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Good morning ladies and gentlemen. I would like to begin by commending 

Stanbic Bank for organising this Economic Forum which gives us a valuable 

platform for exchanging views about the economy. It is good to see that there is 

such a wide range of stakeholders here this morning, from the financial sector, 

manufacturing, service industries as well as the public sector. I am very much 

looking forward to hear your views. In these remarks I want to focus on the 

macroeconomy and explain how the Bank of Uganda views the current situation 

and the prospects for 2012 and 2013. 

 

The economy is currently in the downturn phase of the business cycle. After a 

robust growth performance in 2010/11, with real GDP expanding by 6.7 percent, 

real growth is forecast to fall to about 4.2 percent in the current fiscal year. The 

quarterly GDP data released by UBOS last week indicate that, on a seasonally 

adjusted basis, real GDP in the first half of 2011/12 grew by 3.3 percent 

compared to the first half of the previous fiscal year. Both the formal 

manufacturing and construction sectors suffered falls in output in the first half of 

this fiscal year whereas services sector growth was very buoyant. Real GDP 

growth is forecast to pick up modestly in the next fiscal year to 5.5 percent.  

 

Although it is difficult to make precise estimates of potential output and thus the 

output gap, it is likely that real output will be below potential output by at least 
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one percent of GDP in this fiscal year. Hence there will be a negative output gap 

which is likely to widen in 2012/13 to about 2 percent of GDP because real 

growth will remain below its long term potential of about 6-7 percent per annum. 

A negative output gap means that employment and capacity utilisation are lower 

than the normal long term levels, which tends to exert downward pressure on 

inflation.  

 

Why has real economic growth decelerated since 2010/11. The main reasons are a 

slowdown in domestic demand growth and a deterioration of the external 

environment. Last year the BOU had to tighten monetary policy substantially to 

curb the sharp rise in inflation. The BOU’s policy rate – the Central Bank Rate - 

was raised by 10 percentage points between July 2011, when it was first 

introduced, and November; from 13 percent to 23 percent. In response the 

average commercial bank lending rate for Shilling denominated loans also rose, 

by about 6 percentage points between July 2011 and January 2012, from 21.7 

percent to 27.3 percent; and there was a similar rise in the average interest rate 

paid on Shilling denominated time deposits in this period.  

 

The rise in interest rates has curtailed the growth of bank credit to the private 

sector. Loans to the private sector had expanded at a rate of 47 percent during the 

12 months to September 2011, which was too rapid, but in the subsequent 6 

months there has been no growth at all in bank lending. The fiscal stance is also 

tighter in the current fiscal year than it was in 2010/11, and this has further 

reduced the growth in domestic demand. The overall fiscal deficit, excluding 

grants, is forecast to be almost 3 percentage points of GDP lower in 2011/12 than 

it was in the previous fiscal year, although part of this reduction is accounted for 

by lower government expenditure on imports rather than domestic goods. 
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On the external front, the ongoing problems in the major industrialised economies 

are exerting an adverse impact on the Ugandan economy. For example, Uganda’s 

external terms of trade are forecast to fall by 7 percent in 2011/12 and to worsen 

by a further 13 percent in the next fiscal year. A fall in the external terms of trade 

reduces real incomes in Uganda and hence lowers real household consumption 

demand. Aggregate demand in Uganda is also affected by the stagnation in major 

industrialised economies which are important markets for Uganda’s exports of 

goods and services such as tourism.  

 

On a more positive note, I believe that we can now feel much more confident that 

inflation is firmly on a downward path. Since peaking at 30.5 percent in October 

2011, annual headline inflation has fallen by more than 9 percentage points, to 

21.2 percent in March 2012. Part of the explanation for the decline in inflation is 

that the food price shocks which drove up consumer prices in 2011 have abated 

somewhat as better harvests have increased the supply of food to markets. The 

rebound in the nominal exchange rate since September of last year has also eased 

the upward pressure on the prices of imported goods. However, non food price 

inflation has also started to fall, which reflects an easing of demand pressures in 

the domestic economy, to which the tightening of monetary policy last year has 

undoubtedly contributed. 

 

The negative output gap which I referred to earlier should continue to exert 

downward pressure on inflation over the next 12-18 months. The BOU is 

forecasting that annual inflation will be brought down to 10 percent or slightly 

below by the end of this calendar year, provided that we are not hit by any further 

large supply side shocks to prices; such shocks are always a possibility. We then 
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aim to reduce inflation further to our medium term target of 5 percent in 2013. 

Achieving this path for inflation will guide our monetary policy stance during 

2012 and beyond.  

 

We have been able to ease monetary policy modestly since the beginning of 

February, reducing the Central Bank Rate by two percentage points, because of 

the fall in inflation which began last October. Provided that inflation continues to 

fall as we forecast, it will be possible to make further gradual reductions in the 

Central Bank Rate during 2012, which should lead to reductions in commercial 

bank lending rates. Although the curtailment in the growth of lending to the 

private sector which has taken place over the last six months was necessary to 

help curb inflation, with the threat of inflation starting to wane, the conditions are 

now opportune for a resumption of bank credit growth, at moderate rates, to 

support a recovery of domestic demand and hence output growth.  

 

The volatility in the exchange rate is a major source of concern for the BOU, not 

least because of the problems which this causes for firms which have substantial 

trade and other transactions with the outside world. In particular we are very 

anxious to avoid damaging the competitiveness of our export industries.  

 

The exchange rate is essentially determined by two main factors. In the medium 

to long term it reflects fundamental characteristics of the economy and its 

dealings with the rest of the world, especially the trade balance and the magnitude 

of foreign savings which can be mobilised in a sustainable manner to fund it. 

Since the global economic crisis erupted in 2008, Uganda’s BOP has deteriorated 

quite markedly. Our trade deficit widened to 20 percent of GDP in 2010/11, and 

the main sources of foreign savings – workers’ remittances, donor aid and foreign 
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direct investment – have stagnated. This is why the exchange rate has depreciated 

over the last few years. In the long term, the foreign exchange inflows related to 

oil – foreign investment and oil exports – will strengthen the fundamental factors 

underlying the exchange rate, but these inflows are still some way in the future. 

From a policy standpoint, it is both counterproductive and ultimately 

unsustainable for the central bank to attempt to target an exchange rate which is 

not consistent with the economic fundamentals affecting the BOP. 

 

In the short term the exchange rate can deviate, often quite substantially, from 

fundamental levels because of short term capital flows, such as portfolio capital 

investment, which are highly volatile, and other speculative transactions. Uganda 

has becoming a “frontier market”, and as such is a destination for portfolio capital 

flows from abroad, much of which is attracted by the high interest rate 

differentials between Uganda and the industrialised countries. There are sound 

reasons for a central bank to try and dampen excessive volatility in the exchange 

rate, because of its adverse effects on the real sectors of the economy, provided 

that this does not involve trying to prevent the exchange rate from moving 

towards a long run sustainable level, although dampening exchange rate volatility 

is often a very difficult task. We were not very successful last year in curbing 

exchange rate volatility, in part because some of the worst instability in the 

exchange rate took place during the summer of 2011 at a time when the global 

financial markets were experiencing a lot of turbulence. I hope that this year we 

can provide a greater degree of exchange rate stability, by taking a more proactive 

stance in the foreign exchange market when we feel that short term exchange rate 

movements are too large and are not warranted by economic fundamentals.   
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Let me conclude by summarising the key points of this address. Real GDP growth 

is currently below potential but we expect that it will gradually pick up over the 

next two years and will recover to its long term potential rate of 6-7 percent by 

2013/14. We believe that inflation has peaked and that inflationary pressures have 

begun to subside significantly; such that it will gradually fall during the course of 

this year to reach single digits levels by December 2012 and to around 5 percent 

during 2013. This should allow interest rates to be brought down. However, the 

pace at which we ease monetary policy over the next 12 months or so will be 

determined by the prospects for inflation. We will only continue to ease the 

monetary policy stance if our inflation forecasts indicate that we can achieve our 

targets for reducing inflation. With regard to the prospects for the exchange rate, I 

think it is only realistic to acknowledge that the underlying fundamental factors 

affecting the BOP will not support a stronger exchange rate over the short to 

medium term. The BOU does not target any specific value for the exchange rate 

but I hope that we will be able to benefit from less exchange rate volatility than 

was the case last year.  

 

Thank you for listening.  

   

 


