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Summary

Ghana s economy has been characterized by macroeconomic ingtability, largely reflected in
intractable inflation, persistent declining cedi-exdhange rate, and very high lending rates with large
spreads. Indeed, macroeconomic instability is not arecent phenomenon: it has been the bane of
Ghana s economic woes since the 1960s, culminating in a mgor change of policy framework in
1983.

Before 1983, the general perception was that the inherited financial system at independence was
both t he cause and consequence of Ghana’ s financial underdevelopment. Thisin turn retarded the
growth of thered sector as credit was not flowing to the productive sectors of the economy.
Consequently, interventionists policies with active Governmert involvement featuring sectoral
credit allocations, government determined interest etc. were pursued until the 1980s.

However, the interventionists policies produced a disncentive effect on the banking system,
discouraging banksin the collection of savings, once these banks had attained their ceilings. This
tended to reduce the total amount of funds available for credit in the economy. Severe mis-
allocation of resources ensued, competition among barks was inhibited and the development of an
interbank market retarded. Oncethe banks met thear ceilings not enough incentivesexisted to
mobilize savings. As barks refused to accept further interest-bearing deposits there emerged
intermediation outside the banking system, capital flight and/or the acquisition of durable goods.
The increadgng dis-intermediation was reflected in the low and declining M2/GDP ratios between
1960-1988, and the subsequent proliferation of variousSUSU Schemes. This, therefore, cdled for
ref ormsin monetary management w hen the economi c recovery programme was under way.

In line with the liberal economic policies adopted under the Economic Recovery Programe (ERP)
from 1983, monetary policy was als deregulated inafinandal sector reform progranme. In
principle, a full-fledged market-based system of monetary management was institutionalized,
apparently to internalize the advantages of indirect money control measures. Anong the indirect
instrumerts being used ae;

@) reserve regquirements;

(i) open market operations,

(i) bank rateor rediscount facility;

(iv)  transfer of Government funds from the deposit money banks to Bank of Gharg;

(V) rever se transactions or repos; and

(vi)  foreign exchange swaps and outright purchases.

It makeslittle difference for immediate volumetarges whether the Bark of Ghanain its
intervention uses, for example, open market operations, reserve requirements, refinance facilities
or any of the other instruments. However, in practice there are many operational differences
between the various instruments, even though they are al indirect monetary management
instrumentss; the costs of these instruments to the Bank of Ghana, to individual banks, and to the
banking sysem are quite different depending on theingrument used. Furthermore, there are



different degrees of flexibility and effective control related to each instrument, e.g, reserve
requiremerts are relatively inflexible and apply only to banks whereas open market-type
operations are very flexible and directly affect only those banksor nonbank economic agents that
choose to participate. Bank of Ghana rediscount fadlities in turn have quite different degrees of
flexibility dgpending upontheir desgn Effective control alo dependson whether it is Bark of
Ghana or the deposit money bark tha hasthe initiaive regarding the use of an instrument: with
reserve requirement s the Bank of Ghana holdstheinitiative; with refinance facilitiesthe initiativeis
typically held by the bank's; in open market operations, it isthe Bank of Ghanawhich initiates the
operations, but both parties decisions affect the outcome.

For purposes of making an informed choice among these instruments and how they could be
improved to make monetary control more efficacious, we summarize their operationd
characteristics since their implementation.

In the case of reserve requirements, Bank of Ghana's framework is the monetary base approach
with money supply defined as M2+, i.e, currency, demand deposits, savings and time deposits and
foreign currency deposits with the deposit money banks, DM Bs. By this arrangement, money
supply is:

M2+ = mB.
where B is high powered or reserve money and m is the money multiplier

Thus Bank of Ghanahas been attempting to influence M 2+ through the monetary multiplier,
manipulating required reserves a means to constraining DM Bs credit creation capacity. Although
reserve requirements are not a sufficient condition for effective monetary policy aslong as interest
rates are adequat dy flexible, they can neverthdess be hepful to support monetary policy. Thisis
sngularly so where financial mark ets are not deep and interest rates cannot be relied upon for the
transmission of monetary impulses, and there is strong basis for predicting the money

multip lier.

Thus within the market framework, from March 1990, Bank of Ghana changed from the two-tier
system whereby reserves were specified for the different categories of deposits to uniform reserves
requirement. The uniform reserves requirement across depost categoriesis an improvement on the
two-tier system as this tends to equalize the implicit tax to DMBs. Again in April 1997, required
reserveswere extended to cover foreign currency deposts This wasas a result of the redefinition
of money supply fromM2 to M2+ to include foreign currency holdings. Consequently, Bark of
Ghanarequired that foreign currency deposits with DMBs are to be subjected to the same reserve
requiremerts as Cedi-denominated deposits. Presently, the reserves are 8% for primary reserves
and 35% for secondary reserves with a weekly lagged observance reserve maintenance period.

Whilst the required reserves against Cedi deposits appear to have been designed, taking cognisance
of the basic tenets in making them effective tools of monetary control, for foreign currency



deposits, the reserves are to be held in Cedis, and not in the foreign currencies. Bank of Ghana's
decision that the reserves against foreign currency deposits be held in Cedis is predicated on three
arguments, viz; (@) it would be operationally difficult for Bank of Ghanato monitor the various
foreign currency accounts at the DMBS; (b) foreign currency reserves may send wrong signal s that
Bank of Ghana was re-introducing exchange controls; and (c) there was the urgent need to reduce
liquidity to stem inflation.

Having examined all three arguments on which Bank of Ghana directed that DM Bs should keep
reserves against foreign currency depositsin Cedis, it is found out that the reasons are not tenable.
The DMBs have complained about the difficulties in managing their balance sheets, especially as
exchange rates tend to fluctuat e very often, implying that required reserves are changed as and
when the exchange rates changed. The policy seeks to penalizes those DM Bs that mobilize foreign
currencies.

Furthermore, the policy to keep Cedis against foreign currency deposits negates Bank of Ghana's
conception of liquidity that informed it to redefine money or liquidity as M2+. By Bank of Ghana's
indstence that Cedi funds be raised againgt foreign currency holdings asreserves, Bank of Ghana is
inadvertently saying that foreign currency depostsare no longer money!

Gererally, the multiplier approach to monetary management gopeas to have failed so far. Bank of
Ghanais not able to reliably estimate the monetary multiplier. Thisisnot surprising if we note that
the stability of the multiplier depends on all the factors that affect the behaviourial parameters viz,
currency ratio; time deposit ratio; savings deposit ratio; foreign currency deposit ratio, gover nment
deposit ratio and the reserve ratio. The currency ratio is very problematic for all sorts of reasons,
epecially with the definition of money asM2+. T his entails aforeign currency component which is
held only indeposits with the DMBs Asit is Bank of Ghanahas no idea about the foreign
currency holdings outside the DMBs. This information needed to enable Bank of Ghanato derive a
more accurate money supply multiplier. Obviously, there is much more liquidity in the system than
Bank of Ghana can capture with the M2+ definition. Interestingly, however, the high currency-
money ratios create an in-built condraint on credit creation by the DMBS, as the monetary
multiplier is kept low. Bank of Ghana will have to revisit these issues if a tractalde monetary
multiplier is to be derived.

Furthermore, DMBSs maintain reserve assets in excess of the minimum mandatory required
reserves. Thismeans that the multiplier process has been truncated and DMBs are not creating as
much money as they should within the mandatory reserves required by Bank of Ghana. If thereis
an excess money supply problem, Bank of Ghana would have to examine credit to Gover nment
snce there appears to be insufficient credit to the private sector asthe DM Bs currently maintain
reservesin excess of what Bank of Ghana estimated to be given out as credit to private economic
agents. The bane of monetary management is not from private sector credit but from public sector
defidat and the mechanisms to finance it. This is where the monetary nultiplier approach to
monetary managemert appears not to be helpful in the prediction and managemert of the money
supply in Ghana. Mandatory reserve requirements are introducing their own digtortions into the



finandal sygem without promoting effective intermediation. Bank of Ghana may find it more
appropriate to use the flow of funds approach to the determination and control of the money

supply..

For both theoretical and practica reasons, Open Market Operations (OM O) are preferred among
theindirect instruments of monetary management. Several reasons account for this preference.
The notable one being, the flexible nature of theinstrument. Bank of Ghana can buy and ell
securitiesfor whatever amounts it wantsand it can do so, if desired, severd timeswithin a sngle
day. Furthermore, OMOs are conducted at the initiative of the monetary authorities to influence
the cost and availability of credit. Whereasin the case of discount policy, for example, it isthe
DMBs that initiate when and how much to borrow. As a maket instrument, OMOs are voluntary
transactions at market determined yields and do not have the implicit tax effects that characterize
resarverequiraments. To intemalize some of these benefits Bark of Ghana introduced OM Os into
monetary management in 1986 with aweekly primary auction in treasury hills; later in 1988, Bank
of Ghana Bills were also introduced.

Since March 1996, Bank of Ghana uses the wholesale auction system with tendersredricted only
to Primary Dealers. These Primary dealas are expected to make firm price quotations so that they
would serve as a nucleus of a secondary market. In practice however, the envisaged advantages
are yet to berealized. First, the auctions are typically under-subscribed. The secondary market has
al failedto emerge, goparently because investors can dways have access to tgp sales at Bank of
Ghana s Currency Centers in the regions. In addition, some of the DM Bs have instituted minimum
acceptable bids from the non-bank public, thereby marginalizing many who would have wished to
invest intreasury bills. Furthermore, there are not enough incentives to the primary dealers,
especially as anecdotal evidence suggeststhat thereis no trangparency in the deter mination of the
treasury bills rates.

Another basic weakness of the system is the redricted nature of suitably designated firancial
instrumentsthat are traded on the money market. Before 1997, the instruments were Government
Treasury Bills and Bank of GhanaBills. The former were issued to meet public sector borrowing
requirements and the latter were aimed at monetary management. By 1996, however, this
distinction was dropped and only treasury bills are now used for both monetary management and
public sector borrowing requirements. The merger does not make much of a difference in so far as
Bank of Ghana avoids excessive accommodation of Government expansionary fiscal deficits.
Government must ensurethat its public sector requirements are met from the sde of treasury bills
only without recourse to Bank of Ghana for overdraft facilities. Furthermore, Bank of Ghana must
not purchase any Treasury Bills, whether they are new isaues or old stock. The primary dealers
must be used in these cases to buy the primary issues or the secondary bills. Thisway, the
secondary market devd opment could be fostered. Invarially, thiswould mean tha the necessary
incentivesmust be provided to the dealers in the government instruments.

Within theframework of IMF finandal programming, Bark of Ghana uses Net Domedic Assets of
Bank of Ghana (NDA;) and/or Reserve Money to attain the desired level of M2+ asthe
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intermediate target. By this, Bank of Ghana sets targets for M2+ and domestic credit by reference
to expected inflation and output for each base period. Consistently, there have beenvery little fine-
tuning for annua fluctuations in food output and availability especidly, and the leve of public
sector borrowing requiremerts in view of the volatile nature of Government revenues. Not
surprisingly, Bank of Ghana appears not to be succeeding at the efforts in monetary control and
inflation management .

The financial programming approach does not make efective distinction between the various
financing mechanisms of the fisca deficitsor surplus. Thisisvery important because the way in
which fiscal deficits are financed, using domestic resources, has important consegquences for the
efficiency of that policy. The extent to which Bark of Ghana can effectively control the monetary
base dependson the degree to which it can control the various means by which PSBRs are
financed. Evidence showsthat Government has a problem managing both the public sector deficit
(PDS) and the mauring government debt. The later is especially important as over 30% of
government expenditures goes to delt and interest payment on domegic del.

The emergent interest rate Sructure dso hasits ramifications for the efficacy of monetary policy.
Theinterest rate structure appears to be generdly directed by Bank of Ghana. T his stems from the
fact that Bank of Ghana has maintained a dominant presence in the money market and has not been
ableto vary itsrates appreciably, even in periods when inflation was reported to have sgnificantly
fdlen. Apparertly, Bark of Ghana's actions have introduced distortionsinto theintered rate
structure, militating against effective intermediation. Thus, even when Bank of Ghana has been
able to sell securities, the thinness of the market has risked avay strong interest rate effect which
private entrepreneurs see as undesirable for investment opportunities. Lending rates appear to be
excessively high, relative to Bank of Ghana's bench merk rates.

This structure of interest rates has raised severd issues, mainly about the transparency in the
conduct of the weekly auctions and the subsequent determination of the treasury bill rates.
Anecdota evidence suggeststhat Bank of Ghana fiddles with the auction so asto maintain the
ratesat predetermned levds As the ratesare not market determined the primary deale's do not
have the incentives to purchase the total supply of hillsoffered for sale. With a given public sector
borrowing requirement, either the money supply or the leve of interest rates is determined in the
market; Gover nment cannot det ermine both smultaneoudy, let done Bank of Ghana attempting
to influence the exchange rate as well. If Bank of Ghana has targeted the money supply, it must
necessarily alow the market, especialy the primary dealersto interact in the market to determine
the interest rates if the management of money is to succeed.

The over-riding constraint on nonetary management in Ghanaisthe multitude of conflicts of
objectivesand instrumentsthat arise when the marketsare liberalized and the DMBsare not
constrained by direct control mechanisms. This therefore demands consistency among various
strands of economic policy. In paticular, the domestic constraints impose a requirement of
consistency among (i) monetary and fiscal policy; (ii) monetary and interest rate objectives; and
(i) monetary and exchange rate objectives. The practical way to resolve the potential conflictsis
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for Bank of Ghana not to have any interest rate or exchange rate objectives especially when
international trade is excessively liberalized.

Until the inception of the economic recovery programme in 1983, the exchange rate regime was
not only fixed but there existed surrender laws rationing and aplethora of exchange controls to
enforce compliance. Government Budgets were characterized by fiscal deficits whichwere
accommodated by expansionary monetary policieswith the consequence of intradableinflationary
pressures. The exchange rates became overvaued, thereby serving as atax on export and a
subsidy on import. Consequently, there emerged a buoyart black market in foreign exchange.

However, between 1983 and 1987, the system was put on the crawling peg. Since 1988, the
exchange rate system may be described as flexible with the licensing of Forex Bureaux,
introduction of auction trading and its conversion into an inter bank market. With these changes,
authorized dealers, DMBs and Forex Bureaux now dedl in inter national vehicle currencies, buying
and sdlling to the generd public in what can be described as aflexible exchangeraeregime, largdy
guided by the gross foreign reserves build-up which must exceed the equivalent of three months of
imports. By this, Bank of Ghanais notiondly not committed to any nomina vaue for the Ced.
Theflexible exchangerate policy of the Government is to ensurethat exchange rate movements
are guided by changes in economi ¢ fundamentals, and in monetary and fisca policy.

One main feat ure of the exchangerate between 1983 and 1999 isthe generd persstently
inordinate depreciation of the Cedi against the US Dollar. Bank of Ghana has made various
attempts to ensure a stable exchange rate regime. Indications are that Bank of Ghana embarks
upon outright foreign exchange sales to mop up excess liquidity in the market. In such instances,
Bank of Ghanma sellsforagn exchange to supplement treasury bill auctions. Furthermore, Bank of
Ghana has introduced foreign exchange swaps into the foreign exchange market in 1997 for the
maintenance of amore stable exchangerate. Bank of Ghanaoffers swaps soldy to the DM Bs; this
involves the exchange of US Dallars for a Cedi denominated, negotiable swap instrument issued by
Bank of Ghana with a 91-day maturity profile.

Whilst foreign exchange transactions are swift to remove or injec liquidity into the market they
nevertheless have their shortcomings. Firg, the fore gn exchange market in Ghanahasonly a
handful of large participants; anecdotal evidence suggeds that they could not make an
instantaneously appreciable impact on the liquidity position with the foreign exchange transactions.
Thus, foreign exchange swaps are not sufficient for withdrawing or providing liquidity on a broad
base from the banking system in Ghana.

Secondly, Ghara’ sexperience has shown that buying foreign exchange spot with a commitment to
resell it at an appointed time is riky because of the volatile nature of Ghana sforeign exchange
earning. Thesituation ismade worse, especidly at times, when speculation is rife and panic attacks
are launched on the currency. Onceprivate agents lack confidence inthe monetary authorities
ability to defend the anchor, especially as they are well-informed about the economic fundamentals
that foreign exchange sd es or svapscamot sustanthe exchange rate then they tend to speculate

viii



that devaluation of asort isinevitable. Speculative attacks will occur, eventually forcing the
abandonment of the anchored regime. If the monetary authorities attempt to impose controlson
foreign exchange transactionsas a remedy, a parallel market with a more depreciated exchange
rate will emerge. Ghanais currently experiencing al these facets since the beginning of the
millennium. All attempts to sustain the exchange rate by selling foreign exchange have so far
flopped. Once Bank of Ghanais not ableto finance the surge inimports, and rationing ensuesin
the official foreign exchange market as the Minister of Finance' s actions purport to do, fluctuations
inthe paralld market rate may severely digort thesignd that a fixed exchangerate was intended to
convey to price setters inthe econommy.

Although the few times forel gn exchange was sold, the exchange rates maintained some temporary
sembance of stallity, the depredations which followed laer showed that such nominal anchors
were fictitious In any casg much as Bark of Ghana would like to use foreign exchange swaps or
outright sales as an instrument to stabilize the exchange rate and use it as an anchor against
inflation, indicationsarethat Bank of Ghana’sreserveswere generdly below or just at target levels
and limited its ability to do so. Ghana' s economy is generally subjected to stochastic shocks which
are very difficult to predict in practice. Its exports, cocoa and gold, and its principd import, crude
oil, are subject to some of the worlds most volatile commodity markets. Consequently, basing a
nominal anchor on expected distur bances would not be an optima policy strategy. It would be
extremely difficult to defend some nominal vaue of the Cedi with such kind of economic
fundamentals. Unlessthe variability and the likelihood of occurrence of some kinds of shocks are
deemed very low from pragmetic view points, a more preferred strategy to the foreign exchange
anchor is themoney supply anchor.

The experiences of the ERM curencies that anchored thar currencies to the Deutschmark isvery
educative for Ghana. Before the various currencies found their market levels after moving from the
anchor, the British, French, Itdian Spanish and Swedish centrd banks had intervened to the ture of
US$100 billionin addition to the anchor central bark, the Bundesbank’ s own intervention of
USS$50 hillion to keep the ERM together. In similar vein, the experiences of someLatin American
countries that used the US Dollar asan anchor further reflects the unsustainability of such nomiral
anchor regimes, especially once the economic fundamentals are different for the various countries.
Argentina and Mexico, among others, fixed ther exchange rate to the US Dollar to internalize low
rates of inflation. However, by 1994, Mexico had to abandon the anchor, but not before the US
had to assist with massive doses of foreign exchange.

It must be borne in mind that the two main factorsthat tend to derail monetary policy, are the
exigencies of fiscal deficits and the management of inter national balance of payments and the
exchange rate. Care must be taken to find prudent measures that are peculiar to local
circumgtances as Germany did. Germany was one country whose inflation record was legend but it
managed to contain monetary policy to becomea low-inflation country with a stable Deutschmark
that now serves as an anchor to other countries that were historically better monetary managers.
Monetary policy must devdop a reputation of being used in a sensible and a consistent manner to
contain not only inflation, but other macroeconomic objectives that can throw a monkey wrench



into inflation management itself.

Certainly, arguments for anomina foreign exchange anchor are gppeding; but it must be borne in
mind that, since the shock s that tend to disturb Ghana’s economy are fundamentaly externa and
environmental, the choiceof a monetary target to manage inflation and other economic objectives
is preferred to the exchange rate asanominal anchor. Asit is, the money supply islinked to the
exchange rate and the interest rate, just asit islinked to inflation. These are the fundamertal prices
that significantly affect the allocation of resources one way or the other. To have one of these
prices as the overriding objective will hurt the others, especially in an economy like Ghana with so
mary structural imbdances and bottlenecks in all the key sectors including food sector, and export
and imports markets.



1 Introduction: Macroeconomic Instability And The Need For Monetary
Control

Ghana s economy has been characterized by macroeconomic ingtability, largely reflected in
intractable inflation, persistent declining cedi-exchange rate, and very high lending rates with large
soreads. I n eech of these shades of macro-ingtability, there are sgnificant unpredictable changesin
prices of goods and factors of production that distorts the planning horizon. Emphasistendsto be
put on short-term interest with disastrous consequences for investment projects funded by banks,
especially long term ones.

Both policymakers and researchers appear to be unanimousin their diagnosisthat the underlying
cause of the macroeconomic instability in Ghanais excess liquidity and/or monetary overhang.
Being the chief purveyors of credit and the hub of the financia market, especially in a developing
economy without a sophisticated financial superstructure such as Ghang, banks are singled out as
the mgor sourceof excess liquidity as they prefer to hold liquid assets rather than support
investment projectsthrough lending, apparently asa consequence of macroeconomi ¢ instability.
Andyticdly, interbank debt settlements and cash withdrawal needs of depositors are met by
drawing on credit accounts held by the banksa Bank of Ghana, or by using till/vault cash. It is
these assets which represent bank liquidity or the reserves of the banking system. Added to bank
liquidity isthe money holdings of the non-bank public. When these liquid assets, the share of liquid
assets in banks portfolio and the share of liquid assets in money holdings of the non-bank puldic,
co-exist with macroeconomic instability, indications are that the economy is awash with excess
liquidity.

Another facet of the macroeconomic instability problem isthe persistent depreciation of the Cedi
against the mgjor international vehiclecurrencies. Bark of Ghana has used both monetary policy
and exchange rate policy as well as other interventions to prop up the vaue of the Cedi asa means
to suppressing measured inflation. So far, dl attempts to stahilize the exchange rae havefailed. | t
Istherefore necessary to examine Bank of Ghana' sexchange rae policy and to explore the viability
of using the foreign exchange rate as anominad anchor for inflation.

Naturdly, the current undesirable state of affairs needsto be rectified by monetary management
that removes the excess liquidity from the system and ensur es that banks lend for invest ment
projects In such monetay management, Barnk of Ghana has two options it can use its regulatory
powers directly by setting or limiting interest rates or the amount of credit outstanding, or by
indirect means through the money market. | n either case, Bank of Ghana as the issuer of reserve
money, currency in circulation plus depost baanceswith the centrd bank, would reduce liquidity.
That is, Bank of Ghana has a choice between direct instrumerts and indirect instruments of
monetary management, or indeed, both to inject liquidity or remove liquidity from the system.

It isinthis spirit that Section 31 of PNDC Law 291, Bank of Ghana Law of 1992, hasexplicitly
spelt out the instruments of “monetary management” as follows:



a alter the minimum ratio of reserve to deposits or the minimum capital adequacy ratio which
each banking ingtitution shal maintain;

b. alter the discount and interest ratesof the Bank to be applied in credit operations with
banking institutions;

C. Buy or sell in the open market commercial bills, Government bonds and securities or bonds
and seaurities guaranteed by the Government;

d. issue, sell, repurchase or redeem Bank of Ghana securities;

e impose celling onthe leve of bark credit or therate of growth of bank credit;

f. expand or contract credit to the banks;

g. determine the maximum lending period by banking institutions, the kind of collateral and

amount of loan againg such collaterd;

h. grant loans to banksfor ontlending to institutions engaged inindustrial, commercial or
agricultural projects repayable on demand or on expiry of afixed period and on such other
terms and conditions as the Board may determine;

i. authorize such banking ingtitutions as it may deem fit to accept deposits for the
Government or order the transfer of Government deposits with any bank;

J- impose such special requiremerts on deposit with banking ingitutions as it may determine.

Withthese array of statutory powers Bank of Ghanais theoreticdly poised to condua monetary
policy, theprimary focus of whichis, the attainment and maintenance of a stalde monetary
environment that, ona consistent bassover time, neither accommodaes inflationary pressures nor
condrains economc growth unduly, whilg simultaneously ensuring a sustainalb e bal ance of
payments outcome.

In practice, however, Ghana s experience so far suggeststhat this has not occurred, asthe
economy has been saddled with macr oeconomic ingtability. Table 1 showsthe growth trendsin
money upply, inflation and the rate of depreciaion of the Cedi against the US dollar between
1992 and 1999. A dominant feature of the trends exhibited in Table 1 is that both monetary and
inflation targets have not been redized, and asisto be expected, the exchange rate is constantly
under presaure. Indeed, between 1995 and 1998, attenmpts were made to fix exchangerate targets
in the amual budges statements as well, but these were also never realized. For example in 1994,
the monetary authorities targeted theend of year exchange rateto be ¢925 to US$1, but the out-
turn was ¢1025 to US$1,; for 1995 the target was ¢1135 to the US$1 but the actual turned out as
¢1446 to the USS$1.



Table 1

Cedi Depreciation Rates, Monetary And Inflationary Trends: Targets Versus

Actuals
Y ear M2+ Growth Rates % Inflation Rates % Cedi/DollarR
Target Actual Excess | Target Actual Excess Dep?éigi on
M2+
1992 9.60 52.97 43.37 5.00 13.30 8.30 33.33**
1993 8.20 34.65 26.45 8.50 27.70 19.20 57.36
1994 5.00 53.17 48.17 15.00 34.20 19.20 28.11
1995 14.00 40.74 26.74 18.00 70.80 52.80 37.71
1996 5.00 41.62 36.62 20.00 32.70 12.70 20.33
1997 25.00 41.98 16.98 15.00 20.80 5.80 22.70
1998 18.00 17.60 -0.40 9.50 15.70 6.20 4.10
1999 14.50 17.33 2.83 9.50 12.60 3.10 33.00

Source: Bank of Ghana Records
** This percentage change wasover the previousyear.

The whole range of policy measures spdt out for monetary management in the 1992 Bank of
Ghana Law can be clasdfied into two types, viz, direct control measures and market based
ingruments. As we demonstrate shortly, the implications in selecting and usng the measures ae

different and far reaching for both economic and financial development.

Although the Bank of Ghana Law has catered for both broad types of monetary instruments the
focus changed from the use of direct controls to the use of indirect measures in the early 1990s. By
this major and fundamental changes were madein the conduct, drategy and operation of monetary
policy in Ghana. Nearly dl dimensons of monetary policy changed sgnificantly, with the notable
ones as follows:
I. Changeiningitutional framework with the banking system becoming predominantly
private and the emergenceof nonbank financial institutionsthat havethe capaaty to
enhance the efficacy of monetary policy eg, discount houses and Ghana Stock Exchange;
i The role perceived for monetary policy became increasingly focd in the overal
management of the economy withinthe Polak Framework of IMF Finanda Programming;
ii. The objective of monetary policy was reduced basicdly to the containment of inflation and
stability in balance of paymerts;
V. The techniquesof monetary managemert were changed from direct instruments to indirect

instruments or market-based instruments.



Thus, as part of the financial sector reforms, it was concelved that monetary policy would be
conducted more in terms of market mechanisms, and that monetary management would be by
interest rates rather than by direct credit control mechanisns. Invaialy, the above changes were
purported to facilitate the conduct of monetary policy, by focusing on the control of the money
supply. Bank of Ghana has, consequently, set targets for monetary growth as a means of reducing
inflation from double digits to a single digit by 2000.

Against this background of macroeconomic instability and Bank of Ghand s powers to manage
liquidity, this study ans at identifying improvementsthat can be made to current methods of
providing liquidity to the financial system. To achievethis objective, the study first examines
monetary management practices before the change to indirect methods or market based
instruments The study will look at thebareful effeds of direct monetary controls as basis for
change to indirect methods that were begun in 1992. The next section looks at the indirect
methods that were adopted, examining themfor their theoretical advantages. After this, the study
looks at the practice of the market based policies in Ghana, assessing the practices for strengths
and weaknesses Next, we look at the basis for the use of foreign exchange rate as the nominal
anchor for inflation We cond ude with suggegions on how to improve upon liquidity management.



2 Background To The Introduction of Indirect Monetary Management In Ghana
2.1 The Rationale For the Choice of Direct Credit Control Measures

Before the financial sector reformsin 1988, the system of monetary managemert in Ghanawas
typically based ondirect controls, onthe premise that the finrandd sygem that emerged with
Ghana s Palitica Independence was not proactive enough to support the type of development
tempo envisaged. The banking system system as it evolved after indgpendence urtil the late
1980s, was based on some perceived shortcomings of the banking practices inherited from the
colonia era. The broad pictur e presented by the pre-independence banking arr angements may be
summarized as follows:

1. the banks served primarily the needs of the expatriate communities.
2. the banks had only negligible interest in direct lending to local enterprises.
3. bank office concentration in expatriate centers suggested that there was negligible interest

in expanding domestic resources.
4, banks imposed high charges for routine banking services.
5 branch banking practices led to export of funds to more financialy viale branches overseas

Consequently, post independent financid reforms in Ghanaconcentraed on both institution
building and review of policiesthat would make credit available to various desgnated economic
agents considered asdeprived sectors. By this, the financial policies that were implemented
between 1960 and 1987 were the first general set of financial reforms directed at removing
the perceived distortions of the then banking practices and monetary arrangements to
ensuring that social or national profitability was taken into account by the chief purveyors
of credit in their assets portfolio (Trevor, 1951, Gockel, 1995).

In this respect, the policy framework focused on Keynesan modelsthat the interactive mechanism
between finance and economic devel opment proceed from low interest rates to increased
investmert to high rate of output/income growth, and subsequently to higher savings rates.
Consequently, four gereral considerations tended to influence finandal policiesin Ghanabefore
the finanaal reforms These were, the dedreto:

1 increase the levd of invesment;

2. improve the allocation of investment among the various sector s of the economy, including
the micro and small-scale enterprises,

3. keepintereq costsdowninorder to avoid wha wasbelieved to be the inflationary effects
of liberalized marke ratesof interest;

4, maintain low and stabl e interest rates to courterval the perceived banefu effeds of

exorbitant rates in the informal financial markets.

To these four objectives could be added afifth; government quickly discovered that it could use
the banking systemincluding the Bank of Ghana to provide cheap finance for the budget deficit.



To achieve these objectives, the post-independence reforms included:

1 government-determined interest rates, typically low and different for deposits and loans of
different maturity and loans to different sectors;

credit ceilings;

sectoral credit controls;

high reserve requirements.

government directives to lend to SOES

limits on lending to foreign-owned companies

ingtitution building - creation of development bank's, outwar dly specialized by sector; and
nationalization of foreign-owned banks or participation in such banks with majority share;
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Analytically, low intered ratesand sectoral credit ceilings wereded gned to reinforce each other to
ensurethat bank credit flowed to the desgnated priority sectors of the economy namey
agriculture, manufacturing and exports. Bank of Ghana used al sorts of proxies for the
beneficiaries of financid policy - micro and smdl-scde Enterprises (M SEs), Smdl and Medium-
Scale Enterprises (SMES), manufacturers, exporters small farmers, artisans etc. | rregective of
terminology, however, the intertionwasusually clear as to the degination of the aredit.

These sectors were presumed to have large unsatisfied credit demands, implying that the credit
constraint had been predominantly the inhikiting factor in economic development at large; and at
the micro level, that it had been the factor retarding the productive potential of the entrepreneur
and the growth of private sector enterprises. Consequently, credit progranmes, both institution
building and policy announcements, were directed towardssolving these unsatisied demands for
credit whilst at the same time controlling excessive increasesin money supply.

The issueistherefore to examine how Bank of Ghana determined credit demand at the macro leve
and how thisapproach to the determinaion of the demand for credit was factored into monetary
management. Whilg the quest of easing credit congraints underpinned the evolution of Bank of
Ghanas financial programmes, its quantitative derivation was based on the type of economic
strategies pursued immediaely after independence. To a great extent, the economic systemwas
associated with substantid direct government intervention in not only financid aspects, but dso in
other aspeds of the economy such as state ownership, price and distribution corntrolsand/or
subsidies. The credit control framework wasthus part of a broader interlocking sysem of
economic controls. By this, the growth path of the economy was selected and predetermined
targets were set for the economy and its constituent parts. The strategy emphasized the importance
of capital in production so that the output targets for the economy and the various sectors were
set. The essential issue was thus reduced to how much investment was needed to achieve target
increasesin output. Thisled policy makersat both Bank of Ghana and the Ministry of Finance and
Economic Planning to define credit demand interms of incremental output and proportional
output.

The fundamental assumption of the incremental gpproach is that credit is required to support
economic growth inthe same proportion that itis used to fund present levels of economic activity.



Current credit requirement figures begin with the amounts of credit disbursed during a recent
period for the economy as awhole and for the respective sectors. T hese amounts are multiplied by
one plus a projected percentage increase inthe sector's output. T he percentage decided on depends
on the Bank of Ghands overdl macroeconomic objectives. Inthis scheme, new credit demand is
defined as the difference between the amount of credit disbursed inthe previous year and that
derived for thecurrent year.

The proportiona output approach derived credit demand from a sector's contribution to the
economy. In this respect, GDP was analyzed in terms of the relative importance of the different
sectors contribution to economic activity. The ratios obtained were then used as bases of credit
policy wherethetota amount of credit disbursed in the previous year was multiplied by theratio
to quantify the sector's credit demand, or the amount of credit which ought to be flowing to the
sector in the ensuing year. Together, the incremental and proportional methods were used by the
Bank of Ghanato derive the credit ceilings and to set sectoral credit guidelines for the banks.
However, unlike the incrementd output gpproach (which defines credit demand in terms of some
target output), the proportiona output approach generally indicated credit insufficiency rather than
an exact amount of credit to be made available to a sector. Ostensibly, credit cellings and sectoral
credit controls attempted to curb inflation whilst dlowing some officia selectivity in credit
alocation intended to promote a gecific pattern of investment and growth. The ded gnated priority
sectors were the export, agriculture and manufacturing sectors.

Thus for each year until 1990, Bank of Ghana's Research Department prepared a Monetary and
Credit Plan, describing the mgjor trends in monetary and credit developments as well asthe
monetary and credit control measures that guide the banking system's operations - interest rates,
reserves requirements, sectora credit celings and mandatory lending ratios. Invariably, credit
cellings and sectora credit controls appear to have been the mgjor instruments of Bank of Ghana's
financial policy between 1960-90. The credit ceilings were derived from Bank of Ghanas
macroeconomic ceilings on the banking system's net domestic assets set according to monetary and
inflationary projections. Taking into account the actual economic developments during the year,
Bank of Ghana estimated the anticipated expansion of the money stock, other bank liabilities and
net foreign assets Based on these estimates, Bank of Ghana derived its expang on coefficient for
tota credit, which was then broken down into the respective sectora credit needs according to the
sectors' projected percentage increases in output. In determining the various sectors shares in total
credit, Government financing needs were taken as given and the shares of the other sectorsas a
residual. In the case of bank specific cellings, each bank's ceiling was categorized into credit to the
rest of the economy and credit to the government and to cocoafinancing. Bank of Ghana
prescribed per missible percentage increases over each bank's disbur sed credit to a sector at the end
of the preceding year, without provisons for bad debts and loan loss. Implicitly, by adding dl
sectoral demandsfor abank, Bank of Ghana was alle to set also an overall ceiling for each bank.
In this scheme, the allocation among barks of the overall increment for credit expansion was
based on historical market shares rather than on the basis of each bank's effidency and capecity to
generate new deposits and lending opportunities.



Thus for example in 1968, the Bank of Ghanain itsfinancia policy directed that;

"in consonance with the projected real growth rate in 1968, some increase in commercial
bank credit, particularly to the productive sectors of the economy, would be fully justified.
The total increase in bank loans and advances during 1968 (other than for cocoa finance)
will, therefore, be permitted by up to 12 percent of the level of 1967. With aview to giving
maximum encouragement to productioninthe private sector, bankswould be permitted to
reflect thisasfollows; (i) in the productive sectors of Manufacturing, Agriculture, Mining
and Exports combined, commercial barks are expected to increase their lending up to 50
percent of the levd at the end of 1967; (ii) for imports, construction, services, personal
loans and others combined; commercia banks are expected to continue to exercise restraint
in lending, and to limit their loans for these pur poses to not more than 10 percent above the
level at theend of 1967" (Bank of Ghana Annual Report, 1968 p.44).

It is noteworthy that the above example istypical of many such monetary and credit policy
statements. Again in 1983, the Bank of Ghana defined the credit demand for the sectors as follows;

"the cash reserve requirement ratio of the mgor commercial banks was, however, changed
from 35 percent to 20 percent to enable the banks to finance the expected increasein
economic activity. Ceilings on sectoral credit to some of the priority sectors were also
raised to ensure an adequat e flow of credit to these sectors. I nthisregard, the credit
ceilings were raised from 75 percent (of the level of December 1982) to 100 percent for the
transport, storage and communicationssector. The highest proportional increase was
however, inrespect of import trade, whose credit celling was rased from 100 percent to
600 percent. Asin the previousyear, there was no ceiling for the agricultural sector;
furthermore all the banks were required to lend at least 20 percent of their total loan
portfolio to the agricultural sedor. Ceilings on credit to electricity, gas and water as well as
congtruction, designated non-priority sectors, wereraised from 50 percent to 100 percent
and 25 percent to 100 percent respectively. The proportion of the permissible total
domestic credit increase to Governmert was reduced from 40 percent inthe previous year
to 28 percent in the year under review in order to make adequate provision for the credit
needs of the non-government sector and to curb Government rediance on borrowing from
the barking sygem" (Bank of Ghana, Annual Report, 1983 p.1).

In substance, the incremental approach could be reduced to officials making decisions about
priority sectors and what they felt wasdesrable. Apart from itssimplicity, the gpproach failed to
go beyond the mat hematical relationship between output and credit. It did not deal with the
substance of transactions or the financid cdcuations it sought to influence. Specifically, it did not
provide an indication of the quality of the credit in use or expected to be used. Thusfor example, it
did not take cognisance of the larger amounts of non-performing loans carried by the banks: in
particular, it failed to analyze why the priority sectors have difficulty attracting credit in the first
place. In fact, while the non-performing loans indicated that lending could not have been sustained
without policy changesin the credit system, the incrementa output approach to credit demand



alwaysindicated that more credit should be made, regardless of the borrowers potential and of the
incentives to repay such loans. Where a bank failed to meet credit targets for other priority sectors
apart from agriculture, the amounts were subtracted from the credit ceiling dlotted to it.
Unfortunately, however, the incremental output and proportiona output methods of estimating
credit demand by Barnk of Ghana did not take into account othe binding constrants on
investment, particularly in the sectors designated as priority sectors and which were to be
apportioned the greated credit demand. Credit demand targets did not contain measures for
discriminating against proposals of credit applicationslikely to lead to bad investments and bad
loans. T he records of banks huge amounts of non-performing loans raised doubts asto the
suitability of these measuresin quantifying credit demand: the banking system ended up carrying
large amounts of nonperforming loans that had to be transferred to NPART in 1990 as part of the
financial sector reforms (HNSAP). Teble 2 showsthe detail sof the non-performng assets
transferred in 1990.



Table 2

NPAs Transferred to Non-Performing Assets Recovery Trust by Banks In 1990

Millions of Cedis

Amount Of NPAs Transferred % Of Total NPAs Transferred
Bank To NPART To NPART
GCB 14,321 28.4
SSB 12,585 25.0
NSCB 725 14
ADB 1,293 2.6
NIB 6,623 13.1
BHC 12,853 25.5
Barclays 689 14
SCB 462 0.9
MBG- 881 17
Total 50,433 100

Source: Gockd, A. F. (1995) The Role Of Finance in Economic Development: T he Case of Ghana

Unpublished Ph.D Thesis, University of Manchester, U.K.

In fact, so important had the policy of giving directives to the banks become, that Bank of Ghana
noted in its 1983 Annual Report as follows;

"To give more concrete expression to its agricultural policy, The P.N.D.C.
Govenment adopted policy measureswhich sought to increase the levd of credit to
the agricultural sector, especially to the small-scale farmers who produced the bulk
of the country'sfood requiremerts. In this regard, dl commercid banks were
required to lend at least 20 percert of their total loan portfolio, as at every
reporting date, to the agricultural sector. This proportion was meart to comprise at
leag 12.5 percent of that portfolio to the small-scale farmers and at leas 7.5
percent to other farmers ... to ensure effectiveimplementation of that agricultural
credit policy, al banks were required to comply with those directives. Where, for
some reason, a bank was unable to comply, it was required to transfer to the
Agricultural Development Bank [ADB] such amounts as would bring their
total lending to the agricultural sector to the required proportion. Such
transfers, however, would not attract any interest” (emphasis mine, Bank of
Ghana, 1983 Annud Report, pp.14-15).
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These approaches to quantify credit demand entail cheap credit polides without proper
remunerative uses of credit. Indeed, because of the extreme regulation of banking practices,
banking became a mechanical process, especially as banks were programmed by Bark of Ghana as
to how to manage ther portfolios. V ey little imagination went into assetsand liability
management: because of the directed credit programmes, there ensued an uncompetitive banking
environment, market inefficiencies and political patronage in the barking system. In addition, since
managersof these institutions did not shareany risk of loss, they had a propensity to take on
additiona risk without paying any price for their actions. Not surprisingly, the banks, especidly the
state-owned banks, accumulated huge amounts of non-performing assets as shown inTable 2
above.

Prolonged quantitative controls on credit as happened in Ghanatended to discourage many forms
of competition. Credit cellingstend to limit competition between banks as credit is dlocated on the
basis of historical market shares, and not according to lending opportunities. B ank -by- bank
ceilings distort competition by pendizing more dynamic banks and discouraged financial savings
mobilization. Once a bank reaches its ceiling, it has no incentive to compete for additional deposits,
even though indicationswere that some of the major banks had profitable clients. As wasthe case,
barks tried other imovaive pradices to beat the dirigiste approachto credit management, for
example asking their favoured clients to establish pseudo subsidiaries which fall inthe designated
priority sectors. Evidence from surveys conducted suggested that the bigger and more innovative
bank s advised their prime customers to establish pseudo farms for purposes of accessng credit
under the Agricultural Sector allocation. Thus emerged such farms as UTC FARMS, GLAMOUR
FARMS, to mention afew (Brownhbridgeand Gockd, 1998). Not surprisingly, the bigger primary
commercia bankswere able to operate within their cellings and sectoral guidelines. By this, bank
credit became fungible and Bank of Ghana was not achieving its financia policy objectives. In any
case, thefact that calingsweretested only periodicdly meant that bankswere able to exceed ther
cellings and “window dress’ their credit numbers when reporting to Bank of Ghana.

There was difficulty in monitoring credit ceillings and the sectora credit guidelines, as bank s sought
ways to extend credit in forms not caught by the cellings, and as the numbers for outstanding credit
balances became less meaningful due to adjustmentsas a result of provisions and exclusion of
capitalized interest. The fact that credit ceilings or incremertal targets and sectoral or proportional
guidelines needed to be determined and interpreted by the Bank of Ghana for each of the then
eleven barks, meant that the Bark of Ghana had abandoned itsfundamentd role of
macroeconomic management and supervisor of the banking system and was rather meddling in the
microeconomic management of the individual banks. This, as was noted earlier, made balance sheet
management a mechanical process for bank officids, punishing the more efficient banks and
creating digncentives infinandal developmert.

Furthermore, credit ceilingslimited the scope of borrowersto switch between banks. Not only
were banks limited in how they could use funds, but in asituation of rationing, would-be
borrowers had to win the goodwill of potentid lenders; oneway to do this was to leave on deposit
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larger badances than would otherwise have been desirable. Andyticdly, the shadow price of credit
was in excess of the quoted price and included the opportunity cost of the surplus deposits. Such a
situation also made changing banks a more difficult step to take and more generally slowed down
portfolio and other financial adustments. Aswas to be expected, there are less immediate pressure
for banks to make their liabilitiescompetitive, i.e. increase the price they are prepared to pay for
funds ( Harrington, 1987 and Gockel, 1995). I n sum, it was apparent that credit cellings and
selective credit controls, like low interest rate polides, caused banks to hold excess cash, as
lending under such prescribed conditionswas not exactly profitable.

In addition, credit ceilingsand sectoral credit allocations were incompatible with the need for
increased intermediation as they tended to encourage both intermediation outside the banking
sysem and capital flight. In fact, although credit ceilings and sectoral aredit cortrols were
relatively easy to administer, their use added further distortionsin financia intermediation.
Together with low interest rates, they produced a disncentive effect on the banking system,
discouraging banksin the collection of savings once these banks had attained their celings. This
tended to reduce the total amount of funds available for credit inthe economy. Asobtained in
Ghana, severe misalocation of resources ensued, competition among banks was inhibited and the
development of an interbank market retarded. Once the banks met their ceilings, not enough
incentives existed to mobilize savings. Once the banks refused to accept further inter est- bearing
deposts this tended to encourage intermediati on outside the barking system, capital flight and/or
the acquisition of durable goods Thus intermediationwas d scouraged aswas reflected inthe low
and declining M2/GNP ratios between 1960-1988, and the subsequent proliferation of various
SUSU Schemes (Aryeetey and Gockel, 1991: Gockd and Brownhridge 1998).

2.2 Reserve Requirements: Practice Under Direct Controls Regime

For monetary management purposes, the Bank of Ghana has broad legidative powersto specify
the nature and level of various types of reserves that the deposit money barks (DMBSs) must hold.
These reserves are calculated as a fraction of selected categories of customer deposits with each
bank. Before March 1990, the Bank of Ghana did not require uniform reserves across the different
types of deposits as a means of equalizing the implicit tax involved. Rather, Bank of Ghana
imposed reserve ratios for cash and secondary liquid assets. The cash reserve requirement was a
two-tier system: one for demand deposts and another for savings and time depasits. Typically,
reserves against demand deposits were higher than those for savings and time deposits. Thus,
before the change over to uniform reserves across deposits in March 1990, the Bank of Ghana
required the DMBsto keep 30% reserves against demand deposits and 10% against saving and
time deposits. These reserves were held as either cashin tills or as balances with Bank of Ghana
deposits at the discount house wereexd uded from eligib e assets for the primary requirement.
Apparently, Bank of Ghanaenvisaged that the volatile nature of demand deposits warranted a
higher reserve regquirement, and the lower reserves requirements required for savings and time
deposits would serve as in incentive to the DMBs to mobilize term funds for medium and longer
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term lending.

Reserves inrespect of secondary liquid assets were to be hdd as Government Stocks, Treasury
Bills, Bank of Ghana Bills, Cocoa Bills, Grainand Cotton Bills aswell as any other paper
approved by the monetary authorities. More often than not, these qudifying assts were not
sufficient to cater for the DM Bs secondary reserve requirement s and the banks ended up holding
excess cash with the Bank of Ghana. However, deposits at the Bank of Ghana and the discount
houses did not qualify as digible liquid assets under secondary reserves requirement, even if these
deposits were in excess of primary reserve requirements. Such depostsat the Bank of Ghana
earned no interest and as such had a dis-incentive effects on the savings mobilizing efforts of the
DMBs (Gockel, 1996). For both the primary and secondary requirements, the deposit basewas
defined to exclude interbank deposits. They were contemporaneous, hold-at-all-times
requirements, and monitored on a daily basis each week. Failure to meet either of these
requiremerts was an offernse, subject to afine of 0.1 percent of the deficiency per day, plus an
additional interest charge specified by the Bank.

Table 3 showsthe liquidity position of banks in Ghana before the change to indired monetary
control instruments. With directed credit programmes as was the case in Ghana, banks remaining
resources over and above their ceilings was considered “excess’ liquidity. Unlike the reserve
requiraments in the industrialized countries which are typically low, often lessthan 10 percent,
reserve requirements in Ghana averaged about 32 percent between 1987-89. The effects on the
banking system of such high reserve requirements, were twofold. First, a substantial amount of the
avdlable funds were directed away from potertid borrowe's. These potertid borrowers had to
look elsewhere for their financial needs, and indicationswere that there was a growing informal
finandal sector ( Gockel, 1996).
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Table 3 Average Liquidity Position Of Banks As Percentage of Deposits: 1987-89
(In Percentages)

Type Of Reserve 1987 1988 1989
Cash Reserves 25.8 254 25
a CahiInTill 7.2 5.6 4.6
b. Deposits With BOG 14.6 14.8 20.4
c. Deposits With Barks (Net) 35 0.1 -
d. Money At Call With CDH 0.5 4.9 -
Liquid Assets 15 16.6 18.5
a Treasury Bills 4.4 3 2.3
b. Government Stocks 9.3 6.4 4.6
c. Gran Bills 1.3 5 4.9
d BOGBiIlls - 2.2 6.6
Total Liquid Reserves 40.8 42 43.5
Required Cash Reserves 21.7 19.6 22
Required Secondary Reserves 6.7 10 15
Total Required Reserves 28.4 29.6 37
Excess Liquidity 12.4 12.4 6.5

Source: Bank of Ghana, Research Department Records.
BOG= Bank of Ghana: CDH= Consolidated Discount House

Secondly, when banks are forced by the monedary authorities to hold large amounts as high
reserve requirements in low or zero-yielding assets, major distortions to interest rates arise, as
bankstry to make up for lost revenue by increasesin the margin between deposit and lending
rates, or by raising service charges, commissions and fees. In Ghanaw hile both deposit and lending
rateswere largely controlled, the minimum depost rate tended aso to become the maximum in
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practice. Moreover, the banks resorted to high service charges to borrowers so that in the firal
analysis, the effective rate of loans was higher than programmed (IPC, 1988)*. The lesson to be
learned is: if banks have to voluntarily hold cash balances in excess of statutory requirements to
meet customer withdrawa clearing needs, then such high reserve requirements become excessvely
punitive, much more so when the reserves do not attract any returns. In such cases,
disntermediation occurs and as was the case in Ghana, banks gave all sorts of reasonsto drive
away wealth holders who wanted to operate interest bearing accounts such as time and savings
depoasits (Gockel, 1995). The interest banks received on their seconday reserve holdings both
required and excess, was either zero or lower than the cost of funds of interest bearing deposits,
or at lead the directed deposit rate to be paid by banks to depositors (Gockel, 1995).

To sum up, Bank of Ghands monetary management through direct policy instruments cumulatively
accentuated the distortions in financial intermediation, making investmert in financial assts less
attractive. Financial intermediation became shallower, with increased informal financia activities
and capital flight. This experience suggests that directly and in other ways, monetary policies that
are based on credit controls and high reserve requiremerts, tha do not take into account cog of
funds to banks, tend to be repressive and to inhibit the development of the financid sector. Thisin
turn retards the process of economic development and in certain instances, can completely reverse
growth, as appearsto have been the casein Ghana. In such circumstances, price stability and
favour able balance of payments become illusive, resulting in overvalued exchange rates that serve
astaxes on exports and subsidies onimports. This experience resulted in the call for reformsin
monetary management.

!Interdisziplinaere Project Consult (IPC), 1998, Rural Finance In Ghana, A Research
Report Prepared on Behalf Bank of Ghana, Frankfurt. It wasfound out that effective rates were
as high as 70%.
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3 Monetary and Financial Policy Reforms
3.1 The General Principle of the Market-Based System of Monetary Management

In line with the liberal economic policies adopted under the Economic Recovery Programe (ERP)
from 1983, monetary policy was also deregulated in a financial sector reform programme between
1987 to 1992. Thus, in principle, a full-fledged market-based system of mondgary management was
institutionalized, apparently to internalize the advantages of indirect money control measures.
Indirect monetary instruments absorb or gterilize a certain anount of liquidity and thus limit

banks' resources available for lending. When liquidity is sterilized, the capacity of deposit money
banksto lend is reduced; when liquidity is released, their capacity to lend isincreased without the
distortions and disincentives associated with directed credit policies When the Bark of Ghana uses
these indirect cortrol instrumerts in its monetary management, the target group of itsintervention
is the banking system. Analytically, when monetary authorities use the bill auction mechanism, and
especially if the auction is open for nonbank public to bid, the effects of the central bank’s
intervention on liquidity and interest rates is more trangparent and quickly spreads throughout the
economy. Indeed, as the liquidity eff ects permeate through the economy as awhole, affecting dl
economic agents, the instruments are shown to be more efficient. To allow such tranamittd, it is
important to reduce regulatory segmentation between categories of financial institutionsand to
develop a deep domestic money market where all economic agentscan participate. The nonetary
authorities actions in declassifying banks as primary and secondary banks, and establishing discount
houses and the Ghana Stock Exchange as potentia markets where secondary issues could be
traded without affecting the sterilization of excessliquidity, reflect this leson learned.

Among the indirect instrumerts used are outright sdedpurchases of Government and Bank of
Ghana securities, or open market operations, transfer of Government funds from the deposit
money banksto Bank of Ghana, reserve requirements, and reverse transactions or repos. On a
cautionary note, in principle, it makeslittle difference for immediate volume target s whether the
Bank of Ghamain its intervention uses, open market operations, reserve requirements, or refinance
facilities or any of the other instruments. However, in practice there are many operational
differences between the various indruments. For example, even though they are al indirect
monetary management instruments the cods of these instrumentsto the Bark of Ghana, to
individua banks, and to the banking system can be quite different depending on the instrument
used. Furthermore, there are different degrees of flexibility and effective control related to each
instrumert, e.g, reserve requirements are relatively inflexible and apply only to banks, whereas
open mar ket- type operations are very flexible and directly affect only those banks or nonbank
economic agents that choose to paticipate Bark of Ghana rediscount facilities in tum have quite
different degreesof flexihility depending upon thar design. Effedive control dso dependson
whether it isBank of Ghama or thedepost money bark that has the intiative regarding the use of
an indrument: with reserve requirements the Bank of Ghana holds the initiative; with refinance
facilities the initiative is typically held by the DMBs; in open market operations, it is the Central
Bark which initiates the operations, but both parties’ decisions &fect the outcome. For purposes of
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making an informed choice among these instruments and how they could be improved to make
monetary control more efficacious, we need to examire their characteristics.

3.2 Bank of Ghana’s Framework For Monetary Management

In its approach to monetary control, Bank of Ghana s framework is the monetary base approach.

Asitsreason for the redefinition of money supply to M2+, Bank of Ghanaused theincreasein
foreign currency holdings with the DMBs. Unlike the situation in the early 1980s, Ghanaian
residents can now hold two main types of foreign currency accounts at the DMBs” Consequently,
foreign currency deposits have assumed importance on the balance sheet of the DMBSs,
representing over 30% of total deposit liabilities of the DM Bs by December 1997. With this new
target, the money supply, defined asM2+ is determined by the base money or reserve money as
follows:

Y2 el 0] = TS equation 1.

where B is high powered money or what Bank of Ghana calls reserve money, and m is the money
multiplier. Analytically, the money supply, M2+ can be influenced by the money multiplier or/and
the reserve money. In practice however, Bank of Ghana s emphasisis on reserve money or base
money. Primafacie, thischoice isrationd if Bank of Ghana can project the money multiplier fairly
accurately over policy periods. Whether Bank of Ghana estimates the money supply accuratdy
depends on the definition of money. Withthe redefinition of money as M2+ whose corstituerts are
currency, demand deposits, saving deposits, time deposits and foreign currency deposits, the
behaviour of money supply multiplier isvery crucial in deermining the extent to which Bank of
Ghana can withdraw or inject liquidity into the system. Analytically, we canderive a money
multiplier based on the constituents of money as follows. With currency outside the banking
sygem, the non-bark private sector maintainsaratio, k, of cash to demand deposits. It must be
emphasized that the k-ratio isabehaviouria function but for smplicity, it is considered to be
constant. This k-ratio varies with time and as we see shortly, tends to vary withthe decigons of
the non-bank private sector. Thus, we have:

k =C/D or Currency Demand deposit ratio.................... .equation 2.

Similarly, all the other constituents of money are defined in terms of demand deposits. It must be
noted tha these other congtituents are defined in terms of demand deposits, because the main
channel by which DMBs create credit is by demand deposits.

Thus we define the following ratios.

“See Gockel, A. F. (1998) “Dollarization In Ghana”, Legon Economic Studies, University
of Ghana.
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s=SD or SavingsDemand Depost Rétio......................equation 3
t=T/D or Time/Demand Deposit Ratio..........................equation 4
f=FD or Foreign currency/Demand Deposit Ratio......equation 5.

Besides these congtituents of M2+, we have the role of government deposits in money creation. As
we see shortly, Government deposits can be moved from Bank of Ghamato the DMBs or vice
versajust to influence the credit creation capacity of the DMBs. Thus, we have government
deposits as a fraction of demand deposits, g. That is,

g=G/D or government deposits-demand deposits ratio........equation 6

Furthermore, by definition, reserve money B is currency with the non-bark public (C) and total
DMBs reserve cash held either as vault cash at the banks or with Bank of Ghana (R). Thus,

[ O S RRPTRPRRRIPR = o | U= (0] o I 4

The cash with the banking sygem component of the reserve money hastwo essertid dements
which tend to influence the conduct of monetary policy. These can be further classified asthe non-
mandatory and mandatory eements. T he non-mandat ory element reflectsthe cash reserveratio
which the DM Bs have voluntarily imposed on themselves for prudential purposes. The mandatory
requiremert is the ratio required by Bank of Ghana to be maintained by DMBs. It is thiswhich
actually underpinsthe Central Bank’s capacity to withdraw or inject liquidity into the system
through the banks. With these definitions, we now respecify R as follows:

R=[D+S+T+G+HF.ieii e e e e e e EQUEE T ON 8
where D is demand deposits;

Sis savings deposits;

T istime deposits,

G isgovernment deposits, and

F isforeign currency deposits.

Here, r- ratio isthe weighted average of reserve ratio againg al bank deposits. Thisr is crucial
for monetary conduct and iswhat Bank of Ghana does manipulate over and above the non-
mandatory reserves maintained for prudential purposes.

Now, lets recall Bank of Ghana s definition of money supply and the reserve money equations:

M2+=C+D+S+T+F
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B=C+R.
Substitute equations 2 and 8 into the reserve money equéaionto get:
B=KD+IMD+S+T+F+G]iiii it e e equation 9.

Equaion9 is reserve money defined soleinterns of the various depodtsheld by the DMBs With
this, we an now proceed to define reserve money interms of demand deposits only by substituting

equations 3 to 6 into equation 9 to give:
B=KkD+r[D+sSD+tD+fD+gD].ccccceevrr e e e equation 10

Equation 10 is the expression of reserve money solely in terms of private demand deposits.
Simplifying equation 10, we have:

B=D[r(1+s+t+f+Q)+ K] e e equation 11
From equation 11, private demand deposits are made the subject of the equation as follows;

D=B/r(1+s+t+f+Q) +K.irrereie e e e .equation 12

With equation 12, various relational equations can be defined for the components of money stock
in terms the behaviouria parameters, s, t, f, g and k. Making the necessary substitutionsinto the
money equation, we obtain the money stock, M2+ defined in terms of reserve money or base
money

as.
M2+ =mB
where

m isthe monetary multiplier with 1+ k +s + t + f asthenumeratorand r (1 +s+t+f+g)+k
asthe denominator. These are referred to as the behaviouria parameters and r can be either
mandatory or non-mandatory reserve reguirements In the Meade-Tinbergen fashion, whichever of
the two ishigher is the binding condraint. As we seelater, in developed marke economies, r tends
to be more of non-mandatory character than in developing economies where it is very high serving
as an instrument of monetary policy. If DMBs should maintainreserves far in excess of mandatory
requirements, thenthe required reserve ratio isnot likdy to be an effective tool & the disposd of
Bank of Ghana. The maintenance of excess reserves by the DMBs means that the bank rate is also
not likely to be effective, as the DMBs would not conduct thar balance sheet in a manner asto
force them to go for assgance from Bark of Ghana as thelender of last resort.

The stahility of the multiplier, m, depends on all the factors that affect the behaviourial parameters
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viz, currency raio; time deposit ratio; savingsdeposgt ratio; foragncurrency depost rdio,
government deposit ratio and the reserve ratio. It isthese behaviourial parametersthat Bank of
Ghana mug track down to be ableto have cortrol over m so as to make ameaningful impact on
the money supply through changes in reserve money. A cursory glance at the behavior of these
behaviourial parameters in Ghana' s monetary history, showsthat the currency ratio can be a
problem for monetary management (Gockel, 1995). The currency ratio is affected by the following
factors:

a interest offered by the DMBs on various types of deposits; the more attractive these are,
the lower the currency ratio as households will hold various types of deposits offered by
the DMBs

b level of real income; when real incomes are generally low as they are, coupled with large
dependency ratios, cash holdings tend to dominate and therefore increase the currency
ratio.

c the price level of goods and services purchased with cash relative to price levd of goods
purchased with cheques; this combines with many factors including high costs of cheque
clearing to raise the currency ratio.

d theratio of taxesto income; the bigger the ratio of taxesto income the greater the
incertive to evade tax payments, with tax evaders being likely to conduct a greater
proportion of their transactions incurrency. Thisis particularly relevant against the defunct
AFRC Decree 17 which forced people to withdraw confidence sensitive monies from the
DMBs.

e generd lack of confidencein Cedi denominated assstsas a result of macroeconomic
instability and obnoxious legidation.

Bank of Ghana's capacity to inject or withdraw liquidity from the system, using mandatory reserve
requiremerts, depends largely on these behaviourial parameters that go to build up the mongary
multiplier. I n fact, the last point, though explanatory, has raised an important issue for the
definition of money as M2+. T his entails the foreign currency component, whichisheld only in
deposits with the DMBs Asit is Bank of Ghanahas no idea about the foreign currency holdings
outside the DMBs which are as good asmoney, but are not included in the definition of money.
Thisimpactson the ability of the Bank of Ghanato derive amore accurate money supply
multiplier. By conjecture, such foreign currency holdings are thought to be as much as what the
Banks are holding. Obvioudly, if thisistrue, thereis much more liquidity in the system than Bank
of Ghana istrying to capture with the M2+ definition. | do not pretend to have an answer to this
problem and it will be necessary to carry out a more detailed analysis of thisissue if Bank of Ghana
IS going to continue using mandatory reserveas an instrument of monetary control.

Wor g ill, the definition of money supply as M2+, has given the impression that the currency-
money ratio has fallen. Thisis not correct, since it is the denominator that has been increased
through the inclusion of foreign currency deposits in the money supply. Even if the Currency-M 2+
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ratio is declining, with the redefinition of money, itsis still high, averaging about 34%. The high
Currency-M2+ ratio is no exogenous constraint on Bank of Ghana. The high ratio is a rational
response to well -intentioned but irrespongble laws and policies of Governmert in the late 1970s
andinthe 1980s. (Gockd, 1995). Nevertheless, as wearguelater, the high currency-monrey ratios
create an in-built constraint on credit creation by the DMBs as themonetary multiplier is kept low.
Bank of Ghana will have to revisit these issues if a tractable monetary multiplier is to be derived.
Without doing this, the use of mandatory reserve requirements to effect changesin high powered
money to the money supply, M2+ will be difficult Asit is, therequired reserve ratiois only a
vehicle for the transmission of base morey into money supply. It can make or mar the control of
M2+ in so far as Bank of Ghanaiis reckless not to contain violent changesin reserve money. The
intractahlity of the money multiplier was succinctly put by the Director of Research Department of
Bank of Ghana when he wrote as follows:

Another problem associat ed with monetary programming has been the predictability of the
rel ationship between money supply and reserve money......In 1994, m was projected to be
stable at 2.51. Theout-turn had adownward trend. Similarly, the projected paths for m for
1995 to 1997 differed dgnificantly from the actual. In 1994 and 1995, even thedirection of
m was wrongly predicted. Money supply targets based on the projected m would obvioudy
not be achieved (Wanpah, 1999).

It must be emphasized that this problem of intractability of m was before the redefinition of money
supply from M2 to M2+. Whilst the M2+ target appears to be arational choice for the money
supply, a closer examination of the componentstendsto suggest that this monetary target could
grossly underestimate what is money and must be cortrolled to containinfiationary pressures. If
we note that there is some general aversion for holding bank deposits with even the conventional
M2 definition of money, thenit stands to reason that there is quite an urknown amount of foreign
currency holdings by residents outside the banking systemthat Bank of Ghana policy can influence.
Such foreign currency holdings can be switched into Cedis with rapidity, or as the evidence
generally showsin recent times, used directly in transactions as means of payment. Either way,
foreign currency holdings have monetary implications that are largely outside the controlling
capecity of the Bank of Ghana. It istherefore pertinent for Bank of Ghanato grapple with the
dollarization issueif it has to have sufficient hold on its bdance sheet. Having raised these crucial
issues that affect the money supply multiplier, we now proceed to examine Bank of Ghana's
deployment of the weighted required reserve raio, r, against total deposits of the deposit money
bank s as an instrument of monetary control.

3.3  Reserve Requirements: Practice Under Indirect Monetary Control Policy Regime

In recent times, the perception about reserve requiremerts has changed, from been regarded
mosgly as non-mandatory instrumentsof prudential management to mandatory instruments of
monetary managemert. It istrue, as we saw earlier when discusing monetary control under
directed credit regimes, that reserve requirements can have dis-incertive effects on financial
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intermediation as they tend to reduce efficiency and increase the cost of intermediation.
Nevertheless reserve requirementsdo act prudentially to provide DMBs with sufficient funds to
meet any mandatory reserve needs plus whatever excess reserves or working balancesthat the
payment system requires. Thiswas largely the practice before the FINSAP 2 in 1990, when
different requirements were applied not only to the different categories of deposits but aso to the
different banking institutions which were designated as Primary and Secondary Banks.

Although reserve requirements are not a sufficient condition for effective monetary policy, as long
as inerest rates areadequately flexible, they can neverthd essbe hdpful to support monetary
policy. Thisis singularly 0 where financial markets are not deep and irnterest rates cannot be relied
upon for the transmission of monetary impulses, and there is not a strong basis for predicting the
money multiplier.

Whilst several analysts argue that reserve requirements are not a market instrument of monetary
policy, since they are specified as aratio to deposits that DMBs must hold with Bank of Ghana,
their impact on money supply is nevertheless through indirect means®. Reserve requirements affect
the money supply throughthe DM Bs capecity to areatecredt. Here, the DM Bsare now free to
manage their assets portfolio the way they want, once the mandatory ratio hasbeen maintained.
Thisisunlike credit ceilings and sectora credit guidelines which have direct impact on credit and
dictate to the banks the composition of their assets portfolio. Aswe noted above, the DMBs do
maintain non-mandatory prudential working balances themselves, but the central bank can use the
required reserves as means of withdrawing or injecting liquidity into the system by changing the
level of reserves to influence the credit creation capacity of the banks.

In this vein, within the market framework, from March 1990, Bank of Ghana changed from the
two-tier system whereby reserves were specified for the different categoriesof deposits to uniform
reserves requirement. The uniform reserves requirement across deposit categoriesis an
improvemert on the two-tier system as this tends to equalize the inplicit tax to DMBs. Thus,
between 1990 and 1997, the required reserves were cal culated on the basis of total deposits viz,
demand, savings and time deposits. Similarly, the distinction among the various types of banking
institutions Primary and Secondary Commercial Banks, was dropped. Againin April 1997,
required reserves were extended to cover foreign currency deposits. Thiswasasa result of the
redefinition of money supply from M2 to M2+ to include foreign currency holdings which was
sensible because of the increadng dollarization of the economy. Conceptually, effective moneary
management entailsthat the base for required reserves should include all components of the
aggregate being used asthe money supply. If the reserve money base should exclude some
components of the morey supply, the monetary multiplier would not be accurately estimated for
forecasting purposes and this would mak e monetary management ineffective. Consequently, Bank

3For details about the controverses, see Caprio, Gerard and Patrick Honohan eds.(1993),
Monetary Policy Instruments For Developing Countries, A World Bank Symposium, T he World
Bank, Washington D.C.
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of Ghana required that foreign currency deposits with DMB should be subjected to the same
reserve requirementsas Cedi-denominated deposits. In this scheme the reservesare calaulaed on
the average of deposits for the week. Presently, the reservesare 8% for primary reserves and 35%
for secondary reserveswith aweekly lagged observance reserve maintenance period.

There are several advantages in the choice of atotal deposits base that exclude interbank deposits.
Firgt, the DM Bs can easly adjust required reservesto changesin deposit. Secondly, the timing
phase of the definition of the base, as we noted has changed from daily bases to weekly averages.
Definng the base in terms of a weekly average of deposits, reduces the chances of large
transactions impacting on the deposit base on particular days. In the same vein, averaging reduces
the incentive for the DMBs to maneuver their balance sheets on specific days so asto cheat the
system.

The change over from the contemporaneous observance and daily maintenance of require reserves
to the lagged accounting basis gppearsto cary further advantages afully contemporaneous sysem
requires cash holdings in a particular period to be based on deposit levels in the same period). By
this change, required reserves in the current period are based on a past deposit levels.
Theoretically, the more contemporaneous the observance, the more effective would mongary
management be. In practice, however, if the DMBs normally hold excess cash reserves, asisthe
norm in Ghana, it is not clear whether a monetary policy change would necessarily be transmitted
any more quickly under a contemporaneous system than under a moder ately lagged one. On the
contrary, if the DM Bsshould not hold excessresarves, a contenporaneous systemmay be quite
inflexible and require excessively rapid swings in the balance sheets of the DMBs.

Whilst the required reserves policy appears to have been fashioned, taking cognisance of these
tenets, however, for foreign currency deposits, the reserves areto be held in Cedis, and not in the
foreign currencies. Bank of Ghana’s decision that the reserves against foreign currency deposits be
held in Cedisis predicated on three arguments, viz; (&) it would be operationally difficult for Bank
of Ghanato monitor the various foreign currency accounts at the DMBs; (b) foreign currency
reserves may send wrong signalsthat Bank of Ghana was re-introducing exchange controls; and
(c) there was the urgent need to reduce liquidity to stem inflation.

A critical examination of all three arguments tend to suggest that Bank of Ghana is sacrificing long
term interest for short term expediency and if this becomes the norm, further distortions may be
introduced into the intermediation process, espedally for those DM Bs that mobilizeforeign
currencies. The argument that it would be operationdly difficult for Bank of Ghanato monitor the
several accountsin different currenciesis basicaly weak. Bank of Ghana appears not to have
weighed the costsof its operational difficulties against the cost that the DMBs incur intrying to
raise Cedis as reserves against foreign deposits. The DMBs are on record as having complaned
that trying to convert foreign currencies depositsinto Cedis, as reserves, makes asset s management
difficult. Prudentia cash reserves management has especialy become problematic. Thisis
particularly so with the intractable character of the exchange rate. As the exchange rate changes
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againgt the Cedi, the DMBs have to find more Cedis to comply with the 8% primary reserve and
35% secondary reserve. For aDMB that has accounts of different types of foreign currencies, this
could be an exacting task of operational difficulty, and which cost would be translated into higher
intermediation costs. Bank of Ghanahas only considered the operational difficulty from its own
side without regard to those of the DMBs when it directed that reserves againg foreign currencies
be hdd in Cedis.

The application of required reserves for foreign currency deposits raises the issues of competitive
neutrality and theremureration of reserves in the design of the reserves requirement as a moretary
management tool. Oncethe required reserves do not conformto general market practices and to
the extent that some DM Bs are favoured by some of the required reserves, animplicit tax is
imposed on the DM Bs discriminated against. Asisto be expected, such an implicit tax raisesthe
cost of intermediation and putsthoseingtitutions that are subject to the requirement at areative
disadvantage compared to those that are not covered by the policy. This encourages avoidance,
evasion and disntermediation, particularly in the type of depostsdiscriminated againgt, whichin
thiscase areforeign currency deposits.

Analytically, required reserves should generally be changed only infrequently. When financial
markets are underdeveloped with respect to depth and resilience, required reservescan be an
important monetary management tool to sterilize, a one stroke, a substantial amount of bank
liquidity. Reserve regquirements are not well suited to dealing with short term swings inliquidity.
Consequently, frequent changesin the level of reservestend to complicate liquidity management
by the DMBs As mentioned earlier, this causes severe strains on the DMBs that have to adjust
their Cedi reserves in regponse to the perg sent depreciation of the Ced against the major
currencies held at the banks asdeposits. By the directive to keep Cedis against foreign currency
holdings, Bank of Ghana is virtually changing the required reservesas often as the Cedi
depreciates, sometimesdally.

The maintenance of reserves in Cedis againg foreign currency deposits penalizes those DMBs that
mohilizeforagn currency depogts Ordinarily, suchdepostswould have been kept off-shore or
outside the banking system. But once the DMBSs create instrumerts to mobilize them, these foreign
currendes arenow available in the domain of the formal financial sector for transactions, even to
be used in SWAPs or reversed transactions However, the difficulties in raising 8% Cedi cash as
primary reserve and 35% as secondary reserve means that DMBs would prefer to hold such
foreign deposits as off-shore accounts with correspondent banks. Customers who need foreign
exchange could then be provided for through correspondent banking, as the practicesof the money
transfer programmes such as the Western Union Money Transfer illugrate. Meanwhile the local
market would be strgpped of foreign currencies 9nce disincentivesare areated for the barks not to
hold the foreign currencies in Ghara..

Furthermore, not only will the DMBs call in loans as an easier way to raise Cedisto meet the
required reserves, with further crowdng out of “private sector”, but Cedis raised to comply with
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required reserves would mean that interest rates would be digorted further, especially in terms of
the spread between lending and borrowing rates’. DM Bs make loanslargdly in Cedis for domestic
transactions. Indications are that the foreign accounts pay negligible interest on deposits.
However, Cedi deposits are supposed to dtract reasonable intered ratesso that the leve of
savings would increase. If DMBs are constrained in such away that a large fraction of their Cedi
resources aresterilized asresarves, then lend ng rates would have to bevery high rdaive to
deposit rates, and ultimeately, the implicit tax is borne in large measure by the customers through
this higher mar gin between lending and deposit rates than would otherwise bethe case. This
cannot be better emphasized than was done by the Governor of the Bank of Ghana when he writes
that:

The good showing of banks, that is, the considerable profits that bank s have been posting
in recent years, it may be pertinent to note, isinmost cases a reflection more of high
intermediation margins rather than improved operational efficiency or good asset qudity of
the banks. As a metter of fact, the high profits tend to mask the apparent low efficiency
levels and sometimes poor quality of assets in these barks (Bank of Ghana Amud Report,
1998, p.72).

A further argument by Bank of Ghana not to require reservesin foreign currencies, isthat it would
imply the re-introduction of exchange controls to exacerbate the lack of confidence inthe financial
system. This argumert is untenable and shows that Bank of Ghana lacks clarity in its policies.
Dedrable policies exact compliance and the basis of compliance is awar eness cregtion and
information disclosure, especialy asto the intended objectives of policy actions. Bank of Ghana
would have to mount awareness creation education about its policies so that people will not have
misconceptions about them.

Indeed, the DMBs are rather clamouring for a change to holding the reservesin foreign currencies.
If the holding of Cedi reserves against foreign currency deposits is made solely on groundsthat it
would smack of re-introduction of exchange control then Bank of Ghana would not have educated
the public sufficiently about the policy. What about reserves held against Cedi deposits? The lack
of confidence inthe financial system is much more in terms of Cedi denomineted assets, as shown
by the increasng processof dollarization. Trangarencyiswha iscalled for if the publicisto
accept the policy implications of holding reservesinforeign currendes against foreign currency
deposts Bank of Ghanaofficids are themselves awar e that the DMBswould prefer to hold ther

*Discussions with officids of EcoBank and Standard Chartered Bank revealed that loan
portfolios have to be reorganized to take care of this. Margina beneficiaries of credit are being
weeded out of the loans system under a scheme of 20-80 Rule. By this, only the 20% of the
customers who generate 80% of banks profits would be retained.
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reservesinforeign currendes.

The third argument for holding the reservesagainst the foreign currency depostsisals anon
sequitur. By this argument, Bank of Ghana wanted to reduce liquidity in the banking system
“urgently”. This appearsto be Bank of Ghana’s overriding reason for the policy. However, Bank
of Ghana has erred in thispolicy, by defining liquidity in termsof only Cedi-denom nated depasits
inso fa asthe required reserves are concerned. Thepolicy negates Bank of Ghand s conception of
liquidity that informed it to redefine money or liquidity as M2+. By Bank of Ghare s insistence that
Cedi funds beraised againg foreign currency holdings as reserves, Bank of Ghana isinadvertently
saying that foreign currency deposits are no longer money! What about the foreign currency
deposits that depositors can draw on by cheques, and for that matter meet debt and offer
contracts? Bank of Ghana would have to take a second look at this policy, especially the 8% Cedi
reserves against foreign deposits as these offer no returnsto the DMBs.

Interms of thelevel and extent of required reserves, the ratiosrequired, 8% and 35% respectively
on primary and secondary reserves, appear to be very high compared to the experiences of the
developed market economies. T heoreticaly, required reserves should generally be based on the
level of prudential reserves needed for clearing pur poses, which accor ding to Bank of Ghana's
esdimation is about 2% of deposts. I nthiscase, the 8% is too high snceinterest is not pad onthis
reserves, be they against cedi deposits or foreign currency deposits. Such high reserves without
interest accentuate interest rate spreads against depositors.

However, anintriguing phenomenonis the action by the DMBS to retain reserves that are quite
above the required ratios Thispractice tends to suggest that there is not a creditworthy category
of borrowers out there that the banks can conveniently lend to, which isn’t surprising given the
high real interest rates borrowers would have to pay. The banks are voluntarily holding excess
cash. Not surprisingly, the DMBs are not aggressive in mobilizing savings. As tersely stated
elsewher e on this theme®:

The banks' demand for base morey, their cash ratio, dependson the maturity structure of
deposits, the frequency of cash withdrawals, the opportunity cost of holding cash as
measured by day to day interest rates, and the banks aversion to risk. As these will differ
from bank to bank, so will each bank’s desired cash ratio. However, auniform cash ratio is

°At a dissemination of an EAGER-USAI D sponsored research on 5™ June, 2000 at
Novotel Hotel in Accra, the researchers raised thisissue and officias of the DMBs revealed in the
presence of Bank of Ghana Officialsthat they have made severd representations to Bark of
Ghana against holding Cedis as reserves for foreign currency deposits.

® Griffiths, B. (1979), “ The Reform of Monetary Control inthe United Kingdom®, The
City University Annud Monetary Review, October 1979, pp. 29-41.

26



not necessary for monetary control; al that isrequired isthat banks’ demand for cash are
reasonably stable (Griffiths, 1979, p. 39)

Conseguently, even if Bank of Ghana had not required such high ratios from DMBS, it islikely that
they themsdves would have maintained high prudential reservesto offset any potential increasesin
the level of their non-performing assets. This would appear to suggest that Bank of Ghana's
mandatory reserves are not effective. This can be reconciled withinthe adverse selection and moral
hazard framework (Stiglitz and Weiss, 1981: and Greenwald et.al, 1984)". Apparently, Bark of
Ghana has only provided an avenue for the DMBs to invest mobilized resources with minimal
intermediation. On thistheme, the Governor of Bank of Ghanahasthisto say:

Compliance with reserve and other ratios was generally satisfactory, especially the capital
adequacy ratio which was maintained above the stat utory 6% by al bank. M ost Banks have
al 2 posted large profitsfor 1997, adevel opment inthe right direction. However, Bark of
Ghana has noted with some concernthe rather low performanceof banks in the areaof
savings mobilization. Furthermore, lending operations of the most banks seemed to have
been skewed in favour of big borrowersin the trading sector. Our observation was that the
bulk of loanable funds available to most of the banks were invested in risk-free government
paper, leaving the productive private sector hardly catered for (Bank of Ghana Annual
Report, 1997, p.4).

What is important isthat it isBank of Ghana's policy framework that has provided the opportunity
to the banks to manage their assets portfolio the way they do. It isin thisvein that reserve
requiremernts should be reviewed, but not to be rdied upon asa major ingrument of monetary
policy. Table 4 shows the required reserves and the actual reserves returned by the DM Bs between
1997 and 1999.

"Stiglitz, Joseph and A. Weiss, 1981, Credit Rationing in Markets With Imperfect
I nformation, American Economic Review, 71, No. 3: Greenwald , Bruce, Joseph Stiglitz and
Andrew Weiss, 1984, | nfor mation | mperfections in Capital Market and M acroeconomic
Fluctuations’ American Economic Review, 74, pp. 194-199.
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Table 4

Reserve Requirements Of Deposit Money Banks: 1997-99
(in Percentages)

Liquidity Reserve Ratios Of Deposit Money Banks

_ Primary Ratio Secondary Réio Total Reerve Ratio
Period Minimum | Actual | Minimum | Actua | Minimum | Actual | Excess
January 1997 10 13.69 47.00 46.87 57.00 60.57 3.57

April 1997 8 10.07 35.00 55.25 43.00 65.31 22.31

June 1997 8 8.01 35.00 45.87 43.00 53.89 10.89

Sept. 1997 8 8.74 35.00 | 43.00 43.00 51.74 8.74

Dec. 1997 8 11.79 35.00 48.30 43.00 60.10 17.10

January 1998 8 9.88 35.00 | 5119 43.00 61.07 18.07
April 1998 8 10.22 35.00 52.94 43.00 63.15 20.15
June 1998 8 10.52 35.00 52.99 43.00 63.51 20.51
Sept. 1998 8 1050 35.00 52.44 43.00 62.94 19.94

Dec. 1998 8 12.44 35.00 52.34 43.00 64.78 21.78

January 1999 8 9.82 3500 | 5117 43.00 60.99 17.99
April 1999 8 10.45 35.00 58.27 43.00 68.72 25.72
June 1999 8 10.78 35.00 56.69 43.00 67.47 24.47
Sept. 1999 8 10.76 35.00 52.02 43.00 62.78 19.78
Dec. 1999 8 12.50 35.00 49.30 43.00 61.80 18.80

Source: Bank of Ghana, Quarterly Economic Bulletin, October - December, 1999

The table 4 shows that DM Bs still mairntain excessreserves, which at December 1999 wasas high
as 19%. Bank of Ghana would nead to take a look at the secondary resaves to allow the DMBsto
manage thar assetswithout recourse to riskless government papers asthe principal source of ther
profits. Apparently, DMBs are mobilizing funds only to channd them into government papers. This
isno effective financid intermediation. Instead of using the DM Bs as captive marketsin this
direction, Bank of Ghana could provide the incentives to non-bank private agents to take these
papers. Both in terms of the analytical frame of the money supply multiplier and its operational
practices and out-turn, thispolicy instrument gopears to bean ineffective tool and the Bark of
Ghana should look elsewhere for other instruments of monetary management. That DM Bs
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maintain, for whatever reasons, reserve assets in excess of the minimum mandatory requiremerts,
means that the multiplier process has been truncated: DM Bs are not creating as much money as
they should withinthe mandatory reserves required by Bank of Ghara. If there is an excess money
supply problem, Bank of Ghanawould have to examine credit to Government since thereis
definitely insufficient credit to the private sector, as the DMBs currently maintain reservesin
excess of what Bank of Ghana estimated to be given out as credit to private economic agents. The
bane of monetary management is not from private sector credit but from public sector deficit and
the mechani sis to finance it. Thisiswhere the monetary multiplier approachto monetary
management appear s not to be helpful in the prediction and management of the money supply in
Ghana. As it isnow, mandatory reserverequiranents ae introducing their own distortionsinto
the finand al systemwithout promoting effecive intermediation This takes us to the conduct of
Open Market Operation to control reserve or base money.

3.4  Management of Reserve Money

By definition, as we saw earlier, reserve money givesriseto M2+ through the multiplier. In the
extreme casg, if the reserve money can be sufficiently controlled so that Bank of Ghana dlows the
DMBsto engage in prudential monetary management, then Bank of Ghana would be making
some head way in the conduct of monetary policy. Reserve money is expressed by Bank of Ghana
as.

B = NFAG G T NDARGGG «ereee errereet crteeeie seeeeies eeesess sesseses seesenens (equation 13)
NDAG s = NCGgog + NIBPgog + OINg g eeeereeerreerireeieenieenieene (equation 14)
where

NFAgo; isthe Net Foreign Assets of Bank of Ghang;

NDA;; isthe Net Domestic Assets of Bank of Ghana;

NCGgo IS Net Credit to Governmert by Bank of Ghana;

NIBPgos is Net Indebtednessof Bank of Ghara to the banks and the non-bark private sector; and
OINgqg is represents Other Items Ne of the Central Bank.

Using the framework in equations 13 and 14, Bank of Ghanaempl oys as its maininstruments of
monetary control to influence reserve money, Open Market Operations and Discount Window
Operations. I n recent times, other tools have been introduced. These arerever setransactionsin
Cedi-denominated assets and foreign exchange, transfer of Government deposits from the DMBs
to Bank of Ghana, and outright purchases and sales of foreign exchange. Y ears on since these
market-oriented policy instrument s have been adopt ed, increasing doubt and scepticism have
developed about the efficacy of Bark of Ghana s broad monetary strategy. We examine these
instrument s and the reasons of the scepticismin turn.
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3.4.1 Monetary Management by Open Market Operations

Open Mar ket Operations (OM O) have become the favored instrument of monetary policy among
the indirect instruments of monetary management in recent times. Severd reasons account for this
preference, with the notable ones being the flexible nature of the instrument as Bank of Ghana
could buy and sell securities for whatever amounts it wants, and it can even be caried out several
timeswithinasingle day. Furthermore, OMOs are conducted at the initiative of the monetary
authorities to influencethe cost and availability of credit, whereasinthe case of discount policy for
examplg it is thebarks that initiate when and how muchto borrow. Asamarke instrument,
OMOs are voluntary transactions at market determined yields and do not have the implicit tax
effects that charaderize reserve requirements Thus, Bank of Ghana introduced OM Os into
monetary management in 1986 with aweekly primary auction in treasury bills; later in 1988, Bank
of Ghana Bills were aso introduced.

OMO works indirectly to regulate the Centra Bank’s baance sheet, in order to regulate the supply
of base money therefrom. In this regard, base money or reserve money as Bark of Ghana chooses
to call it, isthe operating target of monetary policy. It isdetermned, in any year, in thecontext of
afinancial programme, with broad money supply (M2+) as the intermediate target, and irflation as
the ultimate target. The amount of bills offered for sale are based on the difference between
projected target reserve money, billsto be retired and public sector deficits, the two together
making the public sector borrowing requiremerts (PSBR).

At inception, weekly auctions of Treasury and Bark of Ghana Billswere held on Fridays (now,
they are held on Wednesdays). At the auction, pricing is basad on the multiple price auction system
with bids arranged indescending order. That is, bids are arranged in ascending order of quoted
rates so that the lowest rates were first dlotted. I n terms of pricing arrangement, Bank of Ghana
allocates offersto bids according to the higher prices urtil the total offe is exhausted. Each bidder
pays the price quoted and is alotted the bids applied for. A weighted average price is declared so
that investors can purchase on tap without taking part in the auction. InMarch 1996, however,
the tap was closed to all DMBs and open only to the non-bank public. Apparently, accessto the
tap between auctions tended to discourage the development of a secondary market in the
instrumerts. Consequently, the tap was closed to the general public as well in 1997. It was
however felt that tap sales should continue at Bank of Ghana's Currency Centresin the regions
outside Accra. Whatever the reason, this action does not take into account the fact that people can
make trade offs for example not taking part in the audiononly to wait and go to the regions to
avalil themsel ves of the tap sales.

Furthermore, since March 1996, Bark of Ghana uses the wholesd e auction system, and tenders
are restricted only to the DMBSs, the Discount Houses and licensed brokerage firms. Theseare
designated as Primary Deders. Conceptudly, the Primary Dealers are market makersin
Government and Bank of Ghanafinancid instruments, and are expected to underwrite the whole
issue or offersof such instruments at tenders. The offers are advertised on Tuesdays in the national
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newspapers. The previous weeks offers and bids alongside the prices or yields are also published.
A weekly weighted average priceis caculated asthe price at which offers are sold at taps at Bank
of Ghana sCurrency Certresin the regions The Primary dealers are expeded to make firm price
guot ations o that they would serve as a nucleus of a secondary market. In practice, however, the
envisaged advantages are yet to be redized. First, the auctions are typicaly under- subscribed. The
secondary market has also failed to emerge, apparently because investors can aways have access
to tap salesat Bank of Ghana's Currency Centres in the regions outside Accra. | n addition, some
of the DM Bs have instituted minimum acceptabl e bids from the non-bank public. For example, at
least one Bank requires the minimum acceptable bid by a primary dealer to be ¢5milliom - an
amount not generally access ble to many who would have wished to inved in treasury hlls.
Indicationsare that there are not enough incentives to the primary dealers, especially as anecdotal
evidence suggests that there is no transparency in the determination of the treasury bills rates.
Here, Bank of Ghanagppearsto review and adjust its “cut-off” intheauctions to achieve some
targd rate of interest. In such drcumstances Bark of Ghana does not achieve its sdes targetsto
be ableto mop up the necessary excess liquidity.

Another basic weakness of the system is the redricted nature of suitably designated financial
instruments that are traded on the money market. Before 1997, the instruments were Government
Treasury Bills and Bank of Ghana Bills. The former were issued to meet public sector borrowing
requiremerts and the latter were aimed at monetary managemert. Conceptually, the distinction was
helpful inas much asbills for monetary control were different from those going to finance

Gover nment budget. It facilitated the monitoring of monetary accommodation of fisca deficits by
Bank of Ghana and the other sectors. By 1996, however, this distinction was dropped and only
treasury billsare now used for both monetary management and public sector borrowing
requiremerts.

The officia reason for the withdrawa of Bank of Ghana Billsis that, Gover nment was becoming
increasingly concerned over interest payments on these hills. What is not clear is whether

Gover nment’s concern was only over interest payments on Bank of Ghana Bills or on Government
debt issues aswell. Whatever it is, the merger does not mak e much of adifference sincein the
final analysis, it is Government that must raise the resources to amortize the instruments, be they
Bank of Ghana bills or Governmert debt instruments. Thisis particularly s if we note that the bids
at the auctions are not typically enough to meet the amount offered for sale. In such circumstances,
whatever was designat ed as Bank of Ghana Bill meant for sterilization had to be eventudly
released to Government to meet its PSBR.

Evenif auctions are conducted solely for purposes of monetary control, it is Government and not
Bank of Ghanathat must bear the interest cost. Otherwise, Bark of Ghanawill have to decapitalize
itself to be able to sustain open market operation. I ndeed, the phasing out of Bank of Ghana Bills
has brought into sharp focus the monreti zation of Government debt. Discussions with Bank of
Ghana Officias suggest that the difference between the deficit and the actual issue represents Bank
of Ghana smonetary intervention. To redress this imbalance, Bank of Ghana has opened an OMO-
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Thills Account into which proceedsto be sterilized are paid. D espite the laudable intention of this
account, it hasraised the issue of lack of trangarency inthe recondliation beweenthe gock of
billsin the register and what actualy goesto finance PSBR. It mugt therefore be emphasized that if
Bank of Ghanaisto avoid excessive accommodation of Government expansionary fiscal deficits,
Government must ensurethat its public sector requirements are met from the sde of treasury hills
only without recourse to Bank of Ghanafor overdraft facilities. Furthermore, Bank of Ghana must
not purchase any Treasury Bills, whether they are new issues or old stock. The Primary Dealers
must be used in these cases to buy the primary issues or the secondary hills. Thisway, the
secondary market development could be fostered.

As pointed out earlier, within theframework of IMF finanda programming, Bank of Ghanauses
Net Domestic Assets of Bank of Ghana NDAg; and/or Reserve Money to attain the desired level
of M2+ asthe intermediate target. It must be emphasized that Bank of Ghana sts targets for M2+
and domestic credit by referenceto expected inflation and output for each base period. Invariably,
there has been very little fine-tuning to account for annua fluctuations in food output and
availability especidly, and theleve of public sector borrowing requirements in view of the volatile
nature of Governmert revenues. Not surprisingly, Bank of Ghana appears not to be succeeding at
the forts in monetary control and inflation management .

Whilgt the theoretical under pinnings of Bank of Ghana's reserve money gpproach specified in
equations 13 and 14 lend themselves inthe application of financial programming, the approach
doesnot make efective di ginction between the various finandng mechanisms of the fiscal defiats
or surplus. Thisis very important because the way in which fiscal deficits are financed has
important consequencesfor the efficiency of that policy (Sliber, 1970; and Blinder & Solow 1973
and 1974). Generdly, fisca deficits can be financed by increased taxation, issues of Government
debt or bonds to the non-bank private sector, or by an expansion in the money stock.

Apparently, in Ghang, for structural and country specific problems, increased taxation could not be
conveniently adjusted to finance public sector deficit, at least in the short run. The optionsreadily
available are bond issues and money finanang. This financing process can be expresxd in an
accounting identity as:

PSD = OMO + NMD - MAT + ECF + aB..cooov e e, (equation 15)
where

PSD = public sector deficit;

OMO = operdions in marketable debt to the non-bark private sector;

NMD = non-maketeble government debt;

MAT = addtional finance required to repay mauring debt;

ECF = sales of foreign reserves or finance acquired to accommodate external flows;
aB =increase in public sectors monetary liabilities of base money.
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Equation 15, representing the public sector deficit equation, can be re-arranged interms of reserve
money as follows;

AB =PSD + MAT - OMO = NMD = ECF..covrrveeeeeeresseeeeeeeee veeeerens oo (equation 16)

Equation 16 ishow base or reserve money can be financed. Consequently, when equation 16 is
substituted into the money supply equation, M2+ =m 2B, this gives an expression of changes
in the broadly defined money supply as a function of changes in reserve money which originates
with the public sector deficit. By this, the relationship which lies behind the monetization of the
public sector deficit has been specified, and servesasaguide to the monetary authoritiesin ther
efforts at monetary management. To the extent that the deficit isnot covered by the sale of debt or
non-debt items to the non-bank private sector, then it will be financed through an expansion of the
money supply. By implication, public deficit per seisnot abad thing; it is the financing
arrangemerts that make or mar it. Equation 16 shows that there are anumber of important factors
that influence the sze of the monetary base. The extent to which Bank of Ghana can effectively
control the monetary base depends on the degree to which it can control the various dementsin
equaion 16. Having said this, it must benoted that in Ghana Government has aproblem with both
the public sector deficit (PD S) and government debt maturing to be repad. The latter is especidly
important asover 30% of government expenditures goesto debt and interest payment on domestic
debt.

Furthermore, the financing of the public secor borrowing requiremert islargely from Bank of
Ghana and the DMBs; financing sources that have significant impact on reserve money, aB. As
typically noted in Bank of Ghana Annual Reports, credit to government is the single largest source
of increase inthe money supply. For example, in 1997, Bank of Ghana summed this up as follows:

The principa sources of the expansion in money supply were net credit to government and
credit to the private sector, recording increases of ¢533.9 billion (219.6%) and ¢389.6
billion (57.2%) regpectively (Bank of Ghana, 1997 Annud Report, p.15)

Table 5 shows the sources of change in money supply, M2+ between 1994 and 1999. Thetable
shows that Government is the single largest source of changein M2+. Oneinteresting change in the
sources of money supply isthe impact of cocoa finanang. Once upon atime, the main source of
variationsin liquidity was related to cocoa financing; not only was the magnitude of the flows
significant but it was financed by the banking sygsem. Now, Government is the main source of
variationsin liquidity as shown in the above table.

Table 5 Sources of Change In M2+: 1994 To March 1999 (¢b)
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Year | Govt Cocoa Public Private Net Other
Financing Institutions sector Foreign Items
Assts
1994 -34.6 -21.4 111.3 854 147.8 17.3
1995 -66.8 0.2 17.9 120.0 2774 129.1
1996 347.7 1.0 -4.2 287.6 204.1 -186.3
1997 533.9 78.2 -56.1 389.6 135.9 -173.6
1998 349.4 -394 17.6 428.7 -52.6 -172.7
1999* 804.9 -37.8 90.0 516.6 -809.0 -327.5

Source: Bank of Ghana records. * First quarter 1999 data.

Although the private sector is aso a significant source of change in M2+, much of the credit to the
sector is on behaf of Government. That is, much of the credit to the private sector is proxy
borrowing on behdf of government in respect of contract works that had to be pre-financed by
private sector borrowing from the banking sysgem. In fact, thishasled Government to window
dress its budgets dedaing surpluses where defidtsare the actual out-tum: the 1995 budgetary out-
turn wasa surplus of ¢52.6 billion and yet, the Minister of Finance and Economic Planning noted in
the 1996 Budge Statement (page 6) rather incongruously that;

Mr Speaker, in spite of the road sector accounting for ¢114 billion represerting over
38 per cent of development expenditure, there is still enormous pressure to provide
the necessary road infrastructure for our development. A very worrying
development in this sector is that despite these levels of expenditure there are
still substantial arrears of payments to be settled for work done (emphass
mine).

Thisquote shows that payments have not been made in respect of work donein the current year.
What would have been the status of the budget if these amounts were paid?

Table 6 shows the typical holding structure of public dett in Ghanafor the period December 1997
and March 1999. One emerging trend in the structur e of debt holding isthe increasing role of the
DMBs. That is, primafacie, the DMBs are becoming a captive market for government debt and this
has implicaions for the money supply process. In any case the fact that the banking system asa
whole, Bank of Ghana with the DMBS, is the mgjor holder of Government debt, holding over 75%
of Government total debt, meansthat the extent of monetization of government debt is very high.
Thistrend must be checked and ways and means must be found to bring in the private non-bank
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agents as the prindpal holders of government debt. Equations 15 and 16 haveindicated.
Borrowing from the banking system, especially Bank of Ghana and DM Bs with excess cash
holdings is inflationary financing and |eads to increasesin reserve noney.

Table 6 Holdings Structure Of Public Debt (Including Bank of Ghana Debt) Millions
of Cedis

Period Bank of DMBs Non-Bank SSNIT Total
Ghana Public

1995 611617.4 275.0 193328.7 70364.8 875585.9

1996 1915521.0 74125.0 584191.0 54925.0 2628762.2

1997 1924806.1 | 736998.1 786496.9 52503.8 3500804.9

1998 1919205.5| 1417824.6 1086968.2 52503.8 4476502.1

1999 2175350.7 | 2270874.5 1279548.8 71502.7 5797276.7

Relaive Shares InTota (%)

1995 69.9 0.0 22.1 8.0 100

1996 72.9 2.8 22.2 2.1 100

1997 55.0 21.1 225 15 100

1998 42.9 31.7 24.3 1.2 100

1999 37.5 39.2 22.1 1.2 100

Source: Bank of Ghana Records. Total may not add up to 100 because of rounding.

Aswe see later in the analysis of the exchange rate as a nominal anchor to inflation, Germany’s
experience vividly denonstrates that monetization of government deficits by the Weimar
Government was largely responsible for the hyperinflation which ensued. An erosion in Germany’s
tax base, reparations expenditures, accumulated war expenditures, rising interest and debt
repayments on the existing public sector debt al made for a very unstable situation in Germany after
the First World War. Germany’ s public sector debt was 65% of total expenditures inthe 1920-21
period. This deficit was financed from money creation with grim consequences for Germany
(Jackson, 1990). However, subsequently Germany has been able to contain these imbalances, and
its fiscal and monetary policies are such that it is now one of the World’s low-inflation economies,
and has even served as an anchor to the Exchange Rate Mechanism in the European Union.
Germany achieved this feat throughfiscd discipline in subsequent years, taking into account its
domestic needswithout anexternd anchor.
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3.5 Interest Rates Structure

Theinterest rate structure appears to be generdly directed by Bank of Ghana. T his stems from the
fact that Bank of Ghana, on behdf of Government, has maintained a dominant presencein the
money market and has not been able to vary its rates appreciably, evenin periods when inflation
was reported to have significantly falen. By the conduct of open market operations, Bank of Ghana
seeksto control the Sze of deposits and currency directly, by persuading private agents to hold
fewer assets issued by the DM Bs This, Bank of Ghana does by manipulating the rate of interes on
alternatives to holding these instrumerts, typically treasury bills and other Government securities.
Table 7 shows that both Bank of Ghana and treasury bill rates have condstently been higher than
depodt raes of the DMBs Theoretically, if the banking systemwere compditive, once Bank of
Ghanaraised interest rates of its instruments, DMBs would also immediately increase the rate they
pay on bank deposits, egpecially when the DM Bs have dtemative investment opportunitiesfor
funds with higher rates of return. But asit is, the DMBs, and indeed other financial institutions do
not match Bark of Ghara’ sintered rate rises from open market operations. Apparently, Bank of
Ghana's actions have introduced distortions into the interest rate structur e, militating against
effective intermediation. Thus, even when Bank of Ghana has been able to sdll securities, the
thinness of the market has risked a very strong interest rate effect which private entrepreneurs se
as undesirablefor investment opporturities. Lend ng rates appear to be excessively high, rdaive to
Bank of Ghana s benchmark rates.

The emergent interest rate structure has brought to the fore the divergence between the desired
paths in money and credit growth rates. For long term economic growth prospects, Bank of Ghana
hasto adapt its liquidity management techniquesin order to influence money and credit growth
through interest rates. Bank of Ghanacan develop an array of rates at which it is prepared to make
loans or buy short term assets of viable industrial enterprises without subjecting them to rates of
interes that were desgned solely to curb monetary growth. The newly industrialized countries of
East Asahave used smilar interest rate differentials to support key enterprisesthat could be
destroyed completely with temporary monetary managemert practices, albeit, within the market
based approach to monetary control (Amsden, 1989: Caprio and Honohan, 1991)
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Table 7 shows the trends in inflation and irnterest rate structure between March 1995 and December

1999.

Table 7 Real Interest Rate Structure: March 1995 To December 1999 (In Percentages)

Y ear Inflation | Real Red Bank | Redl Real Nominal
Treasury Rate Lending Borrowing | Spread
Bill Rates Rate Rate

March 1995 43.43 -1.27 -3.09 -5.34 -15.41 14.44
June 1995 61.85 -17.83 -14.12 -16.11 -24.81 14.79
Sept 1995 69.80 -17.26 -18.14 -19.73 -28.33 14.61
Dec 1995 70.82 -17.75 -15.12 -16.99 -26.38 16.04
March 1996 64.79 -14.44 -12.01 -13.40 -22.51 15.19
June 1996 48.42 -4.66 -2.30 -3.62 -14.08 15.53
Sept 1996 36.51 4.46 6.22 4.79 -6.59 15.53
Dec 1996 32.66 7.64 9.30 9.54 -3.87 17.80
March 1997 290.22 10.51 12.21 12.85 -1.52 18.57
June 1997 32.70 7.61 9.27 9.89 -3.92 18.32
Sept 1997 27.73 11.80 13.52 14.48 -0.18 18.85
Dec 1997 20.46 18.28 20.37 21.73 5.99 18.95
March 1998 20.26 16.00 20.57 2161 5.81 19.00
June 1998 21.84 11.00 19.01 19.21 1.77 21.25
Sept 1998 17.38 11.88 20.97 20.12 3.94 19.00
Dec 1998 15.75 9.50 18.36 21.38 0.65 24.00
March 1999 13.74 10.63 16.05 20.67 2.87 20.25
June 1999 10.30 12.83 15.14 21.26 4.94 18.00
Sept 1999 13.10 11.39 13.60 21.20 1.52 22.00
Dec 1999 13.80 15.54 11.60 19.95 -0.70 23.50

Source: Bank of Ghanarecords.

the nomina rate and P* isinflation .

37

Red interest rates are defined as (1+R/1+P*) -1where R is




Bank rates and Treasury hill rates have generally remained very high relative to borrowing rates
during the period. Thiswas in spite of the fact that reported inflation has fallen in severa periods.

Thiswas particularly so snce December 1996 when there gppeared to be significant decderation in
inflation. Expectedly, the treasury bill rates should have fallen to reflect the irflationary trend.
Rather, the bank rate and treasury hill rate were virtually twice the rate of inflation between March
1996 and December 1999. Much more disturbing was the trend in the lending rates of the DMBSs.
These rates were also very high and as reported earlier, much of the profits posted by the banks
appeared to have come from the large spread between lending and borrowing rates. It isinteresting
to note that since June 1998, the spread is even greater than inflation. I ndeed, it isonly the
borrowing rate that has remained largely negativein red terms within the period. Treasury hill
rates, bank ratesand lending rateswere dl generdly postiveinred terms Not surprisngly,
finandal deepening measured as M2+/GDP was still very low, generdly bd ow 20%.

This structure of interest rates has raised severd issues, mainly about the transparency in the
conduct of the weekly auctions and the subsequent determination of the treasury bill rates.
Anecdotal evidence suggests that Bank of Ghana fiddles with the auction so as to maintain the rates
a predetermined levels. As the rates are not mark et determined the primary dealers do not have the
incentives to purchase the total supply of hillsoffered for sale. What Bark of Ghana has to reckon
with isthefact tha thereis acomplex link between Government’sfiscd deficitsand its public
sector borrowing requiremerts on the one hand, the rate of growth of money supply, however
defined, and the level of interest rates. With a given public sector borrowing requirement, either the
money supply or the levd of intered ratesisdetermned in the market; Governmernt cannot
determine both smultaneously, let alone Bank of Ghama attempting to influence theexchange rae
as well. If Bank of Ghana has targeted the Money supply, it must necessarily allow the market,
especially the primary dedlersto interact in the market to determine the interest ratesif the
management of money is to succeed.

Indeed, Bank of Ghama can set the rate of interest as the operational target, and not the money
supply or other monetary aggregate. However, interest rates are not ideal as long term goals,
especially in an undeveloped capital market environment such as Ghana. Frd, irntered rate targets
arenomind and al sortsof problems arise in relating them back to real rates. Secondly, in a
country characterized by dynamic instability and where externd shocks and structural imbaancesin
the food sector do increase inflationary pressures, targeting nominal interest rates becomes
intractable as the real rates of interest tend to decrease. The unsuitability of interest rates as targets,
vis-a-visreserve money or any other monetary aggregate for that matter, cannot be more pithily
expressed than was doneby Friedmar? when he stated that:

Trying to control the money supply through fiscal policy...and interest rates (Quoting the

8 Friedman, Milton, (1980), Treasury And Civil Service Committee On Monetary Palicy:
Memoranda, Vol. 1, pp. 55-66 HM SO, London
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Green Paper on Monetary Control) istrying to control the output of one item (money)
through altering the demand for it by man puating the incomeof its users (that isthe role of
fiscal policy) or the prices of substitutes for it (that is the role of interest rates). A precise
analogy is like trying to control the output of motor cars by altering the incomes of potential
pur chasers and manipulating rail and air fares. I n principle, possible in both cases, but in
practice highly inefficient. Far easier to control the out put of motor cars by controlling the
ava lability of a basic raw material, say sted, to the manufacture's - apred e analogy to
controlling the money supply by controlling the availability of base money to banks and
others (Friedman, 1980, p.58).

Aswe see later, monetary management is further compounded by the congtraint imposed by the
rel aionship between international capital flows, the exchange rat e and the domestic money supply.
Asit is, now that Ghana has avowed to pursue market based policies and once stringent capital
controls have been removed, Bark of Ghana must choose between ether an exchange rate or a
monetary target. In this case, without preempting further discussions, since Bank of Ghana has a
conflict stuation between money supply and interest rates, and then, between exchange rates and
money upply, once it is prudent to concentrate on monetary target in the earlier conflict choice,
then it stands to reason that same must be chosen and exchange rates | eft to be market determined.
The crux of the argument is that the three fundamental pricesin the economy, product prices as
reflected in inflation, interest rates and exchange rates are all largely driven by the money supply.
Consequently, it isjust prudent that Bank of Ghana should concentrate on managing the money
supply so that the various prices would be market determined.

These constraints are fundamental in monetary management, and in aliberalized regime with active
liability management by DM Bs both the private sector and the banks can force Bank of Ghara into
conflict Stuations between exchangerate, interest rates and monetary targets. Thisis particularly
acute in recent times because of the apparent insenstivity of the DABS to credit demands of the
private sector asreflected inhigh lending rates and thelow or gererally real negative rates paid to
depositors, which in turn impact on the demand for foreign exchange as a convenient store of value.

Consequently, the over-riding constraint on noneta’y management in Ghanaisthe nmultitude of
potential and real conflicts of objectives and instruments that arise whenthe markets are liberalized
and the DABS are not constrained by direct control mechanisms. This therefore demands
conggency among vaious grands of economic policy. In paticular, the domestic constrants
impose arequirement of consistency among (i) monetary and fiscal policy; (ii) monetary and
interest rate objectives; and (iii) monetary and exchange rate objectives. Aswe argue a length later,
the practical way to resolve the potentia conflictsisfor the monetary authorities not to have any
interest rate or exchangerate objectives, especially when internationd trade is excessvely
liberalized. Admittedly, the literaure isreplete with arguments that fixing the exchange rate could
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be akey factor inarreging irflatior?. Typically, Calvo and Vegh (1992) havetended to argue that
the exigence of a high degree of dollarization in an economy suggeststhat the exchange raterule
should beadopted in that economy. These arguments however, areunsettled, as the debate
between the choice of an exchange rate and the money supply as nominal anchor cannot be
generdized across countries. As we see shortly, four mgor consderations are very important in
making an informed choice among alternative anchors. These are the nature of shocks that are faced
by the economy; the extent to which the different policy instr ument s can be controlled; the dynamic
adjugment path of the economy that the choice of suchinstrumentsinduces; and the intrinsc
degree of aredibility of the respective choices. It is these issues that we now turnto inthe rest of
the paper.

® See for instance Fischer, Stanley (1988) “Red Exchange Balances, the Exchange Rate
and Indexation: Real VariablesinDisinflation”, Quarterly Journal of Economics, 103 (March),
pp.27-49: and Agenor, Piere-Richard and Peter Montiel (1996) Development Macroeconomics,
Chapter 8, Princeton University Press.
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4 Foreign Exchange Operations In G hana

The term exchangerate policy is quite elusive because it focus on a price variable that is affected by
avariety of policies rather than the policies themsel ves. For instance, whenwe consider monetary
policy, fiscal policy or commercid palicy, thesetend to focus on the instrument of policy namely,
money or interest rates, taxes or transfers and government expenditures, tariffs or quotas. Inthe
case of exchange rate policy, however, what is emphasized is the elements of a number of policies
which influence the exchangerates. Some of these include the choices of exchangerate system,
monetary policy, intervention policy and indeed, exogenous shocks as well as fiscal policy
(Freedman, 1993). In so fa as the capacity to havedirect effect on the exchange rate isconcerned,
it is the choice of exchange system, monetary policy and intervention policy which are under the
control of the monetary authorities to manipulate to achieve desirable objectives. It is this three
which we concentrate oninthis paper asexchange rate policy. Among them, the choice of
exchange rate system is fundamental to the discussion since it has profound implications for the
scope of monetary policy and then intervention policy. We examine Ghana s experience and
prospectsfor the futureinthis light.

Until the inception of the Economic Recovery Programme in 1983, Ghara' s exchange rate system
was the fixed regime, pegged to the dollar, with infrequent devaluations™. Thus, between 1960 and
1966, the Cedi-Dollar rate was ¢0.71=US$1 and between 1967 and 1970 it was ¢1.02= US$1; due
to adevaluation of the Cedi in 1971 and later a devaluation of theUS$ in 1973, the Cedi-Dollar
rate was ¢1.15=US$1 between 1973 and 1977, and then ¢2.75=US$1 between 1978 and September
1983. Between 1983 and 1986, the systemwas on the crawling peg, or the TABLITA. Since 1988,
the exchange rate system may be described asflexible, with the licensing of Forex Bureaux,
introduction of auction trading and its subsequent conversion into an inter bank market. With these
changes, authorized deders, DABS and Forex Bureaux now ded in international vehicle
currencies, buying and slling to the general public inwhat can be described as a floating exchange
rate regime Asthe Govemor of Bark of Ghana puts it:

Mr President, the exchange rate policy of the Bank of Ghanaislargely guided by the gross
foreign reserves build-up which must exceed the equivalent of three months of imports. T he
Centrd Bank is therefore not committed to any nomind vaue for the Cedi. Theflexible
exchange rae policy of the Governmert is to endure that exchange rate movements are
guided by changes in economic fundamentals andin monetary and fiscal policy ( Bark of

Until the change in 1983, the exchange rate regime was not only fixed: surrender laws,
rationing and a plethora of exchange controlswere in place to enforce compliance. Government
Budgets were characterized by fiscal deficits which were accommodated by expansionary
monetary policies with the consequence of intractable irflationary pressures. The exchange rates
became overvaued, pendizing exporters and subsidizing importers. There emerged a buoyant
black market in foreign exchange.
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Ghana Anrual Report, 1998, p.67).

Onemanfeatureof the exchangerate between 1983 and 1999 is the general perd gently inord nate
nomina depreciation of the Cedi against the US Dollar; for example between 1998 and 1999, the
rate has fdlen by 33%. In fact, the depreciating has continued unabated into year 2000; Cedi-
Dollar rate has depreciated from ¢3500 =US$1 in December 1999 to ¢5820 =US$1 in June 2000,
representing 66.30%. nomina depreciation Table 8 showsthe trend in annua exchange rates and
their rates of depreciation between 1983 and 1999.

Naturally, the persgent depreciation has been of concern to Bank of Ghana, and various atempts
have been made to ensure a stable exchange rate regime. This tends to negate Bank of Ghana's
avowed declaration of non-commitment to defending the nominal value of the Cedi. What these
interventionsinply is that, Bark of Ghana is not necessarily committed to aflexible exchangerate
regime where market forces are to determine the exchange rate. Bank of Ghana intervenes to get
committed to some nomina value of the Cedi, by its actions. The implications of these inter ventions
are discussed at length later in the paper. Presently, we examine the ways by which Bank of Ghana
attempts to defend the nominal vdue of the Cedi apart from monetary targeting.
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Table 8: Trends In The Annual Exchange Rates: 1983 To 1999

Y ear Exchange % ChangeIn | Year To Year | M2+ Growth | Reserve Money
Rate ¢ Per $ | ¢ Per$ Rate | Inflation Rate % Growth Rate %
1983 30.03 991.90** 122.80 42.00 41.10
1984 50.00 66.50 39.70 39.90 35.80
1985 59.88 19.80 10.30 62.30 58.30
1986 90.09 50.05 24.60 53.90 60.00
1987 175.44 94.70 39.80 49.70 41.30
1988 232.56 32.60 31.40 50.60 54.00
1989 303.03 30.30 25.00 28.00 21.90
1990 344.83 13.80 35.90 20.10 3.50
1991 390.63 13.30 10.30 26.20 0.20
1992 520.83 33.30 13.30 52.97 88.40
1993 819.67 57.40 27.70 34.65 4.90
1994 1052.63 28.40 34.20 53.17 78.90
1995 1449.28 37.70 70.80 40.74 35.10
1996 1754.39 21.10 32.70 41.62 44.80
1997 2250.39 22.70 20.80 41.98 33.40
1998 2346.00 4.10 15.70 17.60 16.70
1999 3500.70 33.00 12.60 17.33 13.11

Source: Bank of Ghana Records.

** The Exchangeraein 1982 was ¢2.75 = U S$1. With the devauation, this gave afall in the Cedi-
Dollar rate of 991.9%

Primarily, as quoted above, Bark of Ghana sexchange rate policy isbased on reserve targeting.

When reserves exceed the target, indications are that Bank of Ghana emberks upon outright foreign

exchange sdesto mop up excessliquidity in the market. In such ingances, Bank of Ghana sells
foreign exchange to supplement treasury bill auctions. Furthermore, Bank of Ghana has introduced
foreign exchange swapsinto theforeign exchange market in 1997 for the maintenance of a nore
stable exchange rate. Foreign exchange swaps are reversed transactions inforeign exchange
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markets, just asreposor RPs Swaps or repos arereverse transactions which ental the sale of
foreign exchange or securities and an agreement to repurchase them later at a fixed price. Swaps
make liquid funds available to the sdller for the agreed duration of the transaction. By its nature, the
relation between the current price and the agreed future price establishes animplict exchange rate
or interest rate for what ismore or less a secured loan. Hence, by thisinstrument, Bank of Ghana
offers swaps lely to the DABS; this involvesthe exchange of US Dollars for a Cedi denominated,
negotiakl e svap instrument issued by Bank of Ghana with a 91-day maturity profile. When Bank of
Ghana buys foreign exchange in a svap with domestic currency, it injectsliquidity into the marke.
Similarly, in areverse transaction, liquidity is taken out of the market. A principal advantage of
reversed operationsisthat, by buying a Government security and contracting to resdl it & a
compromised price, Bank of Ghanaretainstheinitiative in terms of amount, maturity and timing in
gite of the terms of the under lying security.

Conceptually, for speedy action, certral banks often turn to outright foreign exchange
sales/purchasesor swaps. Insuch an instance, swgps can remove or inject substantial anourts of
liquidity into the system if the participants in the foreign exchange market are large. Whilst foreign
exchange transactions are swift to remove or inject liquidity into the market they nevertheless have
their shortcomings. First, the foreign exchange market in Ghanahas only a handful of large
participants, anecdotd evidence suggeststhat they could not make an ingantaneoudy appreciable
impad on the liquidity position with the foreign exchange transactions. Thus, foreign exchange
swaps are not sufficient for withdrawing or providing liquidity on a broad base from the banking
system in Ghana. Asitis, theinitia success of foreign exchange saes or purchase hinges on the
relative size of the foreign exchange market which implies that much liquidity can bedrained or
injected into the market swiftly.

Secondly, the monetary authorities must be ableto convincethe private agentsthat they will be able
to defend the declared parity. However, Ghana's experience has shown that buying foreign
exchange spot with a commitment to resell it a an gppointed timeisrisky because of the volatile
nature of Ghana sforeign exchange earning. The situation is made worse, especially at times, when
speculation is rife and panic attacks are launched on the currency. Once private agents lack
confidence in the monetary authorities ability to defend the anchor, especially asthey are well-
informed about the economic fundamentals, foreign exchange sales or swaps cannot sustain the
exchange rate, because private agents will speculate that devaluation isinevitable. Speculative
attacks will occur, eventually forcing the abandonmert of the anchored regme. If themonetary
authorities attempt to impose controls on foreign exchange transactions as a remedy, a parallel
mark et with amore depreciated exchange rate will emerge. Ghanais currently experiencing all
these facets since the beginning of the millennium. All attempts to sustain the exchange rate by
sdling foreign exchange have so far flopped. Once Bank of Ghanais not able to finance the surge in
imports, and rationing ensues in the official foreign exchange market, as the Minister of Finance's
actions purport to do, fluctuations in the paralld market rate may severely digort thesignd that a
fixed exchange rate wasintended to convey to price setters in the economy.



Although as a result of sales from foreign exchange reservesthe exchange rates maintained a
temporary semhbance of gability, the depreciations which followed showed that such nominal
anchors were fictitious. In any case, much asBank of Ghana would like to use foreign exchange
swaps or outright sales as an instrument to stabilize the exchange rate as an anchor to inflation,
indications are that Bank of Ghana' s reverses were generally below or just at target levels. Table 9
shows the net foreign assets of Bank of Ghana and the DABS between 1994 and 1999. Column two
of the table shows Bank of Ghand s net foreign position. The main feature is the negative net
position of the Central Bank. Thisdoes not augur well for Bark of Ghana to attempt foreign
exchange sales to prop up the exchange rate. The economic fundamental s are such that fiscal
disciplire and monetary policy are better instruments to ensuring stability in prices and exchange
rate.

Ghand s economy is generdly subject to Sochastic shocks that are very difficult to predict in
practice. The price of its principal exports, cocoa and gold are subject to some of the worlds most
volatile commodity markets, Consequently, basing anominal anchor on expected disturbances
would not be an optima policy strategy. It would be extremely difficult to defend a pre-defined
nominal value of the Cedi with such economic fundamentals. Unlessthe variability and the
likelihood of occurrence of some kinds of shocks are deemed very low, from a pragmatic view
point, a more prefeared strategy to the foreign exchange anchor is themoney supply anchor. In
fact, even more finanddly deved oped economies have lost in thistype of exchange rae
management. As we see shortly, monetary authoritiesin the ERM lost such gamble in 1992, and
Britain had to be forced out of the ERM after devaluing.

Onething whichisclear so far isthe need to contain liquidity. Here, monetary management would
entail the use of open market operations in domestic securitiesas most appropriate to meet the
trend needs in liquidity changes. For the withdrawal of liquidity, whatever funds are redlized in the
sale of securities must be sterilized. Sterilization involves action by Bank of Ghana to prevent
changesin thereserves postion of the DABS from having secondary ef fect s on domestic monetary
conditions. It is not prudent monetary management when the funds realized from the sales of OMO
instrumerts, are recycled into the system. If such is the case, the cash reserves of theDABS would
change and negate the intended effects of the bill purchases.
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Table 9

Net Foreign Assets of Bank of Ghana and Deposit Money Banks: 1994-1999 ¢m

Period Bank of Ghana Deposit Money Barks Total
March 1994 -337232.20 145906.30 -191325.90
June 1994 -293439.70 169005.50 -124434.20
September 1994 -221693.10 172335.70 -49357.40
December 1994 -153629.80 189541.60 35911.80
March 1995 -157148.80 195007.30 37858.50
June 1995 -318841.50 181057.10 -137784.40
September 1995 -146410.30 176133.40 29723.10
December 1995 94757.20 90982.90 185740.10
March 1996 136544.40 99935.00 236479.40
June 1996 46264.20 138507.60 184771.80
September 1996 -23625.50 69092.90 45467.40
December 1996 137059.10 55848.30 192907.40
March 1997 236667.40 621611.80 858279.20
June 1997 -26220.70 711931.70 685711.00
September 1997 204725.60 696529.20 491803.60
December 1997 177161.40 66270.30 839866.70
March 1998 139399.40 559131.40 698530.80
June 1998 64537.60 534575.70 599113.30
September 1998 -16846.10 626803.80 609957.70
December 1998 315587.70 528685.90 844273.60
March 1999 246482.40 301987.80 548470.20
June 1999 -59194.30 223189.40 163995.10
September 1999 -224093.40 259405.40 35312.00
December 1999 22474.00 87633.20 110107.20

Source: Bark of Ghana Records, Ghana Mondary Survey 1990 -1999, Tade 1.1

46




5 The Exchange Rate As Nominal Anchor

Analytically, to usethe exchange rateas anominal change against inflaion, the exchange rae
framework would be a fixed exchange rate which would act as a nominal anchor upon moretary
policy. Since the over-riding objective of monetary policy is containment of inflation, the exchange
rate becomes the nominal anchor that limits the rate of inflation. By this nomina anchor regime, the
exchange rate of the Cedi would be fixed to, say, the US Dollar or to the currency of another
country that has a historical track of low rates inflation. Implicitly, the anchor currency has a
monetary authority that has the demonstrated capacity to enauring low irflation. A nominal anchor
would then ensure a reasonable degree of price stability depending on the anchor country’s
inflation Giventhe importance of expectations in deermining irflation, whether adaptive or
rational, it isdesrablethat private agents expect alow rae of inflation. That is, inflation policy will
mogt likely work, only if people have confidenceinit or if it exudes credibility. I nstead of
inflationary expectations being determined by domestic inflation, they will be deter mined by the
anchor country.

Theoretically, commitment to the nominal anchor, either in theformof afixed Cedi-Dollar ratefor
an extended period of time or to apre-announced rate of depreciation in tune with some

expect ed/planned inflation may bring credibility and disciplineto Ghana s monetary management
programme to achieving aninflation free process of economic growth. Thisargument isvery
appealing to those who argue that the Government and Bank of Ghana have appeared to lose
control of the management of the Ghanaian economy. The exchange rate is linked to the money
aupply just astherate of interest. Hence, if the exchangerateisfixed, it isimpossble to retan
complete control over the other variables, just asthe choice of amonetary tar get involves the
sacrifice of the other variables. Hence, recklessfiscal indiscipline could be contend. Thus, under
such conditions, a nominal exchange rate anchor would appear to offer advantages.

The use of anomina anchor would mean tha when Ghana faces real shocks to the terms of trade,
adjustments to the real exchange rate mug occur through differential price movements rather than
through nominal exchange rae changes. The central bark would have no freedomto control its
fordgnexchange reserves, asit has agreed to accept or providefore gn currency against Cedis on
demand. With regards to the commitmert to discipline, the nominal anchorage of the Cedi
exchange rate would enjoin Bank of Ghana not to create domestic credit, beyond what the
economy’ s demand for real money balances and foreign exchange reserves can support. Thet is, if
the nominal anchor is to be effective, domestic monetary policy must be sufficiently restraning to
avoid the emergence of unanticipated inflation and to maintaining a sustainable current account
balance. By inplicaion, money supply has become endogenous and cannot be used as an
independent policy instrument to achieve awider range of objectives. The monetary theory of the
baance of payments becomes singularly important. Otherwise, excessive credit creation would
engender loss of reserves and foreign exchange crisis, which would force the country to go off the
anchor regime.
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Indeed, the attraction of the nominal anchor isthat it iswell defined and unambiguous. It is thus
preferable to a general commitment to fight inflation and reduceit to a singledigit without clear
indications as to how this would be achieved. The nominal anchor is a $rong commitment to
intervene in the foreign exchange market so as to ensure the maintenance of the fixed exchange
rate. When the Cedi isovervalued, Bark of Ghana must purchase Cedisor sdl foragn exchangeto
keep the exchangeratefixed. Expectedly, the purchase of Cedis will cause money supply to fall,
and also causethe interest rates on Cedi denominated assetsto rise. By this action, Bank of Ghana
would tendto lose internaional reserves Thus the exchange rate would remainfixed to the anchor
only aslong asthere are sufficient reserves or externa borrowing capacity to support it. Excessve
domestic credit areation that incresses liquidity in theeconomy, would generate asteady drain of
reserves and, eventually force the currency off the anchor, perhaps by speculative attacks as the
experiences of the aurrencies that were anchored to the Deutschmark in the Exchange Rate
Mechanism (ERM) have demonstrated.

Introduction of nominal anchor regime would raise severd issues, egecially for itsimplementation
in Ghana: purchase of domestic currency, Cedis, would tend to reduce money supply and deposit
rates on Cedi-denominated assets would have to rise. Furthermore, continuous intervention means
loss of foreign exchange reserves. How sustainable are these trends?

Admittedly, if Bank of Ghana sterilizes the Cedis purchased from the sale of foreign exchange, then
the money supply will indeed fal. However, it isnot generdly the practice for borrowing or deposit
rates to increase with the reduction in money supply, as the trends and large interest rate spreads
have shown. With the redefinition of money supply asM 2+, Cedi-denominated and foreign
currency depodtsare virtually perfect subgitutes. In such an instance a sterilized exchangerate
intervention would not be able to maintainthe exchange rate at the declared parity to the anchor. If
the economic fundamentads arewrong, asthey are currently in Ghana, and the exchangerateis
overvalued, a sterilized purchase of Cedis will ill leave the expected return on Cedi-denominated
deposits below the expected return of foreign currency deposits at the declared nomina anchor.
Consequently, the pressure for a depredation of the Cedi isnot removed; the presaure gill persists
and actudly calsfor further intervention. If Bank of Ghanaresponds by purchasing more Cedis, it
will just keep on losing international reserves until it findly runsout of reserves. Bank of Ghanawill
then be forced to let the value of the Cedi find its own market value against the other currencies.

Whilst this is the case the question that begsitself, andindeed hasimplications for the eficacy of
the nomind anchor is whether the attainment of low infiation should be the only target of monetary
policy, and for that matter exchange rate policy? Thisquestion isparticuarly relevant for a

devel oping economy such as Ghana where structural transformation and unemployment are of equal
importance. With these other macroeconomic objectives, isit likely that Gover nment can discipline
itself to exact credibility from the various economic agents? That is, can Government reconcile the
conflicting demands made on it without paliticd expediency?

The issueiswhether Ghana has the capeacity and the fiscal will to exact the discipline reguired for
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the deployment of the exchange rat e as the nomina anchor for inflation! Constraining Gover nment
to anominal anchor meansthat domestic credit areation is also constrained. If the credit areation
congrain isnot adhered to then a crisiswould ensue. With other macroeconomic objectives, some
net domestic credit creation can be justified by the growth in real baances. Similarly, money supply
can increase when foreign exchange ear nings improve as a result of improved terms of trade. The
reverse of these scerarios is equally applicable. But with commitment to maintaining the fixed
exchange rate, domestic credit creation needs necessarily be constrained to ensuring discipline and
credibility.

Ghand s experience in these scenarios suggest that if the past is anything to go by, disciplineis
something which could not easly be enforced on thefisca front. The labor market hasbeen a prime
mover in derailing Government commitments, inadvertently, though. Collective bargaining
agreamens have invaiably been based on adaptive expectations, formed by previousyears inflation
rates or past failures. Though adaptive, these expectations tend to be entirely rational, as the labour
force has come to realize that gover nment commitments are not credible. Thisis particular so in the
case of inflation targets.

Asisthe practice, Government invariably tendsto monetizeitsfisca deficits as Bank of Ghana
provides funds directly to finance budget deficits. In some cases whilst all sorts of schemes are used
to conceal government borrowing, in the final analysis, the monetization of Government debt comes
out as an important source of monetary impulse in the economy. In this case, treasury billsare sold
in the market and once Bank of Ghana does not sterilize the proceeds, credit is expanded as a
consequence of fiscal deficits. Fiscal policy has not been compatible with predetermined nominal
exchange rate in Ghana shistory. The fiscal authorities have invaiably discarded the nomirel

anchor as a disciplining mechanism, so that monetary policy was forced to accommodate the fiscal
indiscipline. Whatever formthey took, the pressures to expand credit to Government tended to
over-ride all other considerations, especially monetary constrairt. Thus, government itself has
fueled the inflationary pressures under fixed exchange rate regimesin Ghana, with the result that the
official parity become over-vdued. Theovervalued exchangerate then srved as asubsidy on
imports and a tax on exports. Foreign exchange earnings are reduced. Worst still, a fiscally driven
expansion of money supply engenders a strong demand for foreign exchange far in excess of the
supply of foreign exchange at the nominally anchored rate. This ismore so, when inflationary
pressures dictate that wealth owing units hold foreign currencies in preference to the Cedi asa
hedge.

Clearly, credibility depends on peoples perception as to Government’s cgpacity and ability to
mantain disciplinein its budgetary figures as well as targets. Thisis very important if we note that
Government hassubstantially not only failed to realizeits budgetary targets inthe past, but
indications are that reported figures do not reflect what is on the ground™. Furthernore,
Government gppears not to act inways that give credenceto itsactions and policies. Especially, in

1 For details, see CEPA Reports on the economy of Ghana, various issues.
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any programmeto contain inflaion, thefirst important aspect of the aredibility problem relatesto
the policy measuresaround whichthe pogramme is formulated, and the degree to whichthey are
consistent and sustainable. Presently, private agents or stakeholders including Association of Ghana
Industries, Private Enterprises Foundation and TUC, inter alia, are gererally skeptical about
Government’ s commitment to programmes because several compromises arrived at after
deliberations a national economic forums at Akosombo (twicein 1996 done) and later at Accra in
1997 are yet to be implemented by Government. For instance, Governmert’ s objectiveto reduce
inflation to angle digit hasover the yearslog credhility because private agerts were quick to
realize the expansionary fiscal stance of Government’ s budgets, and the way these deficits ware
window dressed when Government has huge sumsof arrearsto pay on works already done Once
the private agents are not convinced about the structure of government’s policy preferences and
once the reputation of the policy makers themselves are being questioned, lack of confidence and
imperfect credibility sets in to derail whatever programmes may be put in place.

Credibility is necessary for the success of a set of policy measures because the impact of policy
depends in large measure on how the sakeholders or private agents changether actions in
responseto the targets. If private agentsare convinced that apolicy isa nine day wonder or
unlikely to be adhered to then the policy isunlikely to work. T he import of this argument cannot be
better put as was done by Keynes'? when he writes that:

Thusa monetary policy which grikes public opinion as being experimertal in character or
essily lidble to change may fall initsobjective... The same policy, on the other hand, may
prove easily successful if it appealsto public opinion as being reasonable and practicable and
inthe publicintered, rootedin strong conviction, and promoted by an authority unlikely to
be supeaseded (Keynes, 1936, p.203).

A second gereral requirement for the efficacy of a nominal anchor regime, isthat the exchangerate
be credible, so that the various markets, product, labour and foreign exchange are convinced that
therate of inflation in the domestic economy will approximate that of the anchor country’s inflation.
To elicit the full credibility benefit of anomina anchor rate, the monetary authorities have the
unenviable task to convince the various facets of the market that the anchor is virtually irrevocable.

Wher ess the implications of the fallure of credibility in the products and labour market are traceable
directly to budgetary indiscipline, and vice versa, failure of credibility in the foreign exchange
market has its own connotations, some of which need only to be perceptions. Failure inthe foreign
exchange market can g¢em from mere perception, which need not be red, to engender speculation
that can in turn lead to a crisis, through a run on the currency. Attempts to prop up the exchange
rate in such a situation may be underway, when speculators bring about quickly, by forces mgjeure,

12K eynes, J. M. (1936), The General Theory of Employment, Interest and Money,
Macmillan, London.
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a devaluation. The experiences of the Exchange Rate M echanism of the European M onetary
System and some L atin American countries are worth citing here to buttress the point. By 1990,
most European countries anchor ed their currencies to the Deutschmark. T he singular factor binding
these countries was the fact that their currendes were to be anchored to the Deutschmark to ensure
that local ratesof inflation converge to that of Gearmany’s, dnce the Bundeshbank had low-inflation
credibility. Indeed, the inflation rates of the courtries started corverging on Gamany’ s rae of
inflation. For example, the inflation rate of France fell from 13% in 1980 and 1981 to 6% in 1985
and thento 3% by 1992. Similarly, Itay’sinflation dropped from 20% in 1980 and 1981 to 11%in
1984, and thento 6% in 1992. However, because of the differences in economic fundamertal s of
the respective countries and because of the actions Germany had to take to sustain its growth whilst
mairtaining its record of low irflation, the nominal anchor to the Deutschmark collapsed in several
countries.

Whilst several factors were responsiblefor the speculative attacks on the EMS currencies that
caused the breakdown of the ERM as anomina anchor, the fact remainsthat there were significant
differences in the economic fundamental sof the various countries beyond irflation. Inparticuar,
the anchor country had to take measures to see to the smooth re-unification of East and West

Ger many without derailing the economic fundamentas. In order to maintain Germany’s economic
growth path and to get monetary growth under control whilg ensuring that inflation was still low,
the Bundesbank raised German interest ratesto near double digit-levds. Onthe other hand, there
was arecesson in Britain and unemployment in France. Consequently, these countries found it
unattractiveto increasether interest rates. Moreover, inflation ratesin Britain, Spain and | taly
faled to convergeto the anchor countries inflation rate. Wor g still wasthe fact that the USwasin
arecession and monetary expansion was reorted to with the subsequent depreciation of the Dollar
and theimplied appredation of the currendes that were anchored to the Deutschmark. To
compound issues the Danes voted to reject the Maestricht Treaty whilst there were doubts that
France would also reject it. Consequently, these factors combined to create a credibility gap about
the commitment of countries to the EMU.

Againg this background, the redization by speculatorsthat Britain and the other countries would
soon devalue their currencies increased the expected return on the Deutschmark. Thus between
August and September 1992, heavy speculative attacks were made on many ERM currencies
including the Pound Sterling, French Franc, Spanish Peseta and ItalianLira. These countrieshad
to intervene by raising interest rates and by reducing their reserves to show tha they wee
committed to supporting thenominal anchor. For example, the need for Bank of England to
intervene to raise the vaue of the Pound Stirling became much greater and required a hugerisein
British interest rates. Bank of England had to increasethe interest rate from 10% to 15% but this
was not enough to stem the speculative attack. Come Black Wednesday 16 September, Britain and
Italy had to withdraw from the ERM with the Pound Stirling depreciating by 10% against the
Deutschmark, the nominal anchor. Similarly, the speculative attacks forced the devaluation of the
[talian Lira by 15% and the Spanish Peseta by 5%. To defend its currency, the Swedish Central
Bank wasforced to raise its daily lending rate to the ridiculous levd of 500%. Had it not been for
prior prudent monetary management in France and assistance from Germany, the French Franc
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would have moved from the anchor with disastrous consequences for the ERM.

In any case, before thevarious currenciesfound their market levels after moving fromthe anchor,
the British, French, Italian Spanish and Swedish central banks had intervened to the tune of US$100
billion in addition to the Bundesbank’ s own intervention of US$50 billion to keep the ERM
together. It must be emphasized that the attempts to keep the ERM together was costly with the
speculators winnng the battle; George Soros speculative fund alone made a profit of at least US$1
billion (Corden, 1994 and Mishkin, 1995).

In similar vein, the experiences of someLatin American countriesthat used the US Dollar as an
anchor further reflects the unsustainability of such nomina anchor regimes, especialy once the
economic fundamental sare inconsistent with the policy being pursued.. Argentina and Mexico,
among others, fixed their exchange rate to the US Dallar to inter naize low rates of inflation.
However, in 1994, M exico had to abandon the anchor. Obvioudy, the scheme was not sustainable
as the resource capacity of Mexico could not supply the necessary foreign currency at the fixed
rate, as the economic fundamentals were wrong and the central bank could not pursue an
independent monetary policy. As Mexico attempted to maintain the fixed exchange rate, the foreign
exchange resaves were run down and the US had to assist with massive doses of foreign exchange
to support the stahilization effort

Ghana s own attempts at inter vention in defense of the foreign exchange rate are replete with the
lack of capacity to sustain fixed exchange raes. When Government intervened, there was some
initial semblance of stability in the rates. However, as soon as the Governmert stops selling foreign
exchange, the exchange rate tumbles uncontrollably with disastrous consequences. For example
between 1997-1998, the monetary authorities sustained the exchange rate by selling foreign
currency so that by 1998 the exchange rate depreciation over the previous years was 4%. When the
market was left to supply and demand conditions the rate depreciated by 33% in 1999 and has
subsequently gone out of control, having depreciated from ¢3500. 70 per one US Dollar in
December 1999 to ¢5800.00 in June 2000. Writing on the performance of the exchange ratein the
2000 Budget Statemert, the Minister of Finance had thisto say.

After the dowdown in therate of depreciation in 1998, the Cedi depreciated by 33%in
1999 to close the year a ¢3500.70 per US Dollar. The rate of depreciation was seady in
the first ten months of the year but increased sharply in November.

What the Minister did not add was the fact tha the geady rate of depreciaion occurred in spite of
active intervention, both admnidratively forcing rates on Forex bureaux and at times sdling of
foreign currency by Bank of Ghama (purchasing of Cedis). Consequertly, it is doubtful whet
Government intended to achieve by the interventions. Asit is, these interventions created artificial
rates that did not reflect the economic fundamentals. The currency was overvalued, and a strong
parallel market has emerged in foreign currencies. It is an open secret that although the Forex
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Bureaux haveprices for Dollars they do not havethem to sdl. On the othe hand, Dollars are
avalable on the pardlel market a prices ranging between ¢6800 and ¢8000, depending on how
urgent and what denominations demanded. T he recent window dressing by the law enforcement
agencies meking arrests of black marketeers in foreign exchange in Accrain February isadear
testimony of the divergence of the official rates from the market rates.

Germane, a nominal anchor exchange rate can also be vu nerable despite the fact that monetary
policy is not systematically misaligned. Thisisparticuarly so in countries that have volatile export
and import structures. Short term spontaneous or windfall capital inflows may create false
conditions which may cause policy méakers to relax domestic credit conditions. Such action may
further lead to unsustainable wage and cost increases. This could weaken the country’s
competitiveness and causes unsustainable drain on reserves over the longer period. T he recent
increasesin petroleum prices were preceded by windfall gans to non-oil producing countries such
as Ghana. Similarly, Ghana had windfall gains on Cocoa and Gold exports before the recent drops
intheir prices However, these windfdl gains were not sterilized to smoothen ou the cydeto
maintain Ghana's competitiveness. Part of the stability observed in the Cedi-D ollar rates before the
tumble could be explained by thiswindfall gains. Asthe proceeds were not sterilized, the Cedi
gopreciaed above competitive levels. Thus when the burst came and peopleredized this, well-
judged attacks were made on the currency by speculators with the Cedi-Dollar depreciating over
80% between December 1999 and June 2000. In a speech dedlivered at the Annual Dinner of the
Chartered Institute of Bankers, the Governor of the Bank of Ghana had this to say on this theme:

The next issue | want to raise tonight is about the rapid continuous depreciation of the Cedi
in the foreign exchange market. Thisis basically areflection of underlying demand and
supply imbdance as wdl as market imperfectionsand mal practice. Rapid nonetary
expansion over the past fiveyears has pushed up aggregate demand for goods and services
at atime whenlocal production has fallen short of demand. On the supply side, foreign
exchange inflows have been constrained by fluctuations in export earnings, uncertain
foreign aid flows and inadequate foreign direct investment. This phenomenon has put
severe pressure o

53



resource inflows. That is, the supply of foreign currency increase relative to the demand asthe
experience of Ger many has shown in the ERM. Thisis equivaent to devaluation but on the capital
account. Whilst the developing countries necessarily have to operate on the merchand s accounts
to devalue to make their commaodities competitive to be alde to earn more foreign exchange,

devel oped countries can maintain the exchange rate and can increase interest rates to attract foreign
resources. Thus the stability in the exchange rate in developing countries can be achieved, at least
over a period of time, through the capital account, whilst the developing countries have to work
primerily throughthe current account.

Developing ocountries such as Ghanawhose export commodities have limited repong veness to
price changesin the short run, cannot useinterest rate manipulationsto bring in resources by the
day. Indeed, not only is Ghara' s capital market undeveloped for interest rates to be used to attract
foregnresource inflows but more importantly, its current accourt structure is primarily based on
commodities whose output cannot be quickly increased in response to relative advantageous price
changes. With such baance of payments structure and undeveoped financid superdstructure, it
would be more prudent for Ghanato pursue an independent monetary policy directed at achieving
broader ohjectives; the exdusive objective of low inflation could indeed be illusive as the means are
not available to sustain a nrominal anchor. Admittedly, there is anargument infavour of using a
fixed exchange rate commitment as a nominal anchor for an irflation-prone economy like Ghana so
that credibility and discipline could be exacted of the sysem. Nevertheless, the exchange rate would
till have a pro-equilibrium role for real targets, especially inresponse to adverse external shocks
that cdl for ared depreciation that would not ordinarily be readily achieved through flexible
domestic prices and wages. In any case, the experiences of countries that have failed in the anchor
sysemindicatethat the codts of failure during foreign exchange crises could be grim.

While, argumentsfor anomina foreign exchange anchor are appeding; it must be borne in mind
that since the shocks that tend to disturb Ghana’s economy are fundamentally externa and
environmental, the choiceof a monetary target to manage inflation and other economic objectives
is preferred to the exchange rate as anominal anchor. Asit is, the money supply islinked to the
exchange rate and the interest rate, just asit islinked to inflation. These are the fundamental prices
that significartly affect the allocation of resources one way or the other. To have one of these prices
asthe overriding objective will hurt the others, especialy in an economy like Ghanawith so many
structura imbalances and bottlenecksin al the key sectors including food sector, and export and
imports markets.



6 Repurchase Agreements Or REPOS

In 1998, Bank of Ghana introduced repurchase agreements or repos “to enhance the central bank’s
control over bank reserves, and to permit banks to better manage their liquidity. A repurchase
agreement isatemporary open market purchase and is an especially dedrable way of conducting a
defensive open market purchase that will be reversed shortly. When Bark of Ghana warts conduct
atemporary open market sde, it engages in amat ched sde-purchase transaction inwhich it sdls
securities to the DABS who agree to sell themback to Bark of Ghana at a predetermined future
date

Although reversed transactions are typically very short term in nature, Bank of Ghana uses themas
abasis of promoting the development of along term market in securities. Asit is now, outright
open market operations in domestic securitiesare short term, 91 days and 182 days mostly. Bank of
Ghana does not have asrich a market of fird rate long term securities, as these are more exposed to
intered rate variationsin an intractabl einflationary environment.

With areverse transaction, the principal advantageisthat by selling a Bank of Ghana security and
contracting to repurchase it at an agreed price, the monetary authorities retain theinitiativein terms
of amount, maturity and timing, regardless of the conditions of the underlying security. For
example, Bank of Ghana can do a one day or one week repurchase agreement with a5 year bond as
an under lying security. Some developing countries including Tunisia have perfected this whereby
the authorities have in effect securitized part of the centra bank’sloan portfolio by alowing some
loans, presumably to high-qudity risks, to serve asthe underlying basket for repos. I nfact, thereis
much to be gained by Bank of Ghana in stepping up the use of repos; not only will these make
liquid fundsavalable to it for sterilization over an agreed period of transaction, but the relaion
between current price and the agreed future price would edablish an implicit interest rate for what
could be thought of as a secured loan. Reverse transactions can be implemented without much
effect on the price of the underlying security, and they have most of the advantages and
characteristics of a secured loan without having to be made at the posted rate.

It must be emphasized that the dearth of first class collateral in Ghana mak es reverse transactions
particularly attractive. Bank of Ghana can decide to make any asset eligible for repos on a bilateral
bass asit has started to do with the DABS. But to promote width, depth and resilience of the
money market, Bank of Ghana may do well to entice acceptance by a wide range of market
participants in active trading in reversetransactions. In fact, one way of reducing the deperdence
on reserve requirementsratio isby promoting the use of regpos. Bank of Ghana can negotiate with
or open dialogue with the big firms and private agents who normally have large deposits at the
DABS as away of achieving wider partidpation. The Bark Supervision Department of Bank of
Ghana has thereturns of DABS and knows the largest depositors in the banking system. This can
serve as a nucleus for effective transactions in repos based on more broad participation.
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7 Transfer Of Government Deposits

In October 1997, the monetary authorities decided that al accounts of the Gover nment should be
trandferred from the DABSto Bank of Ghana T he officid explanation of Bank of Ghana about this
new policy directive was that, the transfer of the accountsto Bank of Ghanawould improve
Goveanmentsfinancial positionwith the Centrd Bank. By the trander, Bank of Ghana noted thet;

by the end of the year it had helped to increase government deposits with some salutary
effect on net credit to government. Thismeasure helped improve the moretary control
process and also improved government posgtion with the central Bark, reducing the need for
additional borrowing by government. (Bark of Ghana Annud report, 1997, 3).

Andyticdly, shifting government deposits between depost money banks and Bank of Ghana is
another monetary policy instrument by which the authorities caninfluence liquidity conditions. A
riseinDABS' share of govarnment deposits increases bank liquidity just as do expansionary open
market operations. However, the effedtiveness of this instrument dependslargely onthe distribution
of governrment depositsamong the DABS.

Historically, GhanaCommercial Bark had thefranchise to bethe Govemment’s banker indistricts
or areas that Bank of Ghana had no offices. Since Ghana Commercia bank had an office in each
digriat throughout the courtry, it becamethe main custodanof Government accourts. It was not
until the finandal liberalization when Ghana Commercia Bank’ s franchise was virtually modified
that some of the other DABS started holding Government accourts, in any case, the bulk of
Government accounts were hdd by Ghana Commercial Bank. Consequently, with the October 1998
directive to DABS to transfer their accounts to Bank of Ghana, it was Ghana Commercial Bank
that was most hit. Consequertly, thispolicy instrument hassuffered from selectivity in its impact. If
we note that market shares of banks have changed and the predominant position enjoyed by Ghana
Commercid Bank was largely due to itsholding of governmert accounts, then it stands to reason
that the bigger DABS have not suffered equally as Ghana Commercial Bank. Ideally, if the transfer
of accountsto and from Bank of Ghanaisto be an effective monetary policy instrument, then the
procedure needsto be governad by a framework that includes consideration of the distribution
among banks, the remuneration of the deposts and the security that government receivesfor its
deposits. Shifting Government deposits neither requires nor promotes the development of the
money market. Consequently, it isnot an instrument to be used often. I f Bank of Ghana isto use it
repeatedly, especidly if liquidity would want to be introduced into the system, then this can be done
on competitive deposit ratesrather than give a franchise to some banksas the sole cugodians of
government accourts.
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8 Ways To Improve The Conduct Of Open Market Operations To Affect
Monetary Demand

Generally, two things are required for the effective conduct of open market operationsviz, (i) Bank
of Ghana must have control over its balance sheet and (i) there must exist a good professional
money market.

Whilst thefirst requirement appears sufficiently clear, one thing which will tend to constrain Bank
of Ghana in losing control of its balance sheet is a fixed or a nominal anchor exchange rate regime.
In thiscaxe, Bank of Ghana is obliged to deal at tha rate with any one who comes with currency to
exchange. Smilarly, it must give them Cediswhen they bring foreign exchange. Thesetendto
increase the other side of Bank of Ghana's balance sheet. The two items for Bank reserves and
Currency arereserve or base money. Consequently, as long asthe exchangeis anchored, thereis
the potential for Bank of Ghanato lose control over its balance sheet. Unless Bank of Ghana can
set the nomnal anchor & the dearing rate for marke participants, it will surdy lose cortrol of its
balance sheet.

Secondly, Bank of Ghana mugt advise Government to separat e debt policy from monetary palicy.
By this, Bank of Ghana should negotiate with Gover nment asto how the public sector borrowing
requiremert would be financed. That is, debt policy must be didinctly different from monetary
policy in its objective and how to deal with the realized funds. If thereis a separation of debt policy
from moneary policy, the Government will have to sell its securities to the nonbark public without
Bank of Ghana monetizing such deficit. Otherwise, the PSBR will mess up Bank of Ghana's
monetary policy and it will lose control over itsbalance sheet.

Another way for Bank of Ghanato lose control over its balance sheet isthrough the rediscount
facility for billssold. Thisis particularly so when markets are driven by the need for Government
securitiesto meet the PSBR. When rediscount facilities are provided, the Bank of Ghana would
essentially be monetizing Governmernt debt. Bank of Ghana should make such rediscount facilities
less attractive. It can encourage the primary dedlers in the money market to provide discount
fadlities in a secondary market, aswas the original oljedive, in order to prevent the pubic from
dealing directly with Bank of Ghana. This way, Bank of Ghama will have suffident cortrol over its
balance sheet.

The issue of the rediscount facility raises a fundamenta problem of capitd lossto household in
open mar ket operations. Without agood professiona money market where there are big and
informed players that understand that there are risks of capital gain and capital osses, households
that lose from open market transactions will not patronize the market. The monetary authorities
must promote the devd opment of a money market with depthto sell dl the securities need, both
primary and secondary issuesto fund government deficits The quegioniswha mug Bark of
Ghanado to promote amoney market with width, depth and resilience?
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Some suggestion are made. First, Bank of Ghana should encourage the primary dealersto act as
wholesaders and create the nucleus of a secondary market in Government securities. The DABS and
licensed dealersmust be allowed to put in bidswith quoted prices which as much as practicable,
Bank of Ghana must not interfere with. These dealers must be encouraged to move from being a
captive market who are forced to buy and hold governrment securities until maturity. Rates
applicable to purchasers of Government securities must not be crystalized into capita loss. If the
secondary market is to be developed, then the incentive must be in the interest rate structure, so
that holders not to be stuck with themto maurity. Asit is the DABS arethe captive marke.
Other interested parties should be given incentives to pur chase Government securities. Once the
Bank of Ghana has undertaken to sell the securities by tender, it will be necessary to decide onthe
following:

. How much information does Bank of Ghana provide to bidders;

. What are the administrative details such as settlemernt period;

. Who are qudified to participate in the auction;

. Isthe auction the sole method of selling bonds or isthere alimited tap aswell;

. What is Bank of Ghana srole in the auction;

. Does Bank of Ghama have areserve price i.e a maximum acceptable yidd;

. Doesthe tender entail settlement at the differentid yidds that tenderersbid or do they settle

it by the Dutch auction system of a uniform price;

. Whether non-compstitive bids are accepted, i.e., bidsfor alimited quantity that will be
allocated at, for example, the average price of the competitive bids;

. How does Bank of Ghana ensure that the tender is covered.

Appropriate answers to these issues, will generate greater transparency in the conduct of open
market operation and bring some width, depth and resilience to the money market. Thiswill go a
long way to ensurethat the price of the instruments will reflect the market price, and subsequently,
trading in secondary securities will also reflect changing market conditions, and attract capital gains
or |osses.

An important factor in achieving the desired monetary impact, at least cost, isthe mat urities of the
securities used. Short-term securities can often be sold at alower yield than longer-term securities,
and can be particularly useful, when there are lar ge seasond variationsin money or credit which the
central bank wishes to offset. For more permanent effects on reserve money however, short-term
bills need to be continualy rolled over, something which may cause difficulties—for example, if the
time for rolling over corresponds with a shortage of liquidity in thebarking system. The sale of
longer term securities, on the other hand, has the advantage of sterilizing liquidity for alonger
period, and aso will be more useful for promoting secondary trading, because shorter-term paper is
more likely than longer-term paper to be held to maturity, rather than traded. 1n some cases, the
bed approach may be to issue a range of maturities to attempt to meet more closely the needs of
the market. In other cases, the market may be too small to allow more than one or two maturities
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to be placed at the best rate.

Securities can be sold elther through auctions or fixed priceissues. The former have the significant
advantage of allowing the centrd bank to meet sales volume targets more easily. In the auction
process, the price of the securities is bid up or down urtil the required sales volume is achieved. In
marketswhich are very thin however, the audion process could cause excessive interest rate
variability.

The question of who the securities should be sold to is closely related to the central bank’s
rediscount/ advances policy. Aslong as banks cannot obtain central bank cash readily or cheaply by
borrowing against or discounting the relevant securities at the central bank, it does not matter who
the securities are sold to—banksor nonbanks. The end result is the same in either case However,
if the centra bank’ s rediscount/advances policy issuch that banks can readily and chegply obtan
central bark cash on the basis of the securities they have purchased, their holdings of such securities
will be very much like excess reserve deposits. Hence, if the securities are sold to banks, the
liquidity impact of the sale is likely to be disappointing in this case. Instead, the securities will need
to be sold outside banks while such a discount policy isin place. But there may still be a problem
here if banks can readily obtainthe securities fromnonbank private agents on the secondary market.
The solution, therefore, isto tighten rediscount/advances palicy.
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