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Round table discussion: The challenges of debt management and exchange 

rate volatility for the African transformation agenda 

 

What approach should central banks adopt towards exchange rate 

management? 

 

African economies are open and the external sectors of most of them are not 

well diversified. Hence external shocks, which exacerbate exchange rate 

volatility, are inevitable. Shocks can be both transitory or persist for long 

periods of time. A key strategic question for central banks is to what extent 

macroeconomic policy should emphasise exchange rate management rather than 

domestic objectives variables such as inflation.  

 

Capital mobility is not perfect in Africa, so there is some scope to pursue both 

exchange rate and domestic policy targets, in effect using two different 

instruments (monetary policy and sterilised foreign exchange market 

intervention) to address two separate targets. However, the scope for doing this 

is clearly constrained, especially when central banks are faced with negative 

external shocks, by the magnitude of the foreign reserves available for 

supporting the exchange rate. Furthermore, unless a negative external shock is 

expected to be purely temporary, the economy will need to adjust to the shock 

and that adjustment will be less costly if supported by real exchange rate 

depreciation.  

 

Consequently, the optimal combination of exchange rate management and 

monetary policy for most economies in the region will probably entail monetary 

policy focussing primarily on domestic inflation, combined with a floating 

exchange rate and with exchange rate stabilisation limited to dampening purely 

short term volatility. Experience in the region, including in Uganda, indicates 
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that it is feasible for a central bank, with good monetary policy (which means 

the independence to set policy instruments) to achieve a predetermined inflation 

target on average over the medium term. For example, over the last 36 months, 

annual core inflation in Uganda has averaged 4.9 percent, which is in line with 

the Bank of Uganda’s medium term target of 5 percent. In contrast, it is much 

less feasible to target the exchange rate, whether that target entails a fixed rate, a 

band or a crawling peg, over the medium term, in the face of major negative 

external shocks, without losing external competitiveness and eroding foreign 

exchange reserves. Trying to do so is rarely sustainable.     

 

One of the drawbacks of exchange rate depreciation is the impact on domestic 

inflation, via the domestic currency cost of tradeable goods. However, in most 

African economies, tradeable goods are unlikely to comprise more than half the 

consumer basket at most, and the pass through of nominal exchange rate 

depreciation to domestic prices is not much greater than 0.5. Furthermore, the 

pass through to prices usually takes several quarters to be fully completed. 

Hence the impact of depreciation will not negate the efficacy of monetary 

policy to control inflation; rather it simply means that the central bank must be 

prepared to raise policy interest rates to offset the impact of exchange rate 

depreciation on inflation.  

                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                            

Macroeconomic policy options are dependent on the extent of fiscal and 

macroeconomic space 

 

After the global financial crisis erupted in 2008, several African governments 

and central banks were able to use countercyclical macroeconomic policy to 

offset the external shocks to which their economies had been subjected, In 

effect they implemented more expansionary fiscal and/or monetary policies to 

offset the contraction in aggregate demand arising from lower demand in export 
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markets and the tightening of access to external capital. Countercyclical 

macroeconomic policies were possible because these countries had sufficient 

fiscal and macroeconomic space, with low fiscal deficits and public debt levels, 

low current account deficits and substantial buffers of foreign exchange 

reserves.  

 

Unfortunately, macroeconomic and fiscal space has been seriously diminished 

since 2008 across Africa. The average fiscal balance in sub-Saharan Africa was 

more than 6 percentage points of GDP lower in 2015 than it was in 2004-08, 

while average external current account balances were almost 8 percentage 

points worse in 2015 than in 2004-08. This deterioration is only partly caused 

by the commodity price shocks; it is also the result of governments pursing 

more expansionary fiscal policies to accommodate the scaling up of public 

investment. Unavoidably, the worsening of fiscal and current account balances 

in many countries in Africa has curtailed the scope for using expansionary 

macroeconomic management to offset the domestic impact of the external 

shocks which are currently afflicting the continent; shocks such as lower 

commodity prices and the tightening of access to external finance. The lesson 

we must draw is that unless macroeconomic and fiscal buffers are built up 

during more propitious external economic conditions, it will be much harder to 

stabilise macroeconomies when they face adverse shocks.    

 The challenges of debt management 

 

African countries need to attract more external capital to fund productive 

investments in their economies. As such, many governments are aiming to 

increase their external borrowing, including by seeking funds from commercial 

and semi-concessional sources. Diversifying borrowing sources, away from the 

traditional concessionary sources (the World Bank and regional development 

banks) offers important advantages for Africa, especially in terms of enhancing 
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the magnitude of external finance which can be mobilised, but it also entails 

risks, some of which have been highlighted in the past 12 months.    

 

First, sovereign bonds have appeared attractive to African governments in 

recent years, given relatively low global interest rates, but the cost of sovereign 

borrowing can rise very quickly. Since October 2014, the spread on African 

sovereign bonds over the yields on US Government securities has risen by 

between 150 and 700 basis points, depending on the issuer. It has become much 

more expensive to raise finance on the international markets.   

 

Second, most sovereign bonds have much shorter maturities (5-10 years) than 

the traditional international development bank lending. Shorter maturities raise 

the burden of servicing the debt. Large external debt maturities, bunched 

together in a short space of time, pose major fiscal risks, as illustrated by the 

problems currently facing Mozambique. Even if maturing debt can be 

refinanced from the international markets, the interest costs of new borrowing 

may be much higher. 

 

Third, many governments are seeking to implement large capital projects 

through Public Private Partnerships (PPPs) which involve private sector 

investors providing a major share of the finance, usually through a combination 

of debt and equity. PPPs can offer important advantages in terms of both 

mobilising finance and engaging private sector management and expertise to 

more efficiently implement projects. However, PPPs also carry substantial 

contingent fiscal liabilities for governments, which must be fully taken into 

account in long term fiscal planning. The probability of these contingent 

liabilities being realised is greater if PPP projects have been designed on the 

basis of overly optimistic forecasts of demand for their output.  
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Fourth, the growing importance of PPPs, and private sector investment more 

generally in the financing of infrastructure projects in Africa, means that in 

assessing and analysing the potential debt burden on the economy over the long 

term, it is necessary to take account of both private and public sector debt. Total 

external debt may become problematic if it has been used mostly to finance 

projects which are in the non traded goods sectors and if there has been 

insufficiently complementary investment in the traded goods sectors to enable 

the economy to generate enough foreign exchange to meet its total external debt 

servicing requirements.    

 

 

Fifth, given the inevitability of external shocks in open, undiversified 

economies, sustained periods of real exchange rate depreciation are usually 

unavoidable. Real exchange rate depreciation helps to restore external 

competitiveness but it worsens the debt burden of domestic borrowers which 

have foreign currency liabilities, unless these borrowers have foreign currency 

earnings sufficient to service their debt. Government debt strategies should 

emphasise an appropriate mix of external and domestic borrowing, which is 

consistent with the capacities of domestic financial markets to invest in public 

debt. Private sector borrowers in the non traded goods sectors should be 

discouraged from incurring large foreign currency denominated liabilities.   

 

Finally, debt sustainability in the long term cannot be divorced from the 

strength and dynamism of the domestic economy. If economies are both 

growing and increasing and diversifying their foreign exchange earnings, they 

will be able to bear a much larger burden of debt than a stagnant economy. 


