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Why should we care about bank interest rate spreads and how 

does it affect every-day Ugandans and Ugandan businesses?

• Banks are financial intermediaries.  Like any intermediary they bring different 

parties together – Savers / depositors and Borrowers. 

• Banks typically use deposits to lend to borrowers for productive investment or 

consumption – driving economic growth. 

• Interest Rate Spread = Lending Interest Rate – Deposit Interest Rate. 

• If financial intermediation is done well the difference should be small, but in the 

case of Uganda the difference is big.  This is the premise that the paper examines. 

• Commercial Bank lending rate (typically 20% and above) has been a concern. 

• Impacting the interest rate spread = 20% - 5% = 15% per annum.
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• A high interest rate spread with high cost of borrowing affects the growth 

of businesses and their profitability; 

• It impacts retail borrowers trying to match the shortfall between current 

expenditure and income;

• But more importantly, if financial intermediation is not done well or if 

there are big impediments to efficient financial intermediation – it 

handicaps economic growth.

Therefore, it is imperative to understand why bank interest rate 

spreads are high in Uganda and the factors influencing it.
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HYPOTHESIS 1: SPREAD IS HIGH BECAUSE BANKS MAKING ABNORMAL PROFITS? 

(1/N)

4FSDU PRESENTATION

• If the lending rates are high for banks, are their profits 

abnormal? No, not really when compared to countries in 

EAC and SADC. 

• Key finding of the paper, based on in-depth analysis. 

• The paper examines two profitability metrics of banks –

Return on Assets and Return on Equity. 

• Return on Assets: 

• In the case of banks, assets typically are: 

• 1. Loans to people and businesses

• 2. Government Securities 

• 3. Cash and other investments

• Typically we would expect banks to lend to consumers and 

businesses. 

Less than 50% of the banking assets in the recent past have been loans
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• Well, if loans are making up 50% or less of bank 

assets where else are banks investing and gaining 

income from?

• Ugandan Government bond yields are at least double 

than SADC and EAC counterpart economies. 

• Government bonds or risk-free (zero-risk) assets pay a 

huge return (~>10%). They provide the floor for any 

other bank lending rate. 

• High government borrowing esp. if not channeled to 

productive investment can have detrimental effects. 

• 1. For borrowers, bank loans become expensive because 

the floor rate itself is already very high to begin with. 

• 2. It disincentives the banks to grow their loan portfolio 

and find new greenfield projects to lend to - limiting 

financial intermediation. 

• 3. Increases bank risk aversion.

HYPOTHESIS 1: SPREAD IS HIGH BECAUSE BANKS MAKING ABNORMAL PROFITS? - ROA

(2/N)
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QUESTION?
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• RoA are high for Ugandan banks (3.7%, second highest in the EAC).

• However, given what the paper demonstrates -- what needs to be done so that banks 

are incentivized to lend to businesses and consumers at affordable interest rates 

that drive the economy forward?
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• RoE: Paper examines the cost of funds for banks

• Uganda is a low-deposit environment. Further highlighted by a graph 

in the next slide. 

• Therefore, banks are capitalized using external funds or expensive 

term deposits.

• The cost of these funds are more expensive than interest rates that 

would have been provided on cheaper deposits. 

• The paper posits that banks are using high-cost capital to lend out 

money to borrowers. 

• Banks must provide a return on expensive capital.

• This puts a pressure on the interest rate spreads.

But why is the bank capitalization persistently high? Why are banks holding onto this capital?

• Liquidity mis-match (an element the paper could have addressed).

• Depositors save their money for extremely short durations. There is a high degree of volatility as to when 

depositors withdraw their money. 

• In contrast, borrowers are looking for longer term financing. 

• Therefore, short term deposits cannot finance long-term borrowing creating a liquidity mis-match. 

HYPOTHESIS 1: SPREAD IS HIGH BECAUSE BANKS MAKING ABNORMAL PROFITS? –

ROE (3/N)



MORE INDIVIDUALS DO FINANCIAL BUSINESS WITH SAVINGS GROUPS THAN BANKS
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Banks Microfina

nce 

institutio

ns

Formal 

money 

lenders

SACCOS Cooperat

ives

Mobile 

money 

services

Insurance 

services

Pension 

services

Savings 

groups

Money 

lenders in 

communi

ty

Overall - 10% 2% 0% 5% 1% 54% 1% 1% 41% 2%

Poverty 

level

The poorest 40% 3% 1% 0% 2% 0% 34% 1% 0% 41% 1%

The middle 40% 13% 2% 0% 6% 1% 64% 1% 1% 45% 2%

The richest 20% 23% 3% 1% 7% 1% 84% 3% 2% 36% 1%

Urbanity Rural 7% 1% 0% 4% 1% 48% 1% 1% 43% 2%

Other urban 18% 3% 1% 6% 0 70% 2% 2% 37% 2%

Kampala 38% 5% 1% 10% 0% 90% 5% 3% 28% 3%

Gender Male 11% 2% 0% 5% 1% 55% 1% 1% 41% 2%

Female 9% 2% 0% 5% 0% 53% 1% 1% 41% 2%

Age 15-24 y.o. 7% 1% 0% 3% 0% 54% 2% 1% 31% 1%

25-34 y.o. 14% 1% 0% 7% 0% 62% 2% 1% 44% 3%

35-44 y.o. 12% 2% 0% 6% 1% 57% 1% 1% 53% 3%

45-54 y.o. 10% 4% 0% 5% 0% 56% 1% 1% 48% 1%

55+ y.o. 9% 1% 1% 3% 1% 36% 1% 2% 36% 1%

N=3,002

N=1,230

N=1,136

N=635

N=2,173

N=676

N=153

N=1,052

N=1,950

Institutions used 

Note: Poverty levels are based on the PPI score.

N=819

N=846

N=473

N=366

N=356
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QUESTION?
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• Given the data that we have seen based on RoA and RoE that the paper draws on, do 

shareholders and other capital providers of banks have an incentive to push banks to 

grow their non-government loan portfolio? 

• Does the current structure of the economy allow for the above? 

• What needs to happen to incentivize banks to increase their deposit base by several 

multiples? 

• Alternatively, what do banks need to do to acquire deposits that are lying in informal 

Tier IV institutions or under people’s mattresses? 

• Thus ensuring that they gain cheaper deposits, and the pressures on profitability are 

lowered? 
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EXAMPLE: IMMOVABLE VS. MOVEABLE COLLATERAL

DATA FROM FINSCOPE 2018 REPORT 10

• Moveable asset registry in Kenya (Kenya Bankers Association)

• By January 2019: 183K loans registered on the moveable registry worth USD 36.5 billion were 

issued in Kenya. 
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HYPOTHESIS II: SPREAD IS HIGH BECAUSE COSTS AROUND OPERATIONS AND FUNCTIONING 

OF A BANK ARE TOO HIGH (1/N)
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Bank-related statistics: 

• Cost to Income Ratio: Overheads and 

administrative costs of banks in Uganda range 

between 50%-60% in Uganda, which is high but 

not out of line with peer countries. 

• Loan Loss Provisions: allowance for 

uncollected loans set aside by banks to cover 

NPLs, customer bankruptcy, renegotiated 

loans, etc. 

Other Factors: 

- Impact of Inflation: High inflation => high 

bank costs => high lending rates since costs 

are passed onto customers. 

- Regulatory Environment and the cost of 

regulatory burden (liquidity ratios).

- Taxation.
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DECOMPOSITION OF INTEREST RATE SPREADS (2008-2012)
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• Further comparison between individual bank characteristics: clustered small banks vs. big banks, 

ownership structures, and high loan to account ratios. 

• The last two seem to have an impact on interest rate margins. 

Conclusion of the second 

hypothesis:

- Yes, operational costs are putting 

pressure on interest rate spreads, 

particularly bank overhead costs. 

- The other costs that follow are 

cost of holding reserves, and 

taxes.  
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DECOMPOSITION OF INTEREST RATE SPREADS (2008-2012)
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RECOMMENDATIONS (1/N)
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# Recommendation Comments

1. Increase competition and 

potential consolidation through 

raising min. capital requirements. 

The need for competition is key. But if the only intent of raising min. capital 

requirements is to nudge consolidation, and consequently concentration of 

banks – it is unclear how this will translate into downward pressure on 

interest rate margins. 

Especially since the evidence presented in the paper don’t show a big 

difference in interest rate spreads between small banks and big banks. 

II. Reduction in NPLs which would 

help Loan Loss provisioning 

through better credit risk 

management

This is an important step

• The question here as mentioned above – how are regulators creating an 

enabling environment for banks to adopt new innovations and 

technologies, at costs that are favorable to businesses and people?

• Example: 

• - Information Asymmetry: There are multiple steps that could reduce 

information asymmetry. An ID architecture that allows for real time 

decision making for the financial sector,  Accredited Credit Provider 

Regulation – so that non supervised entities can feed information into 

CRBs, and more. 
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ONE LAST QUESTION……
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• Given what we have heard and discussed so far, does the structure of our economy 

and the incentives it provides --- does it truly push banks to do financial 

intermediation – which is their primary role? 

• Additionally, does the global pandemic exacerbate the current systemic issues we are 

facing leaving customers and businesses worse-off?
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Thank you. 


