness, developed infrastructure, good governance, political stability and healthy and 

skilled human capital is much more important for investors. As mentioned in United 

Nations 2004, the overall image of the country is also very important. The significance of 

the dummies for Kenya and Tanzania and the intercept for Uganda also support this view, 

since they can be interpreted as national characteristics that influence the differences of 

FDI inflows across countries. 
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F. CONCLUSION 

The thesis showed the role of tax incentives in developing countries and the costs 

and benefits of foreign direct investment that it attracts. From empirical studies it results 

that developing countries should keep some restrictions on FDI, nevertheless that foreign 

direct investment should be promoted, since it can be beneficial in terms of promoting 

growth or transferring technology and knowledge. As far as tax incentives are concerned, 

some studies (e.g. Blomström and Kokko, 2003) show the increasing influence of tax 

incentives and tax system on foreign direct investment. 

That is why we examined the tax conditions for foreign direct investment in the 

Sub-Saharan region, asking what country out of those three selected has the lowest tax 

burden, widest choice of tax incentives and the most favourable investment climate. 

The selected countries turned out to have equal corporate income tax rate – 30%, 

however, their taxes on dividends and interest differed – together with different tax 

incentives and indirect taxes it made their effective tax rates differ significantly. The 

winner with the lowest tax burden is Tanzania with 32,3%, Kenya is the last one with its 

effective tax rate slightly above 50%. Tanzania also turns out to have the widest choice of 

tax incentives and is the quickest growing country among the three neighbours. However, 

in terms of ease of doing business, it lags behind. Kenya is the top performer in this 

ranking, reaching the 5th place among rated African countries. Uganda stands most of the 

time in the middle. 

After completing SWOT analysis, we found out that there are plenty of similarities within 

the countries. Common strengths for Kenya and Tanzania are their location by the Indian 

Ocean, common strengths for Tanzania and Uganda is the democratic and stable 

environment. The common weaknesses are poor infrastructure, corruption and shortage of 

secondary educated labour, common opportunities are expansion and diversification of 

agriculture, manufacturing and tourism. What is perceived as a barrier to investment can be 

also used as investment opportunity – development of infrastructure. The common threat is 

mainly the HIV epidemic, even though the prevalence decreased from 11% to 6% in 

Kenya and Uganda and to 7% in Tanzania (British Department for International 

Development). All of the countries are regionally well integrated – they are part of The 

Common Market for Eastern and Southern Africa (COMESA) and East African 

Community. 
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All the countries also grow above the Sub-Saharan average. From the comparative 

analysis results, that there is no clear winner in terms of the most attractive investment 

climate in general.  

To try to reveal, to what extent the corporate tax rate, GDP per capita and level of 

perceived corruption influences foreign direct investment inflows, the regression model 

was composed. The results however did not show any relevant effect. It can be explained 

in several ways. First, in developing countries, overall image and information availability 

play important role together with the factors as political and economic stability. That is 

why corporate tax rate (being misleading in showing the tax burden), GDP per capita (the 

larger market, the more FDI versus the poorer country the higher return to capital thus the 

higher levels of FDI) and corruption (being connected to several other development 

factors) can eventually have no relevant influence at all. Second, we may use data that 

were not reflecting the real level of FDI as was already mentioned – and thus the results 

are affected. Third, wrong method of research might have been used, since there are many 

approaches to regression models, or small number of observations or only irrelevant 

variables were chosen.  According to Cleeve (2004) that analyzed regression model for 16 

Sub-Saharan African countries during 1990-2000, the GDP growth per capita and level of 

corruption significantly influences the FDI inflows, together with fiscal policies such as tax 

holidays or tax concessions. However, tax concessions have adverse effect on FDI inflows 

– Cleeve´s model showed that the more choice of concessions, the lower level of FDI 

inflows. 

The thesis failed in showing the influence of tax holidays as the representative of 

tax incentives due to singularity it caused in the model. However, even other empirical 

studies introduced by e.g. Blomström and Kokko (2003) point out the growing importance 

of tax incentives. However, developing countries should mainly focus on their long-term 

goals and try to develop mainly the non-tax determinants of FDI. “What is needed is 

political and macroeconomic stability at the national and regional levels, property rights 

protection and other investment-supporting regulations and improvements in 

infrastructure and service support systems” (Cleeve, 2004, p.1).  
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APPENDIX I : Paying Taxes 2008 study details 

Assumptions about the business  

The business:  

• Is a limited liability, taxable company. If there is more than one type of limited 

liability company in the country, the limited liability form most popular among 

domestic firms is chosen. The most popular form is reported by incorporation 

lawyers or the statistical office.  

• Started operations on January 1, 2005. At that time the company purchased all the 

assets shown in its balance sheet and hired all its workers.  

• Operates in the country’s most populous city.  

• Is 100% domestically owned and has 5 owners, all of whom are natural persons.  

• Has a start-up capital of 102 times income per capita at the end of 2005.  

• Performs general industrial or commercial activities. Specifically, it produces 

ceramic flowerpots and sells them at retail. It does not participate in foreign trade 

(no import or export) and does not handle products subject to a special tax regime, 

for example, liquor or tobacco.  

• Owns 2 plots of land, 1 building, machinery, office equipment, computers and 1 

truck and leases 1 truck.  

• Does not qualify for investment incentives or any benefits apart from those related 

to the age or size of the company.  

• Has 60 employees—4 managers, 8 assistants and 48 workers. All are nationals, and 

1 manager is also an owner.  

• Has a turnover of 1,050 times income per capita.  

• Makes a loss in the first year of operation.  

• Has a gross margin (pretax) of 20% (that is, sales are 120% of the cost of goods 

sold).  

• Distributes 50% of its profits as dividends to the owners at the end of the 2nd year.  

• Sells one of its plots of land at a profit during the 2nd year.  

• Has annual fuel costs for its trucks equal to twice income per capita.  

• Is subject to a series of detailed assumptions on expenses and transactions to further 

standardize the case. All financial statement variables are proportional to 2005 

income per capita. For example, the owner who is also a manager spends 10% of 
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income per capita on traveling for the company (20% of the expenses are purely 

private, 20% for entertaining customers and 60% for business travel).  

Assumptions about the taxes and contributions  

• All the taxes and contributions paid or withheld in the second year of operation 

(fiscal 2006) are recorded. A tax or contribution is considered distinct if it has a 

different name or is collected by a different agency. Taxes and contributions with 

the same name and agency, but charged at different rates depending on the 

business, are counted as the same tax or contribution (table 13.4).  

• The number of times the company pays or withholds taxes and contributions in a 

year is the number of different taxes or contributions multiplied by the frequency of 

payment (or withholding) for each one. The frequency of payment includes 

advance payments (or withholding) as well as regular payments (or withholding).  

Total tax rate  

The total tax rate measures the amount of taxes and mandatory contributions payable by 

the business in the second year of operation, expressed as a share of commercial profits. 

Doing Business 2008 reports the total tax rate for fiscal 2006. The total amount of taxes is 

the sum of all the different taxes and contributions payable after accounting for deductions 

and exemptions. The taxes withheld (such as sales or value added tax or personal income 

tax) but not paid by the company are excluded. The taxes included can be divided into 5 

categories: profit or corporate income tax, social contributions and labor taxes paid by the 

employer (for which all mandatory contributions are included, even if paid to a private 

entity such as a requited pension fund), property taxes, turnover taxes and other small taxes 

(such as municipal fees and vehicle and fuel taxes).  

Commercial profits are defined as sales minus cost of goods sold, minus gross salaries, 

minus administrative expenses, minus other expenses, minus provisions, plus capital gains 

(from the property sale) minus interest expense, plus interest income and minus 

commercial depreciation. To compute the commercial depreciation, a straight-line 

depreciation method is applied with the following rates: 0% for the land, 5% for the 

building, 10% for the machinery, 33% for the computers, 20% for the office equipment, 

20% for the truck and 10% for business development expenses. The assumption on the 
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interest expense was changed this year, reducing the value of this expense. Commercial 

profits therefore changed from 57.8 times income per capita to 59.4 times.  

The methodology is consistent with the calculation of total tax contribution by 

PricewaterhouseCoopers. The total tax contribution measures the taxes that are borne by 

companies and affect their income statements, as in Doing Business. However, 

PricewaterhouseCoopers bases its calculation on data from the largest companies in the 

country, while Doing Business focuses on a standardized medium-size company.  

This methodology was developed in Djankov and others (2007).  
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APPENDIX II:  Tax Cartoon By Uganda Revenue Authority 
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There are two forces going against each other – first the government´s ambition to collect 

as high revenue as possible - and second the supply side´s negative reaction to any increase 

of the tax burden. That is why it is very important to be able to look at this issue from both 

viewpoints: government´s and tax payers´. 
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The aim of this work is to present these two viewpoints with more focus on the supply side 

– firms. What is the recent tax policy and actual tax burden in Uganda and its neighbours 

Kenya and Tanzania? Who would be the winner in the FDI attraction competition if the 

only factor was the tax cost and tax administration?  

 

Uganda underwent many tax reforms in the past and its tax revenues increased rapidly. 

Still it has a room for development. The end of this work will bring some key issues and 

recommendations. 
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