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ABSTRACT 
Purpose – This study provides an empirical analysis of the relationship between fiscal deficits, monetary expansion, and inflation in Uganda using 
quarterly data from 2007 to 2020. It seeks to determine both the short- and long-run drivers of inflation and establish causal relationships among 
the variables. 
Methodology – The Autoregressive Distributed Lag (ARDL) bounds testing approach was employed to estimate short- and long-run effects, while 
Granger causality tests were used to examine causal links. Diagnostic and stability tests were applied to validate the robustness of the model. 
Findings – The results demonstrate that, in the long-run, money supply (0.33), fiscal deficit (0.28), and exchange rate (0.32) significantly increase 
inflation, while GDP (–0.27) and interest rate (–0.018) reduce it. Terms of trade were insignificant. In the short run, both fiscal deficit and money 
supply exert positive and significant effects on inflation. The error correction term indicates that 67% of disequilibrium is corrected within a 
quarter. Granger causality results confirm unidirectional causality running from fiscal deficit and money supply to inflation. 
Conclusion – The study concludes that fiscal deficit and money supply are the primary sources of inflation in Uganda, while GDP growth helps 
stabilize prices. Effective coordination of fiscal and monetary policy is essential. Policymakers should reduce fiscal deficits, regulate money supply, 
and stabilize the exchange rate, while promoting growth-enhancing strategies to ensure long-term price stability. 

Keywords: Inflation, fiscal deficit, money supply, ARDL, Uganda 
JEL Codes: H62, E51, E31 
 

1. INTRODUCTION 

Stabilizing prices has long been a central mission for central banks, which underscores the importance of identifying the main 
forces behind inflation (Mishkin, 2004). Inflation—defined as a sustained rise in the overall cost of goods and services—is often 
linked to rapid monetary growth. Likewise, recurring fiscal deficits, where government expenditures consistently exceed 
revenues, are widely recognized as contributors to inflation, depending on the financing method. The interplay between deficits, 
money supply growth, and inflation has attracted considerable scholarly and policy debate, especially in developing economies 
such as Uganda. 

The effect of fiscal deficits on inflation largely depends on how they are financed. Short-term deficits may only cause temporary 
price increases, while prolonged deficits funded by monetary expansion usually create persistent inflationary pressures. By 
contrast, deficits covered through non-monetary instruments, such as bonds absorbed by non-banking entities, tend to have a 
weaker effect on price levels (Khieu, 2014). Empirical evidence on the subject remains inconclusive: some studies point to a strong 
link between fiscal imbalances and hyperinflation, whereas others find negligible or weak connections, often due to structural 
features, labor market dynamics, or methodological differences (Catão & Terrones, 2003; Ekanayake, 2012). 

Monetary expansion is another factor that influences inflation. Persistent fiscal shortfalls often lead to monetization, where 
deficits are financed through money creation, which in turn raises liquidity and fuels price pressures, undermining 
macroeconomic stability (Dornbusch & Fischer, 2007). In many developing economies, high inflation is closely tied to fiscal 
imbalances, with money-financed deficits serving as the primary driver (Lozano-Espitia, 2008). Rising inflation then compounds 
fiscal difficulties by increasing debt-servicing costs, thereby widening budgetary gaps (Dornbusch & Fischer, 2007). 
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Uganda has experienced similar challenges. The budget deficit rose from 7% of GDP to 9% in the 2020/21 fiscal year (World Bank, 
2020), while the money supply expanded sharply from UGX 1,315.83 billion in 2002 to UGX 22,955.84 billion by 2020 (Bank of 
Uganda, 2020). Previous studies using the Vector Error Correction Model (VECM) produced mixed or inconclusive findings, largely 
due to restrictive assumptions regarding stationarity. For this reason, the present study adopts the Autoregressive Distributed 
Lag (ARDL) model, which accommodates a mix of stationary and non-stationary variables and captures both short-run and long-
run dynamics. By re-examining the relationship between fiscal deficits, monetary growth, and inflation using ARDL, this research 
seeks to provide robust empirical evidence for Uganda and to contribute to wider debates on fiscal-monetary interactions in 
developing economies. 

2. LITERATURE REVIEW 

This study draws on three key theoretical frameworks: the Monetary Theory of Inflation, the Fiscal Theory of the Price Level 
(FTPL), and the Structural Theory of Inflation. From the monetarist perspective, inflation is essentially a result of excessive money 
supply growth. Friedman and his followers argue that inflation arises when money expands faster than real output, making 
monetary policy the most effective instrument for price stability (Friedman, 1968; Totonchi, 2011; Parguez, 2011). This view 
emphasizes that controlling money supply fluctuations is central to curbing inflation. 

The Fiscal Theory of the Price Level (FTPL), however, assigns primacy to fiscal policy. According to this framework, government 
debt, taxation, and spending decisions determine the price level. Persistent fiscal deficits undermine the value of currency, driving 
inflation, while monetary policy plays a secondary role (Bassetto, 2008). Thus, maintaining sustainable fiscal policy is seen as 
essential for long-run price stability. 

The Structural Theory of Inflation, developed by Myrdal and Straten, focuses on the structural weaknesses of developing 
economies, such as supply bottlenecks, sectoral imbalances, and limited production capacity. Structuralists argue that while 
monetary and fiscal policies can trigger inflation in the short run, the deeper causes lie in economic rigidities that restrict supply 
responses to rising demand (Totonchi, 2011). 

Empirical evidence reflects these competing views Eita et al. (2021) in Namibia—also identified a long-term relationship between 
budget deficits and inflation. Khan et al. (2023) confirmed using ARDL that in Pakistan, fiscal deficits and exchange rate 
movements fuel inflation both in the short and long run, while money supply had only a long-run effect Similarly, Loate and Viegi 
(2025) observed in South Africa that prolonged deficit-financed fiscal expansion raised the risk premium and debt levels, 
eventually exerting contractionary and inflationary pressures .Nguyen (2015) found that fiscal deficits significantly contributed to 
inflation in Asian economies between 1985 and 2012, while Ekanayake (2012) showed that in Sri Lanka, a 1% rise in the deficit 
increased inflation by 11%. In Uganda, Bwire and Nampewo (2014) reported that fiscal deficits affected inflation only in the long 
run. Other African studies—including Solomon & De Wet (2004) in Tanzania, Makochekanwa (2008) in Zimbabwe, and Eita et al. 
(2021) in Namibia—also identified a long-term relationship between budget deficits and inflation. 

Similar findings emerge in relation to money supply. Studies from Tanzania (Mbongo et al., 2014), Ghana (Ofori et al., 2017), 
China (He, 2017), and Turkey (Gungor & Berk, 2006) confirm that monetary expansion raises inflation in both the short and long 
run. Yet results remain inconsistent: Amassoma et al. (2018) found little evidence of money supply driving inflation in Nigeria, 
while Achary (2019) concluded that in Nepal, money supply affected inflation only in the long run. 

Taking together, these studies suggest that while theory clearly links fiscal deficits and money growth to inflation, empirical 
findings vary considerably across contexts. This highlights the need to re-examine the Ugandan case using a flexible approach like 
ARDL, which can capture both short-term fluctuations and long-term relationships. 

3. METHODOLOGY 

3.1. Data Source and Type 

This research is based exclusively on secondary data. Information on inflation, money supply, interest rates, exchange rates, GDP, 
and terms of trade (as a proxy for trade openness) was obtained from the Bank of Uganda, while fiscal deficit data came from 
the Ministry of Finance, Planning, and Economic Development. The dataset covers quarterly observations from 2007 to 2020, 
providing sufficient depth for a time series analysis of the fiscal–inflation relationship. 

To assess the statistical properties of the series, the Augmented Dickey–Fuller (ADF) test was applied to determine whether the 
variables were stationary at levels (I (0)) or became stationary after first differencing (I (1)). A summary of variables, proxies, 
measurement units, and sources is presented in Table 3.1. 
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Table 1: Variables, Proxies, and Sources 

Variable Proxy Measurement Source 

Inflation INFR general and persistent increase in the price level of goods and 
services of a country (%). 

Bank of Uganda 

Fiscal deficit FD Fiscal deficit in billions of Ugandan Shillings (UGX). Ministry of Finance 

Money supply MS Sum of currency and deposits in circulation (cheque, time, and 
savings deposits) in billion UGX 

Bank of Uganda 

Interest rate IR Interest rate charged on loans by financial institutions (%). Bank of Uganda 

Exchange Rate EXR Exchange rate of Ugandan Shilling to US Dollar (UGX/USD). Bank of Uganda 

Gross Domestic Product GDP Total value of goods and services produced (Billions UGX). Bank of Uganda 

Terms of Trade ToT (Export price index / Import price index) × 100. Measures trade 
efficiency (%). 

Bank of Uganda 

The empirical analysis was carried out using Stata 15 and EViews 9.0. Exploratory plots were used to examine patterns in the data, 
followed by cointegration tests to establish possible long-run linkages. The Autoregressive Distributed Lag (ARDL) model was then 
employed to estimate both short-run and long-run dynamics, while Granger causality tests were used to evaluate the direction of 
causality between fiscal deficits, money supply, and inflation. 

3.2. Model Specification 

The model was designed to capture the impact of fiscal and monetary variables on inflation in Uganda. Given the mixture of 
integration orders in the dataset, the ARDL cointegration technique was considered most appropriate. The baseline equation is 
specified as: 

𝑙𝑛𝐼𝑁𝐹𝑅𝑡 = 𝛽0 + 𝛽1𝑙𝑛𝐹𝐷𝑡−1 + 𝛽2𝑙𝑛𝑀𝑆𝑡−1 + 𝛽3𝑙𝑛𝐼𝑅𝑡−1 + 𝛽4𝑙𝑛𝐸𝑋𝑅𝑡−1 + 𝛽5𝑙𝑛𝐺𝐷𝑃𝑡−1 + 𝛽6𝑙𝑛𝑇𝑂𝑇𝑡−1 + ε1t                             (1) 

Where lnINFR denotes the natural logarithm of inflation rate, lnFD stands for the natural logarithm of the Fiscal Deficit, lnMS 
refers the natural logarithm of Money Supply, lnIR signifies the natural logarithm of Interest rate, lnEXR denotes the natural 
logarithm of the Exchange rate, lnGDP stands for natural logarithm of Gross Domestic Product and the natural logarithm of trade 
openness is denoted by lnToT. 

Cointegration with ARDL - The ARDL bounds testing procedure proposed by Pesaran et al. (2001) was adopted for three main 
reasons. First, once the optimal lag length is selected, it enables testing for cointegration using the bounds test, which is more flexible 
than traditional techniques such as Johansen and Juselius (1990). Second, unlike the Engle–Granger approach (1987), ARDL allows 
regressors to be a mix of I(0) and I(1). Third, the method performs well with relatively small sample sizes, making it suitable for this 
dataset. 

The ARDL framework also incorporates an Error Correction Mechanism (ECM), which accounts for both short-run adjustments and 
long-run equilibrium dynamics. By including lags, the method helps minimize endogeneity bias (Pesaran, 1997). These features make 
ARDL an appropriate and robust approach for exploring the fiscal deficit–inflation nexus in Uganda. 

Long Run and Short Run Models - The unrestricted error-correction version of the ARDL model can be expressed as 

∆𝑙𝑛𝐼𝑁𝐹𝑅𝑡 = 𝛼0 + β0 + β1𝑙𝑛FDt−1 + β2𝑙𝑛MSt−1 + β3𝑙𝑛IRt−1 + β4𝑙𝑛EXRt−1 + β5𝑙𝑛GDPt−1 + β6𝑙𝑛ToTt−1 +
∑ 𝛿1

𝑝
𝑖=0 𝑙𝑛FDt−1 + ∑ 𝛿2

𝑝
𝑖=0 𝑙𝑛MSt−1 + ∑ 𝛿3

𝑝
𝑖=0 𝑙𝑛INTRt−1 + ∑ 𝛿4

𝑝
𝑖=0 𝑙𝑛EXRt−1 + ∑ 𝛿5

𝑝
𝑖=0 𝑙𝑛GDPt−1 + ∑ 𝛿5

𝑝
𝑖=0 𝑙𝑛ToTt−1 + 𝜀𝑡   (2) 

The long-run coefficients are captured by the βi parameters, while the short-run dynamics are reflected in the 𝛿𝑖 terms. The null 
hypothesis 𝐻0 = 𝛽1 = 𝛽2 = 𝛽3 = 𝛽4 = 𝛽5 = 𝛽6 = 0:  implies no cointegration, while the alternative assumes the existence of 

cointegration. 

If cointegration is confirmed, the conditional long-run ARDL model is specified as: 

∆𝐼𝑁𝐹𝑅𝑡 = 𝛼0 + ∑ 𝛽𝑖𝑋𝑖−1

𝑝

𝑖=0

+ 𝜀𝑡                                                                                                 (3) 

The final stage involves estimating the ECM: 
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∆𝐼𝑁𝐹𝑅𝑡 = ∑ 𝛿𝑖∆𝑋𝑖−1

𝑝

𝑖=0

+ 𝜃1𝐸𝐶𝑇𝑡−1 + 𝜀𝑡                                                                                  (4) 

Here, 𝛿𝑖 denotes the short-run coefficients, 𝐸𝐶𝑇𝑡−1 is the error-correction term, p represents the chosen optimal lag length, and 
θ measures the adjustment speed. A negative and statistically significant θ confirms cointegration and indicates the proportion 
of disequilibrium corrected in each period. 

4. FINDINGS AND DISCUSSION 

This section presents the results of the study, beginning with descriptive analysis of the variables through graphs and summary 
statistics. It then incorporates the outcomes of stationarity and cointegration tests to guide model estimation. Using these 
foundations, the ARDL framework was applied to capture both the short-run and long-run dynamics between fiscal deficits, 
money supply, and inflation. In addition, Granger causality tests were employed to examine the direction of influence among the 
variables. To ensure the robustness of the results, several diagnostic checks were also conducted on the estimated models. 

4.1. Descriptive Analysis 

Money Supply (Figure 1): Uganda’s money supply displayed a steady upward trend throughout the study period, with a sharp 
acceleration in the third quarter of 2009. This reflects persistent monetary expansion and increasing liquidity levels in the economy. 
Fiscal Deficit (Figure 2): The fiscal balance consistently deteriorated from Q1 2007 to Q4 2020, reaching its widest gap of 0.088% of 
GDP in the last quarter of 2020. The narrowest deficit, 0.005% of GDP, was observed in Q1 2007. These results contribute to rising 
fiscal stress over the study period. 

Exchange Rate (Figure 3): The Ugandan shilling experienced repeated fluctuations between 2007 and 2020. A sharp depreciation 
occurred from Q1 2014 to Q3 2015. The most favorable exchange rate was recorded in Q2 2020, while the weakest occurred in Q3 
2008. The volatility largely reflected persistent current account imbalances and the country’s import dependence. Interest Rates 
(Figure 4): Lending rates generally increased over time, though they fell briefly in 2007. The highest rate, 27.2%, was recorded in Q1 
2012, largely due to elevated administrative costs, while the lowest, 18.6%, occurred in Q2 2020. Wide interest rate spreads were 
linked to bank capitalization levels, yields on government securities, and high operational costs in the financial sector. 

Gross Domestic Product (Figure 5): GDP maintained an upward trajectory, averaging UGX 27,990.12 billion between Q1 2007 and 
Q4 2020. The maximum value of UGX 38,597.18 billion occurred in Q4 2020, while the minimum, UGX 11,084.95 billion, was in Q1 
2007. This indicates sustained economic expansion despite periodic shocks. Terms of Trade (Figure 6): The terms of trade index 
exhibited significant instability, especially during 2012–2014 and again from 2017 onward. This volatility reflected Uganda’s 
dependence on imported high-value consumer goods against relatively narrow export earnings dominated by agricultural 
commodities such as coffee. 

Inflation (Figure 7): Inflation was highly variable during the study period. It reached a maximum of 24.2% in Q4 2011 due to food and 
fuel price spikes, before falling to 1.9% in Q4 2014. Another notable surge occurred in Q1 2009. As Kabundi (2012) observes, Uganda’s 
inflation is strongly influenced by accommodative monetary policy, global commodity price shocks, and structural weaknesses such 
as low agricultural productivity. 

Figure 1: Money Supply (Billions UGX)              Figure 2: Fiscal Deficit (Percentage) 
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Figure 3: Exchange Rate (UGX/USD)       Figure 4: Interest Rate (Percentage) 

 

 

 

 

 

Figure 5: GDP (UGX/USD)                                  Figure 6: Trade Openness (Percentage) 
 

 

 

 

 

 

 

 

Figure 7: Inflation Rate (Percentage) 

 

 

 

 

 

 
 

4.2 Unit Root Test 

Before applying the ARDL bounds testing framework, it was essential to verify the order of integration of the series. The Augmented 
Dickey–Fuller (ADF) test was used to check whether each variable was stationary or contained a unit root. The hypotheses were 
specified as follows: 

H0: δ = 0 (the series has a unit root / non-stationary) 

Ha: δ < 0 (the series is stationary). 

The test outcomes are reported in Table 4.1. Results show that the money supply was stationary at level, I(0). In contrast, inflation, 
exchange rate, interest rate, GDP, terms of trade, and fiscal deficit were non-stationary at levels but became stationary after first 
differencing, implying integration of order one, I (1). This mixture of I (0) and I (1) variables justify the use of the ARDL approach, 
which is well-suited for regressors with different integration properties, provided none are integrated beyond I (1). 
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Table 1: Augmented Dickey–Fuller (ADF) Unit Root Test Results 

Variables ADF test Statistic 5% Critical Value Conclusion 

INFR -1.049 -2.923 Non-stationary 

EXR -0.508 -2.923 Non-stationary 

IR -1.936 -2.923 Non-stationary 

GDP -1.650 -2.923 Non-stationary 

MS 3.145 -2.923 Stationary 

ToT -1.843 -2.923 Non-stationary 

FD 1.167 -2.923 Non-stationary 

After First Difference 

INFR -3.939 -2.924 Stationary 

EXR -6.275 -2.924 Stationary 

IR -7.163 -2.924 Stationary 

GDP -3.938 -2.924 Stationary 

ToT -8.206 -2.924 Stationary 

FD -4.299 -2.924 Stationary 

4.3. Cointegration Test 

The presence of a long-run equilibrium relationship among the variables was assessed using the ARDL bounds testing approach. 
The results are reported in Table 2. The computed F-statistic for equation (2) was 9.18, which is greater than the upper bound 
critical value of 3.35 at the 5% significance level. This outcome leads to the rejection of the null hypothesis of no level relationship, 
confirming that the variables are cointegrated. 

The implication is that inflation in Uganda is not merely a short-term phenomenon but is structurally linked to fiscal deficit, money 
supply, exchange rate, GDP, interest rates, and terms of trade in the long run. This provides strong justification for applying the 
ARDL model to capture both short-run fluctuations and long-run dynamics. 

Table 2: ARDL Bound Test for Cointegration 

F-Bound Test  Null Hypothesis: No levels relationship 

Test- statistic Value Sig. Level I(0) I(1) 

F-statistic 9.18 5 % 2.26 3.35 

 

4.4. Long-Run and Short-Run Effects 

Long-Run Effects- Since the ARDL bounds test confirmed the existence of cointegration (see Table 2), the model was estimated to 
capture the long-run and short-run effects of fiscal and monetary variables on inflation. The long-run coefficients are summarized 
in Table 3. 

Table 3: Long-run ARDL Estimates 

Ind. Variables Coefficients Std. Errors t-Statistics Prob. 

LNMS 0.333 0.088 0.38 0.0006 *** 

LNFD 0.28 0.072 0.39 0.0005*** 

LNIR -0.018 0.13 -0.014 0.0523* 

LNEXR 0.324 0.103 0.31 0.0037*** 

LNGDP -0.271 0.076 -0.35 0.0012*** 

LNTOT -0.05 0.20 1.63 0.9475 

Cons 0.242 0.051 0.473 0.00*** 

Note: The asterisk ***, ** and * denote significantly at the 1%, 5% and 10% levels respectively. 
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The estimates confirm that money supply exerts a strong and positive long-run influence on inflation. A 1% increase in money 
supply is associated with a 0.33% rise in inflation (p < 0.01). This result supports the monetarist position that sustained monetary 
expansion fuels higher prices and is consistent with evidence from Evans Ovamba (2014), Nguyen (2015), and Ofori et al. (2019). 

The fiscal deficit also has a significant positive impact, where a 1% increase leads to a 0.28% rise in inflation (p < 0.01). This finding 
highlights how persistent deficit financing intensifies aggregate demand and price pressures, echoing previous results from 
Abubakarim & Karim (2015), Ekanayake (2012), Nguyen (2015), and Eita et al. (2021a). 

Regarding the control variables, exchange rate depreciation significantly increases inflation, reflecting the pass-through effect of 
higher import costs. By contrast, GDP growth has a negative and significant effect, suggesting that stronger economic activity and 
production capacity help reduce inflationary pressures. Interest rates are weakly significant (p ≈ 0.05) with a negative coefficient, 
implying only a modest role as a policy tool against inflation in Uganda. Finally, terms of trade show a negative but statistically 
insignificant effect, indicating limited relevance for long-run inflation dynamics. 

Taken together, the findings emphasize that Uganda’s inflation is predominantly shaped by fiscal and monetary factors. However, 
promoting sustained GDP growth and exchange rate stability can act as counterbalancing forces that moderate long-run 
inflationary pressures. 

Short-Run Effects- The short-run dynamics of the model were examined using the Error Correction Model (ECM), and the 
estimates are reported in Table 4.4. The coefficient of the error correction term (ECT) is negative and highly significant at the 5% 
level, which confirms that short-run deviations from equilibrium adjust back toward the long-run path over time. 

Table 4: Short-Run ARDL Results 

Variable Coefficients Std. Err. t-statistics P-value 

C 29.67 3.74 7.94 0.0000 

D(LNINIFR(-1)) 0.30 0.09 3.21 0.00*** 

D(LNFD) 1.03 0.31 3.32 0.00*** 

D(LNFD(-1)). 1.19 0.27 -4.39 0.00*** 

D(LNFD(-2)) 1.15 0.26 -4.43 0.00*** 

D(LNFD(-3)) 1.65 0.28 5.88 0.00*** 

D(LMS) 3.03 1.10 -2.74 0.00**** 

D(LNMS(-1)) 1.83 1.15 1.59 0.12 

D(LNMS(-2)) 4.61 1.21 3.82 0.00*** 

D(LNMS(-3)) 2.02 1.17 1.73 0.09 

D(LNGDP) 1.38 0.85 1.62 0.11 

D(LNIR) 0.035 0.069 0.05 0.96 

D(LNIR(-1) 1.32 0.66 2.01 0.05** 

D(LNTOT) 0.08 0.03 2.51 0.01*** 

D(LNTOT(-1)) 0.04 0.03 1.53 0.02** 

D(LNTOT(-2)) 0.03 0.02 1.30 0.01*** 

CointEq(-1)* -0.67 0.08 -7.96 0.00*** 

R-squared 0.77 Adjusted R-squared 0.69 Sum squared resid 1.73 
S.E of regression 0.21 F-statistic 9.62 
Prob.(F-statistic) 0.000000 Durbin-Watson stat 2.43 
Note: The asterisk ***, ** and * denotes significances respectively at the 1%, 5% and 10% levels. 

The short-run results indicate: Inflation persistence: The lagged inflation term is positive and significant, showing that current 
inflation is influenced by past levels. Fiscal deficit: Both the current and lagged values are positively significant, demonstrating 
that fiscal imbalances have immediate and ongoing inflationary effects. This is consistent with Ssebulime and Edward (2019). 
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Money supply: The contemporaneous and second-lag coefficients are strongly significant, confirming that monetary expansion 
rapidly translates into price increases, consistent with findings by Gungor & Berk (2006) and Mbongo et al. (2014). Other lags of 
money supply are weaker. 

Control variables: GDP is positive but insignificant in the short run. Interest rates are mostly insignificant, though the first lag 
shows a weak positive effect (p ≈ 0.05). Terms of trade variables are consistently positive and significant, suggesting that worsening 
trade conditions place upward pressure on domestic prices. Error correction term: The ECT is -0.67 and highly significant, showing 
that about 67% of short-run disequilibria are corrected within a quarter. This indicates a strong tendency for inflation to revert 
toward its long-run equilibrium following shocks. 

4.5. Granger Causality Test Results 

The study further applied the Granger causality test to explore the direction of influence among the main variables. The outcomes 
are reported in Table 5. 

Table 5: Pairwise Granger Causality Test Results 

Null Hypothesis Obs F- Statistics Prob 

Inflation rate does not Granger cause fiscal deficit 54 0.49145 0.614 

Fiscal deficit does not Granger cause inflation rate 3.85254 0.027 

Inflation rate does not Granger cause money supply 54 0.60948 0.547 

Money supply does not Granger cause inflation rate 8.51134 0.000 

* Represent 5% significant level 

At the 5% threshold, the findings indicate a one-way causality running from fiscal deficit to inflation. This means that past changes 
in government budget deficits help predict future inflation patterns, while inflation itself does not significantly affect fiscal 
balances. Similar conclusions were drawn by Solomon & De Wet (2004), Makochekanwa (2008), Bwire & Nampewo (2014), and 
Eita et al. (2021). 

In addition, the results show a unidirectional causal link from money supply to inflation. This suggests that monetary expansion 
plays a crucial role in driving price changes, whereas inflation does not Granger-cause money supply. These findings are consistent 
with Achary (2019), Sola & Peter (2013), and Narayan et al. (2019), who all emphasized the central role of monetary growth in 
shaping inflationary dynamics. 

4.6. Diagnostic Tests 

To verify the robustness of the ARDL estimations, a series of diagnostic checks were performed, including tests for normality, 
heteroskedasticity, autocorrelation, functional specification, and parameter stability. The results are displayed in Table 6. 

Table 6: Diagnostic Test Results 

  Test for Statistic Significance 

Normality Jarque-Bera Test Jarque-Bera=0.43; p = 0.8 

Heteroscedasticity Breusch-Pagan Obs*R-squared=17.82; p=0.27 

Autocorrelation Lagrange-multiplier test F-statistics =2.29; p=0.083 

Variable Bias Ramsey RESET test F-statistics =0.028; p=0.87 

Parameter Stability Cumulative sum test Recur = 0.81; 5% = 0.95 

The results show that the residuals are normally distributed (p = 0.80) and there is no evidence of heteroskedasticity (p = 0.27) or 
autocorrelation (p = 0.083). The RESET test (p = 0.87) suggests the model is well specified. Furthermore, both the CUSUM and 
CUSUMSQ statistics lie within the 5% significance boundaries, confirming the stability of the estimated coefficients across the 
sample period. This provides strong support for the reliability of the ARDL model results. 
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Figure 8: CUSUM Plot of Recursive Residual 

 

 

 

 

 

 

 

5. CONCLUSION AND POLICY IMPLICATIONS 

This study investigated how Uganda’s fiscal deficit and money supply influence inflation, drawing on quarterly data covering 2007–
2020. The evidence consistently showed that both factors exert a positive and statistically significant impact on inflation in both 
the short and long run. Put simply, increases in fiscal deficits and monetary expansion fuel price growth, confirming their central 
role as drivers of Uganda’s inflation. In addition, Granger causality results revealed a one-way causal relationship from fiscal deficit 
to inflation and from money supply to inflation, reinforcing their predictive importance for future inflationary movements. 

The results suggest several policy directions. First, the Bank of Uganda should maintain a monetary framework that emphasizes 
careful control of broad money. Tools such as interest rate adjustments, reserve requirements, and prudent currency issuance 
need to be actively applied to ensure that monetary growth does not exceed the economy’s productive capacity. Sustaining 
moderate inflation is essential not only for long-term growth but also for maintaining the stability of the Ugandan shilling. Second, 
fiscal discipline is equally critical. The government should minimize reliance on deficit monetization, which directly fuels 
inflationary pressures. Alternative financing mechanisms—such as domestic bond issuance or borrowing from non-bank 
sources—should be prioritized to reduce dependence on money creation. Aligning expenditure with available revenue streams 
will help contain persistent inflation and enhance macroeconomic stability. 

In conclusion, the findings underscore the importance of policy coordination. Effective management of fiscal balances combined 
with prudent monetary policies can help stabilize prices, reduce inflationary volatility, and create a stronger foundation for 
sustainable economic growth in Uganda 
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