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MONEY AND BANKING 

Topic Objectives: 

By the end of the Topic, as a student you should be able to; 

a) Give the meaning of barter trade and money 

b) Give advantages and disadvantages of barter trade 

c) Outline functions of money 

d) List features of good money 

e) Define the various types of money 

f) Distinguish between money supply and demand for money 

g) Mention the determinants of money supply and liquidity preference 

h) Explain the quantity theory of money 

i) Differentiate between the central bank and commercial bank 

j) Explain the functions of the commercial banks and central bank 

k) Describe the process of credit creation 

l) Discuss the tools of monetary policy 

m) Analyze the contribution of commercial banks to the development of Uganda 

n) Explain the challenges faced by commercial banks in Uganda 

Background Knowledge 

As an Economics student while handling this topic, you should have knowledge on; 

- Transaction 

- Demand and Supply 

- Banking system in Uganda 

BARTER TRADE 

 

Barter Trade is a system of exchange where goods are exchanged for goods, goods for services and 

services for services. This was the earliest form of exchange which involved direct exchange of goods 

for goods and services for services (You give something and receive something) 

Conditions necessary for Barter Trade to take place 

- There should be Two (2) parties willing to exchange commodities 

- There should be commodities to be exchange 

- There is no general medium of exchange 

- There should be individuals that need commodities that some individuals have to exchange 

Advantages of Barter Trade 
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• It saves scarce foreign exchange since importation is through exchange. 

• It enables producers to get rid of surplus output as it’s done through exchange. 

• Reduces balance of payment problems since goods and services are exchanged between 

countries 

• It promotes specialization with its associated benefits. This is through exchanging where by 

each country concentrates on production of the commodity known based and gets others 

through exchange 

• It involves fewer procedures like documentations thus quickening the production and trade 

process 

• International specialization promotes cooperation and relations between countries as 

countries are in better position to support each other, this is because they trade together 

• It minimizes challenges associated with inflation. This is because there is no use of money 

Disadvantages of Barter Trade 

▪ Lack of double coincidence of wants. It was difficult to find traders with commodities they 

want to exchange and other traders were also willing to exchange with what they have. 

▪ Difficulty of measuring value. Each trade felt his/ her products were of high monetary value 

than those of another since commodities did not have price attached to them 

▪ Difficulty in divisibility of some commodities that is it was difficult to divide some commodities 

into small proportions such that can be exchanged with those in small forms. For example one 

with a goat exchanging with another having few kilograms of maize flour dividing a goat to get 

maize would be almost be impossible 

▪ There is a problem of bulkiness of some commodities leading to difficulty in transporting them 

over a long distance to be exchanged with other commodities 

▪ There is a problem of perishability of some products hence keeping them for a long period of 

time to be exchanged was difficult 

▪ Difficult in carrying out transactions on credit and payments to be made later 

 

MONEY 

Money refers to anything that is generally accepted as a medium of exchange in settling debts and 

financial obligations. This definitions avoids identifying money with a particular object which may at 

one time or another be used as money 

Basically anything can act as money because “Money is not what is but what it does”. Many items have 

been used as money at different times in different places for example cows, tobacco leaves, cowrie 

shells, spears, mirrors, salt, elephant tusks, beads, and others 

Functions of Money 

• Acting as a medium of exchange. Individuals exchange goods and services and carryout 

transactions using money. Sellers or producers offer their products for money and buyers give 

away their money for goods and services. 

• Acting as a store of value. Individuals keep their wealth in form of many and this generally 

possible when money is relatively scarce. 
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• Acting as a unit of account. Business transactions are recorded in terms of money like business 

record their purchases and sales in form of money so as to enable effective carrying out of 

business calculations. 

• Acting as standard for deferred payments. Money makes it possible to carry out transactions 

without making cash payments and at times contacts can be done and payments are effected at 

a later date. 

• Money is used as a measure of value. Different commodities have their values expressed in 

monetary terms therefore commodities that are sold at higher prices are regarded more 

valuable than those whose prices are low 

Characteristics of Money 

• Good money should be generally acceptable as a medium of exchange. This implies that money 

should be recognized by everyone in the country as the official legal tender. Therefore 

everyone should accept it in making financial transactions. This is the core quality of money 

• Good money should be portable. It should be light and easy to carry from one place to another 

place so as to ease transactions and also ensure safety. 

• Good money should be relatively scarce. The supply of money should be limited in relation to 

its demand so as to maintain its value. 

• Good money should be divisible. Good many should be easily converted into smaller 

denominations so as to allow even small transactions to take place. 

• Good money should be durable. Good money should be long lasting hence the material in which 

money is made should not easily destroyed. 

• Good money should be easy to recognize. The material, color, structure of money should be 

easily identified by people and genuine money should be easily distinguished from forged 

money or any other material so that people are not cheated 

• Good money should be homogeneous. Currency of the some denominations must be similar or 

identical in all ways with the common features such as color, shape. This minimizes forgery 

and helps not to confuse people 

• Good money should be difficult to forge/counterfeit. This further explains why money is made 

with very many security features like water marks, security threads, holograms, reflective inks, 

serial numbers, relief prints, and signatures for each note 

Evolution of Money 
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In the most primitive society, man procured goods through use of force, after sometime, this was 

branded not socially desirable hence development of a system of exchange of commodities directly for 

commodities 

The current form of money was not invented overnight as it is a result of evolution for hundreds of 

years. This can be elaborated below; 

Barter trade. This was a system where people exchanged products directly however, the system was 

associated with some problems like need for double coincidence of wants, problem of divisibility, and 

others 

Commodity money. This replaced the barter system of exchange, it involved selection of one or more 

items which became generally accepted as a medium of exchange for example salt, tobacco, cattle, and 

others. However these too had numerous limitations like perishability, bulkiness, and others 

Durable commodities. This involved selection and use of durable, less bulky, and more widely 

acceptable commodities like copper, iron, beads, cowrie shells, and silver however, these were 

common and so could not act a good money 

Precious metals. These replaced commodity money because they were found to have qualities of good 

money. They would later be cut into small pieces of different shapes called coins with the value 

stamped on them to eliminate process of weighing. Such precious metals included Gold and Silver 

Paper money. This started with goldsmiths as receipts for gold banked with them for safety, later 

these receipts would later be used as money as they good as the gold kept  

Bank notes. The work of the goldsmiths was later taken over by banks where the gold receipts were 

standardized to paper money which was still backed by gold. This continued until the government 

through the central bank gained monopoly of issuing notes 

Types of Money 

Money can take different forms 

Commodity money is money in terms of the value of commodities like salt, tobacco, cattle, sea shells, 

and others. This was the first form of money because it’s intrinsic value 

Paper money is money out of paper material by the central bank of the economy which prints and 

issues a currency like a note of Uganda Shs 2000. This originated from the innovativeness of 

goldsmiths and their clients 
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Legal tender is the money which is according to the law must be accepted in carrying out transactions 

in a given country at a given period of time. Money is a legal tender in its country of issue for example 

in Uganda, the Uganda Shilling is a legal tender 

Foreign reserves refers to total foreign currencies, gold and special drawing rights kept in central 

bank that can be used to make international payments 

Currency refers to the paper notes and coins commissioned by a particular country to facilitate 

exchange of goods and services and settle debts within the country. For example Uganda currency, US 

dollar 

Token money/ token coins is the money whose face value is greater than the material value/ metal 

value from which it is made. This is also termed as representative money 

Intrinsic money is one in which the face value is equal to the material/metal value from which it is 

made 

Note: Face value is the value written on currency 

Fiat money is money printed and issued by the central bank on government orders as it is not backed 

by gold or foreign exchange reserves. It is usually during budgetary deficits and printed regardless of 

economic level. It has no value as an item as it derives its value from the government declaring it as a 

legal tender 

Fiduciary money/issue money is a currency used by the central bank at its discretion and it is not 

backed by gold or foreign exchange reserves. It is part of the notes and coins not backed by gold. Take 

an example, the central bank has gold worth Shs 20 billion but issues notes and coins worth Shs 30 

billion then the Shs 10 billion is the fiduciary issue 

Hot money refers to various forms of money from transactions that are considered illegal or 

questionable from the view of the public as a whole. Like money earned through smuggling, 

corruption, drug trafficking and others 

Demand and deposit money is money that is found in banks on the demand accounts of firms and 

individuals 

Broad money is currency in circulation, demand deposits and time deposit account. 

Near money/ quasi money are financial assets which can easily be turned into money like treasury 

bills and bonds 

Nominal value of money is the monetary value of money as it appears on its face for example Shs 50, 

000 note 

Real money value refers to the purchasing power of a unit of money that is, the amount of goods and 

services that a unit of money can purchase 

Money Supply 

Money Supply refers to the quantity of money in circulation in a particular country at a particular 

time. 
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It comes in form of currency notes and coins in the hands of the public and the demand deposits in 

commercial banks 

It excludes the money on time/fixed deposits in commercial banks since it is not readily available for 

the public for spending 

It is divided into; 

Narrow Money (M1). This refers to money supply that involves cash (notes and coins) and demand 

deposits. It looks at money as a medium of exchange 

Broad Money (M2). This is money supply that involves cash (notes and coins), demand deposits, and 

time deposits (deposits that require notice before withdraw). M2 = M1 plus time deposits 

Broader Money (M3). This is money supply that involves cash (notes and coins), demand deposits, 

time deposits, and money market instruments such as certificate of deposits. M3 = M2 plus fixed 

deposits 

Determinants of money supply 

• The rate of interest on loans. High interest rates on loans make borrowing expensive limiting 

borrowers to access loans from financial institutions leading to low money supply yet low 

interest rates on loans make borrowing affordable to borrowers hence more leading to high 

money supply 

• Level of government expenditure. High government expenditure increases incomes among 

people and also increases money in circulation to finance various projects leading to high 

money supply yet low level of government expenditure restricts expenditures in different 

sectors and incomes among people leading to low money supply 

• Government monetary policy through the central bank that is expansionary or restrictive. 

Restrictive monetary policy of the central bank reduces possibility of commercial banks to lend 

leading to low money  supply yet expansionary monetary policies increases the ability of 

commercial banks to lend leading to high money supply 

• Level of liquidity preference. High levels of liquidity preference leads to high money supply 

since individuals prefer to hold cash than keeping it in forms of wealth or assets yet low 

liquidity preference encourages people to hold liquidity in form assets or wealth than having 

cash at hand leading low money supply 

• Level of taxation on incomes. High direct taxes reduce disposable income of people which in 

turn reduces ability to purchase goods and services leading to low money supply on the other 

hand low direct taxes increase ability to spend thereby raising the level of income and money 

supply in the economy 

• Level of economic activities/ level of investments. High level of investments requires a lot of 

funds to finance different transactions leading to high money supply yet limited economic 

activities limit demand for funds hence leading to low money supply 

• Level of capital inflows and outflows. High level of capital inflow increases funds available in 

the country mainly for facilitating investments thus leading to high money supply yet high 

capital outflows limit economic activities hence limited investments resulting low levels of 

money supply 
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• Level of monetization of the economy/commercialization of the economy. High level of 

monetization of the economy encourages large scale production among firms. This facilitates 

exchange leading to high money in supply yet limited commercialization of the economy limits 

production and exchange thus leading to low money supply 

Demand for Money/Liquidity Preference 

This is the desire to hold wealth/assets in cash or near cash form than investing it. Near cash form is 

any asset that can easily be converted to cash in short notice 

The demand for money arises from the fact that it is an asset for its holder and can be converted to 

goods or services 

According to Lord Keynes, there are three motives of holding money and they are 

▪ Transaction motive 

▪ Precautionary motive 

▪ Speculative motive 

Precautionary motive 

According to this motive people demand for money to meet requirements that are of unforeseen 

nature and require immediate expenditure. Take an example of sickness, visitors, and others 

The motive depends on the following; 

- Level of income 

- Business speculations 

- General price levels 

Transaction motive 

According to this motive people demand for money to meet day to day requirements. Take an example 

buying food, clothes, and others 

This motive depends on the following; 

- Level of income 

- Frequency in which money is received 

- General price levels 

Speculative motive 

According to this motive people demand for money with the aim of gaining profit or interest from it. 

This basically arises by considering the opportunity cost of holding money and so hold money in 

anticipation of future trends to profit from them 

This motive is mainly undertaken by investors basing on the level of interests on government 

securities such as treasury bills and bond 

It is illustrated below 



Bukuti Isaac 0780492639 ibukuti92@gmail.com 8 

 

 

From illustration above; 

In the illustration, when the interest rate is at r0, the amount of money held in cash is Q0, when the 

interest rate rises to r1, the amount of money held in cash falls to Q1. As the interest rate increases, 

people prefer to reduce money they hold in cash and so demand for money reduces  

The level of interest that is low that people prefer to hold all wealth in cash is called the Liquidity trap. 

Point “a” as illustrated above shows the liquidity trap 

Liquidity trap is the point when the interest rate is too low to break one liquidity preference or to 

encourage investors invest in government securities like treasury bills and bonds 

Factors that determine/affect/influence liquidity preference 

• Level of cash transactions. High level of cash transactions leads to high liquidity preference 

since a lot of cash is needed to finance various expenditures yet low level of cash transactions 

leads to low level of liquidity preference due to limited expenditures needed 

• Degree of awareness about banking facilities. High degree of awareness about banking facilities 

leads to low level of liquidity preference since people feel more secure keeping their cash in 

financial institutions than having it at hand on the other hand ignorance about banking 

facilities leads to high liquidity preference since people have no other alternative means of 

keeping their cash 

• Price level/ rate of inflation. High price level increases cost of living therefore necessitating a 

lot of cash at hand to purchase available goods and services in the market leading to high level 

of liquidity preference yet low inflation rate implies low cost of living hence less cash demand 

leading to low level of liquidity preference 

• Level of income. Low income levels lead to high liquidity preference since all most that income 

has to be spent to facilitate consumption by low income earners yet high income level leads to 

low liquidity preference since much of it is either saved or invested 

• The interest rates on saving and other financial assets. High interest rate on saving and other 

financial assets such as treasury bills lead to low liquidity preference since more earnings are 

added to what is being saved yet low interest rates leads to high liquidity preference since the 

rate of return on deposit is low thus discouraging savings 

• The degree of uncertainty. High degree of uncertainty leads to high liquidity preference since 

the public is less confident about the safety of savings and investments in the future yet high 

degree of certainty about the future gives confidence to the public about safety of their savings 

and investments  thus leading to low level of liquidity preference as more of their money is 

invested 
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• The level of development of commercial banks and other financial institutions. High level of 

development of commercial banks instill confidence among members of the public about the 

safety of their deposits and are also assured of high interests thus to low level of liquidity 

preference on other hand low level of development of commercial banks and other financial 

institutions makes customers’ deposits unsafe leading to high level of liquidity preference 

Irving Fisher’s quantity theory of money/ classical quantity theory of money demand 

This theory was first put forward by classical economics and later revised by Irving Fisher (an 

American Economist in 1920 

The theory states that, “the general price level is determined by the amount of money in circulation 

assuming that the velocity of circulation of money and the level of transaction are constant” 

According to the theory, an increase in the volume of money in circulation leads to increase in the 

general increase in price levels while a decrease in the volume of money in circulation leads to a 

decline in general price level assuming the velocity of circulation of money and the level of 

transactions remain constant. 

Fisher supported this theory using the “Equation of Exchange” that is 

MV=PT 

The left hand side of the equation (M, V) equals the total amount of money spent during the year and 

the right hand side of the equation (P, T) shows the value of national output 

 

Where;  

P = General Price level for goods and services during a given time period 

V = Velocity of circulation of money that is how many times (on average) each unit of money changes 

hands during a given time period 

T = Level of transaction that take place in a given time period  

M = Stock/ Amount of money in circulation in a given time period 

The equation further observes that the quantity of money spent equals the quantity of money used 

Assumptions of the quantity theory of money  

▪ It assumes that all transactions take place using money as a medium of exchange 

▪ Assumes velocity of circulation is constant( the rate at which money changes hands) 

▪ Assumes the level of transaction is constant 

▪ Assumes money is only demanded for transaction motive 

▪ Assumes no government interference in price determination 

▪ Assumes that the four variables that is M,V,P and T are independent on each other 

▪ Assumes excessive money supply as the only cause of inflation  

Irrelevance / criticisms of quantity theory of money 

T

MV
P

PTMV

=

=
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Among the major criticism of this theory are the following; 

• The theory does not take into account the demand for money as it only considers money 

supply yet the two go hand in hand 

• Theory only talks about changes in the value of money as prices change but does not show how 

the value of money is determined 

• There is nothing like general price level but rather a series of price levels 

• The theory only considers transactions motive of holding money ignoring the precautionary 

and speculative motive of demand for money 

• The theory ignores the role of interest rate in determining prices which influences demand for 

money hence making the theory irrelevant 

• The theory ignores barter trade which is vital since it allows goods to be exchanged for other 

goods. It only puts money in consideration as the only medium of exchange 

• The theory assumes that the four variables M, V, P and T are independent on each other yet in 

reality a change in one brings / induces a change in other variables 

• The theory assumes that the velocity of circulation (V) and level of transactions (T) are 

constant which is unrealistic for example increase in money supply causes an increase in 

velocity of circulation of money and level of transactions 

• Government control of prices is ignored by the theory especially in economies with big public 

sector 

• The theory ignores bargaining/haggling where the buyers and sellers are involved in 

negotiations to reach an agreeable price without necessarily looking at amount of money in 

circulation 

• There are cases when increase in money supply may not cause inflation when the Marginal 

Propensity to Save is high, this is because the money received is not used for spending hence 

has no effect on prices 

• When a country has many unemployment resources. Increase in money supply may instead 

promote production of more goods and services making prices to fall or not change at all 

• The theory is only concerned with increase in money supply as the only cause of inflation 

ignoring other factors like rise in cost of production, breakdown of infrastructure, importing of 

goods from countries experiencing inflation among other factors responsible for high inflation 

rate 

Applicability of the quantity of theory of money 

▪ In most cases people demand for money for transaction motive 

▪ People mostly use money as a medium of exchange instead of barter trade 

▪ Government control on the prices is rarely used in highly liberalized economies 

▪ To some extent, excessive money supply without corresponding increase in output causes 

demand pulls inflation 

Value of money 

Value of Money refers to the amount of goods and services a unit of money can buy or purchase 

OR 

It the purchasing power of a unit of money 
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This further asserts that money is not what it is, but what it does 

Factors that determine the value of money 

• Rate of inflation/price level. High inflation rates lead to low value of money since a lot of 

money is spent to buy a unit of commodity yet low inflation rate leads to high value of money 

since less is used to purchase a unit of commodities 

• Quantity of money in circulation/ level of money supply. High money supply leads to excessive 

purchasing power of people limiting/ reducing the value of money yet low money supply limits 

purchasing power of people hence leading to high value of money 

• The velocity of circulations of money that is number of times by which money changes hands. 

High velocity of circulation of money increases transactions among people leading to low value 

of money yet low velocity of circulation of money limits transactions leading to high value of 

money 

• Availability of goods and services. High supply of goods and services increases competition 

among firms forcing them to reduce prices leading to high value of money yet limited supply of 

goods and services which limits competition among firms/ producers forcing them to sell 

goods at high prices leading to high value of money 

• Government policy of devaluation and revaluation. Government policy of revaluation leads to 

high value of money since less of the local currency is required to obtain foreign currencies yet 

devaluation of the local currency leads to low value of money is more of local currency is 

required to obtain foreign exchange 

Interest rate and interest 

Interest refers to the monetary payment / reward given to capital as a factor of production for its 

contribution during production of goods and services. 

Interest rate refers to the percentage sum of money or borrower must pay over and above the 

principal sum of money borrowed. 

Determinants of interest rate 

▪ Size of the loan 

▪ Duration of the loan 

▪ Level of competition among financial institutions/ number of financial institutions 

▪ Level of demand for loans 

▪ Government monetary policy the central bank that is either expansionary or restrictive 

monetary policy 

▪ Level of money supply in the country 

▪ Policy of an individual lenders that is whether liberal who normally set low interest rate or 

hard lenders who normally set high interest rate 

 

BANKING 
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CENTRAL BANK 

  

Central Bank is a financial institution established by the government to print/issue the country’s 

currency notes and minting of coins, supervise all financial institutions in the country and regulating 

money supply through monetary policy so as to achieve desired development objective such as 

attainment of full employment, stable economic growth and others 

Bank of Uganda is the central bank in Uganda it was established in 1966 after the dissolution of the 

East African Currency Board (EACB) 

The central bank as a financial institution evolved as there was need for commercial banks to have a 

central clearing place to settle financial obligations of commercial banks. However, not all central 

banks are owned by the government in Uganda Bank of Uganda is owned by the government, in USA 

the central bank (the Federal Reserve is owned by the commercial banks 

FUNCTIONS OF A CENTRAL BANK 

• Issuing of the country’s currency. The central bank is mandated and empowered by law to 

issue currency notes and minting of coins to be used as money in exchange of goods and 

services in the country 

• It is a banker to the government. The central bank maintains accounts of government 

departments and ministries and it uses such funds to make payments on behalf of the 

government 

• It is a banker to all commercial banks and other financial institutions. All commercial banks 

maintain accounts in the central bank by law such as legal reserve requirements and special 

deposits. This enables the central bank to clear cheques drawn between different commercial 

banks 

• It is a banker to international agencies operating in the country for example UN, USAID etc. 

These institutions keep accounts with the central bank to provide safe custody of their funds 
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• Acting as advisor to the government and also its fiscal agent. The central bank provides 

technical and financial advice to the government especially in matters concerning taxation 

policies, government expenditures, borrowing by government both internally and externally as 

well as guiding the government in formulation and preparation of the national budget 

• Controlling and regulating the operations of commercial banks. The central bank supervises 

monitors and evaluates the services of commercial banks and is mandated to grant licenses or 

withdraw the operations of these institutions 

• It is a lender of the last resort. When the commercial banks run out of liquidity especially to 

meet the cash demands of the clients, they are bailed out through the central bank. However 

borrowing of commercial banks in the central bank depends on the bank rate set by the central 

bank 

• Managing the country’s debt. The central bank is in charge of acquisition, utilizing, servicing 

and repaying of the country’s debts. This is done through public debt management office in the 

central bank 

• It is a clearing house of all commercial banks. All commercial banks in the country settle their 

debt obligations and cheques drawn between commercial banks through the central bank 

hence it is a clearing house 

• Managing the country’s monetary policy. Regulation of money supply in the country is done by 

the central bank through its monetary policies such as open market operation, legal reserve 

requirement, cash ratio etc.  Hence such policies help the government in achieving desired 

goals 

• Controlling and regulating of foreign exchange. It is a mandate of the central bank to influence 

the rate at which the local currency exchanges with the foreign exchanges with the foreign 

currencies like dollars, pounds, Euro, in the foreign exchange market 

ROLE OF THE CENTRAL BANK 

In addition to its traditional functions, the central bank plays a crucial role in the development of an 

economy as elaborate below; 

- The central bank advises the government in economic planning process this with providing 

data to the national planning machinery 

- Encourages development of the financial sector (Commercial banks) 

- Controls supply of and demand for money 

- Promotes economic growth 

- Increase efficiency in the banking sector through training programs offered 

- Provide employment opportunities 

MONETARY POLICY 

Monetary policy refers to the deliberate attempt by the government through the central bank to 

regulate the amount of money in circulation so as to obtain objectives of development such as full 

employment, stable economic growth rates, price stability and others 

TOOLS OF MONETARY POLICY 

Tools of monetary policy are instruments employed by the government through the central bank to 

regulate among of money in circulation. 
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They are both expansionary and restrictive. Expansionary monetary policy increases money supply 

while restrictive monetary policy reduces money supply with in an economy 

The nature of the monetary policy depends on the problem to be handled take an example if there is 

inflation due to excessive money supply, a restrictive monetary policy is adopted however if there is 

deflation due to insufficient money supply, an expansionary monetary policy is adopted 

When the government wants to increase money in circulation, it pursues an expansionary monetary 

policy and when it wants to reduce money in circulation, it pursues a restrictive monetary policy. 

The tools include; 

• Open market operation (OMO). This is the buying and selling of government securities in form 

of treasury bills and bonds. In order to reduce the money in circulation, the central bank sells 

government securities to the public which in turn reduces amount of money in circulation. To 

increase money in circulation the central bank buys back its securities from the public together 

with interest 

• Bank rate policy. This is a rate at which commercial banks borrow money from the central 

bank. In order to reduce money in circulation, the central bank increases its bank rate in order 

to make it expensive for commercial banks to access funds from central bank thus limiting 

lending to the public and on the hand to increase money in circulation the central bank lowers 

the bank rate which attracts commercial banks to borrow from it thereby lending to the public 

at lower interest rate 

• Legal reserve requirement. This is the minimum amount of money which the commercial bank 

is legally required to keep with the central bank. To reduce money in circulation, the central 

bank increases legal reserve requirement which leaves commercial banks with less funds to 

advance loans to the public and when there is need to increase money in circulation, legal 

reserve requirement is reduced. This allows commercial banks to have more funds for lending 

to the public 

• Selective credit control. This is where the central bank to directs / instructs commercial banks 

to practice discrimination in their lending policies by advancing loans to only priority sectors 

especially those that stimulate production thus economic growth like agriculture, industry, 

medical care , education and others while denying loan facilities to non-priority sectors which 

are less productive for the economy 

• Special deposits / supplementary reserve deposits. This is the amount of money that 

commercial banks must deposit with the central bank over and above the legal reserve 

requirement. This is largely at short notice and it is always a temporary measure. In order to 

reduce the amount of money in circulation, the central bank calls for special deposits which 

reduces funds in commercial banks for lending, however to increase amount of money in 

circulation, central bank refunds special deposits to these commercial banks thereby availing 

more funds for lending to the public 

• Moral suasion. This is a monetary tool that involves polite appeal by the central bank to 

commercial banks to regulate their lending policies to the public. To increase the amount of 

money in circulation, the central bank persuades morally commercial banks to lend the public 

extensively on the other hand to reduce amount of money in circulation, the central bank 

requests/ persuades the commercial banks to restrict their lending 
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• Cash ratio / liquidity ratio. This is the percentage of commercial bank deposits which must be 

retained by the bank in cash form for the case of cash ratio or in cash or near cash form for the 

case of liquidity ratio. To increase amount of money in circulation the central bank 

recommends a lower cash ratio hence bigger percentage of deposit is lent out, however to 

reduce money in circulation central bank sets a high cash ratio thus less funds available for 

lending 

• Margin requirement. This is the difference between the value of the collateral security and the 

amount of loan to be advanced to the borrower by the commercial banks. To increase the 

amount of money in circulation, the central bank sets a low margin requirement such that 

more people qualify to access loans from commercial banks on the other hand, to reduce the 

amount of money in circulation; the value of margin requirement is raised which discourages 

borrowing as many people are unable to raise such security 

• Rationing of credit. This is a deliberate policy by the central bank to regulate the size of loans to 

be advanced by commercial banks to the borrowers and likewise the central bank also 

regulates the amount of money inform of loans to be advanced to commercial banks. To reduce 

the amount of money in circulation, the central bank rations credit to limits funds available for 

lending, however to increase the amount of money circulation the central bank relaxes the tool 

to enable commercial banks to have more fund for lending 

• Currency reform. This is the complete withdrawal of the country’s currency in circulation and 

being replaced by new currency with more value. This is usually done when the currency has 

lost value and the public no longer believe in this currency as the medium of exchange 

• Direct action: the central bank issues orders to commercial banks to advance more or less 

loans depending on prevailing economic conditions. The central bank is hesitant to give 

financial accommodation to all banks that may fail to comply 

OBJECTIVES OF MONETARY POLICY 

❖ To attain price stability especially controlling inflation. This is achieved through use of 

restrictive monetary policy which reduces amount of money in circulation thereby reducing 

aggregate demand for example increasing bank deposit. 

❖ To improve balance of payment position (B.O.P position). This achieved through use of 

selective credit control with a target of promoting domestic production and discouraging 

importers by limiting lending to them. This increases foreign exchange earnings through 

exports and limits import expenditure. 

❖ To encourage growth of financial sector. This is achieved through undertaking expansionary 

monetary policy like reduction in cash ratio, reduction in legal reserve requirements and so no. 

This enables commercial banks retain a lot of funds for their operations hence having more 

deposits and loans for generating profits thus facilitating their expansion.  

❖ To accelerate faster rates of economic growth/ accelerate economic growth. This is achieved 

through expansionary monetary policy such as reduced cash ratio. This facilitates lending by 

commercial banks to potential producers thus promoting production of more goods and 

services hence economic growth. 

❖ To influence the nature of investments. This is achieved through the use of selective credit 

control whereby the desired investments in the country attract more loans easily from 

commercial banks on directives of the Central bank yet undesired and unproductive 

investments, the central bank orders commercial banks to limit lending to them thus 

discouraging their growth. 
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❖ To ensure stability of foreign exchange rates. This is achieved through tight monetary policy 

and through strict supervision in foreign exchange market. This increases the value of local 

currency relative to foreign currencies thereby limiting demand for foreign exchange among 

the public hence stable exchange rates. The central bank also regulates inflow and out flow of 

foreign currency. 

❖ To attain full employment in the economy. This is achieved through expansionary monetary 

policy that stimulates investments in many productive sectors like industry, agriculture and 

trade thus more labor being hired to facilitate production process. 

FACTORS THAT INFLUENCE EFFECTIVE OPERATION OF MONETARY POLICY 

• The of liquidity preference. High level of liquidity preference limits effective operation of 

monetary policy since it is hard to limit money in hands of the public however low level of 

liquidity preference makes implantation of monetary policy successful as there are more 

deposits in commercial banks which limits money in circulation 

• Degree of awareness about open market operation. High degree of awareness about open 

market operation makes monetary policy effective since the public participates fully in buying 

and selling government securities, however ignorance about open market operation limits 

effective operation of monetary policy as the does not fully participate in buying and selling of 

government securities 

• Degree o accountability commercial banks and central bank officials. Low degree of 

accountability among officials in commercial banks accept bribes from borrowers of non-

priority sectors thus receiving loan advances against directives of central bank limiting 

effective use of monetary policy however, high level of accountability by commercial banks 

officials makes monetary policies effective since they operate according to directives of central 

bank especially on selective credit control, moral suasion and cash ratio 

• The degree of dominance of foreign owned commercial banks. Dominance of foreign owned 

commercial banks make monetary policy ineffective this is because some policies are ignored 

or not adhered to since they receive directives from head quarter banks especially on matters 

of lending on large scale to maximize profits against restrictive monetary policies set by central 

bank, however limited dominance of foreign owned commercial banks makes monetary 

policies as most of the local banks comply with directives set by the central bank 

• The distribution of commercial banks. Even distribution of commercial banks across the 

country makes monetary policy successful since banking services reach all people both in rural 

and urban areas hence easy to regulate money in circulation, however poor distribution of 

commercial banks mainly urban location makes monetary policy less effective since the 

policies only work in urban areas. Thus difficult to regulate money supply across the country 

• The level of liquidity in commercial banks. Limited liquidity in commercial banks make 

monetary policy more effective this is because commercial banks rely more on central bank for 

alternative source of funding as a lender of last resort making bank rate policy successful, 

however excess liquidity in commercial banks makes monetary policy unsuccessful since 

commercial banks have no interest in borrowing from central bank thus making bank rate 

policy less effective 

• Level of political interference.  High level of political interference in the operations of the 

central bank makes monetary policy ineffective since the political authorities direct some 

policies to be abandoned like selective credit control, rationing of credit among other policies, 

however low level of political interference makes monetary policy more effective since most of 



Bukuti Isaac 0780492639 ibukuti92@gmail.com 17 

 

the tools set by the central bank are implemented successfully limited interference from 

political authorities 

• Degree of conflict among government objectives. High degree of conflict in government 

objectives makes monetary policy ineffective this is because most times central bank aims at 

reducing money supply to reduce inflation yet government aims at increasing expenditure to 

stimulate economic growth and development like putting up infrastructure that require a lot of  

funding 

• The level of monetization / commercialization of the economy/ size of subsistence sector. High 

degree of monetization of the economy makes monetary policy very effective since the is a lot 

of monetary exchange and use of effective use of commercial banks through deposits and 

borrowing, however large subsistence sector limits effective use of commercial banks due to 

limited monetary exchange as production is mainly for own consumption thus low deposits 

and low demand for loans 

• Level of effective use of commercial banks. Limited effective use of commercial banks due to 

low incomes, ignorance of facilities offered by commercial, unpopularity of loans leads to 

ineffective implementation of monetary policy since there are less deposits and low demand 

for loans making bank rate policy less effective, however high level of effective use of monetary 

policy makes monetary very effective since it is easy to control deposits and demand for loans 

making bank rate policy effective 

• The level of development of money and capital markets. High level of development of money 

and capital markets makes leads to effective use of monetary policy since it is easy to sell and 

buy government securities, however low level of development money and capital markets 

make monetary policy less effective since it is easy to use the tool of open market operation to 

regulate money supply which involves buying and selling o government securities 

COMMERCIAL BANKS 

  

Commercial banks are financial institutions that receive deposits, advance loans and engage in credit 

creation. For example, Stanbic bank, Equity bank, Centenary bank, Bank of Africa, Orient bank, DFCU 

bank, Kenya commercial bank (KCB), and others 

FUNCTIONS OF BANKING COMMERCIAL BANKS 

• Accepting deposits from the public thus providing safety of customers’ money on a variety of 

accounts such as current account, saving account, fixed deposit accounts 

• Advancing loans to credit worthy customers and lend it at an interest which is higher than that 

offered to depositors and also offer bank draft facilities to trusted clients 

• Issuing instruments of credit that is written financial documents that act as either promises to 

pay or orders to pay the entity/ person named on the documents for example cheques, bank 

drafts, promissory note among others 
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• Acting as custodians to customers’ valuables such as land titles, company documents and a lot 

of important documents and property thus ensuring their safety 

• Offering financial advice to customers. This helps their clients to put borrowed money to profit 

making business and avoid wastage 

•  Acting as trustees and executors of property and wills of their deceased client. They help in 

managing the property and business of the late/deceased customers’ thereby ensuring 

continuity of the business operations and minimizing family conflicts 

• Issuing letters of credit to clients that is they act as guarantors to businessmen who want to 

obtain goods on credit and give confidential information about the financial status of their 

clients 

• Exchanging of foreign currencies. Commercial banks act as foreign exchange bureaus since 

they are involved in trading of foreign exchange hence enabling the smooth running of 

international trade 

• Facilitating transfer of funds and payments. Commercial banks transfer money from one 

person to another in different regions and even outside the country hence saving their clients 

the burden and risk of transferring money 

• Under writing shares and debentures that is commercial banks act as brokers on behalf of 

companies listed on stock exchange and engage in buying and selling of shares on behalf of 

their clients 

• They provide advice to investors especially borrowers on potential investment choices thus 

enabling them to make better use of the loans acquired in order to gain from the loans and be 

able also to pay back 

ROLE PLAYED BY COMMERCIAL BANKS IN ECONOMIC DEVELOPMENT 

▪ Commercial banks mobilize savings. This is offering achieved offering attractive interest 

offered on the customers’ deposits hence enabling them accumulate funds which are later 

invested 

▪ Offer employment opportunities to the public in form of managers, accountants in various 

branches hence enabling them receive income thus improving their standards of living. 

▪ Provide revenue to the government. This is achieved through taxing of profits made by the 

banks as well as taxing incomes of workers hence enabling the government finance its 

expenditure needs 

▪ Contribute towards development of infrastructure. This is achieved through financing 

construction of roads, schools, bridges hence stimulating production in the country thus 

accelerating the level of economic growth and these banks also set up infrastructures to 

facilitate their operations 

▪ Improves skills of labor/workers. This is achieved through serious training subjected to 

workers which is done on a regular basis thereby promoting labor efficiency and productivity 

and later some of these workers become entrepreneurs and also start up financial institutions 

and other saving schemes 

▪ They offer credit facilities to investors. This enables them to access investment capital needed 

for production and expanding of their businesses hence leading to faster rate of economic 

growth 

▪ Promote international trade. This is achieved through provision of travelers’ cheques and 

foreign currencies such as dollars, pounds, Euros thereby increasing the volume and benefits of 

trade 
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▪ Enable the government implement some of its development projects as well as implementing 

monetary policies for example government uses commercial banks to offer development loans 

like youth funds, teachers’ development loans among other programs which are channeled 

through commercial banks 

▪ They accelerate economic growth by increasing provision of services and through providing 

investment loans that promote production of goods and services 

▪ They promote technological development and transfer. This is achieved through research in 

efficient service delivery and through technology transfer as most of the commercial banks are 

foreign owned hence promoting efficiency the banking sector 

ASSETS AND LIABILITIES OF COMMERCIAL BANKS 

Assets 

These are possessions of a commercial bank plus what it claims from other institutions. 

Examples of assets of commercial banks 

❖ Deposits of the bank with other banks 

❖ Cash reserves with central bank made by the bank 

❖  Currency notes and coins possessed by the bank 

❖ Securities like bonds and treasury bills bought by the bank from the government 

❖ Special deposits made by banks with the central bank 

❖ Fixed assets owned by the bank for example. vehicles, buildings, land, computers, buildings 

ATMs 

❖ Long term investments made by banks like housing estates 

❖ Loans and advances /overdrafts given to customers of the banks 

Liabilities 

Liabilities are claims against assets of commercial banks 

Examples of liabilities of commercial banks 

▪ Customers’ deposits and deposits of government plus deposits of other banks 

▪ Reserves payable by the bank to the central bank by law for example. legal reserve 

requirements 

▪ Dividends payable by the bank to its shareholders 

▪ Bills discounted by the central bank that is. the bills cleared by the central bank on behalf of the 

commercial banks 

▪ Money borrowed from central bank as a lender of last resort 

▪ Share capital which is contributed by a group of owners and some of them can claim that 

capital any time 

FOREIGN COMMERCIAL BANKS 

   
Foreign commercial banks are part of multinational /transnational companies that have headquarters 

in one country but with a variety of branches and offices of operation in other countries both 
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developed and developing countries. For example, ABSA, Stanbic bank, Kenya commercial bank (KCB), 

Standard chartered bank, Bank of Africa, and others 

ROLE OF FOREIGN COMMERCIAL BANKS 

Positive roles 

• Provide revenue to the government through taxation 

• Promote technology development and technological transfer for example. use of ATMs, E-

banking, money counting machine and so on 

• Improve local skills through training 

• Strengthen international relations especially with their countries of origin which in turn 

promotes peace and stability as well as promoting international trade 

• Facilitate development of infrastructure through financing and also establishing them for 

example. roads, bridges, dams, buildings where they operate among other form of 

infrastructure 

•  They provide foreign exchange to the country through trading foreign currencies like dollars 

and pound hence smooth running of international trade 

•  They offer credit facilities especially to potential investors hence facilitating production of 

goods and services thereby accelerating the level of economic growth in the country 

• Promote efficiency in the banking sector through stimulating competition in the local banks 

• They promote savings among people. This is achieved through offering different accounts with 

attractive interest rates especially fixed deposit and savings account thereby encouraging 

people build capital for investment 

Negative roles 

▪ Worsens unemployment problem. This is due to intensive use of capital intensive technology 

like ATMs, E-Banking and stiff competition which pushes out inefficient local banks thus 

causing unemployment to labor pushed out of work 

▪ Increases capital outflow mainly in form of income and profits repatriation thus limiting the 

level of capital accumulation in the country 

▪ Worsens income inequality problems as those banks tend to pay higher incomes compared to 

local financial institutions and operate on large scale there by getting a lot of profits compared 

to local financial institutions that mainly operate on small scale 

▪ They lead to rural urban migration and its negative evils. This is because most of these banks 

are mainly urban based hence causing evils like growth of slums, congestion, crime rates and 

others 

▪ Lead to domination of the economy by foreigners. This is done by out competing of local banks 

since they have excess liquidity and use efficient methods of production compared to most of 

the local financial institutions hence risking the economy to be in hands foreigners 

▪ Tend to interfere with the government monetary policy as at times follow directives from their 

head quarter banks instead of the central bank 

▪  They promote regional imbalance as they tend to concentrate in particular urban areas 

ignoring rural areas making so regions develop more at the expensive of other regions  

▪ They tend to be discriminative in the employment policies as they tend to reserve most of the 

top positions/administrative positions to their nationals while leaving lower grade positions to 

the local labor 

HOW COMMERCIAL BANKS RECONCILE PROFITABILITY, LIQUIDITY, AND SECURITY 
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Commercial banks are faced with a dilemma that they have conflicting objectives of liquidity, 

profitability and safety. Commercial banks must have adequate liquidity to meet customers’ demand 

and other financial obligations but at the same time need to lend out that liquidity to make profits but 

must ensure that they advance loans and over draft facilities to trustworthy borrowers 

How commercial banks ensure liquidity 

Commercial banks undertake the following measures to ensure that they have cash at their disposal 

all the time 

➢ Maintaining a cash ratio that is keeping the percentage of commercial bank deposits in cash 

form so as to meet the cash demands of the depositors/clients 

➢ Maintaining near liquid assets that are easily turned into cash or easily into cash at short notice 

whenever liquidity is desired for example bonds and treasury bills 

➢ Borrowing from the central bank and from other banks since the central bank is the lender of 

last resort hence increasing their liquidity 

➢ Under taking short term lending so that those who borrow return customers’ money within a 

shorter period of time 

➢ Encouraging fixed deposit account to customers. These are allowed only to withdraw their 

money after an agreed period of time and even their withdrawals are regulated 

➢ Maintaining high minimum balance for customers which makes customers not to withdraw 

money below the set minimum balance thus helping commercial banks maintain liquidity. 

➢ Listing shares on stock exchange market. Some commercial banks float their shares on stock 

exchange market to attract money from the public for example Stanbic bank does it through 

Uganda securities exchange 

➢ Undertaking credit squeeze. A policy of limiting lending or lending in phases so that loans are 

not advanced to all willing borrowers at the same time. This helps commercial banks maintain 

liquidity all times 

➢ Encouraging commercial banks to use instruments of credit such as cheques. This minimizes 

movement of cash out of banking system thereby ensuring that commercial banks have 

liquidity 

How commercial banks ensure profitability 

➢ Advancing loans and overdraft facilities at a given interest rate thereby being able to realize 

profits 

➢ Investing in profitable projects such as real estates, housing estates thereby making profits 

➢ Charging fees for services rendered like withdrawal charges, bank charges on school and 

tuition fees, ATM charges, issuing of bank statements and others hence accumulating profits 

those charges 

➢ Investing in government securities like bonds, treasury bills hence being able to earn interest 

➢ Discounting bills of exchange and promissory notes by clearing them before maturity dates at a 

fee and receive profits on them upon maturity date 

➢ They receive commission for services rendered to customers for instance when they act as 

custodians to customers’ valuables, brokers in stock exchange 

How commercial banks ensure safety 

▪ Obtaining collateral security like land titles, buildings, contract agreements and others which 

are used in case to recover the loans incase borrowers fail to pay. 

▪ Lending to reliable institutions like government, corporate organizations 
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▪ Monitoring the progress of the project funded by the loans to ensure that the loan is properly 

managed and will be able to realize funds for paying back 

▪ Regulating the amount and frequency of the loans so that if it turns to be risky, the remaining 

part of the loan is withheld/ terminated 

▪ Allowing borrowers to pay in installments to ease the process of loan repayment. 

▪ Ensuring that referees/ guarantors are financially sound to bail out the borrowers in case the 

fails to pay 

▪ Insuring the loans being advanced such that in the event of a borrower gets a financial setback 

and is unable to pay or in case of death of the client the bank is compensated by the insurance 

company 

▪ Establishing credit worthiness of the /creditworthy borrowers by investigating their business 

assets and financial history before advancing loans 

PROBLEMS/CHALLENGES FACED BY COMMERCIAL BANKS IN UGANDA 

▪ Limited skilled personnel such as accountants, auditors, tellers and others. This limits effective 

operating of commercial banks like opening up of various branches to access high number of 

depositors and borrowers 

▪ Existence of untrustworthy borrowers. These receive loans from commercial banks but fail to 

pay  back , others delay to remit these loans in time this makes commercial banks to incur 

losses limiting their operations 

▪ Corruption by bank officials. These embezzle customer’s deposits which reduce liquidity in 

commercial banks and some bank officials ask bribes from potential borrowers so as to 

advance loans to them hence limiting demand for loans from commercial banks which limits 

their profit level acquired through lending 

▪ High cost of operation for example maintaining of machinery like money counting machines, 

ATMs ,high wage bill for workers, insurance cover, hiring of security personnel among other 

costs 

▪ High inflation rates. This discourages lending as loanable funds are paid back to the 

commercial banks when they have lost value at times making commercial banks incur losses. 

▪ Limited knowledge of the public about banking facilities. This is mainly due to high illiteracy 

levels on the country hence limited number of potential clients 

▪ Unfavorable political atmosphere in some parts of the country. This limits commercial banks 

from opening up branches in the entire country to reach a number of potential customers and 

these instabilities also discouraging potential investors from borrowing and depositing money 

in commercial banks due to high degree of uncertainty of life and property hence limiting 

profitability enjoyed by commercial banks 

▪ Stiff competition from other financial institutions like microfinance institutions, mobile money 

agents, SACCOs of different organizations. These institutions perform some of the functions of 

commercial banks especially in receiving of deposits and advancing loans hence limiting 

potential customers of commercial banks 

▪ Low incomes/ high poverty levels. This limits savings and deposits in commercial banks hence 

limiting commercial banks liquidity/ cash for lending 

▪ Poor infrastructures especially roads. This limits commercial banks from accessing potential 

customers capable of borrowing and depositing money in commercial banks especially in rural 

areas and increases costs of operation like transportation, power bills and others 
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▪ Restrictive monetary policy by government through the central bank especially high bank 

rates charged by the central bank to commercial banks, selling government securities, strict 

government securities among others. This limits ability of commercial banks to lend as much 

as they want due to reduced liquidity hence limiting their profit levels 

▪ Poor distribution of commercial banks. This leads to stiff competition among commercial 

banks and other financial institutions for potential depositors and borrowers since most of 

these banks are urban based 

CREDIT CREATION PROCESS BY THE COMMERCIAL BANKS 

Credit creation is the process by which commercial banks create several deposits out of initial 

deposits made by customers/depositors 

Banks lend out money which enable them to expand or increase funds available in commercial banks 

Conditions or assumptions for credit creation process to be successful 

✓ There must many commercial banks in the banking system (multi-banking system) or there 

must be one bank but with a variety of branches (uni-bank system) to facilitate transactions 

✓ There must be a fixed cash ratio that is percentage of commercial banks deposits that must kept 

in cash form to meet the cash demands of the depositors 

✓ The economy must be fully monetized since all transactions take place with the help of money 

✓ All transactions are facilitated through use of cheques hence process works well with current 

account holders and the borrowers are given cheques which they are able to deposit on their 

accounts in other banks 

✓ The public must be willing to borrow money from commercial banks and likewise commercial 

must be willing to lend to credit worthy borrowers 

Key terms used in credit creation 

(a) Cash ratio. This is the percentage of commercial banks’ deposits which is kept by the bank 

in cash form to meet daily demands of the customers. This percentage of the deposit is in 

most times set by the central bank for all commercial banks to follow 

(b) Liquidity ratio. This is the total percentage of commercial banks’ deposit that must be kept 

in cash and near cash form 

(c) Credit multiplier/ bank deposit multiplier. This is number of times by which an initial 

commercial bank deposit multiplies itself to generate total bank deposit 

OR 

It is the number of times by which initial bank deposit is multiplied to give total deposit / 

credit created 

Credit multiplier, K =  

(d) Reserve ratio. The percentage of commercial banks total deposit kept in cash form either 

kept in commercial banks or in central bank. 

Description of credit creation process by commercial banks. 

Commercial banks create credit by; 

▪ Receiving of initial deposit by the first bank say bank A receives Shs 500,000 as deposit 

▪ Keeping the percentage of the deposit received by the first bank that is bank A, as cash ratio for 

example 10% of Shs 500, 000 as shs50, 000/=. 

Cashratio

1
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▪ Giving out the remaining percentage of the initial deposit by bank A to credit worthy or trusted 

customers for example loans= initial deposit- cash ratio hence its Shs 500,000 - Shs 50,000 

=Shs 450,000/= 

▪ Receiving of the loan advanced by the first bank that is bank A as a new deposit in another 

bank or branch that is Shs 450, 000 becomes the new deposit in the second bank B. 

▪ A percentage of the deposit received by the bank B is kept as cash ratio for example 10% of 

450,000 or Shs 45, 000/=. 

▪ Giving out the remaining percentage of the deposit in the second bank that is bank B as a loan 

to trust worthy borrower for example loan = deposit- cash ratio that is Shs 450,000-Shs 

45,000=Shs 400,000/= 

▪ The process continues till when the initial deposit diffuses in the banking system. 

▪ At the end of the process, the total deposit created = initial deposit x credit multiplier. 

that is Shs 500, 000 x 10 /100= Shs 500, 000 x 0.1=Shs 5,000,000/= 

FACTORS THAT INFLUENCE CREDIT CREATION 

• Size of cash ratio. The higher the cash ratio, the lower the credit creation since banks are being 

forced to retain a lot of money however the low the cash ratio, the higher the level of credit 

creation since  commercial banks are able to lend a large  size of the customers’ deposits 

• Size of the bank deposits. The higher the deposits, the higher the level of credit creation since 

more funds are available for leading however the lower the bank deposit, the lower the credit 

creation since banks have limited funds for lending 

• Interest rate on loans. The higher the interest rate on loans the lower the level of credit 

creation since  few borrowers are attracted, a significant number of them are unable to afford 

borrowing however the lower the interest rate, the higher the level of credit creation since 

borrowing is affordable which attracts more borrowers 

• Government monetary policy through the central bank especially the bank rate. Restrictive 

monetary policy like high bank rate forces commercial banks to increases the interest rate and 

reduces funds available for lending leading to less number of borrowers thus low level of credit 

creation however expansionary monetary policy like low bank rate avails more funds for 

lending at reduced interest rate leading to more lending due to increased number of borrowers 

leading high level of credit creation 

• The distribution of commercial banks in the country. Even distribution of commercial banks 

leads to high level of credit creation because commercial banks are able to reach out to many 

customers both in urban and rural areas and competition is not too stiff however poor 

distribution of commercial banks leads to low credit creation because some potential 

borrowers commercial banks are unable to access them and there is stiff competition for 

depositors and borrowers due to urban concentration 

• The level of investment opportunities in the country. Existence of many investment 

opportunities stimulates borrowing since different people need money to take on such 

opportunities and thus leads to high level of credit creation however existence of few 

investment opportunities in the country results into low demand for loans hence causing a low 

level of credit creation 

• The level of liquidity preference. High level of liquidity preference implies less deposits in 

commercial banks and this reduces the ability of commercial banks to lend people prefer to 

hold on to their money thus causing low credit creation however low liquidity preference 
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implies that individuals make large deposits into commercial banks. This increases funds 

available for lending thus leading to high level of credit creation 

• The availability of creditworthy borrowers. Presence of a big number of creditworthy 

borrowers encourages commercial banks to lend more to the public as they are assured of 

recovering the loans lent out thus high level of credit creation. However existence of few 

creditworthy borrowers limits credit creation because commercial bank becomes less willing 

to lend as the commercial banks are uncertain about loan repayments 

• Level of accountability in central bank. High financial accountability in the commercial ensures 

safety of customers’ deposits thus more funds available for lending and willing borrowers are 

given loans without need to first bribe commercial banks officials leading to high level of credit 

creation, however poor financial accountability for example in form of embezzlement of funds 

buy bank officials reduces customers’ deposits and leads to loses in commercial banks thus less 

loanable funds leading to low level of credit creation 

• Degree of uncertainty in the country like economic stability, political stability. High degree of 

uncertainty in the country leads to low level of credit creation since banks are not sure of 

economic and political stability of the country thus unwilling to lend for fear of making losses, 

on the other hand high degree of certainty gives commercial banks about stability of the 

economy both economically and politically thus sure of profits and loan recovery through 

lending 

• Level of monetization of the economy. High level of monetization of the economy leads to high 

level of credit creation since many transactions as done using monetary exchange thus more 

deposits in commercial banks and higher demand to facilitate large scale commercial 

production on the other hand limited commercialization of the economy limits deposits in 

commercial banks and demand for loans since most output is for own consumption and carried 

out mainly on small scale 

• Degree of awareness about loans and other commercial bank facilities. High degree of 

awareness about banking facilities increases number of depositors and demand for loans as 

people know the use of such available facilities like investors, however ignorance about loans 

and other banking facilities limits demand for loans and bank deposits thus low level of credit 

creation 

NON-BANKING FINANCIAL INTERMEDIARIES 

 
These are financial institutions which receive deposits, extend loans but do not create credit. 

These include social security institutions like Social security institutions, Saving and Credit 

Cooperatives (SACCOs), Development banks, Post bank, Building societies, Hire purchase firms, 

Cooperative banks, Insurance companies, and Microfinance institutions 

Functions of non-banking financial intermediaries/specialized institutions 

• Giving of loans or mortgage especially long term loans help in raising capital to undertake 

productive activities 
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• Encouraging savings. This is achieved through offering alternative interest rates on peoples’ 

savings hence helping them to accumulate funds for future investments 

• Encouraging investments. This is achieved by providing investment loans especially on long 

term basis and also through giving advice to investors on the various investment opportunities 

• Encouraging social security especially NSSF and insurance companies and helping survive 

during old age. This is achieved through keeping the percentage of customers’ earnings which 

they use to survive when they retire 

• Encouraging trade. This is through giving advice to traders and providing foreign exchange and 

through providing letters of credit to traders thus promoting smooth flow of international 

trade 

• Indemnifying those who suffer loss in case of insurance companies that compensate those that 

are insured by taking them to the original position they were in before the occurrence of the 

loss 

Challenges faced by specialized financial institutions in Uganda 

 

Other concepts used in banking 

1. Instruments of credit. These are written or printed financial documents that serve as either 

promises to pay or as orders to pay any entity named on the document.  

Examples of instruments of credit include, cheques, bank overdrafts, promissory note, bills of 

exchange, debit cards, and others 

2. Soft loan. This is a loan with a long term period and the interest rate is very low or at times has 

no interest rate on it 

3. Hard loan. This is one with short repayment period and having high interest rate on it 

4. Token money. This is the one whose face value is greater than the metal value from which it is 

made 

5. Intrinsic / standard money. This is one in which the face value is equal to the value of metal 

from which it is made 

6. Money market. This is market in which short term financial securities are traded 

7. Credit control. These are measures taken by the central bank to regulate credit creation by 

commercial banks so as to achieve desired macroeconomic objectives, such as price stability, 

balance of payment equilibrium, high and stable economic growth rate 

Objectives of credit creation in an economy 

• To improve balance of payment position 

• To solve unemployment problem 

• To attain price stability 

• To attain stable economic growth rate 

• To promote growth of financial institutions/sector 

• To stabilize exchange rates 

• To reduce the burden of public debt 

8. Bank note. This the money made out of paper issued by the central bank 

 

Topic Summary 

▪ Barter Trade 

▪ Money 
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▪ Money Supply 

▪ Demand for Supply 

▪ Irving Fisher’s Quantity Theory of Money 

▪ Central Bank 

▪ Monetary Policy 

▪ Commercial Banks 

▪ Process of Credit Creation 
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