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Uganda Shilling depreciation in FY2015/16: Can a
re-occurrence be mitigated?

OVERVIEW

The National Budget Framework paper for
Financial Year 2016/17 approved by Parliament
indicated that Government would pay interest
on debt worth Ug shs 2 ftrillion up from Ug shs
1.65 trillion in the current Financial Year 2015/16.
This rise in the interest payments for both
domestic and external debt of Ug shs 350
billion reflects increased costs of borrowing and
exchange rate depreciation

Exchange rate is the price of one country’s
money in terms of another’s. The exchange
risk includes depreciations and appreciations
of the currency (Uganda shilling) that impact
the free cash flows of a country. Local currency
depreciation creates a need for increased
resources to service the same level of foreign
currency debt. An appreciation has the opposite
impact.

In addition to debt service, depreciation of the
currency necessitates additional resources for
imports, missions abroad and foreign currency
denominated contracts; all of which are budgeted
for in Uganda Shillings but settled in foreign
currency.

Repayment of foreign denominated debt
increases the demand of foreign currency which
exerts more pressure on the shilling. This policy
brief assesses the Government’s interventions to
hedge against the re-occurrence of the shilling
depreciation.
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KEY ISSUES

e The causes of the Uganda Shilling
depreciation were largely external.

e The mitigation measures like
reducing imports and boosting/
diversifying exports are medium-
term measures that may not easily
be achieved.

e The GoU operates a flexible
exchange rate and cannot have
absolute control on the level of
exchange rate.

INTRODUCTION

The exchange rate used for the budget
for the FY2015/16 was Ug shs/$3,098
however, for the first 8 months of
FY2015/16 the Ug shs/$ exchange rate
fluctuated as indicated in table 1.

When the exchange rates were applied

to the actual outturns of interest
payments for the period July to
February 2016, it was noted that
Ug shs 15.053 billion was lost on

account of exchange rate depreciation
and could further rise up by 30"
June 2016.




May 2016

BNMAU Briefing Paper [12/161

ad3d4n '® NO9g -82inos

9T/ST0T A4 104 SYIUOW
(] N 2
2> N o ° o & A
$/sus 9049 «eooo & ? & %b & 4 & &
80 210y 98ueyox3 Ajy1uopy a8esany » A ° ? g ? 2 =
awn Oom\N
193pnq ay3 1e $/sys3n aiey adueydx3 008°¢
000°€ &5
$/sys3n a1ey adueyoxy ﬁ ﬁ 00z’ w
T , 00v'e &
>~ —— | oo
~_——1
008‘c
91/G102A4 aey Jebpng jsuiebe ¢/sys bn sejey obueyox3 Ajyjuop abelaay :|, ainbi4
ad3d-4n ® NOg -82inog
866°250°GL | leL‘zeze | L86°Lz8'E GZ8661°L €50°1L90°CLL | Z9L'0LE’L 822°9.Zv | 691065 | ¥£Z'806 (000) sus Bn u1 ssoj ejoL
188'8/€°02) 8€1'615'0C | 8¥S'€CSEE ¥G1'€50' v 106°€29'9 eY8'L¥G'L 080'29Z'€Z | 2820907 | S€6'8EL°0l 860°C @124 abpng
(000) sys sjuswAed 1se48)U| UINJNO
‘ ‘ 13 3 13 ‘ 3 ‘ ‘ ‘ ‘ ‘ ‘ I3 13 3 ] 3 QHNL m;><
688 LEY GEl 0/8'16L¢C | SEGGYE L€ 6.6 ¢5C Sl 896 98¢ L 6098988 80€8€GLC | ¢S 099V | L9V .IV9LL (000 )SYs SiuswiAe 1s8181u] UINKNQ
896'958'8¢ 0G€'€29'9 | 620°128°0 20T'9eS'y €9C'¥51'C 09€'9¢'2 WL'80G°L | ¥19'0LE") 607°99%°¢ $ sjuawhed jsausjul uINENO
GEY'e 1G¥'e 29¢e'e 6er'e 9€9°'c 199°¢ 8y5'e 09€'¢ | $/sus ajel abueyoxe yyuow obessny
€8e'e v8r'e z8€e'e 29e'e Gos'e 00L°¢ €99°¢ 0EP'e pua yjuow $/sys syes abueyox3

(910z AMeniga4-GL0z AInr) yuow Jo pus je Se 1ga( [BuJaX3 Uo SjusWiAed 1saiaiu| pue ajey abueyox3 Ajyiuop ;| ajqel

Ministry of Finance, Planning and Economic Development



BNMAU Briefing Panper [12/161

Causes of the exchange rate
depreciation

There are a number of causes for currency
depreciations including local and foreign factors.
The domestic factors form the main pressures and
stem from the dollar demand-supply imbalance
pressures from both public entities and private
firms. Dollar demand is heavier with government
and private firms demanding for both final and
intermediary goods and services from foreign
markets.

According to the Bank of Uganda (BoU) monetary
policy reports for the months of August, October
and December 2015, key to the exchange
depreciation was:

¢ The global strengthening of the USD on account
of strong economic performance amidst tight
monetary policy, the shilling depreciated year
on year by 40% against the United States Dollar
(USD) to an average mid rate of Ug shs 3,668
in September 2015.

e Bloated import bill: Although the import bill
declined by 9.2% to USD 1,527.1million, this
was driven by drop in the value of oil imports,
that declined by 34% on account of the drop in
international oil prices. There was also a decline
in private sector demand for non-oil imports by
8.2% from USD 1,144 million. However, the
import bill remained bloated amidst predictions
of increased private sector imports of consumer
goods especially during the festive season.
Additional factors that heightened the demand
for foreign exchange included continued
expenditure on public infrastructure projects.

e Increase in corporate demand on account of
payment of dividends and profit repatriation by
foreign owned companies.

e A reduction of inflows from Non Government
Organizations (NGOs) and personal transfers
in the Quarter to October 2015.

e Other unintended negative factors existed in
the form of currency speculation especially
in the run up to the presidential elections,
noise and expectation as different economies
compared to each other by offshore investors
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resulted into flight to quality and/or portfolio
assets reallocation from Uganda.

e Supply on the other hand comes through export
earnings and foreign direct investments;

e Reduced Exports: It was observed that exports
were subdued as export receipts fell by 4.6%
in the period ended October 2015 compared to
the same period in the FY 2014/15. This was
partly driven by declining commodity prices,
for example Robusta coffee prices declined by
20.2%. Food prices, as measured by the Food
and Agricultural Organization (FAO) food price
index, declined by 2% monthly in the quarter
to December 2015 affecting all major food
commodity prices. Export earnings remained
sluggish although receipts increased by 1% in
quarter 4-2015

¢ Direct investment net inflows declined by 29%
to USD 181 million. According to Bloomberg
markets news foreign depreciation pressures
arise from effects/implications of policy
changes in the developed economies like the
US, UK and Europe on developing economies.
A shift in economic policies in the developed
economies tends to trickle down into emerging
market economies like Uganda through
declines in demand for local exports, foreign
direct investments and other project support.
The interest rate hike of the US Fed rate in
December was seen to negatively impact the
shilling which depreciated by 2.6% month
on month basis by January 2016 as offshore
investors reallocated their dollars into US
assets.

Effects of the exchange rate
depreciation

e Fast paced exchange rate depreciation is a
negative supply shock for the economy,
it raises the cost of supplying goods and
services in the economy, because many
of these goods and services are either
directly imported or are produced locally
but require imported inputs during their
production. This effectively causes inflation,
for example in the month of September 2015,
headline inflation rose to 7.2% from 4.8% in
August, reflecting a pass through of exchange
rate depreciation to domestic prices.
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e The shilling value of the foreign currency
denominated loans grew on average by 39% in
September and 36.8% in October on a year on
year basis.

e Debt service tends to deprive the country of
foreign exchange needed for importation of
capital goods as it creates a liquidity constraint.

¢ Increased government expenditure on account
of exchange depreciation exerts pressure
on government budget, for instance, various
missions whose budgets are met in foreign
currency have had supplementary requests of
Ug shs 14.9 billion on account of lost poundage.

Government Interventions

Through BoU, government intervenes to stem
volatility of the exchange rate, as was the case in
the quarter ended August 2015 where BoU sold
USD 50 million.

With effect from January FY2015/16, all local
contracts with GoU are to be issued in Ug shs.

It is important to note that GoU operates a flexible
exchange rate and cannot have absolute control
on the level of exchange rate.

Conclusion

The value of external debt tends to increase
with depreciation in the exchange rate. This
increases government costs and distorts the
budget execution. The factors that led to the
shilling depreciation included strong US dollar,
falling global commodity prices, declining crude oil
prices, a reoccurrence of the shilling depreciation
cannot be ruled out considering that the causes
discussed in this brief remain eminent. So far, GoU
efforts to control for a plausible reoccurrence of the
depreciation are modest and need augmentation
as follows.
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Recommendations

An import substitution strategy would address
the bloated import bill for example by improving
the public transport system, quality of locally
manufactured medicines and used clothes
would serve as substitutes to these imports
highly imported commodities.

Increase in
exports,

the volume and variety of
through  value addition and
quality control reviews of exports. For
example the tourism sector budget
should be increased, specifically towards
marketing Uganda which has a number
of untapped tourist opportunities
that if promoted would yield
the requisite returns over the years.

Operationalization of the local content policy of
‘Buy Uganda Build Uganda’ where companies
investing in public infrastructure would have
to procure raw materials locally for example
cement from the local market as opposed to
importing.
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