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Abstract 
 
Lending interest rates in Uganda have averaged 21 percent since the early 1990s. This has been a policy 
concern since financial sector liberalisation was in part intended to enhance competition in the banking 
sector which would then result in decline in the lending interest rates. This paper looks at the structural 
issues that are cause of the elevated lending interest rates in Uganda. The main driver of lending interest 
rates is overhead costs. Because the banks are riddled with high overhead costs, the lending interest rates 
must be high enough to cover operational costs.  Overhead costs are partly dependent on the size of the 
bank and the type of clientele. Because most of the lenders are small, with high operating costs and largely 
rely on interest income from loans, and the majority of the borrowers are Small Medium Enterprises and 
households, the resulting lending interest rates are high. In addition, given that Small Medium Enterprises 
have no reliable credit histories, banks must rely on alternative methods to manage credit risk and ensure 
repayment and these alternative methods involve continuous monitoring whose cost is reflected in the high 
lending interest rates. Generally, the higher the risk, the higher the interest rate charged by the lender. In 
addition, the purpose of borrowing- the funds' use and the aims of the financed plan (consumption, 
investment, working capital, etc.)-equally influence the interest rate charged. 
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1. Introduction  

A financial system is a key pillar in any economy, bearing in mind its basic function, which is to reallocate 

funds from agents with a surplus to those with a deficit. Banking, pension, insurance, and debt and equity 

financing help private citizens save money, guard against uncertainty and build credit, while enabling 

businesses to start up, expand, increase efficiency, and compete in local and international markets. For the 

poor, these services reduce vulnerability and enable people to manage the assets available to them in ways 

that generate income and options-ultimately creating paths out of poverty.  

 

The banking sector in Uganda dominates the financial system and accounts for about 70 percent of the total 

assets in the financial system. The banking sector is a major source of financing of economic decisions 

related to consumption and investment, and hence of the financing capital accumulation and technological 

innovations. As such, it supports and promotes a more efficient allocation of resources in the economy. In 

general, a healthy, robust and stable banking sector plays a crucial role in supporting economic activity, 

promoting economic growth and ensuring financial stability. Relatedly, the price at which the banks finance 

the private sector through bank loans (i.e. lending rates) and the efficiency of the banking system are 

essential for the possibility of allocation additional financial potential in the economy, and thus for the 

acceleration or sustainability of economic growth.  

 

Since the early 1980s policymakers have emphasized the critical role that interest rate policies play in the 

development process. The vast  literature on financial sector reform and financial sector liberalization in 

developing countries has dealt with a variety of issues, such as the relation between financial intermediation 

and economic growth, the sensitivity of the volume of savings to changes in real interest rates, and the 

relation between investment and interest rates. Broadly, empirical evidence1 indicates that there is indeed a 

positive association between the degree of development of the financial sector, including in particular freer 

interest rates, and economic performance in developing countries. This finding has undoubtedly prompted 

the authorities in a number of such countries to pursue policies to remove controls on interest rates, and 

allow market forces to play a relatively greater role in their determination. 

 

In case of Uganda, now that the process of financial liberalization is complete, policymakers are faced with a 

different set of issues relating to high lending interest rates. The focus has now shifted away from 

                                                 
1 For example, McKinnon (1973), Fry (1982), Lanyi and Saracoglu (1983), Mathieson (1983), and Townsend (1983). 
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investigating the effects of freeing interest rates to how interest rates are in fact determined once the 

domestic financial market has been liberalized. The lending interest in this particular issue has been 

heightened by two factors. First, whether government must have a controlling stake in the ownership of 

commercial banks to be able to control domestic lending interest rates. Second, whether financial sector 

liberalisation was the solution to myriads of challenges the financial system faced in the 1980s, in particular 

since domestic interest rates remain at extraordinary high levels when liberalisation ought to have induced 

competition and profitability of the banking system, thus resulting in lowering of lending interest rates. 

 

From a policy perspective it is important to determine the way various factor affect interest rates. There are 

concerns that the lending rates are a deterrent to increased access to credit and could dampen economic 

activity.  For example, how changes in domestic monetary conditions affect interest rates is important for 

assessing the effectiveness of monetary policy. 

 

2. Literature review   

Interest rates and interest rate spreads are the subject of numerous empirical analyses, both for developed 

and developing countries. Depending on the goals of the research, the available data and the specific 

characteristics of particular banking systems, these issues are treated in various manners, ranging from 

simple accounting identities, through regression techniques to more sophisticated econometric models.   

 

One part of the literature is based on the influential dealer model, introduced by Ho and Saunders (1981), 

which uses a two-stage procedure for econometric estimation of the relative influence of particular micro- 

and macro-factors on the formation of banks' interest rate spreads. Brock and Rojas-Suarez (2000) apply 

this method to a sample of five Latin American countries. They conclude that interest rate spreads in the 

1990s were dominated by liquidity and capital adequacy developments at the micro-level and interest rate 

volatility, inflation and growth at the macro-level, with some variation in the results across countries. The 

research by Saunders and Schumacher (2000), on a sample of seven OECD-countries for the 1988-1995 

period, concludes that bank capitalisation, market structure and interest rate volatility are the main 

determinants of interest rate spreads, whereas, according to Afanasieff at al. (2002), macroeconomic 

variables appear to be the most important factors in the case of Brazil.    
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The second alternative approach in the research in this area is more eclectic, based on a single-stage 

regression technique. It is oriented towards the specification of a behaviourist model of banks through the 

inclusion of various potential determinants of interest rate spreads. For instance, using panel estimation, 

Demirgüc-Kunt and Huizinga (1999) examine the determinants of interest rate spreads in 80 countries in 

the 1988-1995 period. Based on a set of variables related to bank specifics, macroeconomic indicators, 

explicit and implicit taxes, the entire financial structure and regulatory and institutional factors, they find that 

banks' net-interest rate spreads react positively to the growth of bank capitalisation, the share of loans in 

total assets, the foreign ownership of the bank, bank size defined using total assets, operating costs, inflation 

and the short-term money market real interest rate. By contrast, they find a negative effect from non-

interest-bearing assets, whereas the rate of economic growth has no effect on interest rate spreads. Similar 

to this is the research on Tunisia for the 1980-2000 period by Naceur (2003), which has comparable results. 

Furthermore, Randall (1998) finds a dominant influence of operating costs on high interest rate spreads in 

the East-Caribbean region. According to this study, operating costs account for 23% of the interest rate 

spread in the 1991-1996 period.   

 

In the literature there are also attempts to quantify the effects of institutional and regulatory changes on the 

behaviour of banks in financial intermediation. In this context, Claeys and Vennet (2003) carry out a 

systematic comparative analysis of the determinants of interest rate spreads of banks in Central and Eastern 

European countries and in Western European countries. According to their results, concentration levels, 

operative efficiency, capital adequacy and risk management are important determinants of interest rate 

spreads in both groups of countries. Institutional reforms initially cause risky bank behaviour, which is 

manifested in higher interest rate spreads. However, later on, as institutional reforms advance, they result in 

narrower spreads as a result of greater competitive pressure. These results contrast with the research by 

Barajas et al. (1999) on the effects of financial liberalisation measures in Colombia in the early 1990s. They 

find that liberalisation has no direct impact towards narrower interest rate spreads. They conclude that the 

effects are mainly related to the change of the level of significance of particular factors which affect the 

interest rate spread.   

 

This paper is based on descriptive analysis based on commercial banks quarterly balance sheets.  
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3. Why the high lending interest rates? 

 

Interest rates widely cited in the various publications are weighted averages of the financial institutions rates. 

For instance, as end of 2018, the bank-by-bank weighted lending interest rates varied from as low as 12 

percent to 26 percent, but most of the borrowers were borrowing at rates above 20 percent. This points to 

the fact that lending interest rates are influenced by the level of risk associated with the client that is 

borrowing funds or the sector that the business is operating in. The weighted average lending interest rates 

have remained relatively high, with a floor, established at about 20 percent since the early 1990s. Uganda’s 

lending rates are higher relative to those of the other East African Community (EAC) Partner States, as 

shown in Table 1. There are concerns that the lending rates are a deterrent to increased access to credit and 

could dampen economic activity.   

 

Table 1: Lending Rates of some EAC Countries 

 
Source: CBK, BNR, BOT and BOU 
 

Broadly, lending interest rates depend on several factors, including: the depth and structure of the banking 

system; structure and state of the economy; the operating costs of servicing the loan; funding cost incurred 

by the bank to raise funds to lend; a risk premium to compensate the bank for the degree of default risk 

inherent in the loan request; returns on other financial assets including monetary policy rate and yields on 

government securities; and a profit margin on each loan that provides the bank with an adequate return on 

its capital. 

 

3.1 Structure of the financial system 

 

One of the explanations to the high lending interest rates is nature and structure of the financial system. 

Uganda’s financial system has seen dramatic changes over the past 25 years in market structure and stability. 

Since the early 1990s, substantial reforms have been undertaken in recognition of the crucial role of the 

financial sector in the development process. Notable progress has been registered in terms of restoring 

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017

Kenya 22 20 19 16 13 13 14 13 14 15 14 15 20 17 17 16 17 14

Rwanda 16 16 16 16 16 16 16 16 16 17 17 17 17 17 17 17 17 17

Tanzania 23 20 16 15 14 15 16 16 15 15 15 15 16 16 16 16 16 18

Uganda 23 23 19 19 21 20 19 19 20 21 20 22 26 23 22 23 24 21
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stability, soundness and efficiency of the financial system; and increase in size, intermediation, financial 

depth, and financial inclusion. 

 

The banking system is sound, with bank liquidity and capital buffers remaining well above the minimum 

requirement. The banking sector as a whole is adequately capitalized to withstand any shocks. As at end of 

December 2017, all commercial banks met the minimum regulatory capital adequacy requirements. The total 

capital to risk weighted assets stood at 23.4 percent in 2017 compared to 17.2 percent in 2010. Although the 

ratio of non-performing loans to gross loans rose in 2016 to peak at 10.5 percent, they averaged 6.3 percent 

in 2017 compared to an average of 12.7 percent in 2000.  

 

The level of savings mobilization and financial intermediation - the extent to which banks convert the 

deposits that they mobilise from the general public into loans - has greatly increased. Private sector deposits 

as a ratio of GDP increased from 5.3 percent 1992 to 18.0 percent in 2017. Over the same period, private 

sector credit as a share of GDP also rose from about 5.0 percent to 15 percent.  

 

There has also been increased financial deepening as measured by the ratio of broad money (M2) to GDP 

ratio, which rose from about 8 percent in the early 1990s to 15.7 percent in 2017. Bank assets as a 

percentage of GDP rose from 15 percent in 2002 to 27.1 percent in 2017 as shown in Figure 1. The number 

of commercial bank increased from 7 in 1986 to 24 in 2017 with 527 branches. This in part has resulted in 

increased competition in the banking sector.  For instance, banking sector concentration as measured by 

asset share of the three largest banks in total bank assets, declined from 65.7 percent in 2002 to 42.1 percent 

in 2017 as shown in Figure 1.   
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Figure 1: Bank Assets/GDP and Banking Sector Concentration  

Source: Authors 

 

Despite the improvement in the financial sector development indicators, Uganda’s financial sector remains 

shallow and costly, with limited outreach. This is not just reflected in aggregate financial development 

indicators in comparison to other developing countries, but also in firm and household data gauging the use 

of formal financial services.  

 

In as much as efforts have been made to improve financial inclusion, a number of people especially those 

residing in the rural areas remain unbanked, with limited financial services. According to Uganda National 

Household Survey 2016/17, 32.6 percent of Ugandans still save at home or in a secret place, and as of 2014, 

only 27.8 percent of Ugandans aged 15 and above had accounts at a financial institution. As of 2015, only 49 

percent of the rural population had access to formal financial services, while 35 percent had access to 

informal financial services. This ultimately results in low savings that can be intermediated, resulting in high 

lending rates. Indeed, as shown in Figure 2, although credit to GDP ratio has steadily increased, Uganda still 

has a low domestic credit to GDP ratio when compared to the Sub-Saharan Africa (SSA) average and Upper 

middle-income countries average.  
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Figure 2: Domestic Credit as a Percentage of GDP 

Source: Authors, World Bank Database 
 

The financial system is still bank dominated, with commercial banks constituting about 80 percent of the 

financial sector assets. Firms are predominantly bank dependent for finance. Few firms have listed on stock 

exchange. The larger firms could have benefited from listing on the stock exchange by raising additional 

funds through the issuance of more stock at lower cost compared to bank financing and also spread the risk 

of ownership among a large group of shareholders. Furthermore, taking a company public would reduce the 

overall cost of capital and gives the company a more solid standing when negotiating interest rates with 

banks.  

 

In addition, although the number of banks has increased and bank concentration has declined, most of the 

banks are still small and characterized by high operating costs. Moreover, most of these small banks have 

low growth. The market share in terms of assets of the 15 small banks was about 14.4 percent in 2017. 

These small banks are the main source of bank financing for the firms which fall into the category of micro, 

small- or medium-sized enterprises (SMEs). Size plays a huge role in accessing credit and also in determining 

the interest rates charged. The size element applies both on the banking system-level and the client-level. 

Given that part of a bank’s cost basis is fixed, smaller operations incur higher average costs. This applies on 

the account (and loan) level, bank-level and even financial system level. There is an important interaction 
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between size and risk, as banks in smaller financial systems have a harder time diversifying borrower-level 

risks.  

 

Because the lenders are small, with high operating costs and largely rely on interest income from loans, and 

the majority of the borrowers are households and SMEs, the lending interest rates tend to be high. In 

addition, given that SMEs have no reliable credit histories, banks must rely on alternative methods to 

manage credit risk and ensure repayment and these alternative methods involve continuous monitoring 

whose cost is reflected in the high lending interest rates. Long relationships between a financial institution, 

or even a specific loan officer, and the borrower should help overcome problems of information asymmetry 

and thus risk. Generally, the higher the risk, the higher the interest rate charged by the lender. In addition, 

the purpose of borrowing- the funds' use and the aims of the financed plan (consumption, investment, 

working capital, etc.)-equally influence the interest rate charged.  

 

3.2 Structure of the economy and the implication to banking system. 

 

Uganda has a large informal economic sector estimated at 50 percent of GDP. Formal sector firms are 

relatively few and access credit at favourable rates. However, the problem is with small informal enterprises 

which are difficult to serve because they do not keep record, survival rates are low and lack professional 

management. It is costly for banks to serve this segment of the economy and yet they are the dominant 

form of enterprises. In effect, banks incur high costs in loan evaluation and recovery.  In addition, the poor 

credit culture and the associated diversion of funds have made banks very cautious and sceptical about 

lending to this segment of the business community. As shown in Figure 3, some enterprises acquire loans at 

low interest rates while others do the same at very high interest rates. 
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Figure 3: Distribution of Loan Disbursements by Interest Rate Bracket 

 

Source: Authors 
 

3.3 Operational costs 

 

Lending rates can be decomposed into two major components – the funding cost (the interest rate paid to 

depositors) and the margin on the funding cost (difference between the deposit rate and the loan rate is 

commonly referred to as the spread).  The spread serves as an indicator of efficiency in the financial sector 

because it reflects the costs of intermediation that banks incur (including normal profits). While some of 

these costs are imposed by the macroeconomic, regulatory and institutional environment in which banks 

operate, the major operational costs are attributable to the internal characteristics of the banks themselves. 

A key component of the operational costs includes personnel and administrative expenses; expenses 

associated with loan monitoring, evaluation and recovery; and related infrastructure-related development 

costs.   

 

In order to give an accurate picture of the factors driving lending rates, we use interest income and 

expenditure data from the consolidated income statements and balance sheets of commercial banks. The 

average rate paid on deposits is derived by dividing interest expenses by the average stock of demand, 

savings and time deposits. Similarly, the average rate on loans is the interest received on loans and advances 

divided by the average stock of loans and advances. The net interest spread follows as the difference 

between the implicit deposit and loan rates. The implicit loan rates are decomposed into four components: 

funding cost; operating costs (including wages and other overheads); risk proxied by provisioning for loan 

losses, which is captured by Non-performing loans (NPLs); cost of holding statutory reserves; and Net 
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profit before tax. As shown in Table 2, effective yield on the loan portfolio has averaged 18.1 percent during 

2013-2017, while the corresponding implied deposit rate (funding) cost is relatively small, averaging 3.2 

percent over the same period. Real deposit rates were therefore negative, given that annual inflation 

averaged 4.9 percent during this period.  

 

Table 2: Earned Interest Margins in Commercial Banks, 2005 – 2017 

 
Source: Commercial Banks’ Income Statements 

 

The net interest spread has largely followed the behaviour of loan rates as the implied deposit rates have 

remained relatively low and stable. The largest component of the intermediation margin is the operating 

costs, which has averaged about 51 percent of the intermediation margin since 2005. Indeed, operating costs 

of financial institutions in Uganda are relatively high compared to the regional average as shown in Figure 4. 

 

 

 

 

 

 

 

Implied Implied

Lending 

Rate

Deposit 

Rate
Profit 

(before 

tax)

2005 15.6 1.9 7.4 0.8 0.7 4.8 13.7

2006 15.2 2.0 7.1 1.2 0.5 4.4 13.1

2007 15.3 2.6 6.2 1.5 0.7 4.2 12.7

2008 15.0 2.6 6.6 1.0 0.8 4.1 12.5

2009 18.1 3.3 8.1 2.0 0.9 3.8 14.8

2010 15.4 2.5 7.7 1.1 0.5 3.5 12.9

2011 17.7 3.0 7.2 1.3 0.9 5.3 14.7

2012 19.9 3.8 7.3 2.3 1.3 5.3 16.1

2013 19.1 3.5 7.8 3.1 0.8 3.8 15.6

2014 17.8 3.3 7.5 2.2 1.0 3.7 14.4

2015 18.1 3.2 7.4 2.7 1.2 3.6 15.0

2016 18.2 3.3 6.9 4.9 0.9 2.2 14.9

2017 17.1 2.6 7.2 2.6 0.7 3.9 14.5

Period

Interest Margin

Operating 

costs
NPLs

Statutory 

reserves
Total
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Figure 4: Operating Costs for Commercial Banks across the Region 

 
Source: World Bank 

The degree to which banks will be able to operate on a lower spread brings the issue of operating efficiency 

to the front. It raises the question of optimal size of banks and branch networks. Where the need for 

efficiency improvements is driven by the demands of shareholders, the prospects for change are brighter but 

are likely to include a trade-off between providing service through a wide branch network versus more 

limited service through fewer but efficiently sized branches. Ancillary operating expenses – occupancy, 

maintenance, security, etc. would benefit from this process. This process of consolidation and 

rationalization is not instantaneous and involves heavy initial costs. The second most vital component of the 

spread is the profits, which accounted for about 28 percent of the intermediation margin during the period 

from 2005 to 2017.  

Another important determinant of the lending rates is credit risk, reflecting the possibility that some loans 

will not be fully paid back. Provisioning for bad debts averaged 14.4 percent of the intermediation margin 

during 2005 and 2017. It suffices to note that the ratio of non-performing loans to total private sector credit 

averaged 44 percent between June 1991 and June 1997 but had declined to an average of about 4 per cent 

between 2008 and 2014. This indicates that Uganda’s banking system has greatly improved, and this also 

reflects the decline in lending interest rates. If the same trend was to be observed over coming years, lending 

interest rates could decline further.  

 

A deeper analysis of the nature of operating cost structures and intermediation margins requires a 

categorization of banks according to loan sizes. For this purpose, commercial banks are categorized into two 

main groups: those with relatively small-sized loans and those with large-sized loans. This categorization 

reveals that operating costs for banks with small-sized loans, which are the majority of loans, are much 
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higher than those with big-sized loans. This could be explained by high transaction costs associated with 

evaluation, monitoring and recovering a large number of small-sized loans, often to clients in geographically 

dispersed areas with poor infrastructure and security conditions. 

  

As shown in Table 3, although operating costs for banks with small-sized loans have declined, they 

nonetheless remain high, on average accounting for about 71 percent of the intermediation margin during 

2005-2017 and raises the question of operating efficiency in the disbursement and management of small-

sized loans. Profit and NPLs on average contributed equal shares of 13 percent to the intermediation 

margins during the same period. 

 

Table 3: Interest Rate Decomposition for Banks with Predominantly Small-sized Loans  

 
Source: Commercial Banks Balance Sheets 

 

In the case of banks with large-sized loans, the operating costs are relatively lower, partly reflecting the 

nature of clientele and the low transaction costs associated with evaluation and monitoring big-sized loans. 

As shown in Table 4, operating costs now accounted on average for about 46 percent of the intermediation 

margin, during 2005-2017.  

 

The second most important component of the intermediation margin for banks with big-sized loans is the 

profit margin. Save for 2016, profits have on average accounted for about 32 percent of the intermediation 

margin during the same period.  Interestingly, the contribution of provision for NPLs in the intermediation 

Implied Implied

Lending 

Rate

Deposit 

Rate
Profit 

(before 

tax)

2005 23.5 1.6 14.4 2.0 1.0 4.5 21.9

2006 19.9 1.8 12.0 2.1 0.5 3.5 18.1

2007 22.1 1.9 13.3 1.2 0.7 4.9 20.2

2008 17.3 2.4 10.6 1.5 0.6 2.2 14.9

2009 21.2 3.3 16.2 3.0 0.7 -2.0 17.8

2010 18.7 2.9 14.9 1.6 0.5 -1.2 15.8

2011 19.3 3.3 11.4 1.6 0.5 2.5 16.0

2012 21.2 4.5 11.6 3.1 0.8 1.3 16.8

2013 19.5 3.6 11.0 3.1 0.7 1.2 15.9

2014 19.8 3.2 11.5 2.0 0.7 2.3 16.6

2015 19.1 2.6 10.4 2.3 0.9 2.9 16.5

2016 19.1 2.7 10.0 2.6 0.7 3.0 16.4

2017 17.8 2.6 9.7 2.4 0.5 2.7 15.3

Period

Interest Margin

Operating 

costs
NPLs

Statutory 

reserves
Total
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margin increased from an average of about 9.4 percent during 2005-2009 to 22.7 percent in the last 5 years 

to 2017, largely reflecting the impact of the deterioration of asset quality on the efficiency of the 

intermediation process and lending rates. This could partly reflect slackening of economic activity- growth 

decelerated from an average of 8.2 percent in 2005-2009 to an average of 4.5 percent during 2013-17. 

 

 Table 4: Interest Rate Decomposition for Banks with relatively Large-sized Loans  

 
 

In addition, as shown in Figure 5, Cost to Income ratio averaged about 80 percent in 2017. Interest rates 

charged on loans are the main source of income for banks.  79 percent of the banks (19 out of 24) derive 

more than 60 percent of their income from net interest revenues as opposed to non-interest revenues. Thus, 

lending interest rates must be high enough to cover operational costs. Heavy reliance on interest income put 

Ugandan banks in precarious situation as marginal erosion of income easily places them at risk. 

 

 

 

 

 

 

 

 

Implied Implied

Lending 

Rate

Deposit 

Rate
Profit 

(before 

tax)

2005 14.6 1.9 6.6 0.7 0.7 4.7 12.7

2006 14.5 2.1 6.4 1.1 0.5 4.4 12.4

2007 14.4 2.7 5.4 1.5 0.7 4.1 11.7

2008 14.6 2.6 6.0 0.9 0.9 4.3 12.1

2009 17.5 3.3 6.7 1.8 0.9 4.8 14.1

2010 14.7 2.4 6.4 1.0 0.5 4.3 12.3

2011 17.3 2.9 6.3 1.2 1.0 5.9 14.4

2012 19.6 3.7 6.2 2.1 1.4 6.2 15.9

2013 19.0 3.5 6.9 3.1 0.9 4.6 15.5

2014 17.1 3.3 6.4 2.2 1.1 4.1 13.8

2015 17.8 3.3 6.5 2.8 1.3 3.9 14.5

2016 17.9 3.5 6.0 5.5 0.9 2.0 14.4

2017 16.8 2.7 6.3 2.7 0.8 4.3 14.1

Period

Interest Margin

Operating 

costs
NPLs

Statutory 

reserves
Total
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Figure 5: Cost to Income ratio  

 
Source: Authors 

 

3.4 Government Financing 

 

When establishing the interest rate to the public, banks refer to interest rates paid on deposits, especially 

time deposit rates, interbank rates and the interest rate paid on government securities. Since for many banks 

the risky commercial loans to firms or individuals are alternative to risk-free treasury bills and bonds, yields 

on the government securities are used as benchmarks when setting interest rates. If a borrower is with 

excellent trustworthiness, banks usually provide credit at an interest rate only slightly higher than the rate the 

same bank would be requested to pay in the inter-banking market from other lending institutions or yields 

on government securities. A fiscal splurge has pushed up interest rates on government debt so much that 

banks make healthy returns by lending to the government and have few incentives to make the effort to 

lend to the private sector. For instance, interest rates to large corporations are in the range of 12-15 percent 

compared to the weighted average lending interest rates of about 21 per cent.  

 

As evident in Figure 6, over the last 5 years, domestic financing of the fiscal deficit has increased. Increased 

domestic borrowing has profound implications for yields on government securities. The annual growth of 

public domestic debt has averaged 20.8 percent between 2006 and 2017 and the yield on 365-treasury bills 

has averaged 13.8 percent. An increase in yields on risk-free Government securities will not only make 

lending to the private sector unattractive but will also lead to a more than corresponding increase in lending 

rates. 
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Figure 6: Holding of government securities-PSC  

 
Source: Bank of Uganda 
 

3.5 Structure of the liabilities 

Lack of sufficient long-term savings to finance the long-term investment needs of the private sector lead to 

attempts at maturity transformation by the commercial banks. Lending interest rates are affected by the 

maturity structure of deposits liabilities. Twenty-five (25) percent of banking sector liabilities are time 

deposits and 50 percent of these mature in less than 90 days. Overall, about 90 percent of deposit liabilities 

mature in less than one year thereby constraining the ability of banks to make longer tenured loans and 

therefore these loans are given at a premium as reflected in the high lending rates. 

 

3.6 Limited options for collateral 

There is a limited range of acceptable collateral by the commercial banks. Land so far is the main form of 

collateral, however there are issues related to ownership and valuation that pose challenges for banks. The 

process of verifying land titles is also very costly and time consuming. Furthermore, given the risk that some 

land titles may not be authentic, commercial banks when offering loans may add a premium to cover the 

risk of likely default.  
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4. What is being done to reduce lending interest rates? 

4.1 Maintenance of macroeconomic stability  

The Bank of Uganda continues to pursue the objective of maintaining macroeconomic stability by keeping 

inflation low and stable at medium term inflation rate of 5 percent. This is necessary for ensuring low 

inflation expectations, which are important in the determination of lending rates. Higher inflation means 

higher nominal lending interest rates.  

 

4.2 Diversification of financial products 

The Government is currently promoting the development of the capital market in Uganda. Financial 

products such as equity facilities, venture capital, higher purchase scheme and leasing have been introduced 

to address the problems of medium and long-term financing. In particular, the potential of leasing as a 

source of medium to long-term finance is being harnessed as a complement to conventional bank loans. 

This is particularly relevant for medium and small-scale enterprises, which encounter the biggest obstacles in 

raising finance through conventional bank loans. Leasing will also help in diversifying the financial system 

and encouraging competition, which will help lower lending rates. The introduction of Islamic banking 

should also help augment the traditional banking products. 

 

4.3 Implementation of cost-reducing measure 

The banking automation and the introduction of agent banking are expected to reduce the cost of doing 

business for banks. Banks will not have to incur huge costs in branch expansion as appointed agents can 

transact on their behalf. The banc assurance will enable banks to diversify and raise additional non-interest 

revenue, which is expected to reduce the pressure on interest earnings. 

 

4.4 Reduction of information asymmetry 

To improve credit risk management in the financial sector, Bank of Uganda launched the Credit Reference 

Bureau (CRB) and the associated Financial Card System (FCS) in December 2008. The establishment of the 

CRB is an important milestone in the development of Uganda’s financial sector. The CRBs complement the 

central role played by banks and other financial institutions in extending financial services within the 

economy. In particular, CRBs help lenders make faster and more accurate credit decisions. They collect, 

manage and disseminate customer information to lenders within a provided regulatory framework. This is a 

very important tool for lenders to access the potential payback capacity of the borrower, risk and interest 
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rate determination.  Credit histories not only provide necessary input for credit underwriting, but also allow 

borrowers to take their credit history from one financial institution to another, thereby making lending 

markets more competitive and, in the end, more affordable. Ultimately, CRBs will assist in making credit 

accessible to more people, and enabling lenders and businesses reduce risk and fraud. By addressing the 

problem of information asymmetries, the CRB has helped support an increasing level of trust between 

lenders and borrowers. This trust is expected to increase transparency and competition between lenders. In 

addition, Bank of Uganda continues to be committed to reducing information asymmetry in the financial 

system through the mandatory requirement for commercial banks to publicize all their charges and interest 

rates. 

 

4.5 Strengthening of the Legal System 

 

The strengthening of the commercial court legal system and implementing the bankruptcy reform legislation 

will also help reduce risk and improve loan recovery, which in turn should lead to lower lending rates. The 

BoU, Uganda Bankers’ Association (UBA) & the office of the Principal Judge are working alongside the 

Uganda Law society to establish an Alternative Dispute Resolution (ADR) mechanism. The ADR will 

provide an arbitration channel for dispute resolution prior to litigation. 

 

4.6 Specialized schemes for targeted sectors of the economy 

 

The Agricultural Credit Facility (ACF) was set up to facilitate the provision of medium and long-term loans 

to pro-jects engaged in agriculture and agro-processing on more favourable terms than are usually available 

from financial institutions. In addition, the Government is currently capitalising Uganda Development Bank 

to enable it offer long term finance. 

 

5. Undesirable Policy Options: Introducing interest rate caps 

 

Some sections of the public have suggested capping lending interest rates as an option to reducing lending 

rates. Capping interest rates would have several adverse consequences for the economy:  

 Given the structure of Uganda’s economy and the different characteristics of borrowers as 

discussed above, capping interest rates would have an effect on the industry’s efficiency as it 
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does not account for several factors that might affect the banks decision to opt for certain 

lending interest rates.  

 It could bring about rigidity in the financial system and may introduce a lot of shadow banking 

and shylocks as people who cannot access credit from the banks due to their low credit quality 

are priced out of the market. The consequence could be limited access to credit, decrease in 

product diversity and banking system competition.  

 Because interest rate caps distort the market, financial entities might tend to lend to clients with 

higher collateral, thereby creating inefficiencies in financial intermediation. Consequently, 

financial institutions could curtail their lending to those who need it most and have little access 

to alternative sources of credit like SMEs.  

 Ultimately, given the structure of Uganda’s economy as already highlighted, it could lead banks 

to stop lending to borrowers who are costly to serve-SMEs, those who are less credit worthy, 

and those who require banks to undertake high levels of due diligence. Most of the borrowers in 

Uganda fall in the above three categories. In effect, credit supply will shrink, which will hurt the 

business environment and growth. Commercial banks will only lend to government and very 

large prime borrowers with a good credit history, who are the least costly to serve. 

 By distorting credit allocation by banks, it would undermine the conduct of monetary policy. 

 It would shift the commercial banks asset portfolio towards Government securities, as these are 

safer and involve minimal transactions costs.  

 Banks may reduce investments in new markets. Banks may also withdraw from certain locales or 

from expensive market segments because they cannot cover their costs.  In such circumstances, 

low-income borrowers with few options for borrowing in the formal market could turn to 

moneylenders, probably at a higher interest rate. The smaller banks that already suffer from 

squeezed margins could struggle to survive. 

 The worst case may lead to a credit crunch, which could further be fuelled by banks having 

fewer incentives to take deposits, (82 per cent of bank liabilities are from deposits), further 

disenfranchising those who benefit the most from loans and who should be incentivised to save.  

 Since the cap would be on the shilling denominated loans, it could result in higher foreign 

currency denominated loans and the associated high risks to the economy. In particular, it could 

result in excessive foreign-currency lending, which could endanger financial stability. For 

example, the shilling depreciation, an increase in foreign interest rates or a deterioration of 
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macroeconomic conditions could put under pressure the debt repayment capacity of the 

borrowers, whose main earnings are in Uganda shillings, consequently resulting in high default 

rates or even bank failures. 

 Finally, interest rate caps might actually do damage to the inclusion agenda that Uganda has been 

focusing on. This would be disappointing, given all the positive policy developments over recent 

years, including the establishment of a credit reference bureau, regulations of microfinance 

institutions and cooperatives (SACCOS) and most importantly, the mobile money revolution. 

These positive policy reforms have been reflected in improved indicators of financial deepening 

and inclusion, with the number of depositors and borrowers rising and even interest rate spreads 

showing a decline over recent years. Moreover, in Kenya where interest rate capping has been 

implemented, banks adjusted their business models in response, resulting in reduced lending that 

favoured large corporate borrowers and Government,  while small and risky borrowers remained 

disadvantaged. In addition, Kenya’s interest rate capping regime has resulted in perverse 

monetary policy outcomes in which an accommodative monetary policy stance has resulted in 

deceleration in growth of credit to the private sector. Indeed, the Kenyan authorities are in the 

process of reversing the interest rate capping law.  

 

6. Conclusion 

 

The factors that determine the level of commercial bank lending rates are important concerns to policy 

makers, the banking industry and the public at large. From a policy perspective, lower lending rates are 

desirable, as they tend to have a positive influence on new and existing investments, thus contributing to 

growth and development. There is little doubt that lending interest rates have been a sensitive and recurring 

policy issue one which requires an objective examination of all contributing factors. 

 

The macroeconomic environment has improved markedly and the financial sector has undergone extensive 

reforms. Whilst there has been a reduction in average commercial bank lending rates, in response to a 

reduction in inflation and the relatively low monetary policy rate (CBR), they remain prohibitively high and 

restrict many private sector borrowers from accessing the credit markets. The high lending rates are mainly 

on account of high overhead costs.  Thus, reducing the high lending interest rates will require a reduction in 

operating costs of the banks. The degree to which banks will be able to operate on a lower spread brings the 
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issue of operating efficiency to the fore. As experience has shown the process of consolidation and 

rationalization is not instantaneous and involves heavy initial costs. Nonetheless, some features of modern 

consumer banking which contribute to lower operating costs are increasingly enjoyed in Uganda today. 

Broadly, a stable macroeconomic environment, banking business growth, promotion of financial literacy, 

bank penetration though agent banking, and the overall financial sector development will cause lending 

interest rates to decline, though gradually.   

 

Bank of Uganda has undertaken several initiatives, such as developing financial consumer protection 

guidelines and financial literacy campaigns, establishment of credit reference bureaus, enforcing disclosure 

of interest rates and other bank charges. These measures can help prevent unscrupulous lending practices 

while ensuring the development of healthy credit markets for low-income customers. But the benefits from 

these measures accrue in the long-term, with little short-term improvements to be achieved. Although the 

asymmetry of information between financial service providers and their clients is a reality, it should be noted 

that commendable efforts are being made by financial institutions for the provision of financial products in 

a transparent and affordable manner. Ultimately, the lowering of lending interest rates will be a result of a 

developed financial sector, which is a long-run development objective.  
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