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Introduction 

 

I want to discuss the modalities, or operational arrangements, of monetary policy 
implementation in Uganda under our inflation targeting lite (ITL) framework, 
the challenges that we face in implementing monetary policy and the lessons we 
have learned so far. The specific implementation modalities have evolved in 
several respects since we introduced the ITL framework in July 2011. 
Implementation has involved learning by doing. We are still learning important 
lessons and it is likely that we will continue to refine our intervention modalities. 
Before examining the details of the implementation modalities of the ITL 
monetary policy framework in Uganda it is worth clarifying what the specific 
objectives of monetary policy implementation actually are.  

 

What are the objectives of the implementation modalities? 

 

The ITL framework, in common with similar frameworks in other countries, has 
a policy interest rate as the operating targeting of monetary policy. The policy 
interest rate – which in Uganda is called the Central Bank Rate (CBR) – is used 
to target a short term risk free interest rate in the money market, because this is 
an interest rate which the central bank can most feasible influence (in Uganda 
we use the CBR to target a 7 day interbank interest rate). The central bank has 
the ability to influence short term interbank rates closely because it can 
intervene in the money market, where these rates are set.  

 

However the objective of monetary policy implementation in an ITL framework is 
not to control a short term interest rate as an end in itself, because private 
agents outside the financial sector do not transact in the money market, but to 
exert influence across the whole spectrum of interest rates in the economy. In 
particular the BOU aims to influence bank deposit rates and wholesale bank 
funding rates, which determine the marginal cost of funds for banks, and thereby 
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bank lending rates. These interest rates are clearly much more relevant for the 
saving and borrowing decisions of private sector agents in the real sector of the 
economy, and therefore for aggregate spending, which is what monetary policy 
ultimately aims to influence. Therefore, the acid test of monetary policy 
implementation in an ITL framework is the extent to which changes in the policy 
interest rate set by the central bank are transmitted to other interest rates in the 
economy which in turn affect private sector spending. I will discuss later how 
successful Uganda’s ITL framework is in achieving this objective.  

 

How do the operational modalities under ITL differ from those under 
monetary targeting? 

 

Uganda’s adoption of an ITL monetary policy framework, with a policy interest 
rate as the operating target of monetary policy, necessitated a radical shift in the 
modalities of implementing monetary policy. Under the monetary targeting 
framework which ITL replaced, implementation involved primary issues of 
government securities to align the quantity of reserve money, which was the 
operating target in the framework, with predetermined targets. In the ITL 
framework, monetary policy is implemented through secondary market 
interventions, which entail the BOU transacting in the money market mainly 
through repos and reverse repos. The reasons for the shift are a follows. As I 
noted above, the central bank needs to be able to influence closely short term 
money market interest rates as the first step in the interest rate transmission 
mechanism. Secondary market operations give the central bank the flexibility to 
intervene every day in the money market if required and they also give the 
central bank the option of intervening with a fixed interest rate instead of a fixed 
quantity of money or securities when these interventions are carried out. This 
allows the central bank to exert strong influence over money market rates on an 
ongoing basis. In contrast, primary issues of government securities have a much 
weaker impact on money market rates for two reasons; they are not carried out 
on a daily basis and the central bank sets the quantity issued rather the price of 
the issue.  

 

Another important reason for conducting monetary policy in the secondary 
market rather than through primary market issues of government securities is to 
clearly differentiate monetary policy operations from fiscal policy operations. 
Under the monetary targeting framework, all primary issues of government 
securities were used to mop up liquidity in order to achieve a reserve money 
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target, irrespective of the source of that liquidity. If fiscal operations created 
more liquidity (e.g. through more domestic currency spending) more primary 
securities would be issued so as to avoid breaching the reserve money targets. 
But this left the market confused as to the intentions of the BOU in conducting 
monetary policy. This confusion has been eliminated under the ITL framework. 
Government aims to fully fund its domestic borrowing requirement through 
primary securities issues, while the BOU conducts monetary policy in the 
secondary market. Hence if there is an increase in the issuance of government 
securities on the primary market, the market knows that this is because of an 
increase in government borrowing requirements rather than any change in the 
stance of monetary policy. 

 

What instruments are used for secondary market interventions? 

 

The main instruments used by the BOU to intervene in the money market are 
repurchase and reverse repurchase operations, transacted with the primary 
dealers (six of the largest commercial banks). Primary dealers can submit bids on 
behalf of other banks. When the BOU issues repos (to borrow money from the 
banks) it uses as collateral a stock of Treasury Bills which were provided to it by 
Government. When the BOU issues reverse repos, TBs held by the banks are 
used as collateral. Repos and reverse repos are almost always for 7 days, in line 
with the implementation objective of aligning the 7 day interbank rate with the 
CBR.  

 

When the BOU decides to conduct a repo, it accepts all bids, irrespective of their 
magnitude, from primary dealers at or below the CBR. Similarly, if it conducts a 
reverse repo it accepts all bids, also irrespective of their magnitude, at or above 
the CBR. In practise, almost every bid for a repo or reverse repo is at the CBR. As 
such, the BOU sets the price and allows the market to determine the quantity of 
money. When we began implementing the ITL framework, we issued a set 
volume of repos or reverse repos and allowed the market to determine the 
interest rate. The switch in modalities to setting the interest rate and allowing 
the market to determine the quantity of money has enabled the BOU to exert 
closer control over the interbank rate.   

 

The BOU also uses secondary market sales of its own stock of Government 
securities (TBs and Tbonds), which were issued to recapitalise the BOU, for 
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monetary policy purposes. These are used to mop up what we refer to as 
structural liquidity, which is liquidity over and above that normally required by 
the commercial banks and which remains in the market for sustained periods 
(more than just a few days or weeks). It is created mainly by a combination of 
government borrowing from the BOU, in violation of the principle I referred to 
above, and the accumulation of foreign exchange reserves by the BOU. Repos are 
not ideal instruments for mopping up structural liquidity because of their very 
short maturities, and when they are used for this purpose the BOU’s influence 
over the money market is diminished because banks which hold large volumes of 
repos do so in the knowledge that they will acquire ample liquidity when their 
repos mature in a few days time. When the BOU sells government securities on 
the secondary market, the interest rate is determined by the prevailing market 
yield curve; the BOU contacts primary dealers to solicit bids for specified 
securities at the applicable market rates. The primary dealers then decide how 
many securities they wish to purchase at the prevailing market rate. 

  

The central bank would have better control over the money market if there were 
no structural liquidity and the banks had to borrow regularly from the central 
bank, through reverse repos, to meet their liquidity needs; i.e. if the money 
market were characterised by small structural deficits. However to bring about 
such a situation in the money market it is necessary either to eliminate the 
causes of structural liquidity creation, or mop up the structural liquidity by 
issuing longer term instruments on the secondary market. The BOU’s capacity to 
mop up structural liquidity with longer term instruments is currently 
constrained because it only has about Shs 410 billion (less than 1 percent of GDP) 
of government securities which can be used for this purpose. To implement 
monetary policy more effectively, we would like to hold a larger stock of 
government securities of various maturities which we could then sell on the 
secondary market as the need arises. 

 

Interest rate corridors 

 

The BOU sets a band of two percentage points around the CBR. In principle our 
policy is to keep the daily average 7 day interbank rate within these bands at all 
times. In practise, however, our interventions ensure that the 7 day interbank 
rate rarely even approaches these bands. Hence the bands have little practical 
impact on monetary policy implementation. 
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How are decisions to intervene in the money market made? 

 

Intervention decisions are made every morning in a meeting of what is called a 
Financial Market Operations Sub Committee (FMOS). In effect the FMOS 
decides among three options: to conduct a reverse repo, to conduct a repo or to 
stay out of the market. The decision to intervene is motivated by whether the 
FMOS believes that the 7 day interbank rate (computed as an average of trades) 
will fall below or rise above the CBR during the course of the day’s trading.  

 

The most relevant information on which the decision of the FMOS is based is the 
previous day’s average interbank rate and a projection of bank liquidity on the 
day; liquidity is measured as aggregate commercial bank reserves relative to the 
statutory required reserves. FMOS also takes into consideration market 
information, which includes informal estimates of the supply and demand for 
liquidity from the major banks. The projection of liquidity takes into account the 
amount of liquidity at the close of the previous day and projections of liquidity 
injections and contractions from all of the main sources, including government 
payments and receipts of taxes, BOU sales or purchases of foreign exchange, 
maturing repos or reverse repos and issues or redemptions of government 
securities.  

 

The main source of liquidity forecast errors are unexpected government 
payments, or the failure of projected government payments to be effected. 
However, because the BOU sets the price of money when it intervenes in the 
secondary market and not the quantity, which is instead determined by the 
market, liquidity forecast errors are not that critical for the implementation of 
monetary policy on most days. Furthermore, because the commercial banks are 
required to meet their statutory reserve requirements as a daily average over a 
14 day cycle, unanticipated surpluses or shortfalls of liquidity on a single day do 
not usually have much impact on the 7 day interbank rate (although they can 
have an impact on the one day rate).  

 

Standing facilities 

 

The BOU does not use standing facilities for monetary policy purposes. We do 
have standing facilities, but these are essentially micro-prudential policy tools 
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available to banks which are suffering idiosyncratic liquidity stress. The two 
standing facilities – a rediscount facility and a central bank lending facility – 
carry penal interest rates, of three and four percentage points above the CBR 
respectively. Hence a bank would not normally utilise these facilities if it could 
access funds in the money market at lower interest rates. However, we are 
considering introducing a monetary policy standing facility which would entail 
overnight borrowing and deposit facilities at the higher and lower interest rate 
bands respectively. The purpose of this facility would be to cap deviations of the 
one day interbank rate, which has been much more volatile than the 7 day rate.   

 

How well does the interest rate transmission mechanism work? 

 

I mentioned at the start that the objective of monetary policy implementation in 
an ITL framework is to ensure that the policy rate of the central bank influences 
the whole spectrum of interest rates in the economy, especially bank deposit and 
lending rates. How successful is the BOU in achieving this objective, and how 
does the interest rate transmission mechanism work in practise? I want to offer 
some tentative views on this. 

 

The BOU has been successful in aligning the average interest rate on 7 day 
interbank trades with the CBR. Because the BOU transacts in the market 
several times a week, by issuing 7 day repos, 7 day interbank rates rarely deviate 
by much from the CBR because banks know that they can lend to, or borrow 
from, the BOU at the CBR, depending upon the state of liquidity conditions in 
the money market. However, 7 day interbank trades are much less common than 
1 day trades, on which the interest rate is more volatile. Nevertheless, this has 
not prevented the 7 day rate from acting as a benchmark for interest rates with 
longer maturities. For example, time deposit rates (which are mainly wholesale 
deposits) are quite closely aligned to the CBR. Over the last 24 months, the 
standard deviation of the difference between the average monthly time deposit 
rate and the CBR was only 1.2 percentage points. 

 

The National Social Security Fund, which is largest single holder of time deposits 
in the country, auctions its deposits on a regular basis, and the banks normally 
bid at rates close to the CBR. It appears that banks are prepared to pay interest 
rates close to the CBR for wholesale time deposits because they can invest these 
resources in repos while they wait to allocate them to other assets, such as loans. 
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Consequently, the CBR has quite a close influence over two of the main sources of 
wholesale funds for the commercial banks, interbank loans and wholesale time 
deposits. The interest rate on these resources effectively determines the marginal 
cost of funds for the banks, hence the BOU has achieved some success in 
influencing the marginal cost of funds for the banks. There is also quite a close 
correlation between the CBR and Treasury Bill interest rates, which are one of 
the opportunity costs of bank lending.  

 

The next step in the interest rate transmission mechanism is for the marginal 
cost of bank funding and the opportunity cost of lending to influence bank 
lending rates. So far we have been less successful in influencing bank lending 
rates, which have proved more sticky than other interest rates. However, this 
may be starting to change with the recent announcement by Stanbic Bank, the 
largest commercial bank in Uganda, that it will use the CBR as a benchmark for 
setting its lending rates; in effect lending rates for each customer will be 
determined as the CBR plus a premium (which varies across customers but is 
independent of the CBR) to cover transactions costs and risks. If other banks 
follow this example, we will have achieved substantial progress in establishing 
an effective interest rate transmission mechanism.  

 

Lessons learned 

 

To conclude I want to highlight some of the lessons we have learned so far in 
implementing the ITL framework in Uganda.  

 

The first lesson which I think is important for all central banks implementing 
ITL or considering a switch to ITL is that the central bank requires the right mix 
and quantity of instruments with which to conduct its monetary policy 
operations. The best instruments to use, either as collateral for repos or for 
secondary market sales, are government securities, as these are by far the most 
liquid instruments in the market. Hence there must be some arrangement with 
government to provide appropriate instruments to the central bank; for example 
these instruments could be issued to capitalise the central bank. The amount of 
instruments required and the appropriate mix (between repos and secondary 
market sales) will depend on the amount and characteristics of liquidity in the 
banking market. 
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A second valuable lesson we have learned is that intervening in the second 
market through instruments which carry an interest rate determined by the 
central bank, with the market deciding the quantity, appears to be more effective 
in influencing interest rates in the money market than interventions in which the 
central bank fixes the quantity and leaves the interest rate to the market. 
Allowing the market to determine the quantity also obviates the need for the 
central bank to have precise forecasts of liquidity before making its intervention. 

 

A third lesson is that the central bank will have more influence over money 
market interest rates if it has a regular presence in the money market, with 
interventions several times a week. This allows it to establish a continuous 
benchmark for the policy interest rate and discourages banks from dealing at 
rates which deviate from the policy rate.  

 

Finally, I would like to stress that our financial markets are evolving quite 
rapidly, and thus operational arrangements which appear optimal now may be 
rendered less optimal as the structure of the markets changes.  


