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Foreword 

The Bank of Uganda Economic Research Bulletin is a publication of policy briefs derived from  

contemporary economic research published by Bank of Uganda staff. The aim of the bulletin is to 

disseminate the results and policy implications of this research to policy makers and the public. 

Accordingly, all policy briefs have been prepared in non-technical language for ease of under-

standing and accessibility to non specialists.  

This first publication of the bulletin offers policy briefs based on seven published economic re-

search papers.  Two of the papers, by Bwire, Anguyo and Opolot, and Apaa-Okello and Brown-

bridge, tackle the issue of the magnitude and speed of the pass-through of exchange rate changes 

to domestic prices. Opolot and Nampewo explore the bank lending channel of the monetary policy 

transmission mechanism. Apaa-Okello investigates the pass-through of the policy interest rate to 

market interest rates. Bwire and Nampewo analyze the link between fiscal deficits, the money sup-

ply and inflation. Willmott examines the impact of financial sector reforms to the risks and cost 

structures of banks, and Egesa investigates the factors which determine whether the recipients of 

worker’s remittances spend these funds on capital accumulation.  

I hope that the policy briefs will contribute to a greater understanding of macroeconomic issues in 

general, and of monetary policy in particular, in Uganda. Although the policy briefs have been de-

signed to stand alone as a vehicle for disseminating research, I would like to encourage interested 

readers to refer to the corresponding economic papers  which are highlighted at the bottom of each 

brief and which will provide more insight into the research methodologies applied and the results 

obtained. 

 

 

Prof. E. Tumusiime-Mutebile  

Governor  
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 Capital mobility in small open developing 

economies, accompanied by the operation 

of a floating exchange rate regime and arbi-

traging opportunities implies that any 

change in the monetary policy stance would 

affect the exchange rate. In turn, move-

ments in the exchange rate will directly af-

fect inflation by changing the cost of im-

ports, and will by moving the real exchange 

rate, affect net exports and aggregate de-

mand. This is what every theorist will say, 

i.e. the exchange rate transmission channel 

of monetary policy. But in practice, the ex-

tent to which domestic prices would change 

due to a one percentage change in the ex-

change rate remains a subject of specula-

tion. This paper estimates the degree of ex-

change rate pass through in Uganda over the 

period 1999Q3 – 2012Q2. Elsewhere, the 

existing body of literature has indicated that 

the pass- through of exchange rates to do-

mestic prices is low, incomplete and some-

times zero. This seems to be certainly true 

in the case of Uganda, where, in the short-

run, the measured pass-through is modest, 

persistent and incomplete. It is, however, 

complete in the long-run. Because Uganda 

remains vulnerable to exchange rate shocks, 

a key element in stabilizing inflation is ex-

change rate stability. 

Introduction 

Evidence from other sub-Saharan African economies   

Bank of Uganda Research bulletin 
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Exchange rate pass-through to 

domestic prices in Uganda 

Key findings: 

The exchange rate pass-

through to domestic prices 

is complete in the long–

run, but incomplete, mod-

est and persistent in the 

short-run. 

The lag of the impact of an 

exchange rate shock to do-

mestic prices takes 3 - 4 

quarters. 

Exchange rate shocks 

have a modest contribution 

to inflation variance. 

The dynamics of exchange-rate pass-through has been 

explored in several sub-Saharan African countries, alt-

hough somewhat limited. The earlier study of Chaoudhri 

and Hakura (2001) found low and incomplete exchange 

rate pass–through of 0.09% for Kenya, 0.14% for Ghana, 

0.02% for South Africa, 0.06% for Zimbabwe, 0.16% for 

Burkina Faso and zero for Tunisia and Ethiopia. Consist-

ently for Kenya, Kiptui et al. (2005) find incomplete pass

-through, showing that an ex- change rate shock leads to 

a sharp increase in inflation that evens out after four 

quarters. In Ghana, Frimpong and Adam (2010) find in-

complete, decreasing and low exchange rate pass- 

through, and so is Sanusi (2010), who finds an incom-

plete, but substantially large pass-through with a dynam-

ic pass-through elasticity of 0.79. In Tanzania, both 

Mwase (2006) and Nkunde (2006) find an incomplete 

exchange rate pass-through to inflation. Despite some 

methodological concerns, in a study of the effect of ex-
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change rate changes on consumer prices in Uganda, An-

guyo (2008) found low, significant and persistent ex-

change rate pass-through to inflation of 0.056% for a 1% 

exchange rate depreciation. The collective evidence, in 

general, shows that the degree and dynamics of exchange 

rate pass-through is in- complete, but has tended to in-

crease over time.   The latter reflects both better and 

longer data and more careful methodological choices, 

and includes work based on the application of modern 

time series techniques. Therefore, the extent of pass-

through of exchange rates to domestic prices should be 

continuously assessed.  

Methodology and Results  

In the short-run, the effect of an exchange rate shock on 

domestic price is fairly gradual, taking about 3-4 quarters 

to reach the full impact, with a dynamic exchange rate 

pass-through elasticity of 0.48. It however remains per-

sistent over the medium-term to the long-run, suggesting 

a strong second round effect (a prolonged impact of ex-

change rate movements on inflation) and the fact that 

prices are generally sticky downwards. We also find that 

unexpected, temporary depreciation in the exchange rate 

is followed by a lagged monetary policy tightening, 

thereafter the central bank eases its reaction (probably 

informed by corresponding easing of inflation), and 

eventually settles to its long-run equilibrium path. Re-

garding the response of the output gap to the exchange 

rate shock, it declines but the volatility dies out after the 

ninth quarter.  

As with impulse response, variance decomposition 

shows that shocks to the exchange rate have a modest 

contribution to inflation variance, but inflation ‘own’ 

shocks dominate the volatility of inflation. It is worthy 

stressing that the recent economic turmoil and the nas-

cent recovery from it appear to have contributed to this 

measured estimate of the pass-through of exchange rate 

to inflation in Uganda. 

The current paper makes use of estimation techniques 

that help  

disentangle the long- and short-run dynamics, and 

measures the effect of shocks to exchange rates on the 

domestic prices in terms of dynamic pass-through elas-

ticity by imposing a priori restrictions on the structural 

errors of the unrestricted vector autoregressive  

covariance matrix. This is applied on Ugandan time se-

ries data in a 5-space variable model, constituting two 

indicators of aggregate demand, i.e. the core CPI and the 

output gap (the percentage deviation of actual output 

from the trend or equilibrium level of output), and the 

nominal exchange rate, oil price index and the 91 day 

Treasury bill rate. All the data cover the period 1999Q3-

2012Q2 and is obtained from the Bank of Uganda data 

base. In addition to these five endogenous variables, two 

dummies are used to control for financial crisis in the last 

quarter of 2008, and increases in world commodity pric-

es beginning the third quarter of 2011.  

In the long-run, exchange rate pass-through to domestic 

prices is complete, with a unit percentage point q-o-q 

depreciation in the nominal exchange rate leading to 

about 1.2 percentage point increase in domestic inflation. 

In addition, results show that inflation is very sensitive to  

aggregate demand, and the higher the Treasury bill rate, 

the lower the inflation and vice versa.  

Exchange rate pass-through to domestic prices in Uganda 
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Conclusion and Implications   

It has been shown that the dynamic elasticity of exchange rate pass-through and consequently inflation is persistent. 

This suggests that exchange rate movements remain a potentially important source of inflation in Uganda. Therefore, 

given the relatively high exchange-rate pass- through, a key element in stabilizing CPI inflation is exchange-rate sta-

bility. 

Anguyo, L.F., “Exchange rate pass-through to inflation in Uganda: Evidence from a Vector Error Correction Model”, 

the Bank of Uganda Staff Papers Journal 2(2), (2008), 80-102. 

Chaoudhri, E.U., and D.S. Hakura., “Exchange Rate Pass-Through to Domestic Prices: Does the Inflationary environ-

ment Matter?”, IMF Working Paper 01/194, (2001).  

Frimpong, S., and Adam, A.M., “Exchange rate pass-through in Ghana”, International Business Research 3(2), 

(2010), 186-192 

Kiptui, M., Ndolo, D., and Kaminchia, S., “Exchange rate pass-through: to what extent do exchange rate fluctuations 

affect import prices and inflation in Kenya”, Central Bank of Kenya Working Paper 1, (2005). 

Mwase, N., “An empirical investigation of the exchange rate pass-through to inflation in Tanzania”, IMF Working 

Paper, WP-AD 23, (2006) 

Nkunde, M., “An empirical investigation of the exchange rate pass-through to inflation in Tanzania”, IMF Working 

Papers 06/150, (2006)  

 

This research brief is based on Bank of Uganda staff article published in the Journal of Statistical and Econometric 

Methods 2(4), (2013), 41-68 , ‘‘Exchange Rate Pass-Through to Domestic Prices in Uganda’’, by Thomas Bwire, 

Francis L. Anguyo and Jacob Opolot.  

References 
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 In July 2011, Bank of Uganda replaced the 

monetary targeting framework with an in-

flation targeting lite regime. The main argu-

ment advanced by the Bank of Uganda for 

adopting the ITL relates to its efficacy; its 

efficiency is undermined by lack of stability 

in the money demand function. The RMP is 

also not well suited to the discretionary fine 

tuning of monetary policy in order to re-

spond to exogenous shocks. 

In the ITL regime the operating target is the 

central bank rate. The central bank rate is 

used to steer short-term interbank money 

market rates through sales of repurchase 

agreements to regulate the amount of liquid-

ity in the interbank money market. It is ex-

pected that the short-term interest rates in 

turn would affect other interest rates in the 

economy, subsequently determining the 

monetary policy transmission into real vari-

ables.  

For the short-term interest rate to be useful, 

it has to be effective in its transmission to 

both the wholesale and retail rates because 

interest rate transmission is an encompass-

ing component of the overall monetary poli-

cy transmission mechanism. In the mone-

tary policy transmission mechanism studies, 

the question often asked relates to how a 

change in a nominal variable such as the 

policy rate, is translated into changes in out-

put and prices. Thus, there are two funda-

mental stages in the monetary transmission 

mechanism. The first stage sometimes re-

ferred to as the reaction function is derived 

under optimization conditions given the 

optimal growth and inflation path. After 

setting this policy rate, the next question 

relates to how the changes in this rate are 

passed through to the rest of the rates in the 

economy.  

This study examines the extent to which 

monetary policy induced changes to the 

short-term rates are transmitted to other 

rates in the economy. We conduct an as-

sessment of the effectiveness of pass-

through from the 7-day interbank rates rela-

tive to the overnight interbank rates. We 

also investigate whether the introduction of 

the ITL framework improved the interest 

rate transmission. This was done by com-

paring the magnitude of pass-through over 

Introduction 
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Interest rate pass-through in 

Uganda 

Key findings: 

The pass-through of the 7-

day interbank rates to time 

deposit rates are higher 

than that to the lending 

rates, ranging from 0.56 – 

0.60. The interest rate 

transmission process exists,  

but is incomplete for both 

lending rates and deposit 

rates.  

After the implementation of 

the ITL framework, the 7-

day interbank rate became  

more effective in influenc-

ing all other rates save the 

91-day Treasury bill rates.  

The 7-day interbank money 

market rate tended to out-

perform the overnight rates, 

especially in terms of mag-

nitude of pass-through coef-

ficients and existence of 

long-run relationships. 
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the entire sample (January 2005 - May 2014) with sub-

samples, which are July 2005 - June 2011 and July 2011 

- May 2014.  

The paper used biavariate cointegration regression meth-

od following Engel and Granger, 1987. The following 

are the finding: The pass-through coefficient of the 7-day 

interbank rate to the lending rate is 0.43 in the entire 

sample, statistically not different from zero in the period 

before the adoption of the ITL framework and 0.30 in the 

period after the adoption of the ITL framework. That is, 

100 basis points increase in the policy rate causes the 

lending rate to increase just 43% in the entire sample and 

30% after the implementation of the ITL. The pass-

through of the 7-day interbank rates to time deposit rates 

are higher than that to the lending rates, ranging from 

0.56 – 0.60. The interest rate transmission process exists, 

but incomplete for both lending rates and deposit rates.  

After the implementation of the ITL framework 

(2011M7 – 2014M05), the 7-day interbank rate became 

more effective across all rates save for 91-day Treasury 

bill rates. It was apparent that the 7-day interbank money 

market rate tended to outperform the overnight rates, es-

pecially in terms of magnitude of the pass-through coef-

ficients and long-run relationships. 

Empirical findings on interest rate pass-through in other 

developing countries  

(Samba and Yu Yan, 2010).  

In South Africa, the speed of adjustment of market inter-

est rates varies across rates (with the highest speed oc-

curring for the lending rate) and the adjustment in com-

mercial banks rates is asymmetric i.e., commercial banks 

are becoming increasingly more rigid in adjusting their 

lending rates upward in response to a positive shock in 

the official rate (Aziakpono and Kasyoka, 2010).  

Most empirical findings suggest a high degree of sticki-

ness of retail interest rates and in particular, lending in-

terest rates. In Sub-Saharan Africa, empirical findings of 

interest rate pass- through are mixed, with most pointing 

to very low, incomplete and asymmetric pass-through. In 

the Central African Economic and Monetary Community 

(CAEMC) Area, the long-run pass-through from the pol-

icy rate to the deposit rate is very low and incomplete 

5 

Methodology 

cial sector in Uganda have gained credence and the fi-

nancial markets started to function vibrantly. All the data 

were obtained from the Bank of Uganda. 

This paper uses biavariate conintegration method and the 

associated error correction model (ECM) following 

Scholnick (1999), Kleimeir and Sander (2000) and 

We used monthly data for the period 2005:01 – 2014:05 

for the following interest rates: interbank money market 

rates and lending interest rates, deposit rates, 91-day and 

364-day Treasury bill rates. All the interest rates are ex-

pressed in per annum basis. This period is selected to 

coincide with the period when most reforms to the finan-

Interest rate pass-through in Uganda 
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Heffernan (1997) to study relationships between the poli-

cy rate and lending and deposit rates. The use of cointe-

gration as a technique helps to test hypotheses in circum-

stances where variables of interest are deemed to be non-

stationary. If cointegration exists among two non-

stationary variables, then a long-run relationship between 

these variables exists. 

We examine the dynamic properties of the interest rate 

series by testing for unit roots. We do this using the Aug-

mented Dickey & Fuller, 1979 tests with several combi-

nations of constants and constants with time trends. We 

used the Modified Akaike Information Criteria (AIC) to 

determine the optimal lag length. Our findings indicate 

that all the series are non-stationary governed by one unit 

root process, and in some cases with a drift. These results 

then provide a necessary condition for cointegration 

analysis in a bivariate context. 

We then use the Engle-Granger two step cointegration 

test procedure (Engle and Granger, 1987) to investigate 

the existence of a long-run relationship between: (i) the 

interbank money market rates and lending rates, (ii) the 

interbank money market rates and time deposit rates, (iii) 

the interbank money market rates and the 91-day, and 

(iv) the interbank money market rates and the 364-day 

Treasury bill rates. We find that both the 7-day interbank 

interest rates and overnight rates have a long-run rela-

tionship with other rates in the economy, except the 364-

day and 91-day TB rates.  

Empirical findings and policy implications of interest rate pass-

through in Uganda  

The pass-through of the 7-day interbank rates to time 

deposit rates are higher than those of the lending rates, 

ranging from 0.56 – 0.60. Prior to the adoption of the 

ITL, the long-run relationships between both the 7-day 

interbank rate and overnight rates and time deposit rates 

were non-existent.  

It is apparent that the 7-day interbank money market rate 

tended to outperform the overnight rates, especially in 

terms of the magnitude of pass-through coefficients and 

long-run relationships. The 7-day rates could be made 

more effective by the central bank ensuring that the do-

mestic banking sector is in perpetual structural liquidity 

deficit. When the financial system is awash with excess 

reserves or structural liquidity overhang, agents tend to 

trade on the shorter end of the market, typically because 

of the lower costs of fine-tuning their liquidity 

The long-run relationship between the 7-day interbank 

and lending rates on the local currency denominated 

lending exists and is consistent throughout the entire 

sample. After the implementation of the ITL framework 

(2011M7 – 2014M05), the 7-day interbank rate became 

more effective, influencing all other rates save for 91-day 

Treasury bill rates.  

The pass-through coefficient of the 7-day interbank rate 

and lending rate is 0.43 in the entire sample, statistically 

not different from zero in the period before the adoption 

of the ITL framework and 0.30 in the period after the 

adoption of the ITL framework. Thus 100 basis points 

increase in the policy rate causes the lending rate to in-

crease just 43% in the entire sample and 30% after ITL. 

The interest rate transmission process exists but incom-

plete for lending rates.  

Interest rate pass-through in Uganda 



needs as they expect to recover from their liquidity defi-

cits in the very near future instead of locking for longer 

dated moneys which often carry additional risk premi-

ums. Commercial banks tend to borrow in the long-term 

particularly in periods when liquidity conditions are 

tight.  

The slow speed of adjustment of lending rates to changes 

in the policy rates and the incomplete pass-through of 

policy interest rate to other rates could reflect the lack of 

sufficient degree of competition in the banking sector in 

Uganda. Designing an appropriate competition policy 

can be a challenging task, given the special nature of the 

financial sector, with emphasis being placed on stability. 

While the Ugandan authorities have put in place an ef-

fective regulatory framework, a further enhancement of 

regulation to ensure that it is moving at the same speed 

as innovations and growth in the financial sector would 

be desirable.  

In particular, the authorities should ensure that: entry or 

exit rules allow for contestable markets in terms of finan-

cial institutions and products; a level playing field across 

financial services providers and financial products such 

that there is effective competition within the sector; and 

ensure that the institutional environment such as pay-

ments system, credit reference bureaus is as well contest-

able.  

The asymmetric response of lending rates to changes in 

the monetary policy rates can also be attributed to higher 

risk premiums in commercial banks. Before the 2011/12 

crisis when inflation and interest rates skyrocketed, the 

asset quality of commercial banks as measured by the 

ratio of nonperforming loans to total loans averaged 

about 1.6 percent. Currently the asset quality of commer-

cial banks has deteriorated significantly. The ratio of non

-performing loans to total loans has increased significant-

ly from a low of 1.6 per cent in June 2011 to 6.2 per cent 

at end March 2014. In addition, there are structural rigid-

ities in the financial sector, which have contributed to 

high overhead costs for banks, which are definitely 

passed-on to borrowers in form of higher lending interest 

rates. 
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 To date, understanding the transmission 

mechanism of Monetary policy remains one 

of the key challenges in monetary policy 

formulation and implementation. It is likely 

that the transmission mechanism operates 

through four channels: the bank lending 

channel; an interest rate channel; an ex-

change rate channel; and expectations chan-

nel, but the relative importance of these var-

ious channels is not clearly understood. Alt-

hough the domestic financial system is 

dominated by banks, bank credit to GDP is 

only 14 percent – making it difficult to en-

visage the effectiveness of the interest rate 

and bank lending transmission channels of 

monetary policy.  

This paper investigated whether the bank 

lending transmission channel of monetary 

policy exists in Uganda because as ex-

pected, any changes in the monetary policy 

stance should influence bank behaviour, 

particularly the loan pricing patterns. This 

has been explored elsewhere, and the evi-

dence shows, in general, that a tight mone-

tary policy leads to  a decline in bank credit, 

which in turn has a negative impact on the 

economy. We argue however that this 

should be interpreted cautiously as the be-

haviour of banks in response to a monetary 

policy shock varies across individual banks. 

Banks with a high asset and market shares 

tend to be less sensitive to monetary policy 

shocks as opposed to small banks which 

highly depend on borrowing from the cen-

tral bank. 

Despite some methodological concerns, the 

bank lending transmission channel of mone-

tary policy for the EAC countries taken as a 

whole has been established as existing, but 

this result is not evident with within group 

country-by-country analysis, including 

Uganda. On the contrary, we find evidence 

of presence of the bank lending transmis-

sion channel of monetary policy   in   Ugan-

da,   and   even   more,   individual   bank-

characteristics are found to play a signifi-

cant role in influencing the supply of bank 

loans. This evidence suggests that the cen-

tral bank should monitor the micro-

dynamics of individual bank behaviour to 

enhance the efficacy of the lending trans-

mission channel of monetary policy.  

Introduction 

Bank of Uganda Research bulletin 

June 2014     

The bank lending channel of monetary 

policy transmission mechanism in Uganda  

Key findings: 

The bank lending transmis-

sion channel of monetary 

policy exists and is effective. 

Individual bank character-

istics play a significant role 

in influencing the supply of 

bank loans. 
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Methodology and Results 

suggesting that monetary policy tightening lowers loans 

provided by the banking system. This lends credence to 

the effectiveness of the bank lending transmission chan-

nel. Moreover, the 91-day Treasury bill rate affects the 

banks’ loan supply with a lag, indicating some persis-

tence of the impact of the monetary policy stance on the 

supply of bank credit. 

The distributional effect of monetary policy on the lend-

ing behaviour is captured by the interaction of the mone-

tary policy variable with individual bank characteristics 

including size, liquidity and capitalisation. The results 

indicate that the interactions between the monetary poli-

cy indicator with liquidity and bank capitalization are 

positive and significant. The former indicates that more 

liquid banks are less sensitive to tight monetary policy 

relative to illiquid banks, while the latter implies banks 

with a high capitalization ratio are able to offer more 

loans during a period of monetary policy tightening.  

The existence of a bank lending transmission channel of 

monetary policy has been explored using disaggregated 

bank-level data. Methodologically, it is possible to make 

use of techniques that control for potential biases due to 

the correlation between the lagged dependent variable 

and the error term (or endogeneity), which  arises be-

cause of the inclusion of lagged dependent variables as 

regressor in a dynamic panel specification. Bank-specific 

quarterly data from the balance sheets of 20 commercial 

banks for the period 2000 – 2012 is considered in the 

paper. In addition, macroeconomic data on inflation, 

quarterly GDP and the 91-day Treasury bill rate, where 

the latter is used as a proxy for the monetary policy 

stance are used. To capture the reaction of individual 

bank behaviour to changes in monetary policy, each of 

the bank characteristics is inter- acted with the monetary 

policy variable, and the bank loan’s supply function is 

estimated using appropriate estimation procedures. 

The results show that the 91-day Treasury bill rate is 

negatively significant in the bank loan supply function, 

The bank lending channel of monetary policy transmission mechanism in Uganda  

Conclusion and Policy Implications 

excess liquidity and bank capital as alternatives of loan 

financing.  The bank lending transmission channel there-

fore plays an important role in affecting economic activi-

ty in Uganda. Any changes in the monetary policy stance 

will affect the bank behavior on both the assets and lia-

bilities sides. A tight monetary policy will for instance 

drain reserves from the banking system, which in turn 

will make banks to restrict the supply of loans, and hence 

lead to a decline in investment spending and fall in eco-

nomic activity. Therefore, there is a need for the cen- 

This paper finds that the bank lending transmission chan-

nel of monetary policy exists in Uganda. In effect, tight-

ening monetary policy influences the banks’ loan supply. 

The findings also indicate the significant role of bank 

characteristics, liquidity and capitalization in influencing 

the banks’ loan supply. More liquid banks possess a 

buffer in their balance sheets that enables them to miti-

gate the effects of monetary policy tightening on their 

lending. During monetary policy tightening, banks may 

be able to maintain their loan to the customer by using 



tral bank to monitor the micro-dynamics of individual 

bank behaviour in order to enhance the efficacy of the 

lending channel of monetary policy transmission 

mechanism in Uganda. 
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 Inflation targeting monetary policy frame-

work in advanced economies is almost al-

ways implemented alongside floating ex-

change rates, on the grounds that, in an 

economy open to capital flows, a central 

bank cannot manage the exchange rate and 

at the same time have an independent mone-

tary policy. Such a policy framework is 

more problematic for open economies in the 

developing world, because the exchange 

rate has more profound effects on the mac-

roeconomy. In particular, numerous empiri-

cal studies indicate that the pass through of 

the exchange rate to domestic inflation is 

larger in developing economies than in ad-

vanced economies. The exchange rate also 

matters for the competitiveness of traded 

goods industries and financial stability. 

This paper tests two hypotheses: first, that 

shocks to the exchange rate are passed 

through to domestic inflation in Uganda; 

and second, that the exchange rate pass 

through affects inflation faster than mone-

tary policy actions. An error correction 

model and structural vector autoregressive 

frame work are used. The former estimates 

the magnitude of the exchange rate pass 

through while the later traces how long it 

takes for the impact of a shock to the ex-

change rates on domestic prices to material-

ize. The results show that in the long-run, 

exchange rate pass-through is strong in 

Uganda, with a one percent depreciation of 

the nominal exchange rate raising domestic 

consumer prices by 0.5 percent. In addition, 

the full impact of a shock to the exchange 

rate on consumer prices is felt after 2-3 

quarters, while that of a change in monetary 

policy is felt after 4-5 quarters. This implies 

that it takes longer for a change in the mon-

etary policy to affect domestic prices than 

the change in the exchange rate.  
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Exchange rate pass-through and 

implications for monetary policy in Uganda  

Key findings: 

The long-run exchange 

rates pass through is strong 

in Uganda. 

The impact on consumer 

domestic prices of an ex-

change rate shock is larger 

and faster than that of a 

monetary policy shock. 
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Policy Implications 

output stabilization? The policy implications depend up-

on the nature of the exchange rate shock, because such 

shocks are likely to differ in terms of their impact on in- 

What are the implications of these findings for a central 

bank, such as the Bank of Uganda, whose primary policy 

objective is to control inflation but is also concerned with 



flation and output, depending on whether they originate 

in the current or capital account of the balance of pay-

ments and whether they are permanent or transitory. As 

such, a uniform policy response to all exchange rate 

shocks is unlikely to be optimal. 

Faced with a negative shock to the current account of the 

balance of payments, real exchange rate depreciation is 

likely to be unavoidable to eventually restore external 

balance, unless the shock is only temporary. Consequent-

ly, the central bank may have little choice but to allow 

the exchange rate to depreciate and to trade this off 

against its inflation and output objectives; i.e. to accept a 

combination of temporary higher inflation and lower out-

put as the price for maintaining external sustainability.  

However, the policy implications may be different when 

the exchange rate shock emanates from the capital and 

financial account of the balance of payments. For frontier 

markets such as Uganda, volatile portfolio capital flows 

are a potential source of short term instability in the ex-

change rate. Portfolio capital shocks are more likely to 

be short term and reversible than most current account 

shocks, because they are often triggered by investors’ 

short term expectations. Faced with an exchange rate 

depreciation triggered by volatile capital flows, which is 

perceived by the central bank to be temporary, what are 

the policy options for the central bank? There are effec-

tively three options.  

The first policy option is to do nothing, on the grounds 

that the exchange rate shock and, therefore, its direct im-

pact on inflation, is expected to be transitory; an ap-

proach which might be called “benign neglect of the ex-

change rate”. The drawback with this is that the initial 

rise in inflation may trigger second round effects on wag-

es and prices, leading to an increase in inflation expecta-

tions that become self fulfilling and erode the anti infla-

tionary credibility of the central bank. As such higher 

inflation may persist after the original exchange rate 

shock has been reversed. Unless the central bank has al-

ready established very strong anti inflationary credibility, 

benign neglect of an exchange rate shock may be too 

risky a strategy for it to follow.   

The second policy option is to tighten monetary policy 

by raising the policy interest rate to offset the impact of 

the exchange rate shock on domestic inflation. Higher 

interest rates will also serve to dampen the degree of ex-

change rate depreciation, provided that capital flows re-

spond to interest rate differentials. Hence monetary poli-

cy will act on inflation through two channels; first by 

mitigating the exchange rate shock itself, and thus the 

degree of pass through of the shock to domestic prices, 

and second by putting downward pressure on aggregate 

demand. This approach is, however, problematic given 

our finding of the differences in the lags with which ex-

change rate shocks and monetary policy are transmitted 

to inflation. If the exchange rate shock is transitory, it 

may have been reversed before monetary policy exerts 

its full impact on prices. As such, monetary policy may 

be restraining aggregate demand in a period when it is no 

longer necessary to do so to control inflation. A mone-

tary policy reaction function which includes the ex-

change rate as a determinant of the policy interest rate 

could, therefore, lead the central bank to respond to 

movements in the exchange rate in a sub-optimal man-

ner.  

The third option is to employ sterilized foreign exchange 

intervention to stabilize the exchange rate, leaving mone-

tary policy to focus on the inflation and output objec-

tives. In the event of a depreciation of the exchange rate, 
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sterilized intervention would involve the central bank 

selling foreign exchange to the market while at the same 

time injecting domestic liquidity through open market 

operations to keep the monetary policy stance (i.e. the 

interest rate) unchanged. However, for economies that 

are open to capital flows, sterilized intervention has often 

been regarded as ineffective in stabilizing the exchange 

rate, because of the magnitude of capital flows, which 

often swamp the resources available to the central bank 

to intervene in the foreign exchange market. Nonethe-

less, capital mobility is far from perfect in most frontier 

markets, including Uganda, which allows some scope for 

central banks to conduct sterilized intervention.  

Sterilized intervention should be an option to mitigate 

exchange rate depreciation caused by capital outflows 

which are perceived as temporary. It would allow the 

central bank to avoid raising the policy interest rate and 

thus avoid the danger of generating a more volatile path 

of inflation and output. However, sterilized intervention 

would clearly only be possible on a temporary basis and 

where the central bank has a sufficiently large buffer of 

foreign exchange reserves from which to fund its inter-

vention.  

13 

Exchange rate pass-through and implications for monetary policy in Uganda  

Calvo, Guillermo and Reinhart, Carmen (2002), “Fear of Floating”, The Quarterly Journal of Economics 117, 375-

408. 

Christensen, B.V. (2011), “Have monetary transmission mechanisms in Africa changed?” in Central banking in Afri-

ca: prospects in a changing world (ed. by Dubravko Mihaljek), BIS Papers No. 56, Bank for International Settlement. 

. 

 

This research brief is based on Bank of Uganda staff article published in the Bank of Uganda working paper series 

No. 10/2013 “Exchange Rate Pass-through and its Implications for Monetary Policy in Uganda” by Jimmy Apaa 

Okello and Martin Brownbridge. 

References 



 Understanding the inter-relations among 

fiscal deficits, money supply and inflation 

has been a subject of continuous debate in 

both developed and developing countries. 

Until recently, Uganda had a relatively good 

record of fiscal discipline. The overall aver-

age fiscal deficit and the average level of 

domestic financing of the budget was re-

spectively 2.4 percent and 0.04 percent of 

GDP in the 10 years to 2011. However fis-

cal deficits and the Government’s domestic 

financing requirement have since been on 

the rise as the share of donor aid in the 

budget resource envelope has fallen. Macro-

economic theory suggests that persistently 

high budget deficits give rise to inflation, 

and as aforementioned, the government 

budget now requires more domestic borrow-

ing than was the case until a few years ago. 

Whether this borrowing requirement will 

trigger inflation remains a subject of specu-

lation. 

This paper investigates whether high defi-

cits are invariably associated with inflation 

in Uganda. It examines the long-run rela-

tionship between the budget deficits; infla-

tion and money supply, and detects the di-

rection of causality between these variables. 

The direction of causation between budget 

deficits and inflation has been explored in 

several other sub-Saharan African countries. 

In Tanzania, causal effect from budget defi-

cits to inflation is missing, but causality 

from inflation to budget deficits is uncov-

ered. While in Nigeria, a unidirectional cau-

sation from budget deficits to inflation has 

been established. 

On average, fiscal deficits need not lead to 

higher seigniorage in the short-run as gov-

ernments can temporarily finance budget 

deficits with external borrowing (Catao and 

Terrones, 2003). This seems certainly true 

for Uganda as our results show that fiscal 

deficits do not trigger inflation in the short-

run, but only in the long-run. Moreover, in 

the short-run, causality runs from inflation 

to the fiscal deficit and from money supply 

to the fiscal deficit, and runs both ways be-

tween money supply and inflation. These 

results suggest that in the short-term, con-

tractionary monetary policy to reduce infla-

tion in Uganda need not focus on budget 
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Fiscal Deficits Financing: Implications for 

Monetary Policy Formulation in Uganda 

Key findings: 

A long-run stationary rela-

tion- ship involving infla-

tion, the budget deficit and 

money sup- ply holds for 

Uganda. 

Fiscal deficits do not trig-

ger inflation in the short-

run, but does so in the 

long-run. 

Unidirectional causality 

runs from inflation to the 

fiscal deficit and from 

money supply to the fiscal 

deficit. 

A feedback causal effect 

from money supply to in-

flation and vice versa ex-

ists.  
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deficit reduction, but rather on other macroeconomic 

determinants of inflation, and inflation should be con-

tained to mitigate its effect on the budget deficit.  
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Methodology 

policy, including spending, taxation and money creation.  

In terms of analysis, the paper uses a rich dynamic ap-

proach that allows the short-run adjustments and long- 

run equilibrium relationships to differ. This is very cru-

cial because as noted above, fiscal deficits need not lead 

to higher seigniorage in the short-run as governments can 

temporarily finance budget deficits with external borrow-

ing. The approach is complemented with causality tech-

niques to explore the direction of causation between 

budget deficits and inflation; money supply and inflation; 

and money supply and budget deficits in Uganda. 

Quarterly time series data for the period 1999Q3-2012Q3 

is used for the four variables (inflation rate, budget defi-

cit, money supply and nominal exchange rates in the eco-

nomic specification used in this paper. Inflation rate is 

measured as the quarterly change of the logarithm of the 

consumer price index. Money supply is defined as cur-

rency outside the Central Bank plus demand, savings and 

time deposits, is used as a measure of broad money. The 

nominal exchange rate used is the average rate of Ushs/

US dollar. Budget deficit is measured as cash based gov-

ernment expenditure net of total revenue, excluding 

grants. Budget deficits are important in this discussion 

because they carry implications for future government 

Fiscal Deficits Financing: Implications for Monetary Policy Formulation in Uganda 

Results and implications 

that there is need for a further expansion in money sup-

ply to monetize the resultant budget deficit. This howev-

er has to be interpreted cautiously as is more likely in the 

hyper-inflation countries, of which Uganda is not at least 

for the sample period considered in the paper. These re-

sults suggest that in the short-term, contractionary mone-

tary policy to reduce inflation in Uganda need not focus 

on budget deficit reduction, but rather on other macroe-

conomic determinants of inflation, and inflation should 

be contained to mitigate its effect on the budget deficit.  

While in the short-run, increases in the fiscal deficits do 

not trigger increases in seigniorage, they do so in the 

long-run. In terms of the direction of causality, there is 

unidirectional causality running from (i) inflation to the 

fiscal deficit; (ii) money supply to fiscal deficit; and (iii) 

a feedback causal effect from money sup- ply to inflation 

and vice versa. A collective implication of the first two 

results is that high inflation tends to reduce tax revenue 

and increases debt interest payments, which balloons the 

budget deficits. The feedback causal effect between mon-

ey supply and inflation implies that increase in money 

supply creates inflationary pressures which increase gov-

ernment expenditure faster than government revenue, so 
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 Theoretically, high lending interest rates 

act to suppress credit demand, lessen invest-

ment and economic productivity. In turn, 

suppressed credit reduces bank profitability 

through reducing money circulation, how-

ever high interest rates may bolster bank 

profitability by allowing greater rewards 

accruing from loans.  Therefore, while high 

lending rates may be detrimental to the con-

sumer and economy-wide growth, they pose 

an indeterminable effect upon bank profits. 

High lending rates, and in particular interest 

rate spreads, is a problem that is particularly 

pertinent to Uganda. Compared to key re-

gional partners, Uganda’s interest rate 

spread is higher than in Kenya, Rwanda, 

Tanzania and the Sub-Saharan average, and 

is only lower than Burundi within the EAC.  

This paper decomposes the lending rate into 

five categories: the funding cost, operation-

al cost, capital reserve cost, risk cost and a 

residual, to illuminate the key areas which 

could be targeted in order to reduce interest 

rates, so as to foster investment and eco-

nomic growth. Results show that the fund-

ing cost is the largest driver of lending rates. 

Yet the residual is also a significant contrib-

utor indicating that commercial banks lend-

ing rates may be pressured by domestic in-

stitutional factors.  
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A decomposition of Ugandan lending 

rates 

Key findings: 

The financial sector re-

forms allowed risk costs to 

fall considerably post-

2000. 

Largest banks face the 

lowest cost structures and 

most likely the greatest 

profit margins.  

Banking competition does 

exist and is greatest 

amongst medium-sized 

banks. 
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Methodology 

rates, it determines not only the lending rates available to 

consumers, but also the lending rates available to com-

mercial banks or the cost of raising capital on financial 

markets i.e., the funding cost.  Therefore expansionary 

monetary policy should be correlated with lower funding 

costs.   

The operational cost presents the fixed costs faced by 

banks in terms of their sunken overhead running costs. 

The funding cost aims to present the cost faced by banks 

to raise the necessary capital in order to lend.  In Uganda, 

banks typically raise funds through attracting deposits, 

borrowing from other financial institutions and, as a last 

resort, borrowing from the Bank of Uganda.  The fund-

ing cost is directly affected by the monetary policy 

stance: as the monetary transmission mechanism filters 

from the Central Bank Rate to commercial bank interest 



The capital reserve cost on the other hand illustrates the 

cost faced by banks in holding the minimum capital re-

serves as required by regulation, it is simply the capital 

reserve requirement multiplied by banks’ stock of loans, 

overdrafts and discounts.  The capital reserve cost is giv-

en and is directly set by the Bank of Uganda; a high cash 

reserve requirement will increase the capital reserve cost 

and may be expected to increase commercial bank inter-

est rates.   

The risk cost demonstrates the cost banks suffer when 

borrowers default on their loans, and the necessary provi-

sions banks must make for such a scenario, thereby forc-

ing them to hold money back from the market.  The 

Bank of Uganda, through acting as the monetary authori-

ty and principal regulatory authority, may indirectly af-

fect the risk cost.  Policies that promote more efficient 

borrower risk analysis, such as shared information sur-

rounding borrowers, may allow for more informed deci-

sions to be made surrounding credit allocation and subse-

quently reduce write-off rates and banks’ loan loss provi-

sions. 

The residual partially captures bank profits, but also eve-

ry other factor that may affect lending rates such as ex-

posure to agriculture, access to high-return low-risk 

Treasury securities, the macroeconomic environment and 

the policy, or institutional, environment, among others.  

Macroeconomic instability is likely to increase the resid-

ual, or the mark-up on bank lending rates, as economic 

volatility will force banks to create a buffer to protect 

themselves from unfavourable economic fluctuations.  

Therefore, the ability of the Bank of Uganda to establish 

stable economic performance will directly affect the re-

sidual component of commercial bank lending rates.  
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Results  

although this arguably should be the norm.  However, 

note that the contribution of the funding cost to interest 

rate spreads, which do not consider the cost of raising 

deposits, is much smaller. The second largest driver of 

lending rates is the residual, suggesting that the banking 

sector may be becoming more profitable. Alternatively, it 

may imply that the policy, institutional and macroeco-

nomic environments are not favourable to commercial 

banks. The capital reserve, operational and risk costs all 

contribute comparatively less towards lending interest 

rates. 

Figures 2 to 4 illustrate the contribution of each cost to-

wards the weighted average lending interest rate, while 

considering the market share.  The funding cost and re-

sidual remain the dominant contributing categories, but 

Figure 1 presents the contribution of each cost category 

to the weighted average lending interest rate. 

Figure 1: A decomposition of bank lending rates 

The funding cost is the largest driver of lending rates, 



to different degrees dependent upon the bank size. The 

larger contribution by the residual to large banks’ lend-

ing rates may indicate greater profitability, monopolistic 

behaviour or economies of scale. 

Figure 2: A decomposition of lending rates for banks’ 

with high market share 

Figure 3: A decomposition of lending rates for banks’ 

with medium market share  

Figure 4: A decomposition of lending rates for banks’ 

with low market share  

Interestingly, medium-sized banks present the smallest 

residual, which may be due to more intense competition, 

as they tend to compete only within cities for a small 

customer base. The capital reserve cost is uniform across 

the banking sector, while the operational cost is greater 

for small and large banks.  Moreover, smaller banks ap-

pear to be more susceptible to greater risk costs, particu-

larly post-2010, which may be reflect their less access to 

borrower history or their limited capacity to effectively 

assess the borrower’s risk or could be a victim of moral 

hazard especially if risk- adverse customers prefer larger 

banks that have a reputational advantage. 
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Conclusion 

expected through greater transparency, market efficiency 

and banking competition.  Since the onset of the global 

Ugandan weighted average lending interest rates have 

not noticeably fallen over the past decade, as would be 



financial crisis, lending rates rose amongst many banks, 

and since the rapid increase in inflation and subsequent 

monetary policy tightening from 2011, lending rates 

have risen further throughout the banking sector. 

Whilst the evidence points to economies of scale from 

banking and therefore the scope for monopolistic bank-

ing behaviour amongst the largest banks, the lending in-

terest rate structure indicates that the larger banks do act 

competitively.  Banks with greatest market share offer, 

on average, the lowest lending rates, whilst banks with 

the smallest market share offer the highest lending rates.  

Furthermore, market concentration has diminished over 

the past decade.  These insights indicate that there is 

some degree of market competition, although the domi-

nance of larger banks may benefit consumer welfare 

most.  Finally, the sizeable contribution of the residual 

towards lending rates indicates that lending rates are 

pressured upwards by institutional features in the econo-

my and banking system. 

It is likely that lending rates might be reduced, and bank-

ing competition increased, through addressing institu-

tional obstacles such as the high costs incurred for bank-

ing ventures outside major commercial centers, the rela-

tively underdeveloped secondary market for treasury se-

curities, limited access to borrower credit history and 

inaccurate collateral valuations, alongside ensuring a sta-

ble macroeconomic environment in which banks may 

operate.  
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 Worker’s remittances from the Diaspora 

also commonly referred to as workers’ remit-

tances are defined as all current transfers in 

cash or in-kind sent from households abroad 

to households in the local economy. Com-

pared to other types of flows, worker’s remit-

tances were the second most important flows 

to developing countries after foreign direct 

investment (FDI) estimated at about 600 bil-

lion during 2012. The evolution of worker’s 

remittances also depicts more resilience 

compared to FDI and private debt and equity 

flows due to the altruism nature of senders 

(Vanwey, 2004) and the strong attachment of 

the senders to the beneficiaries (Orozco et al. 

2006).  

The most recent estimates of worker’s remit-

tances to Uganda indicate that they exceeded 

US$0.9 billion during 2012 which is the 

highest that has been reported so far (Bank of 

Uganda, 2013). Previous reports of the annu-

al personal transfer survey conducted by 

Bank of Uganda also indicated that the bulk 

of personal transfer receipts are spent on 

consumption estimated at a share of over 55 

percent of the total.  The key issue to note 

from this spending pattern of personal trans-

fer resources is one of sustainability. In a 

number of studies, it has been noted that mi-

grant’s attachment to original households 

weakens over time, resulting in a reduction 

and sometimes discontinuation of worker’s 

remittances (Lillard and Willis 1997; 

Agarwal and Horowitz, 2002). Where much 

of such resources are put to consumption, it 

is likely that there will be immediate welfare 

improvements although over the long-term, 

such improvements may not be sustainable. 

It is for this reason that the need to channel 

worker’s remittances towards more develop-

mental use especially since they constitute a 

large share of foreign inflows has been em-

phasized by recipient countries.  

This study investigates how worker’s remit-

tances influence the spending choices of re-

cipient households and whether or not indi-

vidual household characteristics matter when 

it comes to spending worker’s remittances. 

Adequate response to these issues is useful 

for distinguishing the different effects and 

determining what policy choices need to be 

taken to enhance the usefulness of worker’s 
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Worker’s Remittances and Household 

Capital Accumulation Boon in Uganda  

Key findings: 

Households that receive 

higher amounts of worker’s 

remittances spend more on 

capital accumulation.  

Household characteristics 

of asset ownership and edu-

cation level of household 

head influence spending of 

worker’s remittances on 

capital goods.  

There is need to promote 

inflows of worker’s remit-

tances to supplement pri-

vate capital accumulation. 
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remittances. Empirical evidence, based on micro level 

data, suggest that households receiving higher amounts of 

worker’s remittances are more likely to spend on capital 

accumulation, and that household characteristics such as 

asset ownership and the level of education of the house-

hold head are important determinants of spending of 

worker’s remittances on capital goods. Ultimately, there is 

support for the need to promote inflows of worker’s remit-

tances as this supplements private capital accumulation.  
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Methodology and Results 

pected to influence spending and instruments for work-

er’s remittances receipts. The mills ratio was incorpo-

rated to control for selection bias.  

The regressions results indicated that the amount of per-

sonal transfer received significantly affect the likelihood 

of spending on capital goods. An increase in transfer re-

ceipts increases the probability of spending on capital 

goods by 28 percent. Education of the household head is 

also an important determinant of household expenditures 

on capital goods. The probability for household spending 

on capital goods reduces by 13 percent in households 

where the household head does not have any formal edu-

cation.  In addition households that already own some 

assets (for instance a car) are more likely to invest in ad-

ditional asset acquisition as opposed to consumption 

spending. 

The study considered 985 households that received 

worker’s remittances during 2012. These were extracted 

from a larger sample of 1118 households covered during 

the annual personal transfer’s survey of 2012 conducted 

by the Bank of Uganda (BoU) and Uganda Bureau of 

Statistics (UBOS). 133 households in the survey had in-

complete observations. The analysis was done using a Pro-

bit model for household expenditure behavior on capital 

goods. However, the probit model estimation suffers from 

endogeneity and sample selection bias. To circumvent 

these methodological issues, a three stage estimation ap-

proach was adopted. In the first stage, instrumental varia-

bles were identified for worker’s remittances receipts 

which were then used for estimation in the second stage. 

In the second stage, a two-step Heckman selection model 

was estimated from which estimates of the mills ratio 

were obtained. The final stage involved estimating a pro-

bit model with various households characteristics ex-

Conclusion and Policy Implications 

by Taylor and Mora (2006) for Mexico, and Acosta 

(2006) for El Salvador. However, although rising work-

er’s remittances are a necessity for increased household 

spending on capital accumulation, they are not sufficient 

in explaining household investment behaviour. Formal 

education of household heads and household ownership 

The study found evidence of a developmental effect of 

worker’s remittances on households through their posi-

tive influence on spending on capital goods. As shown, 

households that received higher amounts of worker’s 

remittances were more likely to spend on capital accu-

mulation. The finding is consistent with similar findings 



of a car are both important for spending on capital goods. 

The findings support the need for promoting inflows of 

worker’s remittances to supplement private capital accu-

mulation.  
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