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This Discussion Paper is published by the Ministry with the sole

aim of informing economic debate and stimulating discussion. The
views expressed are those  of the author alone and in no way

represent the policy or opinion of the Ministry of Planning and
Economic Development, or of the Government.
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EXECUTIVE SUMMARY-

This Discussion Paper examines the impact of an official
devaluation on the Uganda economy by considering the effect on
the balance of payments, the general price level, the Government
budget and the industrial sector.

The official exchange rate is shown not to directly
determine any component of the official balance of payments.
prawing on the analysis presented in MPED Discussion Paper 1 it
is shown that prices are determined by the parallel market
exchange rate and not by the official exchange rate. And that
changes in the official exchange rate have no impact on the
parallel exchange rate.

A simplified version of the Government budget is used to
demonstrate that an official devaluation has a very favourable
impact on the budget deficit. This is because the Government of
Uganda typically achieves a surplus on the foreign exchange
account; therefore, after a devaluation government foreigri
exchange revenue, expressed in shillings, goes up by more than
government foreign exchange expenditure, expressed in shillings,
goes up. Therefore there is a net shilling gain to the government
budget and, as a result of devaluation, the government budget
deficit is reduced. Subsequently, for a given level of shilling
expenditure, a reduced budget deficit means”' that the Government
need not print so much money. It was shown in Discussion Paper 1
that it is necessary for Government not to print money for
inflation to be reduced. Through the gain to the government
budget, an official devaluation is anti—-inflationary.

But the gain to the Government budget is equal to a loss of
economic “rent” to those who have been receiving cheap official
foreign exchange. It is argued that industry is not best
suppor ted through the subsidy implicit in an over-—valued exchange
rate because of the costs associated with an over—valued exchange
rate. An explicit subsidy to industry is the most efficient means
of support. In any case, it is not the price of foreign exchange
which is important in ensuring increasing industrial production,
but the reliability of regular supply of foreign exchange. The
data contained in the industrial production index does not
support the idea that industrial production is interrupted by
increases in the price of foreign exchange as a result of a
devaluation.




1.

Introduction

The first MPED Discussion Paper, to which this is a sequel,
considered the relationship between money, prices and the
parallel market exchange rate. This paper examines the impact of
an official devaluation on  the Ugandan economy and in doing so

draws on some of the analysis pPresented in the first Discussion
Paper .

Discussion paper 1 showed that the official exchange rate
did not directly determine any price in the economy. It was
shown that prices change with changes in the parallel market
exchange rate. The paper then went on to consider what determines
the parallel market exchange rate. A high rate of inflation leads
to a higher parallel market rate; official foreign exchange,
allocated for consumer goods competing with Parallel market
imports, lowers the parallel market rate; and increases in money
supply will both increase nominal demand, and push up the
parallel market exchange rate. Each of these effects was
demonstrated~using recent macroeconomic data.

Discussion Paper
monetarist economics in

1_showed that, regardless of the merits of
other countries, in Uganda increases in
money supply are quickly reflected in increases in the general
Price level: directly, through increases in nominal demand for
local products, and indirectly, through pushing up the parallel
market exchange rate, as described above.

Finally, Paper 1
speculation on the price

considered the

short-term effects of
level at times of

official devaluation.

This paper moves on  from that analysis by examining, in
detail, the effect of an official devaluation on the Uganda
econamy. The effect of official devaluation on the official
balance of payments:; the general price level - drawing on Paper 1

~ the government budget: and the industrial sector; are each
gonsiQered.in turn .
e  It~is_,argued/ that the official exchange rate does not

wdirgctly determine any of the major

compongnts of the official
balance of.

2 ¢ payments, and therefore devaluation does not affect
the, balance of payments. Paper 1 argued that the official
exchange rate is not a major determinant of the Price level:
therefore a devaluation is not directly inflationary . A change
in the official exchange rate is imgortant'macroecongmically
because it transfers resources from net purchasers of foreign
exchange to net sellers of foreign exchange. It transfers the
implicit economic "rent” gained by official foreign exchange
allocatees - thr ugh being able to buy inputs at prices set by
the official exchange rate and sell output in the marketplace
where prices are set by the the pParallel market exchange rate—
into government revenue. Increasing government revenue permits—

}

the governmeqt
This
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: . nditure a re
iven real expe
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i ici exchange rate deva ‘
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‘ - i xcha .

f official foreign e cduced. Their
alloca§§§§ations of official foreign exchaqget a;i ;ections B
i ent is discussed in section 5. Flrsh’n o rate is not a
predicament because the official exchang ate
3, we review why, be of official exchange

u ; - rice the  impact the general
marglna} y the,official Balance of .Paywe”ts and es at least,
deYalu?tlgg onis for short run stabilisation purpos

price level, ’

relatively unimportant.

5 . ith short-—
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2 The impact of official exchange rate devaluation on the
official Balance of Payments

Uganda’s Official Balance of Payments may
follows-

be summarized as

Official Balance of Payments

Receipts ___Payments

Coffee Sales (g)
Other Exports (OE)
Program Aid (p)
Project Aid (a)

0il Imports (0)
Government Imports (G)
Debt Payments (D)

Private Imports (M)
(including Program Aid)
Imports under Project Aid (Q)

Reserve Accumulation (R)

In assessing how a change in the official exchange rate
will affect Uganda’s balance of Payments, that dollar
Prices facing Uganda in the world markets can be taken as given.
The volume of coffee sales (C) is set by Government purchases of
coffee through the CMB. The all export crops
purchased by export marketing boards are determined not by the
world price facing Uganda
official exchange rate,

we assume

volumes of

converted into shillings at the

but by the government determined nominal
which is set within Uganda in The

willingness of farmers to supply coffee, and other commodities,
for

purchase price, shillings.

export at the Government price will depend on the price

offered relative to the general price level, (or relative to the
Parallel market exchange rate), and on their likelihood of
actually being Paid. But the volume of export crops will

certainly not depend on the official exchange rate.
of programme aid and project aid are determined by
between the government and the donors.
pProbably the only imported goods which are
with relatively un-rationed
exchange. Therefore the supply of
the demand for Petroleum products,
official exchange rate, but by

The volumes
agreements
Petroleum products are
supplied to the public
supplies of official foreign
Petroleum products depends on
which is not determined by the
the retail price of petroleum

general price level/parallel market

i to the
b il determined by the

Government _
exchange rate. , . o
ernment foreign exchange cashflow; which depends on p
gov

. -ermined by
ipts from export crops. Debt payments are pre-dete
rece

foreign debt obligations. |
the Uganda balance of pavyments,

products

imports are

Private imports are,
the government’s

in practise, a resid9§l item in ‘ oy st
qual to disbursements of programme aid plus e
e

t

en satisfied. . . . )
S official exchange rate is not a direct determinan

Therefore the
of any component of the balance of payments.

less rationed official
rate

a move towards a
the official
Currently, exporters

In the longer term,

hange
payments will make exc g

balance of

inal price of imports.
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either through direc =
ffee purchase price is set with a heavy concern fo -
. the official exchange rate is effectively
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Ultimately, the
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3. The impact of official exchange rate devaluation on

the general price level

In Discussion Paper 1, it was argued that it was the
parallel market exchange rate, and government determined prices,
(especially petroleum products) which are the key determinants of
the general price level. Domestic prices are set by the marginal
cost of supply — the parallel market exchange rate - when supply
from official foreign exchange is rationed. It is only indirectly
that the official exchange rate affects the price level. Here
we note a number of these indirect effects:

Government determined prices and the official exchange rate

The key prices are the purchase price for coffee and the 0il
Companies’,retail prices for petroleum products. These have
been adjusted in line. with nominal devaluations of the official

exchange rate (see graphs 1 and 2} in the past. This has
reflected the Joint need to adjust both prices and official
exchange rate for past inflation. But it is important to note

that as long as it is policy to set the official exchange rate at
a significant discount from the parallel market rate, there is no
economic reason to set the nominal prices in line with the
nominal official exchange rate. Incentives to smuggle coffee and
0il out of the country depend not on the official exchange rate,
but the parallel market exchange rate. There can be an official
devaluation without these prices changing. In section 3 we
examine the effect of a devaluation of the official exchange rate
on the assumption that government determined prices remain the
same. This does not imply a reduction of the real o0il price, or
the real coffee price, {(where "real” price is the “nominal” price
divided by general price level, or by the parallel market
exchange rate), because changes in the official exchange rate
have only small order effects on the general price level. It does
imply a vroughly constant real price for coffee and oil. The

merits of changing the real coffee purchase and petroleum product

Prices and Exchange Rates

.
.

Graph 1

1982-1989
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retail prices can be the subject of a separate analysis.

The parallel market rate and the official exchange rate

If changes in the official exchange rate alter the parallel
market exchange rate, they would indirectly alter prices. In
Discussion Paper 1 the short-run response of the parallel market
exchange rate in- the speculation survounding an officiai
exchange rate devaluation was discussed. But what effects would
we expect an official exchange rate devaluation to hqxe on the
supply and demand for foreign exchange in the parallel market?
1f, as is argued in section 4, a devaluation reduces the
government deficit, then the supply of local curre?Fy to the
parallel market is reduced, reducing nominal demand foEKparallel
market foreign exchange. In addition, as inflation iigreduced,
traders and businessmen will be more prepared to hold assets in
local currency which will reduce real demand for foreigg:exchange
on the parallel market. This is for "portfolio ghoic%é reasons
{see Discussion Paper 1 and appendix 2). -But other thgn via the
overall level of nominal liquidity in the economy, th%%? are no
major effects on either real supply, or demand, fqglgarallel
market foreign exchange and therefore no major effecpgg on the

parallel market exchange rate.

However, an increase in the real prices of coffee purchases
and petroleum product sales may be expected to reduce supplies of
foreign exchange to the parallel market (by reducing smuggling),
thus increasing the parallel market exchange rate and prices.
But we are trying to identify here the effect of changes in the
official exchange rate, and not the effect of changes in

government determined prices.

It is possible that some foreign exchange on the parallel
market is diverted from the official market. Reducing the
premium obtained from an official exchange rate devaluation may

be expected to reduce the incentive to divert funds to the



parallel market, reducing the supply of foreign exchange, and

raising the parallel market exchange rate and prices.

Firms which receive official foreign

exchange receive an
implicit subsidy as big

as the difference between the official

exchange rate and the parallel market exchange rate

- which is
the marginal cost of foreign exchange.

This subsidy may be

important  in determining firms’ profits for re—investing,

willingness to engage in medium term investments {even in workin
capital) and ability to obtain official credit to engage in suc
investments (see section 5).

5 0
h +
But it will not affect the price of
goods which are being imported at the margin with parallel market
foreign exchange.

The effect of Import taxes on inflation

Finally, there is one important autonomous effect of an
official exchange rate devaluation

on the general price level-
the shillipg value of

imports, for the purposes of assessing ad

valorem import taxes, are calculated at the official exchange

rate; even if they are imported under Ministry of Commerce "Na

Foreign Exchange Required" licenses using parallel market
foreign exchange. So the marginal cost of traded goods to
traders, and thus the consumer, is increased after
through increased ad valorem taxes.

1986—1989

a devaluation

Prices and Exchange Ra

In summary, the domestic price level

is determined by the

.
*

parallel market exchange rate and government determined prices. N -

It is mostly through changes in government prices and shor t-run I

(and reversible) speculative phases that devaluation is Q.

associated with inflation in the public mind. We also noted that Eg ‘\\“
the use of the official rate to value taxable imports implies a @

small direct effect on the price level._
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4. The impact of official exchange rate devaluation on

the Government budget

Government receives income both in foreign exchange and in
local currency. Similarly, Government incurs expenses in both
foreign exchange and local currency. Since Government receives
as taxes the difference between o0il company sales income and oil
company costs at a given official exchange rate, we can think of
Government local currency income as including petroleum product
sales income net of local costs, and Government foreign exchange
expenditure as including all foreign exchange costs of petroleum
product imports. Ssimilarly, since Government receives as taxes
the difference between net CMB receipts of foreign exchange from
exports of coffee and their local costs (including purchase
price) to produce that coffee, we can think of Government foreign
exchange income as including the coffee sales income and
Government local currency costs as including the purchasing and
processing costs. If we include foreign financing of the budget
in foreign income, the residual government deficit (or local
financing requirement) is equal to: the deficit on local currency
income and expenditure, plus the official exchange rate times the
dollar deficit (or negative surplus) on foreign exchange income
and expenditure. It is because Uganda typicaliy achieves a

surplus on its cgovernment foreian exchange account that

devaluation reduces the budget deficit.




The static impact of official exchange rate devaluation

Consider a simplified version of the government budget -

INCOME

EXPENDITURE
Government
nm Government
iore%gn exchange foreign exchange
eceipts expenditure

Export Sales (C+0E)
Program Aid (P)
Project Aid (Q)

0il Imports (0)
Project Aid Imports (Q)
Government Imports (G)
Debt Repayment (D)

Government

Government
ioca! currency local currency
eceipts expenditure
L
Ogiaéafggrency taxes Local currency expenditure
Export Purchases
W . .
hat is the impact on the government budget of an official

exchange rate devaluation under the following assumptions?-

(i) there is no change in government determined prices (so

that 0il Sales and Export Purchases remain constant in shillin
terms) °

(ii) there is no change in local currency taxes,

- in shilling

(iii) there is no change in

the supply of funds t
parallel market as a result et e

- of the devaluation, so that the
parallel market exchange rate stays constant; and

(iv) no change in local currency taxes, the parallel market

exchange rate and government determined prices

together im
changes in il

the general price level: thus Local currency

e . .
xpenditure need not change for a given level of services

The surplus in foreign exchange in the government budget is, (in

dollars using the symbols given abave):
FS=C+O0E+P+0Q — (0+6G+D+ Q)

Let LD stand for the deficit in local expenditure, and e
stand for the exchange rate (shillings per dollar), then the
total deficit (local financing requirement) equals:

P = b - (e * FS)

This says that the total budget deficit equals the deficit
in local currency less the surplus in foreign exchange times the
exchange rate. Therefore an increase in the official exchange
rate (e), means a decrease in the overall Government deficit
(D); as long as the foreign exchange surplus {(FS) is greater than

zZero.

This reduction in the government deficit appears to be a
purely “paper gain", an accounting trick. So who actually pays
for it? Those with access to official foreign exchange have to
pay more shillings for their dollars after a devaluation: they
are having to pay. A devaluation is important macroeconomically
becasue it transfers resources from net recipients of foreign
exchange to net sellers of foreign exchange. This is most easily
seen by comparing a consolidated public sector budget with the
Balance of Payments summary we outlined in section 2. Since all
non-barter exports in Uganda go through government parastatais,
with the government taking as tax the difference between wor ld
price and local costs, the only private transactions in the
official Balance of Payments are sales of foreign exchange by the
Bank of Uganda to private importers. The amount sold must be
exactly equal to the public sector surplus in foreign exchange
(excess of income over expenditure) plus decumulation of BOU

reserves. Therefore it follows that total credit expansion in



th . B —
e economy 1s equal to the deficit in local currency of the

public sector minus net sales of toreign exchange

to the private
sector (valued at the official exchange rate), plus private

credit expansion. This is shown in Appendix 1

[llustration with the 1989/90 budget

Below is a summary of the 1989/30 budget broken down into
ia, 1b) and local (table 2) items.
the published budget

of the figures are

foreign (tables This summary

estimates, but since

this

is based on budget

estimates are not in format, some

indicative only. We assume initially that the official exchange

rate remains unchanged throughout the vear at 200 shillings per

Us dollar. 1In particular, it is assumed that all import support

funds are sold at this rate.

{(Us dollars)

Table la: Foreign Exchange Items in the Budget

Receipts (US$ million)

Ccoffeel 285 0il Bill 80
Import Support 200 Recurrent Imports 50
Project Support 240 Debt Payments® 20
Project Support 240

y$e

Total 725 Total 430

foreign payments and expenditure of
Conver ted at
rate of 200 shillings to the dollar, Table 1la

Thus there is a surplus in

usg 295 million. into shillings, the current
official exchange
becomes:—

Table 1b:-: Foreign Exchange Items in the Budget (Uganda shillings)

(at exchange rate 200 USh/US$)

Receipts (USh billion)

payments (USh billion)

Cof fee 57 01l Bill 15
Import Support 40 Recurrent imports 10
Project Support 48 Debt Pavments 14

Project Supporil 48
Total 145 Total 90



Therefore the foreign exchange surplus, in shilling terms,

is 55 billion shillings. Local items in this formulation are

local taxes and expenditure, and receipts from petroleum product
sales (Government receives the difference between local sales and
to

receives the difference between foreign export receipts and local

foreign import costs) and payments farmers

(Government

purchase costs):—

Table 2: Local Items in the Budget

Receipts (USh billion)__ Payments (USh billion)
Domestic Revenue3® 64 Domestic Expenditure? 1SS
0il SalesS ~ 26 Coffee ?urchases6 50
L cElonn = e e 293
This gives a deficit on local items of 115 billion

shillings, and an overall deficit (on local and foreign items) of

60 billion shillings. Combining tables 1b and 2, we have:-—

Table 3: Consolidated Budget (at 200 USh/US$)

Receipts (Ush billion) Payments (USh billion)

Domestic Revenue 64 Domestic Expenditure 155
Coffee Taxes 7 Recurrent Imports 10
0il Taxes 10 Debt Payments 16
Import Support 40 Project Support A8
Project Support 48

Total 189 Total 229

S e g Ghe e G i e e S G e e e e e e T s A i S A e ——

e e s e (e i e S A A S - —— W St o —— o —_— -
s s s e s s - o . e o e e o . — — s o — —— o ——

Now suppose the official exchange rate was devalued to 400

shillings to the dollar. Table 1b would become:-

Table 1b’: Foreign Exchange Items in the Budget
(Uganda shillings at exchange rate 400 ush/uss)

Receipts (USh billion) Payments (USh billion)

caffee 114 0il Bill i 32
Import Support 80 Recurrent imports 20
Project Support o6 Debt Pavments 32

Project Support 96
Total 290 Total 180

e . . - - - s -~ —— — o P v o ey e e At v o T i [ G Mo o e e s e sme

combining tables 1b’ and 2 to give a new consolidated budget

gives:—

Table 3’: Consolidated Budget (at 400 USh/US$)

Receipts (USh billion)

Payments (USh billion)

Domestic Revenue 64 Domestic Expenditure 155
Coffee Taxes 64 Recurrent Imports 20
0il Taxes - Debt Payments ' 32
Import Support 80 Project Support 26
Project Support 96

Total 298 Total 303

Thus a budget deficit of 60 billion shillings is Feduced to

S billion shillings. This is the simple accounting benefit of

changing .the official exchange rate, which on the assumptions we

have'made‘so far would not have a ‘“cost—-push” effect on prices.

e have assumed that there has been no increase in the

nominal value of taxes, expenditure, or domestic prices in line



with the devaluation. We have assumed constant real government

expenditure, so that the cost of recurrent imports has gone up in
line with the

exchange rate devaluation. If total nominal

expenditure were held constant, including imports, so that there
was a recurrent imports, there would be an
additional 10 billion shilling benefit to
from the

imports.

real reduction in

the government budget
assuming US$50 million of
If taxes on imports were allowed to rise
the devaluation

devaluation, recurrent

in line with
{(which is in practice an autonomous effect of

devaluation, see section 3, above)}, this item of revenue (non—oil

customs duty plus sales tax on imported goods) would rise from 17
billion shillings at 200 sh/¢ to 34 billion shillings at 400
sh/$. If the increased shilling cost of petroleum products were
passed on to the consumer (with total nominal
the same),

taxation remaining
there would be a gain of 16 billion shillings. Note
that both the last two measures the latter) would
have direct impact through costs (unlike the
On the other hand if all the gain from the
devaluation to shilling revenue
the coffee producers, the budget deficit would be increased by 57

billion (there would be a decrease in export taxes
because of increased coffee purchase costs).

(especially
~inflationary
devaluation itself).

from exports were passed on to

shillings

The effect of a devaluation
depends on

from 200 Shs/¢ to 400 Shs/$
the assumptions made about changes in government
prices and expenditure. The effect of devaluation
summarised as follows-

can be

1. Assume -
Effect:

no change in other items in the government budget:
— a gain of 55 billion shillings

2. Assume: total nominal government expenditure constant (real

expenditure on recurrent imports reduced):

Effect- — an additional 10 billion shillings

f]

taxes on imports rise with nominal value Qf imports

- Assume : ' . . :
’ Effect: - an additional 17 billion shillings
4 Assume- assuming petroleum prices rise in line with the

- exchange rate:

Effect: — an additional 16 billion shillings
Taken together, 1,&\2, 3 and 4, imply a total benefit to the

government budget in increased revenue of 108 billion shillings.

But:

5 Assume: export purchase prices rise with increased shilling
- value of shipments:
Effect: ~ a loss to the budget of 57 billion shillings
. luation

The net 55 billion -shillings gain from a pure devaluati
would be sufficient to pay 100,000 civil servaqts an extra 45
thousand shillings a month salary with no change in the budg?t
deficit These gains to the government budget have their

eign
counterpart in increased costs to net purchasers of foreig

Government has a US$ 295 million surplus (see table
reserves at the Bank of Uganda, the

exchange.
1). Assuming no change in
and parastatals must be net purchasers of US$ 295
The

private sector
It is they who must pay the
industrial users following devaluation are dlscussed

illion increased price.
million.

problems of
in section S.

This exercise illustrates the implications of the structure
of the Government budget for the impact of devaluation, based.on
initially, with all foreign
fiscal year at the current
to the dollar, as

extreme exchange rate assumptions:
exchange transactions throughout the
exchange rate of 200 shillings
all transactions at the current SIP exchange rate of
the point of view of the

official
compared to
400 shillings to the dollar.
simple accounting gain to
whether the higher

From
it would not

all

the government budget,

matter exchange rate were used on



transactions, or only on the sales of the US$ 295 million
surplus”. However, in the longer term, using the lower exchange
rate for

. transactions “"netted out” within government accounts is
of little benefit to anvone and

; creates lohg—run inefficiencies
in

allocation excessive

through foreign expenditure by

rate on only some of the
US$ 295 million surplus would enable Government to direct cheaper
foreign exchange to some users.
higher rate

government. Using a higher exchange

The danger is that sales at the

. to charge a realistic rate to those
recelving cheaper foreign exchange.

reduce pressure

‘remains constant and the shilling value of the

The dynamic impact

This analysis of the structure of the Government budget also
the budget deficit,

Suppose that “real” income and expenditure

has implications  for changes in and

inflation, over time. -
remain time, so that foreign components of the
budget
dollar
line with domestic inflation.

with

constant over

remain constant in dollar terms (assuming negligible

inflation), and local components of the budget grow in
Suppose the budget is initially in
of foreign income over foreign

balance, a surplasr

expenditure financing a deficit on local income and expenditure.
that there

revenue, so that the budget goes

shortfall on some component of
deficit.  The
to finance it,

NOW sSuppose is small

temporarily into
deficit implies money creation {(printing money)
which in turn implies inflation, which further implies a larger
deficit, because the shilling value of the foreign surplus
{localAdeficit
In the absence of aefficial exchange rate

grows with inflation.

devaluation, or further austerity (a permanent reduction in real
Government expenditure),’ the deficit will grow larger and larger
and inflation will accelerate. There is therefore a clear lesson

for policy-making: if a budget plan goes off course, it can be

corrected by decreasing real expenditure or increasing revenue.
In

increasing revenue.

Uganda, official exchange rate devaluation is one way of:

Delaying exchange rate devaluation will'make
Inflation

which increases*the real budget deficit, implying

the situation much worse. creates an overvalued
exchange rate,

vet further increased inflation?.




5 The impact of official exchange rate devaluation on

the Industrial sector

Section 4 emphasised the benefits«to the Government budget
of devaluation and the
However,

resulting reduction in inflation.

for every shilling gain to the Government from

devaluation, someone else is losing. Allocatees of official
to pay closer to the market
foreign exchange are losing the benefit of cheap forex.
therefore think of the gain to the government budget as

from a reduction in

foreign exchange who have price of

We may
deriving
an "implicit subsidy” to users of
foreign exchange. What is the impact of that reduction?

official

For those who are able to go out and sell goods imported at
the official rate at parallel market prices, the only impact is a
reduction of their excess profits (or - "economic rent")_. But a
large proportion of official foreign exchange,
the programme aid funds from external donors, is used to finance
inputs into industrial production -
for

including machinery, parts
repair of machinery and raw materials. These industrial
users also receive an implicit subsidy: because, although their
inputs are priced at the official exChange'rate, the prices of
competing imports of final goods are determined by the parallel
market rate; so the market price for their products is therefore
determined by the parallel market rate. Official exchange rate
devaluation causes a reduction in that subsidy.

In addition, many firms in the industrial sector suffer from
liquidity problems. Even if they were able to make a profit at a
higher (less subsidised)
access to the increased,

exchange they might not have

shilling, working capital requirements
at the higher exchange rate.

rate,

Ongoing disputes about ownership
exacerbate the problem of firms’ access to credit.

Overall output appears to fluctuate around the times of

official exchange rate devaluation. Graph 3 shows the revised

including most of-

monthly index of industrial production recently published by the
statistics department of the Ministry of Planning® with the real
official exchange rate (scaled to fit
January 1987, been a
industrial production, but industrial \
month to manth. Two of the substantial drops in production came

at around the time of large devaluations: in May 1987 and July

the same axes). Since
trend

production fluctuates from

there has clear increase in

1988. Production drodped 302 from March to June 1987 and 23%
from June to 0ctober\1:§§9- It does appear that output drops in
response to an officiaz exchange rate devaluation. But the 1937
drop in production comﬁpnced in March 1987, before the currency
reform and devaluation in May. After the devaluation, production
immediately began to increase. This would suggest that other
factors are involved. The second drop is for the two months

At this time prices were

in the

follwing the July 1988 devaluation.

leading to a decrease real stock of
It is far more likely to be the case that

and liquidity

increasing rapidly
money in circulation.
exchange,

supply of fonéign

industrial production

an interrupted

falls in than changes in

exchange. This can be indirectly confirmed

squeezes, cause
the price of foreign
by the fact that people continue to go to the parallel market for
price simply to receive the

foreign exchange and pay a higher

dollars quickly.
inputs to

giving effectively subsidised

inefficient way of encouraging

In case,
industry
industrial production, because it encourages the
rather than local inputs, and because it keeps inefficient firms,
which would not be profitable at a realistic
business. If it liquidity problems, rather than reduced
profitability, which is really

then it would be preferable to
and credit to the private sector, than to maintain an overvalued
The reduction in

any

is an extremely

use of foreign
exchange rate, in
is
the cause of reduced production,

increase both the exchange rate

exchange rate just for the industrial sector.
Government credit needs following devaluation would be partially

offset by the increased credit needs of the private sector. But



not be wasted on firms with

would

at least foreign exchange

little prospect of longterm success.
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3 Conclusion and some policy implications

The Paralle]l Market Exchange Rate, Money and Prices

Discussion Papers 1 and 2, in the overvieﬁlof'macroecoﬁbmic
relationships presented, have emphasised the importance of the
parallel market exchange rate as the marginal price for traded
goods. General economic conditions, the rate of inflation and
the supply and allocation of official foreign exchange are the
major determinants of the real parallel market exchange rate.

Changes in money supply feed rapidly into priceé,xboth directly
through goods markets and indirectly through the pé?allel mar ket
for foreign exchange. Large official exchange ratéldeﬁaluations
have in the past had major, but temporary, disruptive effects on
these relationships through speculation. e '

n

The Official Exchange Rate

Officigl‘ exchange rate devaluation allows Government to
reduce Government borrowing, and thus inflation, without reducing
real Government services or the real coffee price paid to farmers
(section 4). It cannot be overemphasised that devaluation
should. not be viewed as a substitute for the urgent need to
;incréqgé real domestic tax revenue as the only long~term solution
to*mécroeconomic imbalance. However, in the short-term it should
not be delayed on the pretext of there ultimately being an
alternative longer—term solution because the correction of the
.current macroeconomic imbalances are a necessary pre-condition

'ff@?wthe achievment of longer—term solutions.

0n¢é§ﬁrices have increased, and the exchange rate has become
overvaluéd;:only permanent reductions in real expenditure or
official exchange rate devaluation can prevent an- increasing
'sﬁiral of budgei deficits and inflation (section 4).

.:An  additional reason for a prompt response is that




speculation about devaluation leads to excessive price rises and
— if they are not accommodated - significant recession in the
following months (Discussion Paper 1).

es of foreij exch for consumer
Shifting official foreign allocations from
productive inputs to consumer goods can have a significant
downward impact, or at a minimum a stabilising influence, on the
parallel market exchange rate, thus reducing inflation (and the
pressure to 1ncrease~cred1t). Incurring debt, even concessional
debt, in dollars for such a policy can be justified only if

relatively small amounts of sales can have a high impact on

inflation, given the importance of macroeconomic stability for
earning foreign

exchange

exchange to
(Discussion Paper 1).

service debt in the future

It would be preferable (section S) to increase the price of
foreign exchange for all allocatees, including industrial users.
However, while there are important economic and political costs
to increasing the price of foreign exchange to -some users, if
foreign exchange is to be sold for consumer goods, there is no
cost to charging whatever price the market will bear for consumer
goods allocations. This is recognised in the S.I.P. II policy.

APPENDIX ONE

Let the net puhlic sector sales of fureign exchange to the
Bank of Uganda {FS) be defined as in section 3.3a:

FS = (C+OEGHP) — (04G+D+Q) (i)

Using the delinitions of sectlon 3.1, the BaLance OE;Payﬁents

,-,”

can be summarized as: “\55
.
/

R = (CHOE+0trP) ~— (O+G+D+Q+M) (ii) : X

5

latlon and ™M is BOU total
11 that 80l reserve aocumu

sa?gga of foreign exchange to -he pw1vate secto; élnziudlng
program aid whose local cover goes to the government budget).

Now (i) and | imply 5{/ o
/. g
\ .

FS = M + (iii) W

reduces the
exchange rate from e to etde re
ublic sector deficit by FS ®*  de, thus reducing publlcfsector
Eredit gut since reserve accumulatloz (incge:se 1gns?§§ 3;9;32

) it exp "
ts) is equally reflected in lota re Se

:EZi tgtal credit expansion in the eo::om:xmﬁc (TC) equals expaqizzg
of private credit (PC) plus the def1c1z in local currency i

&n increase in the

in the government budget (LD} plus |the §hilliqg‘ v§luiwigZ
allocations of foreign exchange to he private sector at the
official exchange rate (e * M). 1
TC = PC + (2 * R) + D (iv)
where D is the total public sector deficit
D = LD - (e % FS) (v)
now (iii) and (v) imply:
D=1D - (e ¥ M) - (e ¥ R) (vi)
now (iv) and (vi) imply:

TC = PC + LD - (e * M)

C




APPENDIX TWO

It is intended that MPED Piscussion Papers should reach a
wide non-specialist audience in order to fulfil the aim of
informing and stimulating debate. In order to achieve this the
Papers present detailed economic analysis. This often entails the
use of economic jargon which is used for precision of meaning. At
the same time in order to make the papers accessible explanations
are offered, often examples are given and some of the terms and
the theories referred to are explained in an appendix.

"Portfolio Choice"- In explaining the levels and changes in
market exchange rates the theory of portfolio choice says that
individuals will hold a mixture of financial assets such that
they expect to maximise the return on those assets. In Uganda
people tend to hold shillings and dollars. When shilling
inflation is high, say above 1002, then the value of each
shilling decreases relative to that of each dollar. Portfolio
choice theory therefore says that at times of high inflation the
parallel market exchange rate will get higher than it would have
been for the equivilent conditions but lower inflation.

"Money Creation“: Discussion Paper 1 explained the definition of
“money” . as being nat Just notes and coins, but usually bank
deposits upon which cheques can be drawn as well. Money is a
proxy measure of the “liquidity” in the economy. “Money
creation” occurs when the government spends more than is receives
in revenue. There is a limit to the amounts which can be bor rowed
in shillings to finance the government budget deficit and usually
the Government has to resort to effectively printing money. This
is money creation. In the case of Uganda monetarist arithmatve
applies and such increases in the money supply lead to equivilent
increases in prices. Therefore it is a precondition for the
stopping of inflation that the government balances its budget and
does not have to resort to money creation to finance a budget
deficit. Given a relative shortage of revenue this means
disciplined expenditure control.

“Balance of Payments“: These are simply- the set of accounts
showing the transactions carried out between Uganda and the rest
of the world during the fiscal year. By definition they have to
balance: total inflows of dollars has to equal total outflows of
dollars. Inflows come from exporting, or from thedisbursements of
foreign debt and grants. Outflows of .dollars are used for imports
and for the servicing of the debt incurred to finance imports. A
self-sustaining economy might be though of as one which does not
need to rely on foreign debts, but which can cover import needs
and debt service through export earnings.

1. Based on average sale price of US$ 1.35 per kg

2. this assumptions about net accumulation of

arvrears

figure depends on

3. Egqual to total domestic planned revenue (81) minus coffee taxes
(7) and petroleum product taxes (10)

4. Equal to total planned expenditure (213). minus externally
funded project expenditure (48) minus government imports (10)

5. Equal to foreign exchange cost of petroleum products {(16) plus
government revenue from petroleum products (10).

6. Equal to foreign exchange value of coffee exports (57) minus
government revenue (7)

such as Pinto’s (see note 11) come to the
‘one—~off official exchange rate
devaluation, in the absence of changes in the real government
deficit, just creates temporary inflation before the black market
rate returns to the same premium over the official exchange rate as
before. They reach this conclusion because they assume (a) that Fhe
nominal price for coffee purchases is linked to the official
exchange rate, (b) that all other revenue and expenditure are also
linked to the offisial exchange rate and therefore, since the total
government budget is in deficit, the budget is a loser from
devaluation in the short run. In addition, it is assumed that the
black market exchange rate and prices are able to jump — upwards or
downwards — at the time of an official exchange rate devaluatign-
Together with the assumption of a Government deficit in fareion
exchange, this ensures that the economy always returns in the loqg
run to a steady state outcome where inflation and the budget deficit
are equal to zero (in a fixed exchange rate regime), with the
premium of the black market exchange rate over the official exchange
rate earning an implicit tax on exports which finances the rgal
government deficit. If Government has a surplus on fore;gn
exchange, then (1) official eéxchange rate devaluation improves the
budget in the short run (by the argument of section 3.3a) but (2)
even if the black market exchange rate and prices are assumed to be
able to jump, the forex surplus implies dynamic instability in the
path of prices and deficits (by the argument of section 3.3c; a
formal model showing the same result is available from the author).

7. Theoretical models
different conclusion that

8. Statistical Bulletin No_.IP/1 "Index of Industrial Produc?ion to
December 1988", Statistics Department, Ministry of Planning and
Economic Development {(June 1989).

9. Measured from pre-—-devaluation peak to post devaluation trough.



