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ABSTRACT 

The study evaluates the extent of financial intermediation in Uganda under the country’s policy of economic 

regulation that lasted from 1962 to 1986. Six variables in ratio forms are identified and used as the measures of financial 

intermediation. These are the currency ratio, the ratio of narrow money to broad money, the ratio of narrow money to 

Gross Domestic Product, the ratio of broad money to Gross Domestic Product, the ratio of private sector credit to Gross 

Domestic Product, and the ratio of private sector credit to total domestic credit. The analyses are quantitative and 

graphical.  

The findings show that along the span of research in Uganda, there was a great deal of undulation in the extent of 

financial intermediation, that the government had increasing recourse to public sector borrowing which constrained the 

level of bank credits extended to the private sector, that in general, the extent of financial intermediation in Uganda was 

relatively larger in 1962 than in 1986, and that the political crisis, which lasted for a considerable part of the research 

period, affected the development in financial intermediation in the country.  

In order to improve on the extent of financial intermediation or the overall liquidity of the Ugandan economy, the 

study recommends as follows: expanding the reach of the financial institutions in the country through the adoption of the 

rural banking scheme and promotion of the increased use of technology in the delivery of banking services; strengthening 

the financial sector regulation by bringing the activities of the non-bank financial institutions under regulation; maintaining 

the strong supervisory role of the central bank (Bank of Uganda) and guaranteeing its independence through less 

governmental intervention in its activities and operations; and maintaining the stability of Ugandan polity by ensuring that 

Government’s political opponents are not unduly harassed, freedom of the press is unfettered, and a level-playing field is 

provided for the conduct of free and fair elections, so as to avoid a relapse to political crises which affected financial 

intermediation in the country. 

KEYWORDS:  Financial Intermediation, Economic Regulation, Economic Deregulation, Gross Domestic Product 

INTRODUCTION 

There has been the quest for continuous improvements in the standards of living of the various societies of the 

world. One of the developments that has been observed to have affected the standard of living in almost all societies of the 

world is the advent of money and modern banking. Prior to the emergence of money, most societies had different ways 

through which they preserved their wealth. Aside wealth preservation, little of finance or banking took place in those 

traditional societies. People rather met their financial needs mainly through personal savings and assets disposal, as well as 

through occasional borrowings from relatives and friends. The dawn of modern banking changed it all. People began to 
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keep their money with the banks, which in turn began to lend part of them out on interest; thus the origin of financial 

intermediation. 

Over time, financial intermediation has assumed increased importance due to its expanding impacts on the other 

sectors of the economy and on the overall welfare of the residents of the countries; thereby attracting the interests of 

governments in the form of regulation. The approach of the various governments of Uganda in the country’s first        

twenty-five years of political independence (1962 to 1986) was the use of enhanced regulation to ensure the safety and 

soundness of the country’s financial system. This manifested in such policies as interest rate regulations, fixed exchange 

rate system, controls of capital and current accounts, non maintenance of domiciliary accounts by residents, amongst 

others. The approach lasted till 1987 when the present government adopted the country’s Economic Recovery Program 

(ERP) which was predicated on the deregulation and liberalization of the economy and, particularly, its financial system. 

The present study, therefore, attempts to evaluate the extent of financial intermediation in Uganda under economic 

regulation. This is important as the issue of improvements in the standard of living in Uganda had become critical at the 

end of the conflicts in 1986, given the devastation that took place in the country in the course of the upheavals. 

OBJECTIVES OF THE STUDY 

The objective of the study is to evaluate the extent of financial intermediation in Uganda under the country’s 

policy of economic regulation that lasted from 1962 to 1986. It measures the extent of financial intermediation in the 

country over the period through the following six key financial intermediation ratios: the currency ratio (i.e. the ratio of 

currency outside the banking system to broad money), the ratio of narrow money to broad money, the ratio of narrow 

money to Gross Domestic Product, the ratio of broad money to Gross Domestic Product, the ratio of private sector credit to 

Gross Domestic Product, and the ratio of private sector credit to total domestic credit. 

The findings of the study would be useful to the Government of Uganda, and specifically its economic policy 

makers and financial regulators, as it would provide insights into the impacts of economic regulation on financial 

intermediation in the country, and thus assist the government in its choice of economic policy direction. Further, the study 

would contribute to the body of available general knowledge in the fields of economic regulation and financial 

intermediation (especially in the developing economies), which would hopefully present economists and future researchers 

with the opportunities for further research as the sphere of human knowledge expands. 

ECONOMIC REGULATION AND ECONOMIC DEREGULATION 

Economic Regulation 

Economic regulation involves the increasing use of laws and other instruments of coercion to influence the 

economic choices and decisions of individuals, households, firms and even governments in a society. It could be directed 

to affect choices in demand, supply, prices, etc, with the aim of improving the efficiencies in resource allocation and 

utilization, and in income distribution. In terms of price regulation, Pindyck & Rubinfeld (2006) consider it as a means 

through which governments can limit the monopoly powers of firms. 

The twenty-five year period (1962 – 1986) is regarded as a period of economic regulation in Uganda.             

During these years, the various governments pursued essentially the policies that furthered regulations in most sectors of 

the economy. In the financial sector, this reflected in such policies as interest rate regulations, fixed exchange rate system, 
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controls of capital and current accounts, non maintenance of domiciliary accounts by residents, amongst others.           

These produced the set of economic conditions and data that are evaluated in the study for the period, 1962 to 1986. 

Economic Deregulation 

Economic deregulation, on the other hand, is the increasing reduction in the role of government in directly 

influencing the economic choices and decisions of individuals, households and firms in a society. It usually involves the 

gradual removal of the existing regulations in the economy. In terms of financial deregulation, Parkin (2011) observed that 

it has removed many of the distinctions between commercial banks and other depository institutions in the United States, 

thereby allowing the commercial banks and non-bank depository institutions to compete in a wider range of lending 

business. 

Post-1986 is regarded as a period of economic deregulation in Uganda. In 1987, the Government of Uganda 

commenced the implementation of its policies of liberalization and deregulation of the country’s economy with the 

enunciation of its comprehensive Economic Recovery Program (ERP). This marked the beginning of the process of freeing 

the economy for increased private sector participation. It involved the gradual deregulation of the various sectors of 

Ugandan economy, such as finance, telecommunication, mining, amongst others. In the financial sector, it reflected in such 

policies as interest rate deregulations, floating of the exchange rate, removal of the restrictions on capital and current 

accounts, maintenance of domiciliary accounts by the residents, and so on.  

FINANCIAL INTERMEDIATION AND INTERMEDIARIES 

Financial Intermediation 

Financial intermediation refers to the mobilization of deposits from the surplus units of the economy and 

channeling of same to the deficit units of the economy, as well as the provision of payment and settlement services in an 

economy. It is the process through which otherwise idle financial resources are mustered and invested to achieve growth, 

while facilitating exchanges and transactions within and outside an economy. Mishkin and Eakins 2012) define financial 

intermediation as the process of indirect finance whereby financial intermediaries link lender-savers to borrower-spenders. 

That is, it is the primary route for moving funds from lenders to borrowers. 

Financial Institutions or Intermediaries 

Financial institutions or intermediaries are companies or firms whose activities are concerned mainly with the 

buying, holding, and selling of financial instruments from which they derive the bulk of their income (Goldsmith, 1969). 

Financial institutions could be distinguished by the nature of their liabilities and ownership. In terms of liabilities, there are 

two types of financial institutions: those whose liabilities are essentially money (currency and cheque deposits), and those 

whose liabilities are not money (but short-term or medium-term debts); while in terms of ownership, there are usually the 

government-owned financial institutions and the privately-owned financial institutions. 

In general, the financial institutions intermediate between the surplus units and the deficit units of the economy, 

mobilizing deposits from the former and channeling same to the later, and making profits in the process. 

Theories of Financial Intermediation 

Traditionally, financial intermediation refers to the mobilization of deposits from the surplus units of the economy 
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and channeling of same to the deficit units of the economy, as well as the provision of payment and settlement services in 

an economy. Mishkin and Eakins (2012) define financial intermediation as the primary route for moving funds from 

lenders to borrowers. 

Many questions have arisen in this regard: Which forces really drive the financial intermediation process? Why do 

financial intermediaries exist? And, what are the essential contributions of financial intermediation to an economy, if any? 

Several theories and their strands have been postulated by economists in attempts to answer all or some of these questions. 

These include the traditional market-based theories of transaction costs, information asymmetry, agency, and regulation, 

and the evolving modern theory that is based on risk management. 

The starting point of the market-based theories is the existence of perfect competition in an economy. In this state, 

firms and households would interact through markets, and there would be no role for the financial intermediaries. 

Consequently, as Fama (1980) summarizes, under the state of perfect competition (or in the Arrow-Debreu world), 

financial structure would not matter, and intermediation would not create value. The existence of financial intermediation, 

therefore, would mean, and could only be justified by, the absence of the state of perfect competition in an economy.    

Then, intermediaries would be useful in bringing savers and investors together, and in creating instruments that meet their 

needs. 

The first of the traditional theories is the theory of transaction costs that is well stressed by Gurley and Shaw 

(1960). Given the fixed costs involved in asset evaluation, creation and trading, the intermediaries would have an 

advantage over individuals as they allow such costs to be shared across their portfolios. The financial intermediaries then 

act as coalitions of individual lenders or borrowers who exploit economies of scale in the transaction processes. 

The next of the traditional theories which seeks to rationalize the importance of financial intermediaries is the 

theory of information asymmetry. In a perfect market or state of perfect competition, savers and investors would find each 

other, at no cost, in order to exchange savings against readily available financial instruments in a manner that fully and 

simultaneously meets the needs of both savers and investors. This is because they have perfect information on each other’s 

preferences. It is in the absence of such information (information asymmetry) that intermediation thrives, as intermediaries 

strive to take advantage of their superior information. In the real world of imperfect market, the ultimate parties who 

operate in the markets have insufficient information to conclude transactions by themselves, hence the need for the services 

of financial intermediaries. 

The agency theory is yet another of the traditional theories of financial intermediation that is market-based.         

As a result of information asymmetry (or for any other cause), households would put their deposits with the intermediaries. 

Diamond (1984) is of the view that the financial intermediaries would then act as delegated monitors on behalf of the 

ultimate savers. The agency theory could be used in investigating nearly every contingency in the interaction of economic 

agents deviating from what they would have done in a market with perfect foresight and equal incentives for all agents.    

But this pervasive nature of the agency theory is perhaps its greatest limitation, as it mainly explains ad hoc situations.     

By being used to test only specific cases, the theory has failed to evolve into a general and coherent explanation of what 

the basic functions of financial intermediaries in the market and economy are. 

The last of the traditional theories which attempts to explain the essence of financial intermediation is the 
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regulation theory. According to Kareken (1986), Goodhart (1987), and Boot and Thakor (1993), the safety and soundness 

of the financial system as a whole as well as the enactment of industrial, financial, and fiscal policies are the main reasons 

to regulate the financial industry. Furthermore, the activities of the intermediaries inherently ask for regulation.       

Financial intermediaries, particularly banks, by their mode of operations, are inherently insolvent and illiquid. Regulation, 

therefore, is meant to positively affect the solvency and liquidity of the financial institutions. Even from the legal 

perspective, La Porta et al (1998) see regulation as a crucial factor that shapes the financial economy. However, regulation 

may lead to market imperfection as it interferes with the intermediation process. For instance, regulation may generate rent 

for the regulated financial intermediaries as it could curtail market entry and exit. Such market imperfection enables 

financial intermediation to thrive. However, this theory suffers from some key limitations: it does not consider the need to 

weigh regulation against some of its negative by-products, and it explains the functioning of the financial intermediary 

with regulation as an exogenous force, rather than being part of the financial intermediation process itself. Some authors, 

such as White (1984), Selgin (1987) and Dowd (1989) have even suggested that unregulated finance or “free banking” 

would be highly desirable as it could be stable and inflation-free. 

The evolving modern theory of financial intermediation, unlike those earlier discussed, is based on risk 

management. This has been fueled by a number of developments in financial intermediation over the past decades.     

During this period, the costs of transactions and information asymmetry have substantially been reduced by such factors as 

deregulation, deepening of the financial markets, and explosion of information technology, amongst others. Going by the 

market-based traditional theories, these developments would have diminished the importance of financial intermediation as 

there would be a reduced need for the process in the face of low transaction costs and equal availability of information to 

all players in the market. However, and to the contrary, financial intermediation has increased significantly over the same 

period. This has been attributed to the growth in the importance of risk management activities undertaken by financial 

institutions. These intermediaries deal in risks and not in information per se; with information merely being a means to the 

end of risk management. They deal on financial services created for their own risk. Through this, they attract savings from 

the savers, and lend them to the investors, adding value in the process by meeting the specific needs of savers and investors 

at prices that equilibrate the supply of and demand for funds. This is a creative value-adding intermediation process, the 

concept of which was introduced by Porter (1985). Banks, which are one of the major financial intermediaries, not only 

transform deposits into amounts needed for financing real investments, they absorb counterparty risks by providing loans 

to entrepreneurs and duration risk by guaranteeing liquidity to savers. Insurance companies, capital market operators, and 

pension funds, the other major financial intermediaries, also provide and guarantee liquidity to savers. Some have argued 

that the risk management theory appears to explain the contemporary financial intermediation role more than the traditional 

theories. However, some gaps still exist. The theory has not fully explained the rationale for risk management.                   

For instance, it has not provided answers to such specific issues as to the types of transactions that these intermediaries 

should directly engage in, and what specific value to be placed on their role. 

The need for a revision of the traditional theories of financial intermediation could not therefore be                    

over-emphasized. There has been significant transformation in financial intermediation in the recent years. During this 

period, transaction costs and information asymmetry have drastically reduced, yet we have witnessed a tremendous 

increase in financial intermediation. Financial markets such as the stocks and bonds markets have grown in sizes.           

There has been extensive financial innovation with the introduction of new financial products, such as various        
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mortgage-backed securities and other securitized assets, as well as derivative instruments such as swaps and complex 

options. Also, new products have been designed and introduced which are markets for the intermediaries themselves, 

rather than for individuals or firms. According to Santomero (1995), these changes are difficult to be reconciled with the 

traditional theories of financial intermediation which are more focused on functions of financial institutions that appear no 

longer crucial in many developed financial systems, while being unable to account for those risk-related activities that have 

become the central focus of many financial institutions. It is thus risk transformation, and not the resolution of the 

information and agency problems, that is at the center of contemporary financial intermediation. This accounts for the 

progression from the traditional market-based theories to the evolving risk management theory of financial intermediation. 

Nevertheless, the traditional theories of financial intermediation remain very relevant in the developing economies due to 

the immature states of their financial industries. That is the case of most Sub-Saharan African countries, including Uganda. 

CHOICE OF VARIABLES 

Six variables in ratio forms are identified and used as measures of financial intermediation in Uganda. These are 

the currency ratio (i.e. the ratio of currency outside the banking system to broad money), the ratio of narrow money to 

broad money, the ratio of narrow money to Gross Domestic Product, the ratio of broad money to Gross Domestic Product, 

the ratio of private sector credit to Gross Domestic Product, and the ratio of private sector credit to total domestic credit. 

Some of these variables have been used in similar manners in the related studies earlier conducted, both within and outside 

Uganda. Those relating to Uganda include Nalere (1996), Kasule (1998) and Drale (2005), while those on other economies 

include Calderon and Liu (2002) and Kar, Nazliogu, and Agir (2011). 

However, it s considered necessary to first briefly define the concept of the Gross Domestic Product (GDP) as 

well as identify the components of money, as they are ubiquitous components of the financial intermediation variables used 

in the study. 

Gross Domestic Product (GDP) 

The Gross Domestic Product (GDP) refers to the market value of all the final goods and services produced in the 

country within a given period, usually a year (Parkin, 2011). It could be determined through three approaches: the product 

(or output) approach which sums up the values of the final outputs of all the enterprises in the economy; the expenditure 

approach which sums the people’s total expenditure in the purchases of goods and services; and the income approach 

which determines the GDP by summing up the incomes of all the productive factors in the economy. The GDP could be 

nominal or real. It is nominal when it relates to the value of final goods and services produced in a given year and valued at 

the prices prevailing in that year, and real when it relates to the value of the final goods and services produced in a given 

year, but valued at constant prices (the prices of a base year). Thus, real GDP, unlike nominal GDP removes the impacts of 

inflation or price changes in the computation of national outputs produced at different periods, thereby making 

comparisons much easier and meaningful. 

However, given that the financial data in use are nominal and that the financial intermediation variables are in 

ratio form, the nominal GDP figures are used in the computation of the ratios. 

Components of Money 

According to Hyuha (1983), some of the components of money are the currency outside the banking system, 
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demand deposits, and savings and time deposits (quasi-money). Thus, narrow money is the sum of the currency outside the 

banking system and the demand deposit; while broad money is the sum of the narrow money and the savings and time 

deposits. 

Currency Ratio, that is, the Ratio of Currency in Circulation (CR) Outside the Banking System (Notes and Coins) 

to Broad Money (M2) i.e. (CR/M2) 

The currency ratio gauges the liquidity of the financial system. It could be used to measure the extent of financial 

intermediation in an economy as it gives an indication of the magnitude of financial transactions that are carried out 

outside its banking system. The more liquid an economy is, the easier it would be to consummate financial transactions 

therein.  

Ratio of Narrow Money (M1) to Broad Money (M2) i.e. (M1/M2) 

The ratio of narrow money to broad money (M1/M2) also gives an indication of the extent of liquidity in an 

economy through the availability of cash and near cash for the consummation of financial transactions. The liquidity 

depicts the amounts of financial resources available to the residents, both for purchases of goods and services, and for 

investments.  

Ratio of Narrow Money (M1) to Gross Domestic Product (GDP) i.e. (M1/GDP) 

The ratio of narrow money to Gross Domestic Product (M1/GDP) is a basic measure of the size of the financial 

system in an economy. It gives an indication of the relative size of the financial system as measured by the amount of 

currency-in-circulation and demand deposits in the economy. The rise in the ratio entails the availability of additional 

financial resources to the residents for the purchases of goods and services, and for investments, while the reverse is the 

case as the ratio declines.  

Ratio of Broad Money (M2) to Gross Domestic Product (GDP) i.e. (M2/GDP) 

The ratio of broad money to Gross Domestic Product (M2/GDP) is considered as another good measure of 

financial intermediation as it assesses, in a more robust manner, the financial depth or the size of the financial sector of the 

economy, by the inclusion of savings and time deposits in the money stock.  

In line with the postulations of Goldsmith (1969), the Financial Inter-relations Ratio (FIR) is considered the 

broadest measure of the size of the economy’s financial superstructure and the relative importance of its financial system 

as a whole in the economy. It relates the economy’s financial superstructure to its real infrastructure, and is obtained by the 

division of the total value of all financial assets at a particular date (F) by the national wealth (i.e. by the value of tangible 

assets plus net foreign balance). The higher the FIR, the bigger the financial superstructure, and the more important the 

financial system is in the economy, and vice versa. 

Hyuha (1980) canvasses the view that the financial assets held by the government should be excluded from the list 

of financial assets that are used in determining the financial superstructure as the volume of such assets could have been 

altered by the government with little or no difficulty (for instance, it could easily and readily have borrowed from the 

central bank). Thus, as specified by him, the financial assets held by non-financial private sector, and which are considered 

relevant in the determination of the financial superstructure of the economy, include only the following: 
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• F1 = Currency in circulation; 

• F2 = Demand deposits with banks; 

• F3 = Savings and time deposits (quasi-money) with banks; 

• F4 = Quasi-money with the Post Office Savings Bank and other near-banks; 

• F5 = Bonds, certificates, and bills issued by bank and non-bank financial institutions; 

• F6 = Capital accounts, accounting reserves, and shares of banks and non-bank financial  institutions; 

• F7 = Total life assurance assets or liabilities; 

• F8 = Primary securities held by the private sector; and 

• F9 = Government debt held by the non-financial private sector. 

Such that the total volume of financial assets held by the non-financial private sector, F, is the addition of F1 up to 

F9: 

F = F1 + F2 + F3 + F4 + F5 + F6 + F7 + F8 + F9. 

The national wealth or the value of tangible assets is approximated by the Gross Domestic Product (GDP).  

Thus,  

 

However, the present research limits the computation of the financial assets held by non-financial private sector to 

the available F measures (i. e. F1 to F3) due to the unavailability of data relating to some of the other F measures; a 

problem that is usually encountered in such exercises relating to under-developed countries such as Uganda.                   

Thus, M2/GDP would approximate FIR. 

Ratio of Private Sector Credit to Gross Domestic Product (PSC/GDP) 

The ratio of Private Sector Credit to Gross Domestic Product (PSC/GDP) is equally another good indicator of 

financial intermediation, as it measures the relative size of the credit extended by the financial system to the private sector 

in the economy.  

Ratio of Private Sector Credit to Total Domestic Credit (PSC/TDC) 

The ratio of Private Sector Credit to Total Domestic Credit shows the proportion of credit that the financial 

intermediaries in an economy have made available to the private sector. Its converse, thus, indicates the extent to which the 

private sector is crowded out of borrowing by the public sector or government.  
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METHODOLOGY 

Research Design 

The study employs the ex post facto or retrospective design to retrieve, record, analyze and interpret data to 

evaluate the extent of financial intermediation in Uganda during the twenty-five years of regulation of its economy, 

spanning from 1962 to 1986. It is, thus, a retrospective or time series research involving 25 annual observations of the six 

financial intermediation ratios, with a view to evaluating the extent of financial intermediation in the country over the 

research period. 

Target Population and Sample Size  

The records examined in the course of the study constitute the research population. There are nine of such records 

for the twenty-five year period, from 1962 to 1986, in respect of Uganda. These are as follows: Currency in circulation 

(notes and coins), Demand Deposit in the banking system, Savings and Time Deposit in the banking system, Total Private 

Deposit in the banking system, Total Credit extended to the private sector by the banks, Net Credit extended to the public 

sector (Government) by the banks, Total Domestic Credit in the economy, Inflation rate, and Exchange rate.  

In view of the small size of the research population, all the nine records for the twenty-five year period            

(1962 to 1986) are used in the study, thus ensuring a fair generalization of its findings. 

Data Types and Data Sources 

The study uses secondary data as it is an archival research. The data are the financial statistics on Uganda, for the 

period, 1962 to 1986. Given the ages of the records (some dating back many decades), the usual problems of limited 

availability of data relating to developing countries like Uganda, and the political crises which bedeviled the country 

during a greater part of the research period, the relevant data are obtained from diverse sources through extensive library 

reading (both physical and on-line), as it is not practicable to find all of the data in one or even a few sources. Thus, the 

data are obtained essentially from the publications of institutions such as the Uganda Bureau of Statistics (UBOS),           

the Bank of Uganda (BOU), Uganda’s Ministry of Finance, Planning and Economic Development (MFPED), the World 

Bank (WB), the International Monetary Fund (IMF), and some major international economic research institutions such as 

Index Mundi and Country Economy. Further, other secondary sources of data, such as reports of some government 

ministries, departments and agencies (MDAs), reports of various financial regulators and institutions, unpublished 

technical and seminar papers presented at different fora, unpublished dissertations, etc, are consulted in the course of the 

study as they prove relevant. 

Research Instrument 

The study uses the Record Sheet as its research instrument. It shows the following with respect to Uganda, for 

each of the twenty-five years of research (1962 to 1986):  

• Currency in circulation (notes and coins); 

• Demand Deposit in the banking system; 

• Savings and Time Deposit in the banking system; 
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• Total Private Deposit in the banking system; 

• Total Credit extended to the private sector by the banks; 

• Net Credit extended to the public sector (Government) by the banks;  

• Total Domestic Credit in the economy; 

• Inflation rate; and 

• Exchange rate. 

DATA PRESENTATION AND ANALYSES 

Data Record 

As already stated, the record sheet is used as the research instrument for the study. Given the financial 

intermediation ratios to be computed, the nine categories of data as enumerated in the preceding section are obtained with 

respect to Uganda, for each of the twenty-five years (1962 to 1986). The data are used in the computation of the following 

financial intermediation ratios which are subsequently converted to time series data for ease of graph plotting and analyses: 

• Currency Ratio, that is, the ratio of currency in circulation (CR) outside the banking system (notes and coins) to 

broad money (M2) i.e. (CR/M2); 

• Ratio of Narrow Money (M1) to Broad Money (M2) i.e. (M1/M2); 

• Ratio of Narrow Money (M1) to Gross Domestic Product (GDP) i.e. (M1/GDP); 

• Ratio of Broad Money (M2) to Gross Domestic Product (GDP) i.e.(M2/GDP); 

• Ratio of Private Sector Credit (PSC) to Gross Domestic Product (GDP) i.e. (PSC/GDP); and 

• Ratio of Private Sector Credit (PSC) to Total Domestic Credit (TDC) i.e. (PSC/TDC). 

The Uganda’s annual financial data for the 25-year period of the research (1962-1986) are presented in Table 1 

below. These are used in the subsequent computations of the financial intermediation ratios for the period, as presented in 

Table 2. 
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Table 1: Uganda’s Annual Financial Data 

(In UGX Millions, Unless Otherwise Specified) 

 

Sources: Author’s compilations from the publications of Uganda’s Ministry of Finance, Planning and Economic 

Development (MFPED), Uganda Bureau of Statistics (UBOS), Bank of Uganda (BoU) and Index Mundi. 

Table 2: Uganda’s Annual Financial Intermediation Ratios Uganda Annual Financial Intermediation Ratios 

YEAR CR/M2 M1/M2 M1/GDP M2/GDP PSC/GD PSD/T
1961 0.79 0.93 0.28 0.31 0.06 1.00 
1962 0.80 0.93 0.33 0.35 0.07 1.00 
1963 0.77 0.92 0.28 0.30 0.08 0.89 
1964 0.75 0.88 0.25 0.28 0.08 0.92 
1965 0.73 0.88 0.20 0.23 0.07 1.04 
1966 0.30 0.64 0.09 0.14 0.09 1.30 
1967 0.35 0.67 0.10 0.15 0.09 1.49 
1968 0.35 0.68 0.12 0.17 0.09 1.49 
1969 0.35 0.63 0.09 0.15 0.09 1.32 
1970 0.36 0.67 0.12 0.18 0.09 0.79 
1971 0.36 0.69 0.11 0.16 0.09 0.79 
1972 0.29 0.72 0.14 0.20 0.09 0.60 
1973 0.27 0.73 0.17 0.24 0.09 0.52 
1974 0.28 0.78 0.20 0.26 0.10 0.55 
1975 0.29 0.70 0.15 0.22 0.08 0.58 
1976 0.35 0.72 0.18 0.25 0.08 0.54 
1977 0.39 0.78 0.12 0.15 0.06 0.63 
1978 0.37 0.73 0.13 0.17 0.06 0.31 
1979 0.35 0.73 0.11 0.15 0.04 0.26 
1980 0.36 0.74 0.10 0.14 0.05 0.29 
1981 0.34 0.80 0.09 0.12 0.04 0.28 
1982 0.33 0.77 0.07 0.09 0.05 0.39 
1983 0.35 0.80 0.06 0.08 0.05 0.47 
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Table 2: Cond          
1984 0.39 0.84 0.11 0.13 0.06 0.45 
1985 0.34 0.85 0.11 0.13 0.06 0.45 
1986 0.49 0.85 0.15 0.17 0.07 0.55 

                                            Sources: Author’s compilations from the publications of Uganda’s Ministry of Finance,  

Planning and Economic Development (MFPED), Uganda Bureau of Statistics  (UBOS), Bank of Uganda (BoU) and Index 

Mundi. 

The Trend in Financial Intermediation in Uganda 

The trends in financial intermediation in Uganda over the study period are analyzed through the financial 

intermediation data and ratios. This is done with respect to currency ratio, ratio of narrow money to broad money, ratio of 

narrow money to gross domestic product, ratio of broad money to gross domestic product, ratio of private sector credit to 

gross domestic product, and ratio of private sector credit to total domestic credit. These data are converted into time series 

and plotted in graphs to aid observation and interpretation of the trends. The summary of the statistics used in the trend 

analyses, is presented in the table below. 

Table 3: Summary of Uganda’s Financial Intermediation Statistics 

Nos. 
Financial Intermediation 

Measures 
1962 

Figures 
1986 

Figures 
Highest 
Figures 

Lowest 
Figures 

Average 
Figures 

1. Currency Ratio (CR/M2) 0.80 0.49 0.80 0.27 0.41 
2. Ratio of Narrow Money to Broad Money (M1/M2) 0.93 0.85 0.93 0.63 0.77 
3. Ratio of Narrow Money to GDP (M1/GDP) 0.33 0.15 0.33 0.06 0.14 
4. Ratio of Broad Money to GDP (M2/GDP) 0.35 0.17 0.35 0.08 0.18 
5. Ratio of Private Sector Credit to GDP (PSC/GDP) 0.07 0.07 0.10 0.04 0.07 

6. 
Ratio of Private Sector Credit to  
Total Domestic Credit (PSC/TDC) 

1.00 0.55 1.49 0.26 0.72 

 
Currency Ratio i.e. The Ratio of Currency in Circulation to Broad Money (CR/M2) 

The currency ratio gauges the liquidity of the economy. It is used to measure the extent of financial intermediation 

as it gives an indication of the magnitude of financial transactions that are consummated outside the economy’s banking 

system. The more liquid an economy is, the easier it would be to consummate financial transactions therein. The time 

series chart showing Uganda’s currency ratio for the period of the study (1962 – 1986) is as shown in the figure below. 

 

Figure 1: The Trend of Uganda’s Currency Ratio between 1962 and 1986 
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Figure 1 and Tables 2 and 3 above show that the country’s currency ratio was 0.80 in 1962 and 0.49 in 1986. 

These indicate that about 80% and 49% of the money stock in the economy was outside its banking system in years 1962 

and 1986 respectively. The ratio was highest in 1962 (0.80) and lowest in 1973 (0.27), while it averaged 0.41 over the 

research period. In terms of trend, the figure shows a general and drastic fall in the currency ratio from 1962 to 1966, 

followed by an undulation in pattern up to 1974, and then a general rise from 1975 up to the end of the research period in 

1986. The particularly drastic drop in the currency ratio in 1966 to 0.30, down from the 0.73 recorded the previous year 

coincides with the issuance of the Uganda Shillings, for the first time that year, by the then newly established Bank of 

Uganda, and its exchange for the East African Shillings; thus prompting the concern that the adjustments for the currency 

exchange may not have been properly captured by the relevant data sources. The undulation in the ratio after 1966, up to 

1974, coincides with the swings between peace and crises in the country as it struggled to resolve its then festering political 

strife; which had shaken the people’s confidence in the polity, and affected their desire to keep most of their financial 

resources in cash other than in any other form. The general rise in the ratio between 1975 and 1986 reflects the increased 

preference for cash by most Ugandan residents due to the heightened uncertainties during that peak period in the country’s 

political crises.  

These show that financial intermediation in Uganda, as measured by the currency ratio, was 80% in 1962, 49% in 

1986, and averaged 41% over the research period (1962 to 1986). They also indicate that financial intermediation in the 

country, as measured by the currency ratio, was relatively larger in 1962 than it was in 1986. The general decline presents 

the regulators, particularly the central bank (Bank of Uganda), with opportunities for the improved management of the 

country’s financial system, given that the intervention measures of financial regulators are expected to be more effective 

when greater proportions of financial transactions are consummated within the country’s banking system.  

Ratio of Narrow Money to Broad Money (M1/M2) 

The ratio of narrow money to broad money (M1/M2) also gives an indication of the extent of liquidity in an 

economy through the availability of cash and near cash for the consummation of financial transactions. The liquidity 

depicts the amounts of financial resources available to the residents, both for purchases of goods and services, and for 

investments. It also indicates the ease with which financial transactions could be consummated in the economy. The time 

series chart showing the ratio of Narrow Money (M1) to Broad Money (M2) for the period, 1962 – 1986, is as shown in the 

table below.  

 

Figure 2: The Trend of the Ratio of Narrow Money to Broad Money in Uganda between 1962 and 1986 
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Figure 2 and Tables 2 and 3 above, indicate that the ratios of Narrow Money to Broad Money (M1/M2) were 0.93 

and 0.85 in 1962 and 1986 respectively. These imply that the Currency in Circulation (Notes and Coins) and Demand 

Deposit, taken together, constituted about 93% and 85% of Uganda’s money stock respectively for the two years. 

Conversely, it shows that Time and Savings Deposits constituted only about 7% and 15% of the country’s money supply in 

1962 and 1986 respectively. The ratio was highest in 1962 (0.93) and lowest in 1969 (0.63), while it averaged 0.77 during 

the period. The trend shows a drastic fall in the M1/M2 ratio from 1962 to 1966, followed generally by an upswing up to 

the end of the research period in 1986. The reductions in the ratio in the 1960s reflect a measure of confidence in the 

residents to preserve their financial resources in diverse ways, while the increases in the ratio in the 1970s, up to 1986, 

reflect their increased preference to keep resources in cash and near cash in the wake of the uncertainties occasioned by the 

intensified political crises in the country.  

These show that financial intermediation in Uganda, as measured by the ratio of narrow money to broad money, 

was 93% in 1962, 85% in 1986, and averaged 77% over the research period (1962 to 1986). They also indicate that 

financial intermediation in Uganda, as measured by the ratio of narrow money to broad money, was relatively larger in 

1962 than it was in 1986. 

Ratio of Narrow Money to Nominal Gross Domestic Product (M1/GDP) 

The ratio of narrow money to nominal Gross Domestic Product (M1/GDP) is a basic measure of the size of the 

financial system in an economy. It gives an indication of the relative size of the financial system as measured by the 

amount of currency-in-circulation and demand deposits in the economy. It reflects the extent of availability of financial 

resources to the residents for the purchases of goods and services, and for investments. The time series chart showing the 

ratio of Narrow Money (M1) to nominal Gross Domestic Product (GDP) for the period, 1962 – 1986, is as shown in the 

figure below. 

 

Figure 3: The Trend of the Ratio of Narrow Money to GDP in Uganda between 1962 and 1986 

Figure 3 and Tables 2 and 3 above show that the ratio of narrow money to nominal Gross Domestic Product 

(M1/GDP) was 0.33 in 1962, 0.15 in 1986, and averaged 0.14 for the entire period of the research (1962-1986). The ratio 

was highest in 1962 (0.33) and least in 1983 (0.06). These indicate that within the period of the study, the relative size of 

narrow money in the economy was largest in 1962 and smallest in 1983. In terms of trend, there was a decline in the 
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M1/GDP ratio up to 1966, followed generally in that order by increases up to 1974, decreases up to 1983, and another 

round of increase up to 1986. The general reduction in the M1/GDP ratio in the 1960s was more as a result of the decreases 

in the currency-in-circulation (which noticeably fell from Ugx10.59 million in 1965 to Ugx2.67 million in 1966) as the 

demand deposits were on the increase during the period. The rises recorded in the ratio in the 1970s and mid-1980s reflect 

the increased preference of the residents to keep their assets in cash and near cash during the intense political crises of 

those periods, while the declines in the late 1970s and early 1980s reveal the opposite. 

These indicate that financial intermediation in Uganda, as measured by the ratio of narrow money to GDP,         

was 33% in 1962, 15% in 1986, and averaged 14% over the research period (1962 to 1986). They also show that the 

financial intermediation in Uganda, as measured by the ratio of narrow money to GDP, was relatively larger in 1962 than it 

was in 1986. 

Ratio of Broad Money to Nominal Gross Domestic Product (M2/GDP) 

The ratio of broad money to nominal Gross Domestic Product (M2/GDP) is considered a good measure of 

financial intermediation as it assesses, in a more robust manner, the financial depth or the size of the financial sector of the 

economy, by the inclusion of savings and time deposits in the money stock. The growth in the monetary aggregates is 

expected with the rises in the ratio, as their increases entail the availability of additional financial resources to the residents 

for the purchases of goods and services, and for investments in the economy. The reverse is expected to be the case if the 

ratio declines. As earlier noted, the Financial Inter-relations Ratio (FIR) is considered the broadest measure of the size of 

the economy’s financial superstructure and the relative importance of the financial system as a whole in the economy 

(Goldsmith, 1969). However, due to the unavailability of data relating to some of the components of FIR, previously 

discussed as a problem usually encountered with under-developed countries such as Uganda, the ratio of Broad Money to 

Gross Domestic Product (M2/GDP ratio) is used to approximate FIR. The time series chart showing the ratio of Broad 

Money (M2) to nominal Gross Domestic Product (GDP) for the period, 1962 – 1986, is as shown in the table below. 

 

Figure 4: The Trend of the Ratio of Broad Money to GDP in Uganda between 1962 and 1986 

As could be seen from Figure 4 and Tables 2 and 3 above, the ratio of Broad Money to nominal Gross Domestic 

Product (M2/GDP) was 0.35 in 1962 and 0.17 in 1986. The ratio was highest in 1962 (0.35), lowest in 1983 (0.08), and 

averaged 0.18 over the period. Also, it is discerned that the ratio of Narrow Money to nominal Gross Domestic Product 

(M1/GDP) and the ratio of Broad Money to nominal Gross Domestic Product (M2/GDP) followed similar pattern during 
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the period of the research, as both appear fueled by similar factors. Consequently, in terms of trend, the M2/GDP ratio 

reduced in the 1960s and early 1980s, and rose in the 1970s, and mid-1980s. As is the case with the M1/GDP ratio, the 

increases in the M2/GDP ratio essentially reflect the increased preference of the residents to keep their assets in cash and 

near cash during the intense political crises of those periods, while the decreases reflect otherwise, except for those of the 

1960s which are as a result of the reduction in currency in circulation, especially after the introduction of the Uganda 

Shillings in 1966.  

The above trend and the associated ratios show that financial intermediation in Uganda, as measured by the ratio 

of broad money to GDP, was 35% in 1962, 17% in 1986, and averaged 18% over the research period (1962 to 1986). 

These indicate that financial intermediation in Uganda or the relative size of its financial system, was larger in 1962 than it 

was in 1986. 

Ratio of Private Sector Credit to Nominal Gross Domestic Product (PSC/GDP) 

The ratio of Private Sector Credit to nominal Gross Domestic Product (PSC/GDP) is also considered a good 

indicator of the extent of financial intermediation as it measures the relative size of the credit extended by the financial 

system to the private sector in the economy. The time series chart showing the ratio of Private Sector Credit to nominal 

Gross Domestic Product (PSC/GDP) in Uganda for the period of the study (1962 – 1986) is as shown below. 

 

Figure 5: The Trend of the Ratio of Private Sector Credit to GDP in Uganda between 1962 and 1986 

The above figure and Tables 2 and 3 show that the ratio of Private Sector Credit to Gross Domestic Product 

(PSC/GDP) was 0.07 in both 1962 and 1986. It was highest in 1974 (0.10), lowest in 1979 and 1981 (0.04), and averaged 

0.07 during the period of the study. The relative size of private sector credit was, therefore, largest when the ratio was 

highest in 1974 (0.10), and smallest when the ratio was lowest in 1979 and 1981 (0.04). The trend in the ratio during the 

25-year period of research could be divided into three phases; the rise between 1962 and 1974, the general reduction up to 

1981, and the rise thereafter. The rising trends in the ratio reflect increased emphasis on credit extension to the private 

sector, while the reduction is the manifestation of the impacts of the political crises of that era on credit extension to the 

private sector of the economy. 

Thus, financial intermediation in Uganda, as measured by the ratio of private sector credit to GDP, was 7% in 

both 1962 and 1986, and equally averaged 7% over the research period (1962 to 1986). These indicate that there was no 
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change in the extent of financial intermediation in Uganda, as measured by the relative size of the private sector credit 

(PSC) in the country’s economy, across the research period (1962 to 1986).  

Ratio of Private Sector Credit to Total Domestic Credit (PSC/TDC) 

The ratio of Private Sector Credit to Total Domestic Credit shows the proportion of credit that the financial 

intermediaries in an economy have made available to the private sector. Its converse, thus, indicates the extent to which the 

private sector is crowded out of borrowing by the public sector or government. The ratio is important as the private sector 

of the economy is assumed to be more efficient in the utilization of resources than the public sector. The time series chart 

showing the ratio of Private Sector Credit to Total Domestic Credit (PSC/TDC) in Uganda for the period of the study 

(1962 – 1986) is as shown in the table below. 

 

Figure 6: The Trend of the Ratio of Private Sector Credit to Total Domestic 
Credit in Uganda between 1962 and 1986 

As could be observed from Figure 6 and Tables 2 and 3 above, the ratio of Private Sector Credit to Total 

Domestic Credit (PSC/TDC) was 1.00 in 1962 and 0.55 in 1986. These show that the total credit in the economy was 

extended only to the private sector in 1962 (with the Government or the Public Sector not borrowing from the financial 

system), while the Government was a net borrower in the financial system in 1986. The ratio was highest in 1967 and 1968 

(1.49) and lowest in 1979 (0.26), while it averaged 0.72 during the 25 years of the study (1962 to 1986). Generally, and as 

could be seen from the figure above, three trends could be discerned from the pattern of movements of the ratio along the 

span of the research. These are the general increases of the 1960s, the general reduction of the early 1970s up to early 

1980s, and the gradual increases for the rest of the period. The periods of upswings in the ratio indicate high private sector 

borrowings and low government or public sector borrowings, while the lows indicate the converse, that is, low private 

sector borrowing and high government or public sector borrowings. Also, the ratio was more than unity (one) at some 

times and less than unity at others. In 1962, the ratio was unity, indicating that either the government did not borrow or 

deposit money in the financial system, or that there was an equal match between its borrowing and deposit. For the period 

1965 to 1969, the ratio was above unity, indicating that the Government was a net depositor in the financial system during 

those years, that is, that the Government’s borrowing from the financial system was less than its deposit in the system.     

The ratio was less than unity for the other years, with the lowest period being between 1978 and 1982; indicating a period 

of increased borrowing from the financial system by the Government. Incidentally, these periods of increased public sector 
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borrowings coincide with the period of political crises in Uganda; suggesting reductions in the financial resources available 

to the Government in the wake of the crises and its recourse to the financial system for augmentation.  

Accordingly, financial intermediation in Uganda, as measured by the ratio of private sector credit to total 

domestic credit, was 100% in 1962, 55% in 1986, and averaged 72% over the research period (1962 to 1986).              

These indicate that financial intermediation in Uganda, as measured by the relative size of the credit extended by the 

financial system to the private sector, was smaller in 1986 than it was in 1962. 

In summary, the extent of financial intermediation in Uganda, at the beginning and end of the research period, 

could be evaluated by the performance of the six financial intermediation ratios during this period. These show that the 

extent of financial intermediation in Uganda generally declined across the research period (1962 – 1986).  

FINDINGS 

A number of findings arise from the analyses of the financial intermediation ratios in Uganda over the research 

period (1962 – 1986). 

First, it is discovered that the extent of financial intermediation in Uganda was relatively higher in 1962 than in 

1986. This is discerned from the evaluation of the performances of the six financial intermediation ratios for the two years, 

respectively: currency ratio (0.80 and 0.49), ratio of narrow money to broad money (0.93 and 0.85), ratio of narrow money 

to GDP (0.33 and 0.15), ratio of broad money to GDP (0.35 and 0.17), ratio of private sector credit to GDP                      

(0.07 for both years), and ratio of private sector credit to total domestic credit (1.00 and 0.55). 

Second, there was an increasing recourse by the Ugandan government to public sector borrowing over the period 

which constrained the level of bank credits extended to the private sector in the economy. Consequently, there were 

sustained reductions in the ratio of private sector credit to total domestic credit (PSC/TDC) from the peak of 1.49 attained 

in 1967/1968 to the low of 0.39 in 1982, and only a few marginal increases thereafter. These reflect reductions in the 

financial resources available to the Government, in the wake of the crises, and its recourse to the financial system for 

augmentation.  

Third, there exists a great deal of similarity in the trends of the ratios of Narrow Money to nominal Gross 

Domestic Product (M1/GDP) and Broad Money to nominal Gross Domestic Product (M2/GDP) in Uganda, as both 

followed similar patterns during the period of the research. As both ratios appear fueled by similar factors, the decreases in 

the 1960s were as a result of the reduction in currency in circulation, especially after the introduction of the Uganda 

Shillings in 1966, while the increases essentially reflect the increased preference of the residents to keep their assets in cash 

and near cash during the intense political crises of those periods. 

Fourth, the development of financial intermediation in Uganda along the span of research was not orderly as it 

witnessed a great deal of undulation, as reflected in the trends of the six financial intermediation ratios. This is an 

indication of either the failure of financial regulation in the country or the ad hoc nature of its implementation during the 

period, given the prevailing adverse circumstances. 

Finally, the political crisis in Uganda, which lasted for a considerable part of the research period, obviously 

affected the development in financial intermediation in the country. It shook the confidence of the people in the polity and 
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affected their desire to keep most of their financial resources in cash other than in any other form. It also diverted credit 

resources away from the efficient private sector to the public sector to finance the government’s financial shortfalls in the 

wake of the crisis.  

RECOMMENDATIONS 

In the light of the findings from the study, a number of recommendations are made on how to improve on 

financial intermediation in Uganda. Some of these recommendations are discussed hereunder. 

Expanding the Reach of the Financial Institutions in the Country 

With most of the commercial banks located in the urban areas of Uganda, there is the need to encourage the 

expansion of the physical reach of the financial institutions in the country and increasing the channels through which they 

reach out to their customers. Consequently, the adoption of a rural banking scheme (encouraging banks to establish more 

branches in the rural areas) and promoting the increased use of technology in the delivery of banking services              

(Automated Teller Machines, mobile banking, electronic banking, etc) are recommended. These would improve the poor 

savings culture of Ugandan residents thereby boosting financial intermediation or the overall liquidity of the economy                

(M1 and M2). 

Strengthening the Financial Sector Regulation 

Further, in order to increase the financial depth or the size of the formal financial sector of the Ugandan economy, 

there is the need to bring the activities of the non-bank financial institutions, such as Micro Finance Institutions (MFIs), 

Savings and Credit Cooperatives (SACCOs) and money lenders, under regulation, given the pervasive roles played by 

these institutions, especially in the rural economies of the country, where the commercial banks are mostly absent.         

This would broaden the measurement of the size of the economy’s financial superstructure and the relative importance of 

its financial system or financial intermediation as a whole in the economy.  

Thus, the creation of an MFI supervisory agency, outside of the central bank, is recommended. This would assist 

in streamlining the activities of the MFIs in Uganda, and channeling them towards ventures that would positively affect the 

growth of the country’s economy. The envisaged agency should be totally different from the present Microfinance Support 

Center (MSC) that offers on-lending facilities to MFIs. Also, in view of the high mortality rate of SACCOs and its negative 

implications on public confidence on savings in Uganda, it is recommended that the activities of these institutions be better 

supervised by the relevant governmental Ministry, probably the Ministry of Finance, Planning and Economic Development 

(MFPED). Specifically, the guidelines for the establishment of SACCOs should be reviewed and made more stringent with 

the introduction of the ‘fit and proper’ criterion for the evaluation of persons to be allowed to organize and manage them. 

A department or unit should be created within the Ministry, charged with the specific responsibility for supervising the 

SACCOs. Further, the out-dated Money Lenders Act of 1952, which still governs the operations of money lenders in 

Uganda, should be reviewed or out rightly abrogated and replaced with a new law that addresses its constraining 

inadequacies, such as multiple licensing, restrictions on interest rates, and geographical limitations. Additionally, the 

strong supervisory role of the central bank (Bank of Uganda) should be maintained, and its independence further 

guaranteed through less governmental intervention in its activities and operations. These recommended measures are 

geared towards strengthening the financial system and mobilizing maximum financial resources into the formal financial 
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system; thereby improving the overall liquidity or the extent of financial intermediation in the economy of Uganda. 

CONCLUSIONS 

Maintaining the Stability of Ugandan Polity to Avoid a Relapse to Political Crises which Affect Financial 

Intermediation 

Finally, there is the need to maintain and improve on the stability of Ugandan polity if the country is to witness 

significant improvement in the extent of financial intermediation in its economy. The negative impacts of the political 

crises of the 1970s and 1980s on the Ugandan financial system and the economy as a whole are too glaring from the study. 

There were reductions in almost all the six financial intermediation ratios between the start of the research period in 1962 

and the end in 1986. Thus, the Government should emplace measures that would prevent a relapse to the acrimonious 

politicking that led the country into the political crises of the 1970s and 1980s. Specifically, the Government should ensure 

that its political opponents are not unduly harassed, that the freedom of the press is unfettered, and that a level-playing field 

is provided for the conduct of free and fair elections so as to avoid a relapse to political crises which affected financial 

intermediation in the country. 
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