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A
INTRODUCTION

Microfinance business has gained worldwide attention in most emerging/developing economies and there is wide recognition of its potential contribution to poverty alleviation.  In Uganda, Microfinance is a growth area and is an important element in the development strategy.  Bank of Uganda formulated a regulatory framework way back in July 1999.  A number of workshops and conferences have been held locally and internationally in which the central bank has actively participated.  The third African Microfinance conference was held in Kampala in August 2007.

B
THE STRUCTURE OF THE FINANCIAL SECTOR IN UGANDA

Currently, the formal financial sector includes the Central Bank i.e. Bank of Uganda; 19 commercial banks, 4 credit institutions, 4 micro finance deposit taking institutions, two development banks, a savings and credit union, money lenders, a National Social Security Fund (NSSF)  Cooperative Societies, Savings and Credit Cooperative Societies (SACCOs), Credit Only institutions, NGO’s and many unregistered micro finance institutions.  One Commercial Bank, Centenary Bank Limited operates in the micro finance sector.  It offers individual savings and loans for small clients.

C
BANK OF UGANDA POLICY STATEMENT ON MICROFINANCE
In July 1999, Bank of Uganda issued a policy statement on Micro Finance Regulation.  The policy statement set the parameters within which micro finance business is conducted in Uganda.  The policy statement approved four categories of institutions that may engage in micro finance business in Uganda as follows: -

· The first category of institutions are banks.

· The second category of institutions are credit institutions.

· The third category includes all institutions referred to as micro finance deposit taking institutions (MDIs).  This category takes deposits from the public and other institutions.  The minimum capital requirement is Shs.500 million (approximately USD 294,000=).  An MDI is required to maintain its on going capital base in relation to the risk-weighted assets at 15% and 20% for core and total capital respectively.  Minimum liquidity requirement is at 15%.

· The fourth category comprise of two types of institutions.  Firstly, all those that are non-deposit taking such as credit only institutions, NGO’s or other non-deposit taking initiatives.  Secondly, there are  many very small member based organizations mobilizing savings from their members.  These institutions are neither regulated under the provisions of the Micro Finance Deposit Taking Act nor supervised by Bank of Uganda. 

Below is a summary of the tiered framework.

	LEVEL/CRITERIA
	DEPOSIT TAKING 

	TIER 1 :  Commercial Banks
	Yes

	TIER 2:  Credit Institutions
	Yes

	TIER 3:  Micro Finance Deposit Taking Institutions (MDIs)
	Yes

	TIER 4: Non Bank of Uganda Regulated Institutions
	No


The regulation of Micro Finance Deposit Taking Institutions is governed by the Microfinance Deposit Taking Institutions Act 2003.   There are five implementing regulations, on Licensing, Capital Adequacy, Asset Quality, Liquidity and Reporting Requirements.

Bank of Uganda supervises the MDIs through Onsite Examination (Risk based) and Offsite surveillance.  The annual supervision report on MDIs is available on the Bank of Uganda website www.bou.or.ug.  

D
THE PERFORMANCE OF MICRO FINANCE DEPOSIT TAKING INSTITUTIONS

Balance Sheet Structure

Total assets of MDIs grew by Shs33.8bn (or 26.3%) from Shs128.6bn as at end of December 2006 to Shs162.4bn as at end of December 2007. Similarly, deposits increased by Shs15.8bn (or 67.8%) from Shs23.3bn as at December 2006 to Shs39.1bn as at December 2007 while total loans increased by Shs28.3bn (or35.6%) from Shs79.4bn as at December 2006 to Shs107.7bn as at December 2007. The growth is mainly attributed to aggressive marketing strategies and is indicative of increased confidence in the sub-sector. 

Capital Adequacy

Total core capital stood at Shs27.3bn as at end December 2007 up from Shs21.1bn as at 31st December 2006 resulting in an increase of Shs6.2bn (or 29.4%). Core Capital to Risk Weighted assets ratio stood at 21.1%, which is above the required minimum of 15%. Total capital to risk weighted assets ratio stood at 31.2%, which is also well above the required 20%. The growth in core capital was mainly due to increase in  retained earnings in all MDIs.  

Asset Quality

Loans are funded from deposits and borrowing locally or externally. The non-performing loans in MDI stood at Shs3.1bn as at December 2007 compared to Shs2.4bn as at end of December 2006, an increase of Shs0.7bn.  However, the Portfolio at risk ratio (PAR) improved from 3% to 2.8% in the period under review. This is mainly attributed to improved risk management systems and compliance with on site examination recommendations.

Profitability

Year to Date (YTD) net profit after tax stood at Shs8.2bn as at end of December 2007 up from Shs3.2bn at the end of December 2006. Return on Assets (RoA) rose from 1.44% to 5.0% as at end of December 2006 and December 2007 respectively. Similarly, Return on Equity (RoE) rose from to 8.16% to 15.7% over the same period. This was attributed to increased volume of business coupled with expenditure control during the period under review.

Liquidity

Liquidity in the MDI sub sector remained satisfactory with surplus liquid assets amounting to Shs28.2bn as at end of December 2007 compared to Shs21bn as at end December 2006. Total Liquid assets increased by Shs9.6bn (or 39.2%) from Shs24.5bn to Shs34.1bn as at end of December 2006 and December 2007 respectively.   Although the ratio of liquid assets to total deposits modestly declined from 105.5% to 87.1%, the lending ratio increased from 60.4% to as at end of December 2006 to 65.8% from 60.4% at the end of the period under review. All MDIs were in compliance with Section 19 (h) of the MDI Act, 2003, which prohibits intermediation of Loan Insurance Funds without approval from Bank of Uganda.

Off-Site Surveillance

Statutory returns are reviewed on weekly, monthly and quarterly basis. The successful implementation of electronic submission of returns was accomplished by MDIs in February 2007.  Additionally, the MDI offsite analysis manual has been drafted with the assistance from the external consultants. 

Branches

Five new branches were opened by two MDIs bringing the total branch network to 86 and spread out in different parts of the country as at end of December 2007.

E
BENEFITS OF REGULATION

· MDIs now have better risk management systems in place because of the Bank of Uganda requirement for strong governance structures.

· Improved professionalism in the way business is conducted.  More skilled staff has been employed and Management Information Systems have been upgraded to meet reporting requirements.

· Improved corporate image especially to potential shareholders, financiers and the general public.

· Enhanced innovation that has led to the development of new products being offered by MDIs to the clients.

D
CHALLENGES
· Level of Capitalization

One crucial challenge is ability to raise additional capital and getting shareholders or investors with deep pockets.  It is generally accepted that even with the high credit and operational risks of MFIs, paid up capital and reserves should be over and above the minimum required to support the growth of the Microfinance Deposit Taking Institutions.  The shareholders should also be able to inject more capital if required.

· Management Information System
· Management Information System is a key issue given the numerous transactions in the MDI’s.   The administrative, operational processes, including internal control system must be regularly reviewed.

· Danger of Politicization
Through the intense political debate on the MDI by legislators, Microfinance gained much public and political attention.  However, some politicians seem to see Microfinance as a panacea for poverty alleviation and insist that interest rates should be brought down.  Stakeholders, therefore have to take a proactive approach. 

· Deposit Mobilization

Licensing of MDIs opened the gate for cheaper fundings.  However, deposit mobilization has proved to be a challenge and the projected level of deposit mobilization is yet to be achieved.  In the meantime, the MDIs have to fill the gap with local and external loans from investors or shareholders.  Some of the facilities have been expensive and impact on the income statement in view of the increased borrowing at market rates and interest expenses

G
THE MAJOR SUCCESS FACTORS IN REGULATION AND SUPERVISION OF MDIs IN UGANDA

The major success factors for regulating and supervision MDIs have been the following:-

(i) Enabling Policy Framework.

Uganda has a consistent and enabling policy framework for the financial sector development.  Government is committed to creating and maintaining an environment that is conducive to the sustainable growth of the Microfinance industry.   

(ii) Clear Policy

The 1999 policy statement clearly defined the goals of the law.  The Clear Policy focuses on Safety and Soundness of sub sector and it was widely adopted and based on agreed principles.  All the stakeholders participated in drafting the MDI Bill.

(iii) Clear Mandate for Bank of Uganda.

A task force within Bank of Uganda developed  major principles on how to regulate the industry.  Bank of Uganda followed the prudential view driven by the understanding that the best way to promote Microfinance business would be to provide a conducive regulatory framework for the industry.  The Bank of Uganda with support from the members of parliament and other stakeholders pushed forward a set of principles in line with international best practice.

(iv) Donor Stakeholder Consultation and Collaboration

Consultative and collaboration among the relevant stakeholders contributed significantly to the success of the legislature process in Uganda.  Donor funding, policy advice and technical input played a substantial role in development of the regulation.

The issue of regulating tier 4 institutions lies with the Ministry of Finance, Planning and Economic Development.  Draft bill and regulation has been prepared and circulated for comments from stakeholders including donors, experts etc.

Bank of Uganda is mindful that the extension of financial services to the economically active poor can play a key role in economic development.  Therefore, the sustainability of MDIs is of essence in order to be able to play at their role into the  future.

We are committed to ensure that the MDIs operate efficiently and effectively and that they are able to provide efficient financial services to the clients and contribute the growth of a sound and stable financial system.

Although Bank of Uganda regulates and supervises MDIs, we encourage continuous dialogue with stakeholders to ensure that innovation and creativity are not stifled.  I wish to acknowledge the support from the donor community (Both to the Microfinance sector as a whole and to Bank of Uganda in particular), which has contributed greatly to the attainment of the achievement so far.

I also congratulate the organizers of this conference for an enriching programme, which covers diverse topics of interest regarding the optimizing financial service delivery to the rural areas.

· Conclusion

The Bank of Uganda policy on Microfinance is fully committed to ensuring increased outreach and sustainability.  The bank believes that adequate regulation and supervision of these institutions can play a key role in economic development.  The role of  Bank of Uganda is to create an enabling environment for the sustainable growth of Microfinance in a safe and sound financial sector.

Because of the overall positive experience, Microfinance in Uganda has increasingly drawn attention of donor agencies, experts, central banks and practitioners from other countries e.g. Angola, Namibia, South Africa, Kenya, Tanzania, Ethiopia and Nigeria but to mention a few.
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