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SPEECH BY THE DEPUTY GOVERNOR AT THE DOMESTIC DEBT AND 

ITS IMPLICATIONS FOR THE ECONOMY 

  

1. Introduction 

 

The issue of public borrowing is topical and controversial all over the world.  It 

featured prominently in the US Presidential elections and polarises economic 

debate in Europe.  The attention which this topic attracts reflects its 

importance; public borrowing matters profoundly for the current and future 

welfare of citizens.  Hence an informed public debate about how much, if any, 

and for what reasons, government should borrow is essential in a democratic 

society. Unfortunately many people who contribute the loudest to the debate, 

notably those in the tea party movement in the US, are informed more by 

dogma than a sound grasp of economic principles.  My aim in this keynote 

address is to delineate some of the basic economic principles which should 

guide public policy towards government borrowing, and to discuss how these 

principles apply to Uganda. 

 

2. Why Should Government Borrow? 

 

One of the key economic responsibilities of government is to provide “public 

goods and services”; these are goods and services which cannot be supplied 

optimally by the market, usually because they cannot be sold on a commercial 

basis or because efficiency considerations require that they be provided free of 

charge.  The need for public goods and services usually outstrips the resources 

to pay for them which governments can mobilise from tax and non tax 

revenues, which means that fiscal deficits are incurred: government 
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expenditures exceed revenues.  Fiscal deficits must, by definition, be financed, 

mostly if not entirely by government borrowing.  

 

Economic welfare will be improved by government borrowing to fund the 

provision of public goods and services as long as the social rate of return to 

public investment exceeds the cost of borrowing.  Social rates of return to 

investment in public goods and services are often estimated to be high, 

especially in poor countries where there are severe shortages of public 

infrastructure and public services, although whether this is always the case in 

practise depends on the quality of public expenditure management.  

Consequently, there are sound economic reasons to justify government 

borrowing in principle.  However, government borrowing which is too large can 

be problematic for two reasons: first it may lead to an unsustainable public 

debt burden, and secondly, it might undermine macroeconomic stability.  I will 

discuss each of these problems and their relevance to Uganda in turn.  

 

3. Debt Sustainability 

 

Government borrowing creates public debt, which must be repaid in the future.  

Public debt becomes problematic if it becomes unsustainable, which usually 

occurs because the debt has grown too large in relation to the capacity of the 

Government to continue servicing the debt.  If public debt becomes 

unsustainable, Government will be forced either to default or to undertake a 

severely disruptive fiscal adjustment in order to generate the resources needed 

to service the debt, which is what is currently happening in several of the 

periphery countries of the Euro zone. The fiscal consolidations being 

undertaken in countries such as Greece to try and reduce their public debt to 

more sustainable levels are exacerbating the economic recession in these 

countries and causing severe hardships for the population. 
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Uganda had incurred a build up of public debt to unsustainable levels in the 

1980s.  By 1990/91, public debt, which at that time comprised almost entirely 

external debt, had reached 107 percent of GDP, and the debt service ratio was 

96 percent of export earnings.  Clearly, Uganda was unable to service debt of 

this magnitude and hence it defaulted; the Government ceased to make 

payments as they fell due to its external creditors.  Uganda’s external public 

debt was only restored to sustainable levels because the country received debt 

relief from the Multilateral Debt Fund in 1995, the Heavily Indebted Poor 

Countries (HIPC) Initiative in 1998 and the Enhanced HIPC Initiative in 2000. 

 

The provision of external debt relief allowed Uganda to resume borrowing 

modest amounts of external finance on concessional terms, mainly to fund 

development projects, in line with the Government’s Debt Management 

Strategy.  Government now also borrows from the domestic market by issuing 

Government securities; Treasury Bills and Treasury Bonds.  Hence public debt 

now consists of a combination of external debt and domestic debt.  How 

sustainable is public debt today?  Two factors are particularly important in 

assessing debt sustainability; how large is the debt in relation to the size of the 

economy (and hence the capacity to service the debt)? and is public debt 

increasing in relation to the size of the economy? 

 

The nominal value of external public debt currently stands at $2.9billion, 

which is about 20 percent of GDP.  The outstanding value of Treasury 

securities is almost Shs5,600billion, which is 10 percent of GDP.  Hence the 

nominal value of public debt is about 30 percent of GDP, which by 

international standards is not high.  The average level of government debt to 

GDP in the world currently stands at 81 percent.  The average level of general 



4 

 

government debt in emerging market economies in Asia and Latin America is 

59 and 31 percent of GDP respectively.1  

 

Furthermore, almost all of Uganda’s external debt is concessional debt, which 

eases the burden of servicing it.  To capture the concessional element of the 

debt, it is normal to measure external debt in terms of its net present value 

(NPV) rather than its nominal value. The more concessional that the debt is, 

the lower is its NPV in relation to its nominal value.  The NPV of Uganda’s 

external public debt is only 13 percent of GDP.  Domestic debt is on 

commercial rather than concessional terms, hence the NPV of domestic debt is 

the same as its nominal value.  

 

As such, the NPV of total public debt is only 23 percent of GDP, which is 

relatively modest by global standards and well within the thresholds at which 

debt would be considered unsustainable. The NPV of total public debt to GDP 

ratio has actually fallen over the last 10 years, from 30 percent of GDP in 2002.  

Provided that Government continues to pursue sound fiscal policies and 

complies with its debt strategy, there is very little risk that Uganda’s public 

debt could become unsustainable in the foreseeable future. 

 

4. Public borrowing and the macroeconomy 

  

The second critical factor which should constrain public borrowing is the need 

to support macroeconomic stability and avoid what is termed the “crowding 

out” of the private sector from the domestic financial markets.  Crowding out 

occurs when the Government’s domestic borrowing requirement is so large, 

relative to the size of the domestic financial market, that it drives up interest 

                                                 
1
 The data are from the IMF Fiscal Monitor, October 2012. 
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rates and squeezes the resources available to lend to private sector borrowers. 

In more extreme cases, Government’s domestic borrowing requirement is so 

large that it cannot be fully funded from the domestic financial market and so 

has to be directly funded by the central bank through the creation of money.  

This occurred in Uganda in the 1980s and the early 1990s, when the domestic 

financial system was much smaller than it is today, with the result that the 

expansion in the money supply caused by the financing of the budget by the 

central bank led to annual inflation rates of over 100 percent during 1986-89.  

Because the domestic financial system was so shallow, Government adopted a 

fiscal policy in the early 1990s which specifically sought to avoid any domestic 

borrowing. 

 

Since the 1990s, the scope for Government to mobilise budgetary resources 

through domestic borrowing has been enhanced by the very rapid growth of the 

domestic financial system.  In 1991, the M2 measure of broad money (which 

comprises the Shilling liabilities of the banking system) was 7.6 percent of 

GDP, today it is 15 percent of GDP.  Furthermore, the non bank financial 

sector, which provides a major source of demand for Government securities, 

has grown even more rapidly.  Consequently, Government is able to fund 

moderate domestic borrowing requirements without risking crowding out the 

private sector from financial markets.  In the current fiscal year, the 

Government budget requires net borrowing of Shs225billion from the domestic 

financial market, which is only about one sixth of the projected increase in the 

size of the assets of the domestic commercial banking system and non bank 

financial sectors combined. Most domestic financial institutions want to hold 

some Government securities in their asset portfolios in order to help them 

achieve the optimal balance of liquidity, risk and return.  Because such 

financial institutions are expanding rapidly as the economy develops and 

becomes financially deeper, the demand for Government securities is also 

growing.  
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One further point pertaining to the relationship between Government 

borrowing and                                                                          macroeconomic 

management should be made.  Fiscal policy has a role to play in stabilising the 

economy, by acting in a countercyclical manner.  During periods when the 

private sector components of aggregate demand are subdued, a more 

expansionary fiscal stance, financed by more domestic borrowing, is optimal in 

order to support real economic growth.  Of course, the obverse is also true; 

fiscal policy should be tightened and borrowing reduced if private sector 

demand is booming to avoid the economy overheating. 

 

5. Conclusion 

 

I want to conclude by calling for a mature and informed debate about 

Government borrowing in Uganda.  Government borrowing is not, per se, 

inherently wrong.  Modest amounts of Government borrowing have a positive 

role to play in the economy, provided that this borrowing does not become too 

large as to undermine macroeconomic stability and the sustainability of public 

debt.  This requires that fiscal policy is planned in a medium term 

macroeconomic and fiscal framework so that the full implications of the 

Government borrowing requirement are made explicit and can be understood 

by all stakeholders.  I hope that the Uganda Debt Network, through workshops 

such as this, can contribute to a more informed public debate about 

Government borrowing and fiscal policy in general. 

 

Thank you for listening. 


