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Good evening, ladies and gentlemen, 

 

I would like to begin by expressing my gratitude to the Uganda Institute of 

Banking and Financial Services for once again according me the honour of 

addressing their annual dinner and giving me the opportunity to talk about topical 

and important issues of economic policy; issues which I trust will be of interest to 

our audience this evening. My theme tonight is monetary policy, which is the 

responsibility of the Bank of Uganda, and inflation, which is the primary policy 

objective of our monetary policy.  

 

As you all know, the current rates of inflation are high; much higher than the 

policy targets of the central bank and the Government, which is naturally of great 

concern to the public as well as policymakers in Uganda. I will begin by 

discussing why inflation is currently so high and explain the Bank of Uganda’s 

strategy for bringing it down towards our policy target. I will then move on to 

outline the changes that the Bank of Uganda has begun to introduce to its 

monetary policy framework; these changes will be of great relevance to the 

banking community because the main channels of monetary policy operate 

through the banking system.  

 

Annual headline inflation was 15.8 percent in June, having risen very steeply 

from a rate of just 3.1 percent in December, six months ago. Annual core 

inflation, a measure of inflation which omits the prices of food crops and 

electricity, fuel and utilities, was also high, at 12.2 percent in June. Core inflation 

is the measure of inflation which we use as our policy target, mainly because it is 
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less volatile than headline inflation. We aim to achieve an average rate of 5 

percent for core inflation over a medium term time horizon, although we do not 

aim to hit this target in every single month, as that is not possible. The current 

rate of core inflation is more than double our target; therefore it would not be 

surprising if people were to wonder whether this does not represent a failure of 

monetary policy. In answering this question we need first to understand what has 

pushed inflation rates up so fast in Uganda. 

 

The main cause of the recent increase in inflation in Uganda is a very steep rise in 

food prices. Food prices, which contribute 27 percent of the consumer basket, 

rose by 33 percent in the 12 months to June. In contrast, non food prices, which 

comprise the remaining 73 percent of the consumer basket, rose by 7.9 percent in 

the 12 months to June; a rate of inflation which was only slightly above the 

average recorded over the last five years. Core inflation includes some food 

items, such as meat, dairy products and processed food; hence core inflation has 

also been affected by the sharp rise in food prices, although not by as much as the 

headline inflation rate.  

 

Why have food prices risen so rapidly? Food markets – domestic, regional and 

international – have been hit by a series of supply side shocks over the last 12 

months which have severely reduced harvests. In Uganda and even more so in 

some of our neighbours, drought has damaged harvests. Grain harvests in several 

major global food producers, such as Russia and Pakistan, have also been hit by 

supply shocks. Demand for food is price inelastic; hence a reduction in supply 

because of poor harvests causes prices to spike upwards and vice versa. The rise 

in food prices is a global phenomenon. The Food and Agriculture Organisation’s 
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International Food Price index, which is composed of 55 major food 

commodities, rose by 37 percent in the 12 months to May. 

 

A closer look at the inflation rates of the non food items in the consumer basket 

also tells us something relevant about the factors currently driving inflation in 

Uganda. As I noted earlier, annual non food inflation was 7.9 percent in June, but 

this figure masks large differences between inflation in the price of services, on 

the one hand, and inflation in the price of goods on the other. Inflation in the price 

of services, which accounts for almost half of the consumer basket, was very 

subdued, at only 3.2 percent in the 12 months to June. In contrast, annual inflation 

of goods prices was much higher; that of clothing and household items exceeded 

20 percent. The pertinent difference between services and goods is that the former 

are mostly non tradeable while the latter are mostly tradeable; in Uganda 

tradeable goods are mostly imported.  

 

Tradeable goods prices are affected by the exchange rate, which in trade weighted 

terms, has depreciated by about 15 percent over the last 12 months. Hence much 

of the increase in goods prices can be attributed to the impact of the depreciation 

of the exchange rate. The fact that services price inflation has remained so 

subdued, in contrast to inflation in the prices of food and some imported goods, 

suggests that the recent sharp rise in headline and core inflation in Uganda has not 

been caused by excessive growth in aggregate demand, because if that were so 

one would expect consumer prices to be rising across the board. Instead, the main 

causes of the current inflation are the supply shocks which have affected domestic 

and external food markets and, to a lesser extent, the rise in global fuel prices and 

the depreciation of the Ugandan Shilling.    
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What are the implications of this analysis for monetary policy? In terms of its 

impact on inflation monetary policy works through its effects on aggregate 

demand and in particular the private sector components of aggregate demand; 

private consumption, investment and net exports. If monetary policy can 

influence the level or growth rate of aggregate demand, ensuring that it does not 

outstrip the growth of aggregate supply, a central bank can exert control over 

inflation over the medium term. However, in the short term, inflation is often 

driven by supply side shocks, as is the case today in Uganda as well as in many 

other countries around the world. Supply side shocks which hike the rate of 

inflation pose a dilemma for monetary policy. Monetary policy cannot bring 

down the prices of food or fuel, because these prices are not determined by the 

level of aggregate demand in the economy, rather they are determined mainly by 

supply and demand in the individual markets for food and fuel, over which 

monetary policy has limited influence.  

 

Furthermore, if the Bank of Uganda were to be too aggressive in attempting to 

pull down inflation by tightening monetary policy, the main impact of the 

monetary tightening would be felt in the non food sectors of the economy, 

especially the service industries, which would face a reduction in demand for 

their output and hence would run the risk of recession. To summarise, monetary 

policy cannot feasibly reduce the current rate of inflation in the short term, 

because it is the result of supply side factors, and attempting to do so could be 

counterproductive, with adverse affects on real output.  

 

Fortunately, supply side shocks are usually relatively short lived and hence their 

impact on inflation is temporary; commodity prices are both volatile and cyclical. 

Hence it is reasonable to expect that food prices will fall back once harvests 
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improve and that this will lead to a fall in inflation.  Food crop prices have 

already fallen by 8 percent since their peak in April of this year. I expect that the 

decline in food prices will continue in the coming months which will allow 

inflation to fall back towards our medium term target by this time next year. The 

biggest threat to inflation over the medium term is not that the supply side shocks 

will prove persistent, but that the current high levels of inflation will cause the 

public to revise their expectations about future inflation upwards and that this will 

then influence the setting of prices and wages in the economy; this is a process 

which economists refer to as “second round effects”.  

 

It is crucial that monetary policy prevents these “second round effects” from 

taking hold. To achieve this, monetary policy has to be tightened in a manner 

which is consistent with a gradual decline of inflation over the next 12 months. 

Exactly how much monetary tightening is optimal is a matter of judgement as 

much as science. The Bank of Uganda has pushed up interest rates, as reflected in 

the yield on the 1 year Treasury Bill, by around 800 basis points over the past 

nine months and reined in the growth of the money and credit aggregates. 

However, we will respond flexibly to any new developments especially if they 

affect the forecast for inflation over the next 6-12 months. If the inflation 

prospects deteriorate, we will tighten monetary policy further. We do not intend 

to allow double digit rates of inflation to become entrenched.  

 

I would like to add that the challenges that we face today in Uganda in tackling 

inflation are by no means unique to this country. Almost every central bank in the 

world is grappling with the problem of how to manage the impact of supply side 

shocks on inflation without either allowing inflationary expectations to rise or 



7 

 

pushing the economy into recession through an overly aggressive monetary 

policy response. 

 

Before I move on to tell you about the changes that we are making to the way in 

which the Bank of Uganda implements monetary policy I want to say a few brief 

words about the exchange rate and the outlook for the balance of payments.  

 

Since the onset of the global economic crisis in 2008, our balance of payments 

position has deteriorated. The economic problems in the industrialised economies 

have dampened the growth of our export earnings, remittances and foreign direct 

investment, which are important sources of foreign exchange for Uganda. On the 

other hand, with the resumption of robust economic growth in Uganda in 

2010/11, demand for imports has picked up strongly. The result is that Uganda 

has incurred overall balance of payments deficits and the nominal exchange rate 

has depreciated sharply, adding to inflationary pressures as I mentioned earlier. 

There have also been occasions when speculation appears to have exacerbated the 

pressure on the exchange rate, but that should not distract us from recognising 

that the overall balance of payments has weakened.  

 

Looking ahead, I expect that the large inflows of foreign investment needed to 

develop the oil industry, followed by the production of oil on a commercial scale, 

will bring about a significant improvement of the balance of payments in the 

medium to long term, with balance of payments surpluses being accumulated and 

the exchange rate strengthening. But in the short to medium term the balance of 

payments is likely to remain under stress. Uganda, alongwith many other 

developing countries, enjoyed a relatively benign global economic environment 

in the decade which led up to the global economic crisis; export markets boomed 
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and capital flowed into developing economies. We are unlikely to see the return 

of such a favourable global environment for a long time because the global 

economy is struggling with the burden of major imbalances which are impeding 

growth and generating volatility in financial markets.  

 

In the rest of this speech I would like to take a few minutes to explain how the 

Bank of Uganda is reforming the way in which it conducts its monetary policy, an 

issue of direct relevance to the banking industry because monetary policy is 

conducted through transactions between the central bank and commercial banks. 

These reforms do not affect our primary policy objective, that of aiming to hold 

core inflation to 5 percent rate over a medium term horizon, which remains 

unchanged. Instead the reforms affect the manner in which the Bank of Uganda 

will endeavour to achieve its policy objective of controlling inflation. The 

reforms have become necessary because our current monetary policy framework, 

which is based around the targeting of monetary aggregates, has become 

anachronistic and increasingly less useful as a tool for managing the 

macroeconomy and controlling inflation, in part because of the growth of, and 

innovations in, the financial sector. We want to modernise our monetary policy 

framework. 

 

The Bank of Uganda will begin using a publicly announced interest rate as the 

operating target of monetary policy. In effect, we will replace a financial quantity 

– reserve money – with a price – an interest rate – as our operating target. We will 

call this interest rate the Central Bank Rate and it will be set once a month, at the 

start of each month. The Central Bank Rate will be used as a benchmark for 

interbank rates. The Bank of Uganda will use its daily operations in the money 

market, mainly through repos and reverse repos, to steer 7 day interbank rates as 
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close as possible to the Central Bank Rate. This way of conducting monetary 

policy is standard practise in many central banks around the world, including 

those in most emerging markets. Each month, we will set the Central Bank Rate 

on the basis of our inflation forecast and other macroeconomic variables, such as 

estimates of output growth. In essence, monetary policy will be tightened, by 

raising the Central Bank Rate, if our inflation forecast indicates that inflation will 

rise, and vice versa. We hope that by controlling interbank interest rates we will 

be able to influence other interest rates in the economy, such as deposit and 

lending rates, which in turn will feed through into changes in aggregate demand.  

 

Of course, all of the benefits of a modernised monetary policy framework will not 

be realised immediately, in particular because we need to implement parallel 

reforms to strengthen financial markets, so that they become more integrated, 

more competitive and more responsive to price signals. Some of the reforms we 

are considering to strengthen the government securities markets were discussed at 

a workshop with bankers and other stakeholders in May. 

 

In my view, one of the most important benefits of the reforms that we are 

implementing is that they will enable the Bank of Uganda to send a clear signal 

about the stance of monetary policy to the public and the markets every month. 

This contrasts with the old framework, based on monetary targets, in which it was 

difficult to communicate the stance of monetary policy to the public in a manner 

which could be readily understood, and as result there has, at times, been 

confusion over the intentions of the Bank of Uganda, as I think that some of you 

can testify. As such I believe that the banking industry will benefit from the 

reforms that we are implementing, especially because bankers will have a greater 

understanding of the stance of monetary policy and its likely future direction, 
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which will enhance the ability of banks to plan ahead, especially with respect to 

the management and pricing of liquidity.  

 

I hope that I have been able in this speech to convey to you the salient aspects of 

our thinking about how to tackle inflation and about the conduct of monetary 

policy more generally. Monetary policy in a modern economy relies heavily for 

its effectiveness on communications between the central bank and the public, and 

especially the banking community. It also depends on the credibility of the central 

bank, which cannot be achieved without transparency. That is why I am very 

grateful for the opportunity to have addressed you tonight. Thank you very much 

for listening.  

 

 


