




















improved political and security situatiOQ. Actual transactions ii from the levels which would be pred!,c�ed by the parallel market 

the parallel market would seem to be mucb below the US$ 100 milli01 exchange rate. some of these deviatioitZ are associated with 

(perhaps USS 30 ■illion) reflecting the . fact that fllUch of th, speculation surrounding budgets and devalua·�ions which are discus.sed

foreign exchange is used directly by the recipient, rather that in section 6. Here we are concerned with long-run changes in the

being sold on the market. real rate. Between August 1987 and .June 1988 - between the two 

budgets - the real parallel market rate was between 90% an� 100% of

We 1 . f th j de . f h 11 l k t-h-en, h 1· t has dropped to can c ass1 y e ma or terminant'f.J o t e para e mar e1 its .Januarry 1987 value. Since owever, 

exchange rate, in a.tch the same way as we would the determinants 01 between 60% and 70% of the .January 1987 value.

a "floating" exchange rate anywhere, through reference to the theon 
of "portfolio choice". Peoples' choices as to whether to hold theit Often a market determined real exchange rate is positively

assets in foreign currency rather than local currency, or local correlated witn inflation for portfoli9 choice reasons: the higher

assets, are reflected in the '"capital account" of the parallel the rate of inflation, the higher the opportunity cost of holding

■arket. The most important factor affecting these choices ii local currency and therefore the higher is the real demand for

general confidence in the political environment and the stability o1 foreign exchange. This has been applied as an assumption to

the security situation. Currently, as long as that situation i! theoretical models of parallel markets f�r foreign exchange11 -

improving, there is likely to be a tendency to repatriate assets t, 
Uganda. Of 110re narrowly economic interest, the stability of th, Graph 4 shows the rate of inflation (INF> 1 2 - I_t can be seen

local currency will be an important factor. High rates of inflatim that the real parallel fllarket exchange rateJ,moves with inflation.

will make it less desirable to hold domestic currency because of. the Below lOO% inflation, the real parallel market •�change rate is

resulting negative real interest rates. There is no doubt that roughly constant. Above 100% inflation, there is a strong

foreign currency is often held simply as a reliable store, -of value. relationship. Graph 5 shows the· actual real parallel market rate

Below, we look at the relationship between inflation and the real plotted with a line predicting the parallel market rate from the

parallel aarket exchange rate and the impact of sales of official rate of inflation; based on datapoints with over 100% inflation. 

foreign exchange for (co,apeting) consumer goods on the paral�el Therefore the rate of inflation is a primary determinant of the long

aarket. By increasing the total supply of foreign exchange n.1n n:tal parallel market exchange rate _for the reasons of _portfolio

(official and parallel market), the marginal price (the parallel choice outlined above. 
market exchange rate) is pushed down. We then look at the • 
relationship between nominal money stock and the nominal parallel Allocation of official foreign exchange -�
market rate. 

Sales of foreign exchange may reduce the stock of money in the

Inflation and the real parallel -market rate economy if the shilling counterpart - the shillings used to pay for

the dollars bought - is "sterilised", (ie not allowed to increase

Graphs 1 and 2 showed the close relationship between the - the -monev supply), either directly by the Bank of ·Uganda,· or by

parallel market rate and prices. Graph 3 shows the "real parallel reducing the Government budget deficit. This "Open Harket

market exchange rate" (RBER) - that is, the parallel market exchange Operat.ion" will depend on the amount of foreign exchange sold and

rate divided by the price level. It shows the deviations of prices the price at which it is sold_- This reduction in nominal money
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