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1 EXECUTIVE SUMMARY

Introduction and Background

This report is a sequel to an earlier CEPA publicatiorGhana Economic Review and Outlook:
Part I, Focusing on Hscal Performanced which was published in May 2008. The direct focus
of the present report is on monetary policy management in the bevse This entails a review
and assessment of the policy regime involving inflation targeting, exchange rate mantagewhe
decisions of the Monetary Policy Committee regarding the policy interesd rabe prime rate of
the Bank of Ghana.

The report is CEPAOGs assessment of economic
economyd including, public finance, mney, credit and banking, and external trade and payments
0 in 2007 and a presentation of the likely economic outcomes in 2008.

Given the importance of trade to Ghanads gr o\
and integration into the globaconomy, this publication also highlights some of the implications of
the Interim Economic Partnership Agreement (FEPA) that Ghanasigned in December 2007

with the European Unioasa special topic

The report also includefur other topical issueghe first iso n G h ®ebiaSustainability
Analysis; the second ofstatistical Analysis of Inflation in Ghana during the first half of 2008
the third onMonetary PolicyRe s p o n s e -Ptucs hiioC d sntthé fiast halfooh2008and the
fourth onPrice Developments in the JanuaryApril 2008 Period.

Demand pressures on the economy arising largely from fiscal expansion in recent years, strong
private sector demand grow#tong with oil angto a lesser extenfood price shocks, have led to
sizeable and wliening fiscal and current account imbalances, depreciating pressure on the cedi in

foreign exchange markets, and an accelerating rate of inflation in the domestic goods market.

In order to contain inflation and inflationary pressures, the Bank of Ghampteat a tighter
monetary policy stance in tHeurth quarter 62007, continuing into 2008. As may be recalled, in
May 2007 the Bank moved from the-salled inflation targetindite regime to a full inflation

targeting framework. This more formal framewpwith a commitment t@re-announced inflation

i
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targets and publication of forecasts, was expected to help anchoitetomginflationary
expectations in the economy.

The records, however, show that the inflation targeting regime was neither fully haiatar, in
fact, we l | established. I n the viewodoie, t he
transparency with respect both to policy objectives and the way in which current policy actions are
intended to achieve them.

In addition, the recordfamonetary policy since the 2008 budget was passed by Parliament has
been disappointing: none of the framework indicators mentianéoke 2008 budget have been put
into effect and for the entire first three quarters of year 2008, consumer price inthaiion
remained in double digitsnoreoverthe commitment to prannounced targets has only been in the

breach, and there has been no publication of forecasts.

In present circumstances, it is increasingly clear that there is little, if any, room for nyquiey

to play an effective role in the fight against inflation without the restoration of fiscal discipline. In
both nominal and real terms, interest rates are high. Consequently, any further increase is likely to
face strong resistance from industrgbdur and, as has been the case since 2003, by the

Government as well.

The unpalatable fact is that disinflation requires that a negative output gap sooner or later opens up.
This output ga@ output and employment lost to the econodnyis a measure of éhshortrun

sacrifice required for disinflation. Moreover, for any given economy, the evidence suggests that
there is a contexdépecific range of inflation rate® currently estimated to be between 8 percent

and 12 percent for Ghar@ below which the sadice ratio becomes exorbitantly high. For a
developing country with widespread and deep poverty, keepingdatwficeratio to the barest

minimum is of utmost importance.

In our circumstances, aiming to keep output at its potential level has an olmatitisgtion since

this is a fundamental objective of the Growth with Macroecon@tedbility Strategy. Output and

job losses could have particularly grave seqmiditical consequences in an economy already facing
rising joblessness, high levels of undepdmyment and open unemployment. Moreoverthe
current international environment where a high country risk premium may be charged on Ghana

Government debt instruments, hiking the interest rate could turn out to be counterprodluetive




GhanaEconomicReview and Outlook?art 11, Focusing on Broader Monetary Policy

exercise in futity & as it may fail to induce the expected net capital infows and the real
appreciation of the exchange rate needed to help slowdown inflation.

In the external sector, the experience over the past three years continued to reveal the fundamental
vulnerahlity and fragility of a primary commoditglependent economirhis worrisome situation
appears to be the result of a combination ofaan g u a\etvaluedccurrency (that may be
squeezing profit margins of exporters and imompeting enterprises) andch danadequate
incentive scheme that together make products made in Ghana uncompetitive both at home and
abroad.

The experience also points to the dangers of sacrificing external competitiveness of Ghanaian
exports by using the exchange rate as a nomiralaarto achieve inflation targets, giving rise to
prolonged episodes of overvaluation of the exchange rate. This policy stance seems to have made
imports, particularly of consumer durables and-darables, cheaper than should otherwise have
been the casehereby increasingly widening the already precarious trade deficit. The costs are in
terms of reduced domestic output and increased unemployment, particularly in the $reeeble

Superimposed on atif theseare the debt relief initiatives on accawi HIPC and the Multilateral
Donor Relief Initiative (MDRI); huge inflows from the Millennium Challenge Account (MCA)
grants; as well as increased surges in net official transfers and private remittances. Thes8 inflows
estimated at US$2.3 billion pemaum over the period 2062007 8 could lead to massive
government spendingespecially in a hotly contested election yewth the potential for creating
macroeconomic management problefnsdeed, a financial crisis) that mayell undermine
prospects fotong-term economic growth. The overvaluation could be worsened by an aid boom

arising fromincreasing perception of Ghana as an African success story.

Based on developments in the economic situation over the first half of 2008, the report strongly
suggets that greater transparency and better coordination of monetary and fiscal policies than have
been the case in recent times will be required to anchor inflationary expectations. Clearly, monetary

policy alone cannot fight inflation in the present and eyingr circumstances.

As an introduction to some of the interesting research findings and analysis contained in the report,
we summarize in what follows the policy implications of the economic outcomes antemaar

outlook.

[Q]
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Fiscal Operations

Ghana has Itha relatively poor record of fiscal management, particularly in theeRf period.

Ghana reported its first fiscal surplus in 1986, and remained in surplus until 1991/92, when
electionrelated spending pushed the country back into deficits. The defigtaged between 6

and 10 percent of GDP in the second half of the 1990s before falling back to around 4 percent
between 2000 and 2005.

In 2006, the government budgeted for a deficit of 4.5 percent of GDP but ended with a 7.8 percent
of GDP outturn, owindargely to:
A higherthanexpected expenditure associated with the power crisis that hit the country;
A higherthanbudgeted energy subsidies to the Tema Oil Refinery (TOR);
A inflation in the public sector wage b8l a dominant item accounting for more thafifth
of the total budget;
A shortfalls in tax revenues; and

A lowerthanexpected divestiture receipts.

Budgetary details show that the oven in spending was driven by excesses in discretionary rather

than statutory payments:or example,here was a morted overshooting in the public sector wage

bill by about 14 percenverspending in respect of the wage bill has been a recurrent feature of

the budget since 2003t the same time, in the face oftbeount r yés huge need f
delivery, there was aeported30 percentisaving in domestic and foreign investment spending

that year (according to the official account, though in the opinion of CEE&minant component

of the reported shortifarepresented payment delays).

The higherthanexpected 2006 budget deficit was funded by domestic borrowing (using mainly
Treasury bills and notesimounting toGH¢476 million (equivalent to 4.5 percent of GDP)

compared to a budgeted estimate of GH¢21.5 million, equivalent to 0.1 percent of GDP.

CEPA aalysis of the 2007 budgetary performance indicated a cash deficit equivalent to 9 percent
of GDP compared to the official projection of 6.4 percent of GDP @wma Economic Review
and Outlook, Part 1, page 9). Moreover, and as pointed out in the puiicathe divergences

between CEPA estimates (confirmed by the IMF; see for example, IMF Press Release No. 08/82 of

Apr il 10, 2008) and of fi ci ahditpsrsuxh wide tiscreparsciesh a v e
between realized outturns, official profee d out t ur ns, and the budget ¢
surprisesd and which could invite a negative
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as Fitch Ratings has warned More than half (4.8 percent o]

financed by net domestic borrowing (according to data from the Bank of Ghana).

To illustrate the contrast between official targets and realized outcomes, it may be well worth
noting that the 2007 budget had alluded to a possible redemption of some GHIi&A ofil
domestic debt in that year . It I's also i mpo
intention not to borrow from the Bank of Ghana in 2007, the Bank ended the year with some
GH¢340 million (equivalent to about 2.4 percengoffernmendomesticrevenug of government

paper on its books. Dradowns on the US$750 million Sovereign bond proceeds financed the
equivalent of 1.4 percent of GDP or 15.6 perc

For the year2008, the Budget set a deficit target of GH¢Q2%illion 8 equivalent to 5.8 percent
of GDP. To put this target into perspective, it may be well worth noting that in absolute terms, it is
25.9 percent lower than the outcome realized in the previous year, 2007. The fact that the target is

unrealistic wa hidden by the ovewptimistic official assessment of the 2007 performance.

CEPA forecasts indicate awverall broad balance (OBBjor the year 2008 of GH¢1,979.4 million,
equivalent to 12.1 percent of GDP. This outcome, would, in all probability, éeoadr deficit even
in an election year. It is over a third higher than the 9 percent of GDP deficit remlizbd
previous yearand more than double the target of 5.7 percent of GDP set in the 2008 budget.

The emerging deficit threatens to be the hggha recent times, certainly since the launch of the
Economic Recovery Program (ERP) twenty five (25) years ago. Election year excesses have been
observed especially in the hotly contested ones as in 1996 and 200@ gedrtB008 is proving to

be no exeption. Even so, the present Administration has made public statements of its commitment
to fiscal discipline and avoidance of the lapses of the past. It has cited election year 2004 fiscal
outcome as illustrative of this although that election was by aooumt classifiable as highly
contested. It has also promised a Fiscal Responsibility Law (FRL) to constrain government to

budgetary expenditure ceilings thus subjecting the Executive to effective parliamentary control.

A further cause for concern ovdret emerging outcome is the recurrence of serious fiscal slippages.
That in respect of the year 2006 was cited by the Fitch Rating Agency as the reason for its down
grading of Ghanadés sovereign rating foccasion B+ t

it cautioned that future lapses would result in similar action.
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Another measure of the fiscal stance often used by CEPA Bdimestic Primary Balance (DPB)

DPB is defined as total revenue (excluding grants) minus the sum eihteoest recuent
expenditures, poverty related expenditures and domestic capital. It therefore serves as a gauge on
the debt management policy stance. For, in the event that donor grants fall short of interest
payments due, borrowing would have to be resorted in dodsegrvice debt. This would cause the

public debt to rise in absolute terms, even if not as ratio to GDP.

The Monetary Policy Committee of the Bank of Ghana, on the basis of banking sector data, has
estimated that the domestic primary balance stood aédhwalent of a deficit of 4.1 percent of

GDP as of end of June 2008 compared to the outturn of 3.6 percent of GDP for the corresponding
period in 2007.

For the year as a whole, CEPA forecasts a DPB deficit of GH¢1,161.8 million or about 7.2 percent
of GDP. In comparison, the estimate in the 2008 budget is a DPB deficit equivalent to 1.7 percent
of GDP. Clearly with a CEPA estimate a little over four times that of the budget estimate this
confirms the need for significant fiscal adjustment to restoreraeaonomic stability and debt

sustainability.

Money, Credit and Inflation Outlook

According to the 2008 Budget Statement, the Bank of Ghana was expected to direct monetary
policy towards reducing the eqmériod inflation to 7 percent in 2008, and furtbdemn to between

4 percent and 6 percent by ePd09. Meanwhile, the Bank of Ghana has moved to a more formal
Inflation Targeting (IT) framework, which has been the operating framework over the past four
years. This more formal arrangement, with a commitnmerpreannounced inflation targets and
publication of forecasts, is expected to help anchor -teng inflation expectations in the

economy.

The operational status of the IT framework of the BoG has been questioned on many fronts. It has
been argued,of example, that as a small, open {meome economy, Ghana faces several major
challenges in its conduct of disinflation policy. According to the IMF these challenges include the
following:

A the economy is highly vulnerable to exogenous supjulg shocks;

A deviations from inflation targets tend to be larger during disinflation than with stable low rates;

A inflation expectations can be volatéspecially whetased on past experience; and
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A the technical capacity of the Bank of Ghana

In October 2007, the inflation rate accelerated on accoubbtifdemand and supply shocks. In
response, the Bank of Ghana raised the policydatbe prime raté by a cumulative 350 basis
points.Nonetheless, the IMF was of the opinion thalh e B a roks® wsas inaelexjymatérom its
assessment of the overall situation, the IMF concluded fitreg: current straight line disinflation

path and communications strategy of the BoG seem too rigid to respond well. As a result, the BoG

credibility that was built p over the last four to five years may be at.riggmphasis added).

Low credibility results in upwardhpiased inflatioary expectations. Moreover, it is all too often
easier to lose credibility than it is to regain it once lost. This is becausestttadeeand a period of
significant economic slack in the economy tearehor inflatiomary expectations. Consumers
become reluctant to spend and investors reluctant to invest when they have no reliable framework
of expectations, since they have no way nbwing what will happen next in an environment of

unrealized policy objectives.

Furthermore, the Fund had observed that the standard IT model works reasonably well for countries
that have already achieved low inflation rates. Ghana has yet to achiesadhabuld have to go
through a disinflation phas das lessCanlegsate gar &lnaha vy ,
because during disinflation periods credibility is likely to change over time, which is not

endogenously captured in the standard model

Torespond to Ghanadés <current chall engeaemoref or

flexible approacho IT. That way it camebuild its credibility as an inflation fightdry doing more

than justfocusing its policy on hitting annual targeis which it has failed to do in any case

recognizing that its actions involve shoerm tradeoffs and being mindful of the undesired effects

on output and employment

Clearly, the suggested approach takes full cognizance of the-difadeand strongly favaurs

gradualism so as to prevent unnecessary cumulative output losses associated with disinflation

Unnecessary output and job losses are simply intolerable in a developing country like Ghana with
deep and widespread poverty. The Bank of Ghana is yet to msopelicymaking framework to

the more appropriate and flexible one recommended by the IMF.

(
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All told, the record of monetary policy performance since the 2008 budget was passed by
Parliament has been disappointing. While none of the framework indicaéotsormed in the 2008
budget have been put into effect, inflation has remained in double digits for the entire first three

guarters of year 2008.

The evidence also points to the importance of keeping a tighter rein on money and credit
aggregates. Buoyantripate sector demand, fiscal expansion, and inadequate sterilization of
accumulation of international reserves have contributed to rapid growth of key monetary
aggregates. Broad money supply growth (excluding foreign currency deposits) accelerated on a
yea-onyear basis from 39.4 percent for December 2006 to 43.5 percent for December 2007. There
has been the usual growth deceleration in the course of this year 2008, with tbe-year rate

for August being 34.5 percent. This is nonetheless almost twoemage points higher than the

corresponding rate last year.

The spread between the average savings and lending rates has remained fixed at close to 20
percentage points in spite of upward revisions in the policy rate of the central bank. Taken as a
measire of intermediation cost, this signifies a disturbingly high cost of mobilizing financial
savings in Ghana. As has been pointed out in earlier CEPA publications, as muchitaisdsnvof

the cost of borrowing from the banks goes to cover intermediatiets.cThe pressure to lower

bank lending ratesas invariably meanta lowering of the savings deposit rates, rather than a

narrowing of the savingending spread.

Inflationary Trends and Outlook

Rising energy priceBascontinued to pose major challengesprice stability and macroeconomic
management in general, particularly since the last quarter of 2007. The Monetary Authorities had
been unable to meet the single digit inflation target for 2007 and are most unlikely to meet the
single-digit target sefor 2008.Inflation decelerated somewhahly to below 18 percent per annum

at the end of September 2008.

Findings from CEPAGs prel i minastkalfof B00& stronglg at i o
suggests that, contrary to the official explanatjofood inflation in Ghana over the period had

more to do with the prbarvest lean period than international food inflation. Not surprisingly, sharp
declines were recorded from July and, moreover, with the urban decline larger than the rural. These

findings suggest that whatever supplgle effects may have impacted on inflation in the course of




GhanaEconomicReview and Outlook?art 11, Focusing on Broader Monetary Policy

the first half of the year, it is the demand pressures that have been dominant. In particular, reining
in fiscal excesse8 an extremely difficult task in an eléah yeard will be critical to the task of

restraining inflation.

Given the timing of the election, the high spending likely to come with it, and the traditional
seasonal high consumer demand of the Yuletide, a further deceleration in inflation woulkel aaqu
expensive import boom and further dejaa of international reserves.

Trade and Payments

For three consecutive year s, Ghanaos i nterna
towards surpluses on the overall balance of payments, with wglérade and current account
deficits that are financed by transfers and substantialtemgand mediurrterm capital inflows.

Being a net crude aimporting country, and dependent largely on imports of petroleum products,

the demand for which is moreewprice inelastic foraneil mpor t i ng country, Gh
0 about 23 percent of the total import bill per annum over the past four eaeached US$2.1

billion at the end of 2007. Average world market prices had increased by almost 90 percent
about US$70 per barrel by the end of 2007. In early 2008, as crude oil prices on world markets
threatened to get beyond US$120 per barrel, the government was compelled to reduce the excise
duty and debt recovery levy on certain categories of petrolaocdupts in order to mitigate the

rising cost of living on domestic consumers.

Even as the imporbill was getting larger, exports of both traditional and -tradlitional
commodities were not doing so well, in spite of favorable price developments ongeddiéand

cocoa markets. Apart from gold whose price had rallied to remgtd levels, the performance of

all other export commodities, including cocoa beans (on account of lower export volumes), timber
and nonrtraditional exports, was rather poor and mpiessive. Moreover, external reserves
accumul ation turned out to be modest in 2007,
cover up to only 2.6 months of impaoriSshanadés gross international
absolute terms and in tas of months of import cover over the three quarterd00B8. From an

estimated stock of US$2,738 million at the end of 2007, it declined by 17.1 percent to US$2,270

million & the equivalent of 2.3 months of impoésat the end of September 2008
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Ghana $ expected to benefit from significant oil and gas resources that are projected to generate
about 35 percent of nowil GDP per annum over the next five years. All of this will require
prudent and transparent managprobem taseseimpliedie r e s

the Nigerian and Gabonese experiences) is to be avoided.

While the threat of the fdoil curseo syndr ome
that Dutch diseasg/pe effects in the economy may have been induced bgutinent strategies for

managing Ghanads exchange rate regi me.

This suggests that, with the projected oil prospebigich diseas¢ype effectsd real exchange

rate appreciation associated with prolonged episodes/@ivaluationand the shrinkage of the
tradables sectod cannotbe ignored. Failure to diagnose the Dutch disease encourages a status
guo, which can be costly, by letting adverse developments underminélomgrowth prospects.

On the other hand, a di ag ulderdgsd swoodi wheniit isgghtfito t h
can prompt implementation of corrective measures needed to curtail adverse developments; if it is
flawed, in circumstances where the disease isengstent, the adjustments it would call for can set

back actions thatould have otherwise contributed to laying the groundwork for-teng growth

and poverty reduction.

=



2 REVIEW OF PUBLIC FINANCE AND FISCAL OPERATIONS

2.0 Introduction

Ghana has had a relatively poor record of fiscal management, particularly in tE&Prperiod.

Ghana reported its first fiscal surplus in 1986, and remained in surplus until 1991/2, when-election
related spending pushed the country back into deficits. The deficits averaged between 6 and 10
percent of GDP in the second half of the 19B86&re falling back to around 4 percent between
2000 and 2005.

In 2006, the Government budgeted for a deficit ofpeBent of GDP but ended with a 7grcent
of GDP outturn, owing largely to:
A higherthanexpected expenditure associated with the powsisdhat hit the country
A higherthanbudgeted energy subsidies to frema Oil Refinery (TOR)
A inflation in the public sector wage bill (a dominant item accounting for more than a fifth of
the total budget)
A shortfalls in tax revenuesind
A lowerthanexp ect ed di vestiture receipts. (Kaf e,
Stanley July 28, 2008page16)

Budgetary details show that the oven in spending was driven by excesses in discretionary rather

than statutory payments:or example,here was a morted overshooting in the public sector wage

bill by about 14 percenverspending in respect of the wage bill has been a recurrent feature of

the budget since 2003t the same time, in the face oftbeount r yés huge need f
delivery, there was aeported30 percentisaving in domestic and foreign investment spending

that year (according to the official account, though in the opinion of CEE&minant component

of the reported shortilarepresented payment delays).

The higherthanexpected 2006 budget deficit was funded by domestic borrowing (using mainly
Treasury bills and notesimounting toGH¢476 million (equivalentto 4.5 percent of GDP)

comparedo a budgeted estimate GH¢21.5 million, equivalent to 0.1 percent of GDP.

CEPA aalysis of the 2007 budgetary performance indicated a cash deficit equivalent to 9 percent
of GDP compared to the official projection of 6.4 percent of GDP @wma Economic Review

and Outlook, Part 1, page 9). Moreover, and as pointed out in the puliicathe divergences
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between CEPA estimates (confirmed by the IMF; see for example, IMF Press Release No. 08/82 of

Apr il 10, 2008) and of fi ci aahditpsrsuch vede tiscreparsciesh a v e
between realized outturns, official projee d out t ur ns, and the budget ¢
surpriseso and which could invite a negative

as Fitch Ratings has warnéd More than half (4.8 percent o]
financed by net domestic borrowing (according to data from the Bank of Ghana).

To illustrate the contrast between official targets and realized outcomes, it may be well worth
noting that the 200budget had alluded to a possible redemption of s@hg51 milion of

domestic debt in that yeat. t is also iIimportant to note tha
intention not to borrow from the Bank of Ghana in 2007, the Bank ended the year with some
GH¢340 million (equivalent to about 2.dercent ofgovernment dmestic revenue)f government

paper on its bookdDraw-downs on the US$750 million Sovereign bond proceeds financed the
equivalent of 1.4 percent of GDP or 15.6 perc:H

For the year 2008the Budget set a deficit target @H¢9291 million 8 equivalent to 5.8 percent
of GDP. To put this target into perspective, it may be well worth noting that in absolute terms, it is
25.9 percent lower than the outcome realized in the previous year, 2007. The fact that the target is

unrealistic wa hidden by the ovewptimistic official assessment of the 2007 performance.

Coverage of aid flows remains problematic and poses challenges for the assessment of fiscal
performance. For example, tikont r ol | er and AccounCA&Dh)tdadaGener a
particularly weak on both inflows and outflows of foreign exchange flows. The Bank of Ghana
provides data on cash flows and therefore leaves out information on disbursements of project grants
and project loans presumably on account of the fact besetare usually not disbursed on cash

basis through accounts of t@®vernment of Ghana.

In view of this the BdG monitors and assesses fiscal performance oiNanew Fiscal Balance
measure. The government budget presented to and approved by PariaarettieBroad Fiscal

Balance measure. The difference is that the narrow measure omitslled foreigrfinanced

capital expenditures on the expenditure side and project grants on the revenue side. The budget uses
the working rule that foreigfinancedcapital expenditures exactly equal disbursements of project
grants and project loans. Consequently the broad measure is wider than the narrow by

disbursements gfroject loas. In line with the budget presentation formm@EPA uses the broad

12
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measure. To otumvent the data problem, however, CEPA uses the working assumption that
budget expectations in respect of disbursements of project grants and loans are realized in full.

CEPA forecasts indicatsaverall broad balance (OBBYor the year2008of GH¢1979.4million,
equivalentto 12.1 percent of GDP.This compares unfavably with the official estimate of
GH¢850.4 million or 5.20ercent of GDP in the 2008 budget. In absolute terms the forecast is about
two and a half times the budget estimate.

The emermg deficit threatens to be the highest in recent times, certainly since the launch of the
Economic Recovery Program (ER®jenty five (25) years ago. Election year excesses have been
observed especially in the hotly contested ones as in 1996, 200CeamétR008is proving to be

no exception. Even so, the present Administration has made public statements of its commitment to
fiscal discipline and avoidance of the lapses of the past. It has cited election year 2004 fiscal
outcome as illustrative of thialthough that election was by no account classifiabléhaghly
contested. It has also promised a Fiscal Responsibility L@RL) to constrain government to
budgetary expenditure ceilings thus subjecting the Executive to effective parliamentary control.

A further cause for concern over the emerging outcome is the recurrence of serious fiscal slippages.
That in respect of the ye@2006was cited by the Fitch Rating Agency as the reason for its down
grading of Ghanads s ov e aretimgybe reclted tmagon that ocoasidh+ t

it cautioned that future lapsasuld result in similar action.

Another measure of the fiscal stance often used by CEPA Badhmestic Primary Balance (DPB)
DPB is defined as total revenue (excluding grantipus the sum of nemterest recurrent
expenditures, poverty related expenditures and domestic cdpitadrefore serves as a gauge on
the debt management policy stance. Fuor the event that donor grants fall short of interest
payments due, borrowingould have to be resorted orderto service debt. This would cause the

public debt to rise in absolute terms, even if not as ratio to GDP.

According to the Monetary Policy Committee (MPC) of the Bank of Ghana, on the basis of
banking sector data, th@hestic primary balance stood at the equivalent of a deficit of 4.1 percent
of GDP as of end of June this year compared to the outturn of 3.6 percent of GDP for the
corresponding period in 20@ thatis almost 14 percent higher in terms of shares of GidPthe

year as a whole, CEPA forecast®RB deficit of GH¢1,161.8million or about 7.2percent of GDP.

In compaison, the estimate in the 2008dget isa DPB deficit equivalent to 1gercent of GDP.
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Clearly, this confirms the need for significant fisadjustment to restore macroeconomic stability

and debt sustainability.
2.1 Revenue Performance Outlook (2008)
Total Domestic Revenue and Grants

Total revenue and grants (program, project, HIBa@d MDRFrelated) is forecast a6H¢4,957.2
million equivalent to 30.4 percent of GDP. This is marginally above the budget estimate of
GH¢4,925.4 million or 30.2 percent of GDHable 2.1) Both the domestic revenue and grants

componentgsontributel to this expected outcome.

Table 2.1: Central Government DomesticRevenues and Grants (GH¢ millions and % of GDP)

CEPA GoG CEPA GoG
Provsional Budget CEPA | Prousional Budget CEPA
Outturn Estimate| Projection Outturn Estimate| Projection
2007 2008 2008 2007 2008 2008
GH¢ million percent of Gross Domestic Product
Total Revenue and Grants 3,964.9 4,925.3 4,957.2 284 30.2 304
DomesticRevenue 3,255.8 4,072.0 4,083.1 23.3 25.0 25.1
Tax Revenue 3,112.8 3,947.2 3,991.8 22.3 24.2 245
Taxes on Income and Property 907.6 1,122.5 1,223.9 6.5 6.9 7.5
Persona(PAYE) Taxes 371.8 458.8 525.2 2.7 2.8 3.2
Corporate Taxes 4185 498.0 544.0 3.0 3.1 3.3
Other 117.3 165.7 154.7 0.8 1.0 0.9
Taxes on Domestic Goods & Services (Indirect) 1,389.2 1,548.4 1,582.6 9.9 9.5 9.7
Excise (including Airport Tax) 67.7 58.3 58.3 0.5 0.4 0.4
Petroleim Tax 428.6 490.0 394.3 3.1 3.0 2.4
Value-Added Tax 892.9 1,000.1 1,130.0 6.4 6.1 6.9
International Trade Taxes 623.4 746.3 759.1 4.5 4.6 4.7
Import Duties 560.0 672.8 685.6 4.0 4.1 4.2
Export Duties 63.4 73.5 73.5 0.5 0.5 0.5
National Health Insurance Levy 178.6 200.0 226.0 1.3 1.2 14
Communication Service Tax 14.0 330.0 200.2 0.1 2.0 1.2
Non-Tax Revenue 143.0 124.8 91.3 1.0 0.8 0.6
Grants 709.1 853.3 874.1 5.1 5.2 54
Project Grants 208.8 514.8 514.8 15 3.2 3.2
Programme Grants 153.5 201.0 230.9 1.1 1.2 1.4
HIPC Assistance 136.4 81.9 87.5 1.0 0.5 0.5
Multilateral Debt Relief Initiative (MDRI) 210.4 55.6 40.9 1.5 0.3 0.3
Miscellaneous Item
Gross Domestic Product (GDP) I 13,974.6 16,295.8 16,295.8 I ‘ ‘

Sources:@6ntroll er and Account an,tBanica GhamaaahdiCEPABafpeatimatese nt ( CAGD)

An assessment by the Bank of Ghamdeased by its MPC indicates that the performance at the
mid-year stagef2008r e pr esent ed fAan annual growth of 5.6

growth of 12.9 percent . It observes further t
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of the annual d bamdyg4é.4 perfcemtrof tie Gu@estimate for 2008 as against

49.5 percent for the previous year 2007. The evidence points to delay in the full implementation of
the communication service téx popularlyr e f er r ed t o 0 aasthetehsen. it al k t a»

Domestic Revenue

A forecast ofGH¢4,083.1 million equivalen to 25.1 percent of GDRs imade for total domestic
revenue. This compriseGH¢3,9918 million (24.5 percent of GDP) in respect of tax revenue
(including the communication service tax) and +tax revenue of som@&H¢91.3 million expeted

to be lodged into government accounts by the collecting MDAs. The forecast shows domestic
revenue ending the year just marginally above its budgetary target with the full implementation of
the communication service tax in the second half of the year.

Tax Revenue

For administrative convenienc€ustoms Excise and Preventive ServiCERS has responsibility

for the collection of all importelated taxes. Consequently, in addition to import duties and
petroleum taxes, levies and imp&r it also collectsthe valueadded tax YAT) on imports.
Statutorily, the last of these is the responsibility of trEdu&Added TaxSeavice (VATS). Data

from the Bank of Ghanahow that CEPS collected and lodged into government accounts a total of
GH¢758.6 million, fimbout 8.6 percent below the target for the first hp#fado MPC Report of

May 21, 2008, page 3L ompared to the performance for the corresponding period of last year, this
represented a growth of 9.3 percent. The wp#eformance has been blamed on shostfall

petroleum tax revenue as total import revedu@nport duties and VATO exceededhe target.

CEPS is quoted as having explained that the volumes of imports into the country over the period
did not change signifantly from thatof last year, but thathe volumes of dutpearing imports
increased. The latter was because of a reduction in the volumes of imports admitted at zero rate and

those exempted from import duty.

The Value-Added Tax Sevice (VATS), in turn, collects all indirect taxes on domegi@ods and
services including excise duties. The latter is statutorily the responsibility of the CEPS. Total
collection by the/ATS of domestic VAT and excise duty amounted3bl¢237 million exceeding

the target for the first half of 2008 by an estimatedifiercent. Compared to the performance over
the corresponding period @007,the 2008 outcomeas about 8.2 percent better. According to
information from the RBnk of Ghana the major contributors particularly in the

Telecommunications andeBokeum Markeing Industries increased their payments in the second

15




GhanaEconomicReview and Outlook?art 11, Focusing on Broader Monetary Policy

guarter of the year. The VATS also has respolisibior the collection of the National Health
Insurance kevy (NHIL).

The Internal Revenue Service (IRS) has statutory as well as administrativasibgpy for the
collection of taxes on income and property. First -lgalir collections amounted tGH¢545

mi | | i o n,anispressive gragwthidf 31 percent and also exceeding its target for the first half
of 2008 by 4.9 percent

The positive perfomance of the IRS is reflected in the key®almponents. Commenting on this,
the MPC of the Bnk of Ghananoted thafin the areaof the seHemployed, the effective monitoring

of withholding taxes, notwithstanding, theeguipment of a number of distrigffices in the form

of new operational vehicles as well as the regular supply of logistics to facilitate routine work

contributedé.. t.00 the positive outcome

It continuedthat theimpressive performance of the corporate tax was driven largely by the
sulstantial collection from Mining and Quarrying and financial intermediation sectors. In addition,
provisional assessments for companies have been raised and served on the tax payers with reminder
notices issued and collection pursued by the District Offidgain, there was an improvement in

the compliance level regarding Withholding Tax (as well as increased efficiency) at the Large
Taxpayer Unit (LTU). Finally, improvement ithe payasyou-earn PAYE) collection could

generally be attributed to increasesalaries.

The forecast o6GH(¢3,9918 million for total tax revenue covers the following categories:
Taxes on Income and Propertyif@t) d GH¢1,223.9illion;

Taxes on Domestic Goods and Services (Indir@ctpH¢1,582.6million;
International Trade 8xesd GH¢759.1million;

National Health Insurance Lesy GH¢226million; and

Communication Service Tax GH¢200.2million.

> > > > >

Taxes on IncomandProperty

Taxes on Income and Property are shown in Taldles comprising personal, corporate, and other
(including among othersselfemployed, rentroyalties and airport tax)CEPA forecasts strong
performances in respect of personal and corporate collections. Both are expectedpterfover

0 exceedingheir budget targets by 14.5 percent and 9.2 percepéctgely. Other direct taxes

are expected to miss the collective target by about 6.6 percent.

A
m
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Taxes on Domestic @dds & Services

Taxes on domestic goods and services (indirect taxes) comprise excise duties, petroleum taxes, and
VAT (domestic and import)The forecast o6H¢1,582.6 million or 9.7 percent of GDP represents

an expected ovegrerformance of 2.2 percent compared with the budget targ&Hgfl,548.4

million or 9.5 percent of GDP.

Of the three components shown in TabR1 the bestexpectedperformer by far is VAT. The
forecast for this i$5H¢1,130 million equivalent to 6.9 percent GDP. This compares favorably with
0 an overperformance of 1percentd thebudget target o&5H¢1,000.1 million or 6.1 percent of
GDP. The expected positive outcomeon account of strong performance of both domestic and
import VAT. The reduction in zeroated and exempted imports raises the base on which the VAT

on imports is levied.

The other two components Excise Duties and droleumTaxesd are notexpectedd do as

well. In respect of excise dutiethere is the additional problem of dearthreliable information.

The Controller and Account @mavitdes dbsohutely ro inforenatibtne p a r
on collections over the first seven months of ther yereover, this is not a phenomenon peculiar

to 2008. In 2007no entries appeared for anfthe monthsave December. The evidence supports

the view that the collections in the course of the year are not lodged into government accounts but
rather retaied for financing the operations of some state agency, most likely the collecting agency.
In support of this assessment, it may be noted that tié& @Bovides no explicit information on

excise duty lodgd in government bank accounts. Against this backgiptime budget estimate is

retained together with a corresponding offsetting expenditure adjustment.

Petroleum taxes anqgrojectednotto perform wellin 2008.A shortfall of almost 2(ercent below

the budget estiate is anticipated. In the facd escaléing world market prices of petroleum and
petroleum products over the first six months of the year, not only were prices to consumers
maintained unadjustedl implying large consumer subsidies with corresponding large losses to the
refinery, under thePresdential Initiative launched in response to the accelerating infléidout

somepetroleum taxes wemctuallymarked down resulting in losses to government revenue.

International Trade Taxes

International trade taxes consist of import duties and cocparexaxes. The total forecast of
GH¢759.1 million or 4.7 percent of GDP, is somewhat higheby 1.7 percent thanthe budget
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target ofGH¢746.3 million (4.6 percent of GDP). The expected positive outcome is all on account
of import duties. There is a deh of reliable information upon which to base a firm assessment of
performance of cocoa export duty. Treatment by both the CAGD andoBeisBas in respect of
excise duty. The same working assumption of double éntrgffsetting entries in revenue and
expenditure columnd appliedto excise duty is used here as well.

National Health Insurance LeyiXHIL)
The National Health Insuranceely (NHIL) is collected by the VATS and the forecasting

methodology is the same as that for VAT. The forecagt#¢226 million or 6.9 percent of GDP,
anticipates an oveperformance of 13ercent above the budget target@H¢200 million (6.1

percent of GDP). The reason for this expected outcome is the same as that given above in respect of
VAT.

Communication Service Tax

Collections of the new communication service &axpopularlyreferred to as the talk tax are
forecast atGH¢200.2 million This represents an expected shortfall of almost 40 percent below the
budget target oGH¢330 million The tax which was introducedn 2007, was deemed inefficient

on account of it being easy to evadée consequentonsiderable delay in full impmentatiorof

the new tax, however, has left collection largely to the seconeybaltf This explains the rather

poor forecast outcome.

Nontax Revenue

A number of ministries, departments and agencies (MDAS) finance parts of their operations with
internally generated funds (IGFs). Though not exclusively so, IGFs have been retentionsaxf non

receipts by the MDAs charged with levying amdlection of these revenues.

In recent years, the Government of Ghana (GoG) has decided to provide estimategaxf non
revenue inclusive of the IGFs, sharing the IGFs on the expenditure side as transfers (similar

treatment to tax expenditure in the lagure).

The effect of this is to raise both the domestic revenue share of GDP as well as the expenditure
share of the GDP. Whatever the advantages this change maydhamd these are several,
including providing a better gauge of the size of governmerthé Ghanaian econonty the

changeover is too recent for reliable data sources upon which to base meaningful forecasts of the
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retentions. Moreover, the monthly reports of the CAGD do not provide such data. Consequently,
CEPA analysis and presentation atal still conform to the previous treatment of +iar revenue

exclusive of retentions/IGFs.

In the case of Notax Revenue, the CEPA projection of GH¢91.3 million representing 0.6 percent
of GDPis 37 percent below the GoG target of GH¢124.8 millionesenting 0.8 percent of GDP.

Grants

Grants comprise four elemerdis namely,program grants, HIP@elated debt relief, MDRtelated

debt relief, and project grants. For the first half of this 2308 total grants (excluding projects
grants) amounted t&H¢352.3million equivalent to 2.2 percent of GDP. This was lower than the
GH¢436 million equivalent to 3.1 percent of GDP received over the corresponding period of 2007.
On the other hand, ¢h2008disbursement was higher than the budget estimate farntie year

(104.1 percent) while the receipts in the corresponding peri@@®# represented 96.9 percent of

the budget estimate. The evidence points to improved predictability and early disbursement of
donor aid in recent years associated with the paatior budget system (MDBS) arrangement.

Program Grants

At the midyear stage, disbursements of program grants amount&d¢230.9million. This was a

little over half (53.1 percent) what was received in the corresponding period of last year. On the
othe hand, it far exceeded (114.9 percent) the budget estimate for the whole of 2008. On the basis
of the disbursement pattern of recent times and other information available in the Bank gf Ghana
the MPC concluded i n it s exPeated pragramR grants éostlee woole Ma y

year have been realizédo

HIPC-related Debt Relief
By mid-year, GH¢87.5 million of HIPCrelated debt relief had been received. In absolute terms,

this was almost 10 percent lower than that of last year. It was nonethigless (by 6.8 percent)
than the budget estimate for the year. In line with the emerging pattern of aid disbursements, the

receipts at the migear stage are retained for the year as a whole.

MDRI-related Debt Relief

Receipts as at the end of Jut@8totaled GH¢34 million, representing a little over 60 percent of

theyear s budget esti mat e. Taking into consi dei
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the MPC of the Bnk of Ghana on MDRdtebt reliefflows, CEPA forecasts a total &H¢40.9

million for the yead somewhashort of its target.

Project Grants
As noted above, for various reaspnsither the CAGD nor thedhk of Ghangrovides statistics

on disbursements of project grants. Consequently, taking due note of the observable patiérns of
flows, CEPA uses the working assumption that budget estimates in respect of project grants are

realizable and will be realized this year.

2.2 Expenditure and Payment Outlook

The breakdown of the forecafsir total expenditure and itsnain componentsniTable 2.2is as
follows:

A RecurrenExpenditured GH¢4,075.8 million or 25 percent of GDP;

A PovertyRelatedSpendingd GH¢271.7 million or 1.7 percent of GDRnd

A CapitalExpenditured GH¢2,509.4 million or15.4 percent of GDP.

Recurrent Expenditure

Recurent expenditure for the year is foreabstby CEPAat GH¢4,075.8 million comprising
interest payments and ndmerest payments. Neinterest payments forecast at GH¢3,384.3
million are the dominant component of recurrent expenditure representing 8Bopercent

compared to 17 percent for interest payments.

Interest Payments

The budget is unlikely to realize any domestic debt service cost sduintfse 2008 fiscalear.
The increases in interest rates that have occurred wexlgy tohanticipated irthe 2008 hdget.
CEPA forecasts indicate that domestic interest payments could be about one fifth higher than the
budgetary provision. Moreover, domestic debt service payments are likely to claim more than the

20 percent share of total domestxpenditureealized in 2007.

Total interest payments on the public debt (domestic and external) are fedeata&HE691.5
million equivalent to 4.2percent of GDP. This is almost fifty percent above the budgetary
provision ofGH¢466.5 million. Moreover, both domigs and external components are foreedst

to exceed their respective provision in the budget. As explained above, there is ample reason to
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suggest that the budgetary provisions on debt service provisions in the 2008 budget were

unrealistically low.

Table 2.2: Central Government Expenditures (GH¢ million and percent of GDP)

CEPA GoG CEPA GoG
Provisional | Budget CEPA Provisional | Budget CEPA
Qutturn Estimate Projection | Outturn Estimate Projection
2007 2008 2008 2007 2008 2008
GH¢ million percent of GrossDomestic Product
Total Expenditure 5,120.1 5,775.8 6,856.9 36.6 354 421
Recurrent Expenditure 3,541.9 3,258.1 43475 25.3 20.0 26.7
Interest Payments 547.4 466.5 691.5 3.9 29 4.2
Domestic 449.0 352.3 516.8 3.2 2.2 3.2
External 98.4 114.2 174.7 0.7 0.7 1.1
NorntInterest Payments 2,657.7 2,608.4 3,384.3 19.0 16.0 20.8
Persomd Emoluments 1,376.2 1,559.9 1,942.2 9.8 9.6 11.9
Administration 346.6 385.6 288.9 2.5 2.4 1.8
Services 107.8 120.6 192.6 0.8 0.7 1.2
Transfers to Households 274.8 318.0 370.4 2.0 2.0 2.3
Subsidies 24.3 351.4 0.1 2.2
National Health Insurance Fund (NHIF) 552.3 200.0 238.8 4.0 1.2 15
PovertyRelated Spending 336.8 183.2 271.7 2.4 1.1 1.7
HIPC-Funded 176.9 127.6 189.8 1.3 0.8 1.2
MDRI-Funded 159.9 55.6 81.9 11 0.3 0.5
Capital Expenditure 1,578.2 2,517.7 2,509.4 11.3 15.4 15.4
Domestic (including Net Lending & Reserve Fun 1,025.0 1,517.5 1,509.2 7.3 9.3 9.3
Domestic Capital & Net Lending) 586.2 987.5 974.3 4.2 6.1 6.0
Reserve Fund 438.8 530.0 534.9 3.1 3.3 3.3
Education Trust Fund 2158 163.0 203.2 15 1.0 1.2
Road Fund 87.4 129.2 87.7 0.6 0.8 0.5
PetroleuraRelated Fund 13.9 35 25 0.1 0.0 0.0
District Assemblies Common Fund 121.7 234.3 2415 0.9 1.4 15
Foreign 553.2 1,000.2 1,000.2 4.0 6.1 6.1
Miscellaneous Item
Gross Domestic Product (GDP) 13,974.6 16,295.8 16,295.8 |
Sources:@ntroll er and Accountant General s Department (CAGD), Bank of

The budgetaryprovision for domestic interest payments implied savif@fsover a fifth of the

provisional outturn projected by CEPA for this item as shown in TaB)r2outlays compared to

the previous year. This is a reflection of the eoptimistic outturn for 207 projected in the

official estimates and which resulted in an urdstimation of domestic borrowing and under

estimate of the public debt. Furthermore, the resurgence of inflation which the fiscal stimulus

contributed to was neither correctly anticighteorthe required monetary tightening factored into

the official projections.
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Noninterest Payments

Non-interestpayments forecased at GH¢3,384.3 million o 20.8 percent of GDP, comprisex
subcomponents. As shown fables 2.2the single largestfahese is personnel emoluments.

Box 2.1: Public Debt Service

The 2008 budget projected a decline in principal external debt repayments from GH¢256.4 million in 2007 to GH¢179
million in 2008. Given developments i2007 and in the first half oR008 (seebelow), however, the implied 30,2
percent fall appears highly improbable.

In 2007 apart from the Chinese Government loan equivalent to US$562 million for the construction of the Bui Dam,
the Government contracted other external loans including the fojlow

e adebut US$750 million benchmark sovereign bond,;

e a US$900 million mediurterm facility for COCOBOD; and

e a US$190 million facility for infrastructural development jointly with COCOBOD

A matter of considerable concern with these loans is the béladget infrastructure expenditure recorded for 2Q07.

According to the 2008udget Statementinvestment outlays directly financed by the Government in 2007 were
expected to total about GH¢972 millinequivalent to only 59.3 percent of the budgetary promisind strongly
suggesting that the loans have not been used for their intended purposes!

As a result of these, the stock of external debt climbed to US$3.59 billion at the 20@70This was significantly
(about 38.1 percent) higher than the Saptenber estimate of US$2.60 billion published in the 2008 Budget. Thanks
to debt forgiveness under the HIPC Initiative and the
ratio had declined from 120 percent of GDP at the end of 2007.50pkrcent of GDP at the end of 2006. On account
of these loans, it rose sharply to 25 percent of GDP apead.

By the end of the first quarter 8008 the stock of external debt had risen further by 43.8 percent to US$3.74 pillion
and then marginallto US$3.81 billion as at the end of the first half year.

Together with continued tough credit market conditions, a depreciating currency, and an increasingly non
concessionary debt mix, it is difficult to rationalize the expectation of lower princifehal debt repaymeir 2008
Indeed, the first half year public finance data support this analysis with an estimated amortization in excess of program
loan receipts by abo@H¢95 million.

According to the Press Release of the Monetary Policy Comnoittibe Bank of Ghana of July 21, 2008, the stock of
domestic debt (gross) which stood at GH¢3,708.2 million at the end of 2007 increased to GH¢4,005.9 millign at the
end of the first half of 2008. This represented an increase of about 8 pérceignificantly higher than the
expectations on which the domestic debt service obligations had been based in tBed2@d8

Moreover, to quote the Press Release: Generally, there has been signHatagmmentof interest rates on the mongy

market and shiftg portfolio preferences from lordated instruments to the shorter end of the market, in line with the

rise in consumer price inflation:

e the benchmark Silay Treasury Bill rate has increased cumulatively by 570 basis points over the first half of the
yearto 16.3 percent at the end of June 2008 with an increase of 522 basis points in the second quarter algne.

e the 182day Treasury Bill rate similarly firmed up by 86 basis points and 547 basis points in the first and|second
guarters of 2008 respectively t@.1 percent in June 2008.

e the oneyear note and twgear fixed rate note similarly moved up by 420 basis points and 370 basis |points
respectively to 16.5 percent each. The rate on the-jleadixed-bond rate rose to 16 percent from 14 percent
over tke same period.

All these developments are a pointer to higher debt service obligations for 2008 than the Budget has provisjoned for,
both in respect of principal repayment and interest (domestic and foreign).
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Personnel Emoluments

The forecast for thisubcomponent ofGH¢1,942.2 million constitutes close to 60 percent of the
total for noninterest spending. Moreover, it is almost 25 percent above its budget provision. The
disturbing observation about this expenditure item is that over the entire lithedufuor
Administration, it has proved difficult to keep spending within the ceiling approved by Parliament.
Different explanations have been given for the recurrence and public sector reform committees
have been tasked to consider proposals to idetfitghycauses and find solutions. The latest of these

is the Pay Reform Commission.

Transfer to Households

Transfer to households is basically wagtated. It consists of social security contributions paid by
employers on behalf of their employees to theci&l Security and National Insurance Trust
(SSNIT), pensions and gratuities. The forecast for this expenditure cate@airi€¢3y0.4 million
about 16.5 percent above the budgetary provision. The dominanbsyionent in this expenditure
category is the SNIT contribution of government on behalf of civil servants which stands at 12.5

percent of the full time employed wage bill. Consequently it rises with the wage bill.

Subsidies

Another area of persistent overspending, especially in recent years hasibsidies to the public
utilities and the oil refinery. The political and social difficulties of passing cost increases
occasioned by oil price hikes in international markets on to domestic consumers has resulted in
high production losses (quacal financing of the budget since the losses arise from government

pricing policy) calling for the transfer of subsidies to the affected producers.

National Health Insurance Fund (NHIF)
Technically, the NHIF is a statutory fund and should, therefore, be aassifith the other

statutory funds which are treated as transfers to finance capital expenditmmneszer, the practice

has beerthat NHIF is not classified as capital expendityra practicality, it would also have a
capital expenditurelimension to itAn amount of GH¢351.4 million is the projected outcome for
the year. This is equivalent to 2.2 percent of GDP, far in excess of the budget provision of 0.1

percent of GDP.
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Capital Expenditure

Three components of capital spending anevan in Table 2.2 asfollows: those @mestially-
financed from nosstatutory funds; those financed from statutory funds; and foiféignced.The
forecast total 0fGH¢2,509.4 million is equivalent to 6 percent of GDP. This is about the same
order of magnitude as the totabprsion in the budget. There are, however, minor variations in the
components. For example, the individual forecasts indicate a saving in respect of domestically
financed capital expenditures and marginally higher spending in resp8tataforyFunds. Ithas

been noted that collections of VAT are most likely to exceed the target in the budget. This expected
outcome is reflected in the transfers into the Education Trust Fund which is funded with a VAT at a
rate of 2.5 percent.

Even when they are stated @sar tax items, some of these Funds are transferred quarterst whil
the others have variable lags. Therefore for transfer in a particular year, the Funds and the linked
tax bases may not be on the same pagdeattlikEPAGS

end of each year.

It may be worth noting that expenditures officially described as esretgied and financed with
drawings from the sovereign bond proceeds are included in the domedticatiyed capital
expenditures. Capital expenditurémanced with drawings from the Millennium Challenge
Account (MCA) of the USA arboweverexcluded.

As explained elsewhere, there is a dearth of information regarding disbursements of project grants
and project loansNeither the CAGD nor the E& provides usable flow data that can be a credible
basis for forecasting annual outturns. The working assumption is that the estimates in the budget
are realized. Consequently, the budget estimate of project grants disbursement is retained in total
grants on the keiptsside and that for project loans retained as a financing itenetiforeign

borrowing. The sum of these is classifegiforeigrfinanced capital on the expenditure side

2.3 Financing the Deficit

The financing forecasts shown in TaBl& depend a two assumptions
A the budget estimates for project grants, project loans, outstanding commitments in respect of
clearance of road and nooad arrears, and VAT refunds will be realizadd
A there will be no discrepancy between the akitwesline and belowthe-line (banking sector

based measure) deficits.
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The abovetheline deficit is arrived at on the basis of data from the CAGD, so that with the
addition of outstanding commitments could be designated as modified payments basis. On the
expenditure sidet iis based on payment vouchers issued by the CAGD. On the receipts side, it
relies on reports of lodgings made into government accounts by ministries, departments, and
agencies (MDAs) charged with collection of revenue.

Table 2.3: Financing of the FiscaDeficit (GH¢ million and percent of GDP)

CEPA GoG CEPA GoG
Provsional Budget CEPA | Provsional Budget CEPA
Outturn Estimate| Projection Outturn Estimate| Projection
2007 2008 2008 2007 2008 2008
GH¢ million percent of Gross Domestic Product
Total Revenue and Grants 3,964.9 4,925.4 4,957.2 284 30.2 304
Total Expenditures 5,120.1 5,775.8 6,856.9 36.6 35.4 42.1
Overall Broad Balance (OBB) -1,155.2 -850.4 -1,899.7 -8.3 -5.2 -11.7
Vat Refund -22.6 -37.0 -37.0 -0.2 -0.2 -0.2
Outstanding Commitments -75.8 -42.7 -42.7 -0.5 -0.3 -0.3
Road -28.0 -22.7 -22.7 -0.2 -0.1 -0.1
Non-Road -47.8 -20.0 -20.0 -0.3 -0.1 -0.1
OBB (modified basis) -1,253.6 -930.1 -1,979.4 -9.0 5.7 -12.1
Discrepancy 0.0 0.0 0.0 0.0 0.0 0.0
Financing 1,253.6 930.1 1,979.4 9.0 5.7 121
Divestiture (net) 115.7 275.7 275.7 0.8 1.7 1.7
Financing (including divestiture) 1,137.9 654.4 1,703.7 8.1 4.0 10.5
Foreign (ret) 176.7 442 .5 206.4 1.3 2.7 1.3
Borrowing 433.1 621.5 584.0 3.1 3.8 3.6
Project 331.2 485.3 485.3 2.4 3.0 3.0
Programme 101.9 136.2 98.7 0.7 0.8 0.6
Amortization (-) 256.4 179.0 377.6 1.8 11 2.3
Exceptional Finance 100.0 78.5 0.0 0.7 0.5 0.0
Traditional Rescheduling 8.2 0.0 0.0 0.1 0.0 0.0
HIPC 91.8 78.5 0.0 0.7 0.5 0.0
Domestic (net) 668.3 -382.4 981.5 4.8 -2.3 6.0
Other Financing (Sareign Bonds/Capital Markets) 193.0 515.8 515.8 14 3.2 3.2
Deferred GGILBs -0.1 0.0 0.0 0.0 0.0 0.0
Repayment -0.1 0.0 0.0 0.0 0.0 0.0
Miscellaneous Item
Gross Domestic Product (GDP) I 13,974.6 | 16,295.8 I 16,295.8 I | |
Sources: Controller and Accountant General 6s Department (CAG

To the extent that it takes time for payment vouchers issued by the CAGD, and lodgings made by
MDAs to pass through the governmeatcounts, the abosbeline and belowthe-line deficits

would differ. The latter measure is based on the entries that have actually been passed through the
government accounts in the period under review. A discrepancy between the two indicates delays
in payment vouchers issued in the current period being passed through the government accounts

(abovetheline deficit larger than belowheline deficit in absolute terms) or delayed payment
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vouchers from a previous period being passed through the governotenints in the current
period (abovehe-line deficit smaller than the belotheline deficit). No discrepancy assumption
corresponds to equality of the two deficit measures.

A deficit of GH¢1,899.7 million is forecastd by CEPAfor the year 2008. After djustments for
clearance of outstanding commitments of road androad arrears and VAT refunds, an overall
broad balance (modified payments basis) of a deficit in the amou@Hg@1979.4 million is
forecased This is equivalent td2.1 percent of GDP.his outcome, would, in all probability, be a
record deficit even in an election year. It is over a third higher than the 9 percent of GDP deficit
realized last year and more than double the target of 5.7 percent of GDP set in the 2008 budget.

On the optinstic assumption that all the net divestiture receipts projectee iBG68budget would

materialize, (compared tthe lessthan 50 percent performance 2007, this would leave a
financing gap equivalent to 10.5 percent of GDP to be filled with domestidoreign loangsee

Table 2.3)

Net foreign borrowing is forecasd to result in net receipts equivaletat 1.3 percent of GDB

less tharhalf the projected target in the budget. This is because program loan disbursements are
most likely to fall shar of official expectations. In contrast, and as explained above, external loan
amortization is forecastl at the equivalent of 2.3 percent of GDP which is more than twice the
official estimate in the budget. These considerations and the working assuafdtiimealization

of project loan disbursement target lead to the forecasthite 2.3.

Available information from the 8G shows that contrary to expectations in the 2007 budget, there
were no receipts of Exceptional Finance in that year. In spitbadbfdutcome, the 2008 budget
projected som&H¢77.5 million of such receipts forelyear. Available banking sector data for the

first half of the year suggests inBh0O88 a repeat

The budget also indicates thatvgrnment plans to draw down the remainder of the proceeds of the
sovereign bond issue in the amouniGHi¢515.8 million. This is essentially a policy decision and
available information in the course of the first three quarters of theayelihe BoG confrms that

this objective will be met.

In the circumstances, recourse to domestic borrowing is inevitable to finance the forecast gap of

aboutGH¢981.5 million (including from nomesidents) Consequently, as has become a recurring
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phenomenon in recent ysa instead of a programmed net domestic repayn(asting back
domestic debtin an amount equivalent to 2.3 percent of GbRhetarget of a fiscal anchor that is
complementary with a disinflation monetary polidy a sizable net domestic borrowing an

amount equivalent to 6 percent of GDP is forema$bdr the year. Most worrying, is the strong
possibility that the outcome could be worse still. A critical assumption that has been made is that
the net external loan repayment level actually reached aritheof the third quarter of the year

implied in the Press Release of October will not be exceeded. This is an unrealistic working
assumption, but the trends pointed to extremely disturbing outcomes for the year. The IMF has in
an update of earlier debtgtainability analysis pointed out that while still moderate, there has been

a not abl e deterioration i n Gh a n a 6 soncéssidndl i nd

borrowing.
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3 MONETARY SECTOR DEVELOPMENTS AND OUTLOOK

3.0: Introduction

Demand prssures on the economy arising largely from fiscal expansion in recent years, strong
private sector demand growdifiong with oil andto a lesser exteytood price shocks, have led to a
sizeable and widening fiscal and current account imbalances, dejpgepetssure on the cedi in
foreign exchange markets, and an accelerating rate of inflation in the domestic goods market.

In order to contain inflation and inflationary pressures, the Bank of Ghaa) (@lopted a tighter
monetary policy stance in tHeurth quarterof 2007. This continued into the first half of 2008. It

may be recalled that in May 2007, tharik of Ghananoved from the sealled inflation targeting

lite regime to a full inflatio targeting framework. A mediwterm target of 5 percent pannum

was set. Developments in the economic situation over the first half of 2008, however, strongly
suggest that greater transparency and better coordination of monetary and fiscal policies than have
been the case in recent times will be required to arioflationary expectations. Clearly, monetary

policy alone cannot fight inflation in the present and emerging circumstances.

According to the 2008 Budget Statement, treniB of Ghanavas expected to direct monetary
policy towards reducing the eqmriodinflation to 7 percent in 2008, and further down to between

4 percent and 6 percent by ePd09. Meanwhile, the &k of Ghandhas moved to a more formal
Inflation Targeting (IT) framework, which has been the operating framework over the past four
years. Tis more formal arrangement, with a commitment to-gameounced inflation targets and
publication of forecasts, is expected to help anchor-teng inflatiorary expectations in the
economy. The official policy stance is the continued maintenance of tkibldleexchange rate
regime, with foreign exchange interventions by tlw&Bn the foreign exchange market limited to

smoothening out volatility in the markét i.e., a policy regime of managdidat.

The record since the 2008 budget was passed by Pantidmas been disappointing, although
improvements registered in the third quarter are expected to continue into next year. It is clear that
the IT regime is neither fully functional nor, in fact, well established. None of the framework
indicators mentioneth the 2008 ludget have been put into effect. For the entire first three quarters

of year 2008 headline inflation has remained in double ditfits commitment to prannounced

targets has been only in the breaaihd there has been no publication of fasts.
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At the same time, however, preliminary work at CEPA suggestsoma¢progress has been made

and the Bank of Ghana can claim a fair measure of credit in the effort to formulate monetary policy
within the IT framework. Together, an interest ratdalsle d the 9tday Treasury Bill rate which
appears closely linked to the prime rate (the policy interest rate) ofdGedB and the cedi/US

dollar exchange rate, appear to have significant explanatory powedetermining headline
inflation over the fowyear period from February 2005 to February 2008, essentially covering most

of the period the IT framework is said to have been in place.

With the partial liberalization of the capital account, the evidence so far suggests that the interest
rate has becomen instrument for inducing flows of external capital into and out of the Ghanaian
economy. Furthermore, recent exchange rate flexibility has helped the economy to adjust to shocks

and supported the implementation of the IT regime.

The evidence also pomtto the importance of keeping a tighter rein on money and credit
aggregates. Buoyant private sector demand, fiscal expansion, and inadequate sterilization of
accumulation of international reserves have contributed to rapid growth of key monetary
aggregate. Broad money supply growth (excluding foreign currency deposits) accelerated on a
yearonyear basis from 39.4 percent for December 2006 to 43.5 percent for December 2007. There
has been the usual growth deceleration in the course of year 2008, wytbatueryear rate for

August being 34.5 percent. This is nonetheless almost two percentage points higher than the
corresponding rate last year. Moreover, the historical experience, as captured in a fitted regression
equation, confirms the existence of ausal relationship between awth in key monetary

aggregates, such as broad moray inflation in Ghana.

The Bank of Ghana has claimed that consistent with the IT framework, it has stuck to a supportive
flexible exchange rate regime, restricting its iaémtions to smoothening volatility in foreign
exchange markets. On its part, the IMF has criticized @ #®r undue intervention and insisted
that the consequent failure to allow the unwarranted nominal appreciation of the exchange rate to

occur is respnsible for the realized inflation to be consistently above its target.

CEPAGs position ibetveeenblehasnsought tondranwhatiention tanthe overvalued
cedi, the consequemtdverse impact on theerformance of themontraditional exportsector, on
growth in general. The IMF position seems to suggestattaiughthe Ghanaian econondy with

debt cancellation, sizeable inward transfers, aid inflows, and no& ddces a real threat of a
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Dutch Disease, it ithe upgradng of technology usedh production, education and training for a
skilled workforce, knowledge and improved infrastructure, and above all, a much reduced risk
associated with theostsof-doing businessind the businessnvironment thatGhanashould turn

to, rather than nominaxchange rate manipulation to enhance competitiveness of locally produced
goods and services in the context of a much appreciated equilibrium real exchange rate.

3.1: Framework for Conducting Monetary Policy in Perspective

It would be recalled that in dg 1992, the Bank of Ghana indicated having moved away from the
direct monetary management, which had hitherto been in force since 1989, to a-baaekkt

system of monetary management that focused on indirect rzaket instruments in the conduct

of monetary policy. Essentially this system not only relied on an IMF financial programming model

t hat assumed some broad monetary aggregate (b
targeto for monetary contr ol ,regudating thanesdomestic 0 p ¢
assets of the banking system.

In a Press Release of the Monetary Policy Committee (MPC) of the Bank of Ghana dated May 22,
2007, the Governor annountcaerdg etthien gadd of prtai noenw oor fk
policy operations. In addition to its primary objective of targeting inflation, this framework also had

a secondary operational exchange rate objective that would help anchor inflationary expectations.

Ghana is one of several emerging market economies to afilapion targeting (IT). Indeed it may

very well be the only lowncome country to have done 8o according to the IMF. An important
consideration for adopting an IT regime was that the existing framework, which was based on
targeting monetary aggregatgzoved to be increasingly infeasible as the demand for money
changed rapidly in the wake of major structural transformatiofinancial sector reforms resulted

in instability of the currency held by the rbank public to deposit ratio.

The BoG formally dopted an inflatiortargeting framework in May 2007 after almost three years

of informal IT management. It had reportedly been building the main institutional, analytical and
communications elements of this framework since 2002. Indeed, with the enaotnie&t2002

Bank of Ghana Act, the BoG had in place some of the key institutional components of modern
central banking notably, independence, an oversight committee for monetary policy formulation
and management, and a statutory mission of price syatibtUS counterpart, the Federal Reserve

Board, is required to give equal weights to price stability and employment. The Bank of Ghana Act
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2002 had also moved to preclude fiscal do mi |

financing of the deficit

Il n addition, a | ar ge ey foraisindldtion vgrottade years @ n s p a
achieve stability around 5 perceéntwas established with the formal launch of the IT. In support of

this, the BoG has, reportedly, developed an inftatiforecasting model and a detailed
communication strategy involving the issuance of press releases and the holding of press
conferences by the oversight committee, the Monetary Policy Committee (MPC), after each of its
meetings to explain its decisions the policy rate, the prime rate.

Inflationary developments since the last quarter of 200thereappears to have been a temporary
respite in the pogharvest period have posed an early challenge for the IT regime. The economy
is experiencing excessmand pressures and experienced an external oil price 8hacikh crude

oil pricesreaching about US$147 per barrel. Inflation is high, and growing fiscal deficits and easy
monetary conditions are stimulating further inflation. In the view of the IMF:

......... the current straight line disinflation path and communication strategy of the BoG
seem too rigid to respond well. As a result, the BoG credibility that was built up over
the last four to five years may be atrisk ( | MF : Al nfl atimalow For ec a:
income country: The Case of Ghanao paragrap

Low credibility results in upwardhpiased inflatioary expectations. Moreover, it is all too often
easier to lose credibility than it is to regain it once lost. This isuseci takes time and a period of
significant slack in the economy to-aachor inflatiomry expectations. Consumers can become
reluctant to spend and investors reluctant to invest when they have no reliable framework of
expectations, since they have noywa knowing what will happen next in an environment of

unrealized policy objectives.

The BoG would need to rebuild its credibility by openly focusing on more than just hitting annual
targets, recognizing that its actions could involve shamt tradeoffs and being mindful of
undesired effecten output and employment. A sufficient track record of delivering on its targets
would be needed. To achieve this would almost certainly call for a more gradualist approach than at
present. Unnecessary cumulativetfut losses that would come with the disinflation process must

be prevented, and in any case, kept to a bare minimum.

! subsection 2,Section 30 of the Bank of Ghana Act 2002 (Act 612) limits the total of loans, advances, purchase of treasuxy $tsidtes
together withmoniesborrowed by Government from the banking system to 10% of total domestic revenue of the fiscal year in which the advances

are made.
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Given the current high level of inflation and inflatary expectations and the lags in the
expectations process, tBank of Ghana isanfronted by the specti@ having to further raise its

prime rate substantially in order to achieve the desired increase in the real interest rate. The hope of
such a hike must be that of inducing the net capital inflows required to cause the nomiaagexch

rate of the cedi to appreciate. A sufficiently large net inflow, together with the inflation differential
vis-&vis major trading partners, is to be relied upon to ensure that the real exchange rate
appreciates significantly. The increased interets &d real appreciation of the cédireduced

real price of foreign exchange canboth then be expected to cause a reduction in the demand for

domestic output.

Furthermore, in as much as inflatary expectations have a direct effect on actual inflation
monetary policy would have to be tighter, the less the credibility of the BoG; and logically
following from this, the greater the loss of output and employment. It is this consideration that
underlines the critical importance of credibility of the celrbemnk to deliver on its inflation targets.

The costd measured in terms of lost output and j@bgises inversely with the credibility of the
central bank.

In present circumstances, it is increasingly clear that there is little, if any, room for mqudieyy

to play an effective role in the fight against inflation without the restoration of fiscal discipline. In
both nominal and real terms, interest rates are high. Consequently, any further increase is likely to
face strong resistance from industrypdar and, as has been the case since 2003, by the

Government as well. (IMF Country Report No. 08/332, October 2008, page 27, paragraph 19).

The unpalatable fact is that disinflation requires that a negative output gap sooner or later opens up.
This outputgapd output and employmenbst to the economy is a measure of the shatin

sacrifice required for disinflation. Moreover, for any given economy, the evidence suggests that
there is a contexgpecific range of inflation rate® currently estimated tbe between 8 percent

and 12 percent for Ghar@ below which the sacrifice ratio becomes exorbitantly high. For a
developing country with widespread and deep poverty, keepingatwficeratio to the barest

minimum is of utmost importance.

In our circum$ances, aiming to keep output at its potential level has an obvious justification since
this is a fundamental objective of the Growth with Macroecon@tability grategy. Output and
job losses could have particularly grave squmiditical consequences an economy already facing

rising joblessness, high levels of underemployment and open unemployment. Monedber,
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current international environment where a high country risk premium may be charged on Ghana
Government debt instruments, hiking the insénate could turn out to be counterproductivean
exercise in futilityd as it may fail to induce the expected net capital infows and the real
appreciation of the exchange rate needed to help slowdown inflation.

3.2 Money Market Developments

Developmats in the money market over the second half of 2007 up to September 2008 were
influenced largely by concerns over rising inflation and inflationary expectations, necessitating a
shift in preferences towards the holdings of slated securitiesThe Bank of Ghana had served
notice in July 2008 thatin its quest to anchor inflation and inflationary expectations in the
economy it was not going to hesitate raising the prime rate beyond 17 percent per annum should
the need arise. Consequently, the main manarket interest rates, including the Interbank Rate
and the 94Day Treasury Bills rate, tended to realign to the upward revision in the policy rate of the
central bank in accordance with the strong policy stance of the Monetary Authorities.

Figure 3.1: Upward Adjustments in the Prime rate and other Money Markey Interest Rates
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Figure 31 shows that the main money market interest rates adjust to changes in thegieliofy r

the Bank of Ghana with a lag of at least two modhgerhaps following the use of moral suasion

by the central bank. As shown, the Weighted Interbank AveragedRahbe rate at which deposit

money bankgDMBSs) borrow and lend to themselvés generlly tended to rise with the prime

rate some two to three months after the latter had been adjusted upwards to 13.5 percent per annum
in November 2007.
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Further upward adjustments in the policy rate were followed by sharp rises in-Deey9lreasury

Bills Rate and the Interbank Rate respectively. In the third quarter of 2008, as the prime rate was
virtually fixed at 17 percent per annum, a widening spread began to emerge betwee#ye 91
Treasury Bills Rate and the Interbank Averdgepossibly also sigrieg that DMBs would be

better off trading on the TreasuByjlls market than among themselves.

Figure 322 Deposit Money Banks® Nominal and Real I nterest

(a): Spread between Savings and lending Rates at DMk
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Meanwhile, thespread between lending and savings rates at the DMBs has remained virtually
unchanged in spite of upward adjustments. Panel (a) of Fig2ish8ws that lending and savings

deposit rates have tended to move in tandem. As a result, the spread betweemidieed fixed
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at close to 20 percentage points. Taken as a measure of intermediation cost, this indicates a
disturbingly high cost of mobilizing financial savings in Ghana. As has been pointed out in earlier
CEPA publications, as much as two thirds of tst of borrowing from the banks goes to cover
intermediation costsThe pressure to lower bank lending rates invariably meard lowering of

the savings deposit rates, rather than a narrowing of the sdemdjag spread.

The consequence of all diis is that while lending rates have remained significantly positive in

real terms, real savings deposit rates have been negative for the past four years or so (see Panel (b)
of Figure 32). It would appear that recent calls on the 4bhamking sector to edinue to shift their

portfolio selection fromhesoc al | e d A u financial@assets toithat dawoing fixed capital
formation would be better served with higher and positive real yields on these assets, particularly
Time and Savings deposits.

Bark of Ghana dataeproduced in Table 3.1 below, suggests that market demand for government

securities shifted significantly towards shdeted instruments (9Days and 18Days Treasury
Bills) at the end of the third quarter of 2008.

Table 3.1: Structure of Outstanding Government Securities

Dec05 Dec06 Dec07| Mar-08  Jun-08 Sep08

Short-Term Securities 990 699 591 648 680 1,069
91-Day Treasury Bills 757 451 429 490 488 805
182-Day Treasury Bills 233 248 162 158 192 264

Medium Term Securities 774 1,374 2,292 2,239 2,210 2,026
1-Year TreasurNotes 225 515 632 533 464 359
2-Year Fixed Note 221 478 702 686 673 627

Total Government Securities 1,764 2,073 2,883 2,887 2,890 3,095
Miscellaneous Items
Percentage Shares in Tl
ShortTerm Securities 56.1 33.7 20.5 22.4 23.5 34.5
MediumTerm Securities 43.9 66.3 79.5 77.6 76.5 65.5
Source: MPC Monetary Policy Report, Vol. 2 No.5, October 2008 (Table 5, p.7)

The share of the shedated securities increasdéim 20.5 percent in December 2007 to 34.5
percent in September 2008, having declined continuously from about 56 percent in December
2005. Conversely,the shares of mediwterm government securities-year, 2year and 3year

fixed notes andfyear bonds ad Government of Ghana Indexed Linked Bonds) had been declining

0 from about 80 percent in December 2007 to about 66 percent in September 2008.
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Meanwhile, the holding structure of government securities atSepdember 2008 remained

broadly unchanged coraped to endDecember 2007 levels. According to the MPC Report of
October 2008, the DMBs6 share of 41 perdgent o
had been on a significantly downward trend on account of the abolition of secondary reserve
rei r ement s . theMBankedd Gkana recdrded some marginal increases reflecting

occasional rediscounts and purchases to make the PSBR targets

3.3: Trends in Monetary Aggregates

For two years in a row, the growth in monetary aggregateReserve Mong Broad Money
Supply, and Credit to the Private secforexceeded the targets set by the Monetary Authorities.
The estimated annual growth rates in Reserve Money and Broad Money Supply remained
increasingly strong in both 2006 and 2007, exceeding theéasgtts by considerable margins.
These were in spite of an increase in the demand for money and a decline in velocity of money in
circulation in both years. The income velocity of money in circulation, defined by the ratio of gross
domestic product to avage broad money (M2 plus), is estimated to have initially risen from 2.8 in
December 2006 to about 3.6 in May 2007 before falling somewhat to about 3 in December 2007.

Table 3.2: Annual Growth Rates of Selected Monetary Aggregates and Targets

Program Targets Provisional Estimates
Aug-
Dec06 | Dec07 | Dec08 Dec06 Aug-07 | DecO07 08
Reserve Money (RM+) 17.6 19.1 28.5 33.7 41.1 32.6 38.9
Reserve Money (RM) 17.5 20.0 24.2 30.8 39.3 30.6 20.7
Broad Money (M2+) 18.3 21.1 30.5 39.1 35.0 36.3 40.7
Broad Money (M2) 18.3 23.9 30.9 39.3 32.8 43.5 345
Currency Outside Banks 18.8 19.2 46.7 26.9 15.9 29.3 32.2
Total Deposits 18.1 24.1 47.0 43.4 40.3 38.6 42.7
Demand Deposits n/a n/a n/a 42.4 28.8 51.6 35.8
Quasi Money n‘a n/a n/a 48.5 48.5 48.1 34.8
Foreign Currency Deposits n/a n/a n/a 38.1 43.6 10.0 62.6
Credit to the Private Sector 24.9 38.7 38.5 42.8 57.6 60.0 55.4
Miscellaneous Items
Currency/M2+ Ratio 0.27 0.22 0.22 0.24 0.19 0.23 0.18
Currency/Deposit Ratio 0.36 0.29 0.28 0.32 0.23 0.30 0.21
Velocity (GDP/average M2+) 3.4 2.7 2.3 2.8 3.3 3.0 2.4
Velocity (GDP/average M2) 4.3 3.4 2.8 3.6 4.2 3.8 3.3
Money Multiplier (M2/RM) 2.4 2.6 2.8 2.5 2.7 2.7 2.98
Money Multiplier (M2+RM) 3.02 3.2 3.3 3.2 3.4 3.3 4.0
Money Multiplier (M2+/RM+) 2.8 2.9 3.0 1.90 1.95 2.1 2.0
Net International Reserves (USY
billion) 1.70 2.07 1.98 1.86 1.71 1.83 1.19
Source: Based on Bank of Ghana Data from MPC Reports, Monthly Statistical Bulitoug/editions)
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Meanwhile, growth in credit to the private sector accelerated to about 60 percent per annum in
2007 and 55 percent by edigust 2008. According to the Bank of Ghana, part of this was on

account of financial deepening in the wake ofafinial sector reforms, a reduction in reserve
requirements, and buoyant demand conditions that seemed to be adding on to the cyclical money
demand pressures in the banking system.

Reserve Money Growth and Liquidity Growth

The available data shows that Bee Money(RM) or High-Powered Money growtd defined
here to exclude foreign currency deposis exceeded 30 percent in 2006 areimained
continuouslyabove that rate before settling ataamual growth rate of about percent per annum

in 2007. This wa also about 1L percentage points above the 2007 target of 20 percent (see Table
3.2).

Developments over the first half of 2008 also seem to suggest the persistence of higher annual
growth rates: reserve money growth reached an estimated 35.8 perceay #0088 but had since
decelerated, growing at a rate of 2fercent in August 2008.

Figure 3.3: Total Liquidity and Reserve Money Growth (year-on-year)
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Source: Based on data obtained from Bank of GBamdonthly Statistical Bulletin (various editions)

Total liquidity (M2+) or broad money supply, including foreign currency deposits (FCD), grew in
tandem with reserve money over the period. In general, broad money supply accelerated by more

than 30 percent and exceeded the targets set for 2006 and \RO0&. broad money supply




GhanaEconomicReview and Outlook?art 11, Focusing on Broader Monetary Policy

(excluding FCD) accelerated to about 43 percent per annum by December 2007, total liquidity
decelerated on account of declines in foreign currency holdings at deposit money banks.
Consequently, the money multipliér i.e., the rab of M2+ to Reserve Mone® increased from

3.2 in December 2006 to 3.3 in December 2007 thed sharplyd 3.7 by May 2008.

The sharp increases in the money multipliers (however defined in Table 3.1) reflebsted B o GO0 s
elimination of the secondary mwve requirements of banks in 2006. As may be recalled, the
secondary reserves requirements on deposit money banks (DMBs), which had been set at 35
percent of the DMBsO6 deposits with the centra
allocationof financial resources in the economy. The abolition of this requirement is reported to

have improved the efficiency of the treasury operations of DMBs, leading to the increasing trend in
the money multipliers.

Figure 34: Ratio of FCD to Total Liquidity and Total Deposits at DMBs
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Source: Based on data obtained from Bank of GBadonthly Statistical Bulletin and MPC Reports

In the first eight months of 2008, foreign currency deposits held at DMBs rose sharply from
GH¢993 million at the end of Decemb2007 to reach GH¢1,709 million in August 2008. The
sharp rise in FCD over the period reflected an increasing share of foreign currency deposits in total
liquidity: the FCD/M2+ ratio increased from 17.2 percent in December 2007 to 25.5 percent in

August D08; over the same period, the FCD/total deposit ratio rose from 22.3 percent to 31 percent
(see Figure 3).
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Domestic Credit to Private Sector

Gross credit extended by DMBs to both public sector institutions and the private sector almost
doubled from GHR.53 billion in August 2006 to GH¢5.12 billion in August 2008, with the private
sector taking the | arger share of about 80 pe
credit allocations to the private sector declined to 78 percent from 8&&&npen August 2006, but

has since reverted to 84 percent in August 2008.

Bank of Ghanadatashows that growth in credit to the private sector accelerated dlmut 2

percent per annum at erdigust 2007 to about 58 percent at -@agyust 2008. This ddaling in

t he annual growth of DMBsd6 credit to the pri
deepening in the wake of financial sector reforms and the abolition of secondary reserve
requirements, budlsolargely to a surge in private sectomusnd pressures.

Table 3.3: DMBs Credit to Public Institutions and the Private Sector

Credit Profile By Sectors and Activity (GH¢ million) Percentage Changes Yeaon-Year
Aug-06 Dec06 Aug-07 Dec07 Aug-08 Aug-07 Dec07 Aug-08
Credit to Private Secta 2,114.9 2,084.1 2,730.5 3,298.2 4,303.4 29.1 58.3 57.6
Agriculture and Forestry 1334 120.9 134.1 166.4 201.3 0.5 37.6 50.1
Mining and Quarrying 62.6 89.4 130.9 1195 135.8 109.3 33.7 3.7
Manufacturing 412.8 466.8 467.9 494.0 589.7 13.3 5.8 26.0
Construction 155.3 188.9 268.1 311.0 387.6 72.6 64.6 44.6
Electricity, Gas and Water 104.4 46.3 81.7 87.1 95.2 -21.7 88.1 16.5
Import Trade 143.1 173.2 182.4 201.2 267.5 27.5 16.2 46.7
Export Trade 35.7 33.7 46.0 55.4 40.9 29.0 64.3 -11.1
Commerce &Financial Service 471.7 315.2 386.3 525.9 642.1 -18.1 66.8 66.2
Transport & Communication 74.3 64.8 81.7 137.1 165.8 10.0 111.6 102.9
Services 375.3 397.9 672.5 790.0 1,299.6 79.2 98.5 93.2
Miscellaneous 146.5 187.0 278.9 410.6 477.9 90.4 119.6 714
Public Institutions 413.7 455.7 764.0 848.3 819.2 84.7 86.2 7.2
Grand Total 2,528.6 2,539.8 3,494.5 4,146.5 5,122.6 38.2 63.3 46.6
Source: Based on data obtained from Bank Ghanadéds MPC Reports (variou:

Indications fromthe officially published data suggest, however, that not all economic activities
within the private sector benefited from the large surge in credit from the DMBs since 2007.
Particularly noteworthy in this regard were the Mining and Quarrying, and thetEk@ale sub
sectors of economic activity where very low or negative growth rates in credit allocations were
registered at endugust 2008. On the other hand, Commerce and Financial Services, Transport
and Communications, as also the Servicessagbors egistered very high growth rates at end
August 2008 relative to enflugust 2007.
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In terms of the shares allocated to economic activities, it is quite interesting to observe that all sub
sectors, except the Services sdrtor and Miscellaneous Items, emeeced declining shares in
total private sector credit throughout the period from August 2006 to August 2008 (see Fpgure 3.

Figure 35: Percentage Shares of Private Sector Credit by Sukectors of Economic Activity

32%

24%

00" S |

AR

J

5]
5

Mining and

Agriculture
Forestry &
Quarrying

Manufacturing
Construction
and Water
Import Trade
Export Trade

Transport,
Storage &

Services—
Miscellaneous|

16% ' —|
. / 1 e g
0% : = = Ill_ T FeT)
=)
S
l—
=
D
(5]
S
o
(]

Electricity, Gas

O Aug-06 B Dec-06 0 Aug-07 O Dec-07 B8 Aug-08

Source: Based on data obtainedrfrearious MPC Reports (Bank of Ghana)

Meanwhile the Bank of Ghana reports that DMBs profitability had remained generally good: the
average riskveighted capital adequacy ratio (CAR) is at around 15 percent and all banks conform
to the statutory minimum &R of 10 percent. It notes, however, that worrisome signs have also

emerged in recent months:

A the nonperforming loans ratio and loan loss provisioning have increased and the default rate of
households has risen, albeit, the level is still low at 1Y% percen

A DMBs6 costs have risen due to higher wage
outside Accrathe national capital

A the Bank of Ghana has raised the minimum bank capital requirement, steppedsitgp on
inspections, and is taking measures to nthkeregulatory framework more sensitive to dsk

including introducing capital requirements for operational risk.
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Inflationary Trends in the Economy

Rising energy prices continued to pose major challenges to price stability and macroeconomic
managemenin general, particularly since the last quarter of 2007. The Monetary Authorities had
been unable to meet the single digit inflation target for 2007 and are most unlikely to meet the
target of between-8 percent for 2008, as Headline Inflation continuedbé slightly below 18
percent per annum at essbptember 2008.

Headline Inflation, measured by the yearly change in the Consumer Price Index (CPI), had been
steadily falling for the most part of 2007, but it began rising in November to reach 12.8 pearcent
annum at endecember 2007. This upward trend continued into the first half of 2008, reaching
18.4 percent per annum in June; the third quarter of 2008, however, witnessed a trend reversal as
Headline Inflation began falling gradually to 17.3 pergasatannum by en@®ctober 2008.

Figure 3.6: Headline Inflation and the Food and NonFood Components (% per annum)
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Panel (a) of Figure 8.shows relatively stable inflationary trends from January 2006 through about

October 2007, with a convergence of both the food anedfamh components by September 2007.
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After October 2007, however, Headline Inflation rose sharply and hovered a littld®yarcent
per annum till about July 2008. Thereafter there appears to be a gradual slowdown in the rate of
acceleration as Headline Inflation reached 17.3 percent per annum in October 2008.

Panel (b) of Figure B.shows faster declines in food pricesanmestic markets in the second half

of year 2008 compared with 2007. This reflected better food harvests in 2008 compared with 2007.
As shown, food prices on domestic markets in the first four months of 2008, had stayed almost flat
to rising, averaging alu 2.3 percent per month compared to a monthly average rise of 1.7 percent
in 2007; in May 2008, food prices rose sharply averaging 5.2 percent per month compared with the
monthly average rise of 2.8 percent in 2007. Over the-Qateber 2008 period, hower, food

prices declined sharply on average by 0.52 percent per month compared to a monthly average
decline of 0.39 percent over the same period in 2007.

The rising levels of inflation and inflationary pressures in the economy over the first 28I f

had been attributed, in official circles, to soaring crude oil prices on world markets and higher costs
of food on domestic markets. In order to mitigate the impact of these high costs on Ghanaians, a
number of measures were announced in late May 2008id¥ xcellency the President of Ghana

for immediate implementation. Among these measures, referred to as the Presidential Initiatives (or

the Initiative for short) were the following:

removal of import duties on cereals (rice, wheat, yellow corn) andalelgeoil;
removal of excise duty and debt recovery levy on premix oil;

reduction in the excise duty on gas oil, kerosene, and marine gas oil;

> > > >

increase in government support for the production cost of electricity to bring relief to

domestic consumers;

A subsdization of the cost of fertilizer and effective distribution to farmers to assure good
harvests;

A importation and stockiling of additional supplies of rice and wheat to enhance food

security; and

A increased supplies of tractors at subsidized ratesrtefar

An assessment of how these measures might have impacted on households in-thenshartild
require a comprehensive empirical study involving both rural and urban households nationwide.
Findings from CEPAOGs pr el iowerthedist half of 2008 Botwavay,at i o

strongly suggests that, contrary to the official explanations, food inflation in Ghana over the period
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had more to do with the piearvest lean period than international food inflation. Not surprisingly,
sharp declinewere recorded from July and, moreover, with the urban decline larger than the rural.

NearTerm Inflation Outlook

CEPA analysis carried out over the first half of 2008 suggests that whatever-siggpbffects
may have impacted on inflation in the couod¢he first half of the year, it is the demand pressures
that have been dominahtn particular, reining in fiscal excessés an extremely difficult task in

an election yead will be critical to the task of restraining inflation.

The trends to July008 suggested that inflation was likely to remain above 18 percent through
October. In the event the flexible exchange rate regime and what proved to be a mudiatwetser

than had been expected combined to bring a greater deceleration in inflatibe. éhdtof the third
guarter, the rate of inflation had fallen to below 18 percent to about 17.9 percent. CEPA forecasts
further falls in the rate to about 16 percent in November and then to about 15 percent at the close of
the year.

Given the timing of th election, the high spending likely to come with it, and the traditional
seasonal high consumer demand of the Yuletide, however, this would require an expensive import
boom and further depletion of i nternatossonal
international reserves have fallen in both absolute terms and in terms of months of import cover
over the three quarters of this year. From an estimated stock of US$2738 million at the end of 2007,
gross international reserveeclined by 17.1 percetd US$2270 million at the end of September
2008. In terms of months of import cover, the stock fell from 2.6 at the end of December 2007 to
2.3 months at the end of September 2008.

Box 3.1: INFLATION TARGETING

Mi shkin, Frederi c & Bo dg-mandabTantesKin)Gepn 242608 p.EOt i o n

Inflation targeting establishes a transparent and credible commitment to a specific numerical inflation objegtive that
provides a firm anchor for loagin inflation expectations thereby contributing to titgective of low and stable
inflation.

The modern science of monetary policy argues that it should not try to get inflation to within a tight range oyer short
horizons. To do so would only result in excessive fluctuation in economic activity. It aiggtead, that when shocks
to the economy are sufficiently large, inflation might have to approach the target gradually over time and this|could be

longer than the six months CEPA has estimated for Ghana (two years in the case of developed ecorjomies) as
reasonable time horizon for monetary policy to have its intended effect on inflation.

2 See Annex B of this report for details.
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Trying to get headline inflation down to the target too quickly will impose an unnecessary cost on the econor
actually likely to weaken the credibility of the Baof Ghana (BG). Both the public and thed& know that the Ban

ny and is

is unable to sustain an overly tough policy stance because if it did so the government might very well take steps to

weaken its independence as happened in the first half of 2003.

An overly tough policy stance couldherefore undermine the support for an inflation targeting policy and unh
longerrun inflation expectations, actually leading to worse outcomes both on economic activity and inflation.

the current Ghanaian contextith inflation above 18 percent and well beyond the single digit target, d@esBould
reconsider the target; articulate a credible path for inflation that gets to the target over a reasonable time ho
would be consistent with promoting the jpbwbjectives of price stability and maximum sustainable employment,
kind of public communication can build the support that makes the inflation targeting policy sustainable. Thg
Bank and the Riksban& respectively the Central Banks of NorwaydaSwederd widely acknowledged with th
best practice of inflation targeting have moved exactly in this direction. They have both made clear that
pursuing more flexible inflation targeting regimes in which the horizon over which inflation rétuiissarget migh
have to vary, depending on the shocks to the economy.

Indeed, a more flexible approach to inflation targeting might make it more attractive to countries that have ng
this monetary policy strategy, where there is fear thdatioh targeting might promote too much of a focus
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on

controlling inflation in the shontun rather than the dual objectives of promoting stability and maximum sustginable

employment.

In a sense, the very move from headline to underlying inflation agpirpriate target of monetary policy is at
heart of the issue under consideration here. Thealked volatile components of the consumer basket are
precisely those that experience supply shocks. The price hikes associated with these ariéy rediates with
monetary instruments in the shoetm.

the
often

Procrastination over petroleum products price adjustments on assuming the reins of office in 2001, contfibuted to

serious fiscal slippages and the abandonment aSeptember 2002 of the PRGF (19@92002) program with th
IMF thatthe Kufuor Administration had inherited. Subsequently, and as Prior Action for a new program with t
(itself required by the HIPC Initiative for debt relief to which Ghana was committed), petroleum products it
be raised, on average, by 80 percent in February 2003. The impact on inflation was immediate and large. Mg
yearon-year basis, the annual rate of inflation shot up by about 12 percentage points in MagbhGFesponded b
raising interestates sharply. Predictably, this worked up a political storm, ending in the reconstitution of the B
the Bank.

Inflation targeting would require the Bank of Ghana to follow a rule to prove to the public and legislators t|
aiming at the infldon target. The advantage of the rule is said to be that it is predictable because it is fixed;
transparent because it is mechanical.

In the 1980s John Taylor proposed a prototype rule: set thetshortreal interest rate higher, if inflatioises; and
l ower i f unempl oyment rises. I f inflation i s-termmeal
rate at t he 0 matheuateablisindsses ceuldeafotd torpaytif @remployment were at the natun
The Tayl or rule assumes all these natur al rates t
rate of interest while the dédnatur al rated refer s
divulges Wicksefh s engagement in the anci end thag is,as)stent neutral i t
original sense that all relative prices develop as they would in a hypothetical world without paper money.

Wicksell developed the concepts of natural rate$ made the nexus between money creationti@teporal resourc
allocation disequilibrium and movements in money income the dominant theme in macroeconomics for threg

until it was submerged in Keynesian economics. His objective was to explairbdth money and prices come
move from one equilibrium level to another. This imequi | i bri um movement be
process s ® The mal adjust ment of the interest rate was

Commitment to arate rule, however, could be dangerous because markets could not rescue the economy
consequences of an error in the rule. Should the natural interest rate drop below the level the rule took it to be
prices and wages could restore uptzgment to its natural rate. Their fall would raise sherin real interest rates al
pull down the money supply with them leaving no net restorative effect. That was Keynes message in the 19
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Similarly, if the natural shoots above the level the rule took it to be, no rise in prices and wages could bring
down to the target range. Such infbat accelerations would rather reduce the real interest rate and wid
disequilibrium gap the morgulling up the money supply with them.

The possibility exits, therefore, that the quantitative rule selected would leave the natural rate well debzal rtite
required by the rule in some periods thus risking a slump and well above it in other periods thus risking rising
Or possibly the rule could be pitched too high or too low all the time owing to a large over estimate or under|
of the range in which the natural rate will lie in the future. These are serious hazards. Research by Phelps ar
the 1990s found that the natural interest rate and the natural unemployment rate have experienced large

sharp shifts to ne territory.

inflation
BN

inflation.
estimate
d others in
swings and

Defenders of interest rate rules reply that a central bank can deal with moving natural interest an
unemployment rates. The bank can draw on an econometric model to estimate how exactly the natural i

natural
erest rate

varies with its deteninantsd wealth, stocks of business assets, overseas interest rates, and incomes and business

prospects for the future. With that estimated structural relationship in hand, the bank can calculate what t
interest rate is implied to be this morhnext, using the current observed values of its determinants. Formulas
variable natural interest rate and for the natural unemployment rate are thus embedded in the rule. They are

through time to sati stommitmere. rul e advocatesd desi

e natural

for the

to be fixed
e for

The problem, however, is that the structure of the economy could change rendering the econometric model wWay off the

mar k. I n capitalist economies people have only i
relationdips themselves are unfolding as learning and creativity occur. So commitment to a fixed rule would
sources of uncertain possi bly worse than the sources remove

Similar considerations could be applied to the analyfsisal exchange rate misalignments. The IMF has argued t
the current Ghanaian context the equilibrium real exchange rate is much more appreciated than at any
Independence. Moreover, the size of net foreign exchange inflows on accoubt chdeellation, inward transfer
large inflows of aid from traditional as well as ntaditional sources, and access to private capital markets, to
give the Ghanaian economy newly found resilience. Traditional targets for international resed/¢s be revise
sharply downward. In context, a flexible exchange regime would result in nominal exchange rate appreq

support of the inflation targeting regime. Failure to allow this to happen would result in the persistendargetff

mper fe
add new
d by b
hat in

ime since
S,

jether

0l
iation in

inflation as at present.

&1



4 EXTERNAL TRADE AND PAYMENTS AND OUTLOOK

4.0: Introduction

For three consecutive year s, Ghanabos i nterna
towards surpluses on the overall balance of payments, with widening trddeuaent account

deficits that are financed by transfers and substantiaitermgand mediurrterm capital inflows.

Being a net crude eimporting country, and dependent largely on imports of petroleum products,

the demand for which is moreover prioelastic foranoii mpor t i ng country, Gh
0 about 23 percent of the total import bill per annum over the past four eaeached US$2.1

billion at the end of 2007. Average world market prices had increased by almost 90 percent to
aboutUS$70 per barrel by the end of 2007. In early 2008, as crude oil prices on world markets
threatened to get beyond US$120 per barrel, the government was compelled to reduce the excise
duty and debt recovery levy on certain categories of petroleum productsiéer to mitigate the

rising cost of living on domestic consumers.

Even as the imporbill was getting larger, exports of both traditional and -trawlitional
commodities were not doing so well, in spite of favorable price developments on world gold and
cocoa markets. Apart from gold whose price had rallied to remgtd levels, the performance of

all other export commodities, including cocoa beans (on account of lower export volumes), timber
and nonrtraditional exports, was rather poor and unimpressMereover, external reserves
accumul ation turned out to be modest in 2007,
cover up toonly 2.6 months of importshe stock of reserves fell further to the equivalent of 2.3

months of imports at the end $&ptember 2008

The experience over the past years reveals once again, the fundamental vulnerability and fragility
of a primary commoditylependent economyhis worrisome situatiomppears to bthe result ok
combination of ana r g u awetvalueddécurrency (that may be squeezing profit margins of
exporters and impoitompeting enterprisgsand an inadequate incentive scheme thagether

make products made (Bhanauncompeiive both at home and abroad.

The experience also points to the dangers ofifs@ng external competitiveness of Ghanaian
exports by using the exchange rate as a nominal anchor to achieve inflation targets, giving rise to

prolonged episodes of overvaluation of the exchange rate. This policy stance seems to have made
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imports, partcularly of consumer durables and nduarables, cheaper than should otherwise have
been the case, thereby increasingly widening the already precarious trade Tedi@bsts are in
terms of reduced domestic output and increased unemployment, partisuthdytradables sector.

Superimposed on all ¢seare the debt reliefesourceon account of HIPC and the Multilateral
Donor Relief Initiative (MDRI); huge inflows from the Millennium Challenge Account (MCA)
grants; as well as increased surges in fieti@ transfers and private remittances. These infldws
estimated at US$2.3 billion per annum over the period 2007 8 could lead to massive
government spendingespecially in a hotly contested election yewdth the potential for creating
macroecoomic management problems that may well undermine prospects fetdomgeconomic
growth. The overvaluation could be worsened by an aid boom arising iffomasing perception
of Ghana as an African success story.

Ghana is expected to benefit from siggant oil and gas resources that are projected to generate
about 35 percent of nowil GDP per annum over the next five years. All of this will require
prudent and transparent management of the res

the Nigerian and Gabonese experiences) is to be avoided.

This suggests that, with the projected oil prospdotgch diseas¢ype effectsd real exchange

rate appreciation associated with prolonged episodes of overval@atibnhe shrinkage of the
tradables sctord cannot beignored. Failure to diagnose the Dutch disease encourages a status
guo, which can be costly, by letting adverse developments underminélomgrowth prospects.

On the other hand, a di agno<dgsdword:wieh itisirght,ito t h
can prompt implementation of corrective measures needed to curtail adverse developments; if it is
flawed, in circumstances where the disease isengstent, the adjustments it would call for can set

back actions that could hawtherwise contributed to laying the groundwork for kdagn growth

and poverty reduction.

The literature and empirical research findings suggest that not only is overvaluation bad for
economic growth and export diversification, but that moderate urdatian is good for both.

Mor eover, as El badawi a n davoilirg| proaactéd sgells 00D real cor
exchange rate overvaluation in an era of fully spent/absorbed sogledd flows is already a tall

order and may not be enough to delitee growth and export diversification agenda of GPRS Il

0 the successor to the Ghana Poverty Reduction Strategy (GPRS 1).
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There is also a dynamic underlying exchange rate misalignment that must be borne in mind. In
Country Report No.07/210 dated June020 the IMF argues that the 2000 exchange rate
depreciation in Ghana significantly undershot its equilibrium level and that the subsequent real
appreciation can be interpreted as a convergence of the actual real exchange rate to its equilibrium
level (reated in early 2006). Developments over the first half of 2008, however, are signaling an
incipient appreciation of the real effective exchange rate, with continuing overvaluation of the
domestic currency wig-vis the currencies of major tradipgrtner couatries. This is emerging in

the aftermath of the rather short spell of reasonably low levels of real depreciations witnessed
between March and December 2007, and has important convergence/adjustment implications to the

equilibrium exchange rate.

4.1 The Foreign Exchange Market

Ghanaods domestic foreign exchange-yearperiadgdrons wer
2005 through 2007, with the cedi depreciating against the US dolfayminal termsy about 2

percent per annum on average. In thst fihree quarters of 2007, the transactions rate of the Ghana
cedi on the domestic foreign exchange market hovered between the narrow band of GH¢0.92 per
US dollar and GH¢0.94 per dollain the fourth quarter of the same year, however, the cedi
persisterly lost value against the US dollar as it depreciated by 4.9 percent-Btegethber 2007.

This trend continued into the first half of 2008 as the cedi depreciated further against the US dollar
by as much as 9.5 percent, exchanging for the US dollaradé dess than GH¢1.02 per US dollar

at the end of June 2008 (see Figure 4.1).

Measured against other major international currencies, the ratohaldepreciation of the cedi
was much higher. The cedi depreciated by 9.1 percent against the Britigth $?edimg and 17.0
percent against the euro at dddcember 2007, and with still higher rates of depreciation
continuing into the first half of 2008. Data pighled by the Bank of Ghana shtomat at enelune
2008, the cedi depreciated by 8.9 percent ayae British Pound and 28.1 percent against and the

euro (see Table 4.1).

The trend in the domestic foreign exchange market partially reflected a strengthening of the US
dollar against the British Pound sterling and a weakening of both the US dolldheamtitish

Pound against the euro in international currency markets. As indicated in Table 4.1, the levels of
depreciation of the US dollar against the British Pound had fallen steadily since December 2006

culminating in an appreciation in June 2008.

&
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Figure 4.1: Transactions Exchange Rate of the Cedi against the US Dollar on the Domestic Interbank Market
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Source: Based on data from Bank of Ghana website and Monthly Statistical Bulletins (various editions)

But even as the US dollar was gaining somrengjth against the British Pound, the euro was
strengthening even faster against both the US dollar and the British Pound in international foreign
exchange markets. In September 2007 the euro appreciated sharply against the British Pound in
nominal terms % about 2.0 percent on a yeamyear basisThis trend escalated isubsequent
months peaking at 14.6 percefit appreciating by enrdune 20080ver the same period, the US

dollar weakened against the euro, depreciating by 15.9 percent in June 2008.

Table 4.1: Nominal Depreciations against Major Currencies (Average Monthly Rates; Yeawn-Year %)

Domestic Foreign Exchange Market International Foreign Exchange Market
Cedi/USD Cedi/GBP Cedi/Euro USD/GBP USD/Euro Euro/GBP

Dec '06 1.36 14.19 12.88 12.51 11.44 0.96
Mar '07 1.45 13.68 33.29 11.70 10.16 1.39
Jun '07 1.08 8.70 7.15 7.71 6.07 1.54
Sep '07 1.90 8.91 10.48 7.01 9.27 -2.06
Dec '07 4.85 9.12 16.98 2.79 10.19 -6.73
Mar '08 5.51 8.67 25.22 2.88 17.31 -12.28
Jun08 9.45 8.87 28.09 -1.04 15.94 -14.65

Sources: Based on data from Bank of Ghana website and various editions of International Financial Statistics (IMF)

These developments on international currency markets were mainly driven by fears of a looming

recession in the United States econofoljowing the buildup of one of the biggest housing
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bubbles in the history of that countrydés mor

markets, the consequences of whieére transmitted to other developed market economies in the
form of highe costs of borrowing for both firms and consumers, especially in the United States and
the United Kingdom.

In mid-August 2007, the Federal ReserveaBd of the United States responded to the financial
turmoil by taking a series of measures, includingicgtthe discount raté the rate at which it

lends to bank® by half a percentage pointo help address the significant strains in shemtn

money markets. These measures subsequently led to the US dollar gaining some strength against
the British Poundn the first half of 2008In spite of this, the cedi continued to depreciate against

the US dollar.

Recent reports on global economic developments also indicate that the falling price of
commodities, which are priced in dollars, had helped strengthetu$helollar. Investors had
bought oil and gold to protect agairibe dollar weakness but they had since March 2008 been
unwinding those positiorisThe fall in the value of the British Pound, on the other hand, is reported
to reflect a temporary increasethe sterling risk premium on account of official concerns that the
British economy could be heading into recession. In early August 2008, the Bank of England issued
a gloomy assessment of the UK economy with predictions that economic growth wouldkelgst li

be flat in 2009 while inflation reaches beyond 5 percent per annum.

Meanwhi | e, Ghanads real @& the rominal exehangexratehaajusgeee r a
for relative inflation between Ghana and major tragdagtner countries (the United Stat&Jnited

Kingdom and the European Union), and weighted by the volume of trade with these-pradivey
countriesd is estimated to have moderately appreciated in the first half of 2008, having witnessed
reasonably low levels of real depreciations inrree-month period from March 2007 through end
December 2007.

We present in Figure 4.2 the changes in the treeighted real exchange rate (REER), the nominal
effective exchange rate (NEER) defined as the trad@eighted nominal exchange rate between
Ghana and her major tradigartner countried and the inflation differentials between Ghana and
these tradingpartner countries. As measured a negative change in either of the REER or the NEER

signifies an appreciation, while a positive change denotegciafion.

3 See, for example, Bank of England Inflation Brefor July 2008.
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Figure 4. 2: Ch a nBaeed REER, NEEHRamd dnfation Diffefentials of Major Trading Partners
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As can be observed from Figure 4.2, fightly appreciated levels of the real effective exchange
rate (REER) seen in the first half of 2008 were still driven by higher domestic inflation rates
relative to t hose -parther dbntriesaEven though domestit infiatsbn had
geneally been on a downward path from 2002 until about November 2007 when the trend turned
upwards, it was still higher in Ghana than in tradiagtner countries, in spite of the rise in feod

and energynduced inflation rates recently reported in advanesgdnomies. Moreover, the
nominal effective exchange rate (NEER) depreciated sharply during the first half of62008

reaching comparable levels of NEER depreciation registered in the first half of 2004.

In spite of the use of the exchange rate asa nomimat hor , Ghanads rate of
relatively high compared with her trading partners. This inflation differential has been the driving
force in all the periods of appreciation of the REER between 2001 and June 2008. For the limited
period thathe REER depreciated between the second half of 2002 and the last quarter of 2007, the
REER depreciation was led by depreciation in the NEER. Ghana needs to work on reducing the
inflation and productivity differentials with her trading partners to gaeecompetitiveness in
international markets.
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It is also important to observe that, compared with the first half of 2008 Ghana witnessed
significantly higher levels of REER appreciation between20@P and endrebruary 2000 a

period during which the amtry reached the HIPC Completion Point and benefited from substantial
debt relief initiatives, scaledp aid inflows (including the Millennium Challenge Account grants),

and increased surges of both official and private remittances from abroad. Thesaflowge
reportedly led to large government spending, which tend to create macroeconomic management
problems with the potential for undermining prospects for d@mgh economic growth through

Dutch diseaseype effect® deindustrialization and the shrirde of the tradables goods sector.

As indicated earlier, current strategies for
major spurts in aid flows since 2001, have been raising concerns over significant real exchange rate
overvaluations and &s of external competitiveness. This agige part from the composition of
expenditure from aid and the use of the exchange rate as a nominal anchor within the context of the
disinflation policy of the Bank of Gharta c ur rent |y r ef eargdtitog aki the ¢
been argued, for example, that for the period 22003 increased aid to Ghana was neither
absorbed nor spent partly as a result of the need to accumulate reserves as buffer against external
shocks as well as to avoid Dutch diseasxbl@ms. Moreover, studies have shown that there was no
evidenced even over the period 202007 when aid was fully absorbed and sgenthat aid was
channeled to the private sector, or utilized within the public sector for the explicit purpose of

promoting private sector development

These studies also suggest that not only is overvaluation bad for growth and export diversification,
but that moderate undervaluation is good for both. Moreover, avoiding protracted spells of real
exchange rate overvaluatiom an era of fully absorbed/spent scalgulaid flows is already a tall

order and may not be enough to deliver the growth and export diversification agenda of GPRS Il

It may be necessary for tlauthoritiesto engineer an RER undervaluation that deplpgdicy

levers to increase private and corporate savings, stem speculativéesmodapital flows, and
improve the efficiency of the service delivery of rinaded goods and services. This would
require, however, that the macroeconomic management dahdlte context of the GPRS 1l is
flexible enough to accommodate the required policy package for maintaining the competitiveness

of the real exchange rate as a-sdfaicing strategy.
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4.2 The Balance of Payments

Ghana continugto experience increasing tf& and current account deficits financed by capital
infows. The dsturbingtrend may reflect with a lag the real appreciation of the cedi, resulting in
loss of competitiveness and the failure to diverstig economy coupled witdeclining non
traditionalexports.

Publisheddatay t he Bank of Ghana reveal that the co

turned from a deficit of US$10.4 million in 2004 to a surplus of US$84.3 million in 2005, and has
since improved to US$415 million in 2006, statilg at that level (US$413.1 million) in 2007.

Figure 4.3: Selected External Sector Indicators, 2062007
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The improvements in the overall bate of payments position were moreover accompanied by

large and widening deficits on both the trade and currexttusxtbalances all of thesein the face
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of continued improvements in the terms of trade. Except for 2004 and 2005, annual changes in the
terms of trade have been benignincreasing by 4.8 percent per annum in 2006 to 11 percent per
annum in 2007. I n spite of the favorable ter

balance and current accounts positieteriorated.

Over the fowyear period of 2002007, the deficit on the trade balance widened continuously from
17.6 percent of GDP to reach 26 percent of GDP, with theofidrade deficit widening from 8.8
percent of GDP in 2004 to 11.3 percent of GDP in 2@7erthe same perigdhe deficit on the
current account (including official transfers) deteriorated from 0.9 percent of GDP in 2004 to 12.6
percent of GDP in 2007.

Given that the current account deficit repres
persstent widening of the deficit raises issues about sustainability. Already, government has
signaled its intentions to access international capital markets focomessional commercial

loans. Appropriate caution needs to be taken in ensuring debt sbiigirrand assessing the risk

associated with neooncessional borrowing in commercial markets.

A critical factor behind t heen amlooning of thes impeorit d e n i
bill, resulting from a combination of real exchange rate egation and sharp increases in crude

oil prices on world markets.

Beinganodi mporting country, and dependent l argely
oil importsd about 23 percent of the total import bill per annum over the lastyiear peiod o

reached US$2.1 billion in 2007. World market prices had increased by almost 90 percent from an
average price per barrel of US$38.2 in 2004 to US$69.6 in 2007. In early 2008, as average crude oll
prices on world markets threatened to get beyond US$i€r barrel, the government was
compelled in May to reduce the excise duty and debt recovery levy on gas oil, kerosene, premix oll,
and marine gas oil as one of several measures to mitigate the rising cost of living on domestic
consumers. The effective lssidies on these petroleum products are estimated to have amounted to

US$49.4 million approximately.

Even without oil, the gap between merchandise exports andihonports is widening. The bulk

of Ghana 8 sanavarageof A7 percent of the tamabort bill per annum over the past four
yearsd is nortoil imports. Tke available statistics indicateh a t t he -wobimporthilly 6s n
surged from US$3.5 billion in 2004 to almost US$6.0 billion in 2007. In the first half of 2008, the

54




GhanaEconomicReview and Outlook?art 11, Focusing on Broader Monetary Policy

non-oil import bill is estimated to have amounted to US$3.9 billion compared to US$2.6 billion at
the end of June 2007. As indicated earlier, this reflects the incipient levels of real exchange rate
appreciation with possible overvaluation of the currency in thehittof 2008

It has often ben argued that the ballooning of the roih import bill in Ghana was required to
support higher levels of economic growth in the last four years (including the pr28e8t Even

though there is no detailed breakdown oparts to determine intermediate use, official reports
(including Bank of Ghana publications) suggest that about 75 percent of these imports might be for
intermediate purposes. Given the composition and sources of growth of real GDP, questions might
be rai®d about domestic valtedded and the efficiency of the sectors that use these imports
intensively. A thorough diagnosis would reveal, for example, that in several productive activities
domestic valueadded would be negative. Such activities woulterefae, be surviving only

because of the subsidy provided by the overvaluation of the exchange rate.

Ironically, the external payments difficulties of the past four years were also partly the result of a
deceleration in export earnings. Total earnings frommths hi pment of Ghanrads t
traditional export commodities to tradip@grtner countries increased by only 12.6 percent in 2007
compared to an annual growth rate of 33 percent in 2006. This lower annual growth rate was
moreover achieved on thmack of gold, whose share in overall export earnings in &@féased to

43 percent of the total. Indeed, since 2004, the share of gold export receipts in overall export
earnings exceeded those of all other export commodities, thus making gold the darpart

earning commodity (see Figure 4.4).

In 2007, gold exports increased by almost 36 percent in value terms amounting to US$1.7 billion.
This was both on account of recen@jh prices on world markets and increased export volumes.
While export volunes increased by 19 percent relative to 2006, world prices rallied by more than
15 percent to reach US$696 per ounce in 200higher than the average price of US$604 per

ounce registered in 2006.

* As part of the mitigation measures mentioned earlier, government removed all duties on imported cereals (rice, whéat; and yel
corn) and vegetable oil in May 2008. The cost of this subsidy in terms of foregone revenue to the maligetals estimated at
about US$43.07 million (MoFEP, May 2008).

® According to statistics published by the World Gold Council, the average spot price per ounce on world markets touched US$968
in March 2008 but has since fallen to US$889 at the endnef 2008.
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Table 4.2: Balance of Payments, 2062008 (US$ million)

Provisional Budget BoG Est. Budget
2004 2005 2006 2007 2007 2008
Merchandise Exports (fob) 2,739.2 2,802.2 3,726.7 4,181 4,194.7 4,973.7
Gold 840.2 945.8 1,277.3 1,377 1,733.8 2,0642
Cocoa Beans and Products 1,025.7 908.4 1,187.4 1,149 1,103.2 1,389.5
Timber and Wood Products 2117 226.5 206.7 254 250.1 244.6
Others (n.e.c.) 661.6 721.5 1,055.3 1,402 ,107.6 1,275.4
of which NorTraditional Exports 490.2 582.3 579.5 n/a n/a n/a
Imports (fob) 4,297.3 5,345.4 6,753.7 7,118 8,073.6 8,633.6
Qil Imports 775.0 1,127.5 1,646.2 1,473 2,105.3|  2,100.7
Non-Oil Imports 3,522.3 4,217.9 5,107.5 5,644 5,968.3 6,532.9
Trade Balance (1,558.1) (2,543.2) (3,027.0) (2,936) (3,878.9)| (3,660.0)
Services and Income (net) (356.2) (385.1) (263.9) (426) (428.4) (302.9)
Private Trasfers (net) 1,287.1 1,549.8 1,644.6 2,084 1,804.35 2,192.6
Current Account Balance (CAB) (627.2) (1,378.5) (1,646.3) (1,278)  (2,502.9)| (1,770.3)
Official Transfers (net) 543.9 566.9 833.6 711 618.19 620.3
CAB (including official transfers) (83.3) (811.6) (812.7) (567.3) (1,884.7)| (1,150.0)
Capital Account Balance 71.1 964.6 987.7 765 2,5185 1,984.6
Official Long/Medium (net) 52.5 1411 146.9 273 1,169.6 540.9
Private Long/Medium Capital (net) 201.6 689.5 840.8 493 1,348.9 1,443.8
Errors and Omissions 18 (68.8) 240.1 - (220.6) -
Overall Balance (10.4) 84.3 415.1 198.0 413.1 834.7
Changes in ShortTerm External Position 104 (84.3) (415.1) (198.0) (413.2) (834.7)
Use of Fund Credit 7.1 (13.5) (265.0) - - -
Other Reserve changes (192.7) (295.9) (150.1) (198) (413.2) (834.7)
Exceptional Financing 196.0 225.0 - - - -
Memorandum Iltems
Percent of GDP
Trade Balance-(= deficit) (17.6) (23.8) (24.2) (20.1) (26.0) (25.8)
Current Account (excl. official transferg (7.1 (12.9) (13.1) (8.7) (16.8) (12.5)
Current Account (incl. official transfers (0.9) (7.6) (6.5) (3.9) (12.6) (8.1)
Overall Balance of Payments (0.2) 0.8 3.3 14 2.8 5.9
Gross International Reserves
US$ millions 1,732 1,951 2,325 2,568 2,837 2,874
Months of Imports (goods & NF services 3.6 2.8 2.8 3.2 2.6 3.0
Gross Domestic Product (US$ million) 8,863 10,692 12,523 14,620 14,938 14,198
Nominal GDP (GH¢ billion) 7.9804 9.7018 11.4903 13.9767 13.9746 16.2958
Average Exchange Rate (GH¢/US$) 0.9005 0.9074 0.9176 0.9560 0.9355 1.1478
Terms of Trade (annuéb change) (15.1) (6.8) 4.7 9.4 11.1 5.6

Source: Budget Statements and Economic Policy for 2004 through 2008, Ministry of Finance and Economic Planning; anchBaak of G

On the other hand, export earnings from the shipment of Cocass Bewl Products fell by 7.1

percent in 2007 relative to 2006. The decline in earnings was largely due to a sharp fall in the
volume of cocoa beans exports even in the face of continuous price rallies on world markets. The
average price per metric ton ofaa beans on world markeatsseto US$1,952 in 2007 compared

with US$1,591 in 2006. Even though prices increased by about 23 percent in 2007 relative to 2006,

Ghanabés shipment

0 fpartoen coonties lWexlamedsn volwne terms ly i1/ &y
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percent, leading to much lower export receipts of US$1.1 billion in 2007 compared with US$1.2
billion in 2006.

Figure 4.4: Shares of Selected Export Commodities in Total Export Earnings in Ghana, 20@007
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Althoughearnings from the export of cocoa produ&tsnainly chocolate and cocoa confectionery,
cocoa powder, and cocoa paéteincreased by 10 percent over the level registered in 2006, this
was not enough toushion the fall in export receipts from cocoa beans, as the combined share of
Cocoa Beans and Products remained virtually unchanged at 32 percent of total export earnings as in
2005 and 2006.

Non-Traditional Exports (NTEsp defined here to exclude caw@nd wood productd appear

not to have done well either. Over the past four years, the contribution of NTEs to overall export
earnings has been falling, with an apparent dwindling in shares of the horticultural category of
agricultural goods. The availlgbevidence suggests that over the past four years export volumes of
pineapple® which used to be the highest earner in the horticultural category of agricultural NTEs
0 slumped by 66 percent on account of a shift in demand from the smooth cayenne variety
produced mainly by Ghanaian farmers to thecalled MD2 variety mostly produced in South

America.

As mentioned earlier, Ghanabtés deteriorating t
both substantial unrequited transfers (official and prjvatel massive inflows of loaggrm and

mediumterm loans. Between 2004 and 2007, net inflows of capital (official and privateédaong
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and mediurrterm loans) more than doubled from US$0.96 billion in 2005 to US$2.5 billion in

2007, resulting in an overdalance of payments surplus equivalent to 2.8 percent of GDP.

An important policyissueemerges from the analysis as presentedisl relates to the continuing
concentration o prim@&ghexpord dsmoditied cocaa and gofd andraises

issues about the effectiveness of export diversification policies. Our analysis draws attention to the
fact that even in the face of very fawable terms of trade and significant price rallies on world
cocoa and gol d e x c hodtnadecadance bhab mersistently veem iy deficit, and n
this is the case whether one uses total merchandise imports-oil moports. The situation would

be very ominous indeed if there were to be price reversals, as adverse price shocks could affect the
sustainabity of earnings from these primary export commodities.

It is precisely for reasons of avoiding portentous outcomes of adverse terms of trade shocks that the
Government of Ghana found it prudent to support an export diversification programme which had
strong potentials for economic transformation. In many developing countriestraditional
exportsare credited with higher income elasticities of demand, less volatile terms of trade, and
higher prospects of dynamic productivity gains. Unfortunately, fipereence in Ghana is that the
country has been losing market share for some of its #tmudld norraditional exports. This
worrisomesituationappears to be resulting from a combination of an overvalued currency that may
be squeezing profit margins amaeh inadequate incentive scheme that may be making Ghanaian

exports uncompetitive on international markets.

True competitiveness in global markets depends on the successful functioning of the markets for
goods, services, and foreign exchanges, as welh éiseomarkets for factor inpués finance, labor

and land. It also depends on a comprehensive trade policy and a regulatory environment that
facilitates the efforts of entrepreneurs willing to take advantage of opportunities to produce quality,

high valueaddedgoods for export markets.

To be able to prosper in todaybés competitive
must take on, in addition, a more vibrant role to quickly exploit the global knowledge revolution
and make effective use offarmation and communications technology (ICT) in the quest to
transform the agricultural, industrial and services sectors of the economy. This would involve
building an information infrastructure necessary for creating abilities to adopt and adapt o rapid
changing global technologies; diffusing new technologies actively throughout the economy;

upgrading education and learning; and strengthening the research and development system. While

@
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such changes cannot happen overni@EPA reckors that continuouseal appreciation of the
exchange rate, particularly if it is inconsistent with the macroeconomic fundamentals, would only
jeopardize efforts at buiidg a solid competitive economwhile weakening the profitability and

viability of nontraditional exports

Lessons from the experiences in East Aslagers and lately Chinaand India have shown that
increased emphasis on higher educationhighlighting science and engineering courses and
vocational and entrepreneurial training and skills develop®easwell as massive investments in
research and development that is oriented towards the creation of new products and product
designs, marketing methods and organizational forms, can be important in bringing about the
dynamism required for intensifying comge&in between enterprises and between countries.
Knowledge and informatiohave becomehe key drivers of international competitiveness, making

it crucial to respond rapidly and efficiently to evolving technological changes.

|t is about t idiveesific&ibnadnve vas charke@ alang these lines. A first step
would be to address the myriad institutional and infrastructural bottlenecks that seem to be holding
back efficient service delivery in the ntraded goods sect@ namely, improving theelgal and
institutional environment for doing business in Ghana, and minimizing the bureaucratic processes
of service delivery in financial and public sector institutions, including deposit money banks, public

utility agencies, as well as the ministridgpartment and agenci€8IDAS) of government

&
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Background

Trade between Ghana and the states of the European Union (EU) over the period 1974 to December
2007 has been governed by a serieggoé@ments negotiated under what is generally referred to as
the Lome Convention.These gave rise todme I, II, Ill, and IV followed by the ®@tonou
Agreement (named after the capital of signature) under the same@ion.The convention was
negotiated bisveen the EU states and their@onies of the AfricanCaribbean and Pacific (ACP)

regiors. The trade components of all these agreements wereengmocal in the sense of allowing

the ACP states to place tariffs on their imports from the EU (th&usypean exports to them)

while enjoying dutyfree and quotdéree access for their exports to the) (European imports from

them).

The preferential treatment the EU thus extended to the ACP states, however, contravened Article 1
of the General Agreement ©ariffs and Trade (GATT). This Article stipulates that

eécustom duties and charges of any kind i mp
state) to any products originating iné.any
unconditionally to the like pu c t originating iné..the terr

parties (member states).

Nor could this preferential treatment accorded to the ACP states be justified undercHiledo
Enabling Clause of the GATT. This claysdso known as the Decision on f@ifential and More
Favorable Treatment and Fuller Participation of Developing Countries, allows for discriminatory
treatment among the members of the GATT. Such preferential treatment of some is possible
provided it is extended to ALL member states thadlifjuto be so treated in other words, all
members that fall into the development category under consideration. The two groups of member
states that qualify for preferential treatment under cuNémtld Trade OrganizationYTO) rules

0 developing and st developed countriés includenonACP states.

The concept of ACP states in therhe Conventioran be described as a historical construct and a
product of colonialism. By its exclusion of some members of the WTO that are classified as
developing counties andor leastdevelopedcountries(LDCs), it cannot be used as a basis for
preferential treatment. The excluded states that otherwise are eligible can be expected to protest,

and indeed have actually protested against wiegitdtie as unfair and disorinatory treatment.
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Hence the EU needed to obtain waivers from the WTO, first for tbem&Convention in 1994 and

then for the @tonouAgreement at the DOHA Ministerial Meeting in 2001. The most recent waiver

for the tonoutrade preferences was schextuito expire at the end of 2007, and in the view of the

Wor | d aBnanmmbkr ofAWTO members would have strongly opposed extendidgitE X pi r at i c
the WTO waiver at the end of 200therefore reinforced the GtonouAgr eement 6 s t a|
completing the egotiations of thd&economic Partnershipgreements (EPAd)y that date. It made

the need for replacing theo@noutrade preferences with a W¥empliant, reciprocal trade
agreement the effective driver of the EPA process. Indeedhe signing of the Cohou
Agreement, it was agreed by the parties that subsequent agreevoefdshave to be WTO
compliant.

AEconomi ¢ aopeatatioh shalldbe implemented in full conformity with the
provi si on s (CotdnoutAgreemaemT Chapter 1, Article 34, pmeph 4).

Clearly, thereforgthewaiver that was granted to the Cotonou Agreement was to expire at the end
of the expiration of that agreement at the end of 2007. It could not be extended or renevasd and
clearly understood by ALL signatorigts sucessor agreements would have to be compatible with
WTO rules.

The successor agreement proposed by the EU for the reasons given above moved from preferential
treatment to a framework based on reciprocal trade relations between the EU and the ACP. The
Free Tade Agreement (FTA) concept is the framework for the trade component of the Economic
Partnership Agreement (EPA). To be WEEOmpliant, an FTA must satisfy, among others, two
critical requirements namely:

A Liberalize fAisubstantially all tradeo, and

A withnafir easonabl e | eAmrgtlbfthsfeport}i me. 0 (see

Heterogeneity of Interest and Participation in InterifeEPAs

In the latter part of 2006, after five years of discussions and negotiations, fundamental
disagreements still persisted over the EP&thtbetween African countries and the EU and among

African countries themselves.

There were sharp differences in participation rates in interim EPAs between Leadveev
Countries (LDCs) and nebDCs. Ten(10)o f A f fourteem B)snonLDCs initided interim
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EPAs, but only eigh(8) of its thirty three 83) LDCs did so. This outcome reflects the quite

different market ecess alternatives faced by AbRCs and LDCs pos€otonouand the interaction
of these alternatives with regional and cowdpgdfic factors. Underlying the numerous policy
disputes about EPAs, the World Bank study notes four basic problems with the original design and
the EUOGs initial approach to the negotiations.
A First, and most fundamentally, many African countries had littléigal interest in liberalizing

imports or in using EPAs to accelerate implementation of t{rald¢ed reforms unless a

politically attractive quiebro-quo was available.

A Second, the incentives provided by EPAs for the 33 African LDCs and for the tiiree o
exporting noALDCs to undertake the required reforms were inadequate unless the countries
themselves had their own independent motivation for doing so.

A Third, although membership in the Regional EPA Groups waslstgfmined, the original four
largeand diverse Regional Groups turned out to have little coherence in their trade policies and

interests and could not agree on common external tariffs.

A Fourth, the EU and many African countries had quite different concepts of the rateslef
and aidin the EPA. While the EU viewed the EPA primarily as trade agreements and
instruments for accelerating reforms, many African countries hoped to use them to obtain

additional development aid.

An unattractive alternative led to a high pagation in interimEPAs by norALDCs. Any of these,
except for South Africa, that failed to initi:
general system of preferences (GSP) in January 2008. According to the World Bank report, nine of
these countries, all afhich initialed interim EPAs, would have faced significant losses of market

access if they switched to GSP status.

Taking into account both avoidance of losses from reverting to GSP status and likelgrmear

gains from improved market access under ERRAese nine countries all had significant immediate
incentives to enter into interim EPAs and did so. Botswana, which would have faced a smaller

i mmedi ate |l oss, also entered | pparicipaing naiiD@si t i al
were SouthAfrica, which already had a satisfactory, separate;epigting free trade agreement

with the EU, and three oil exporters (Nigeri
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virtually nothing from the switch from @onouto GSP preferences because ttipeincipal exports
face zero or very lownost favoured natiorMFN) or GSP tariffs.

In contrast, an attractive alternative led to low participation in interim EPAs by LDCs. These had
neither an immediate need nor a strong incentive to enter into inEtMs. Even without EPAS,

the 33 African LDCs would still have full tarifree, quotaree access to the EU market under its
Everything But Arms (EBA) program.

Shifting to the EBA might possibly cause some limited losses of markets for a few prodings in t

|l onger term (because of the EBA programbs sl i
CotonouAgr eement 6s) ; but these were apparently n
automatic eligibility for the EBA arrangement, many LDCsaghad little interest in liberalizing

their imports from the EU to obtain similar market access under EPAs. As a result, the participation

of LDCs in interim EPAs has been quite limited. Only eight of the 33 eligible African LDCs have
signed interim EPAsMoreover, four of these (Burundi, Rwanda, Tanzania, and Uganda) are
members of East African Community (EAC), which entered as a customs union into an interim

EPA under the leadership of KenyanonLDC with strong incentives to sign an interim EPA.

The primary driver of the interiREPAs has been the INCOMPATIBILITY of theo@nou
Agreement 6s UNI LATERAL trade preferences for
CotonouPreferences, like those under therhe Convention that preceded them, did not comply
with the WTO6S fAiEnabling Clause. 0 This clause
a unilateral preferential treatment to imports from only TWO groups of developing countries:

A either ALL Least Developing Countries (LDCs), or

A ALL Developing Counties.

The tonoutrade preferences are INCONSISTENT with the Enabling Clause because they, like
the earlier lome Preferencesyere not extended to alevelopingcountries and because some ACP
countries are not LDCs. For the same reasons, tle &S hado apply for a waiver for the trade
preferences granted under its African Growth and Opportunity Act (AGOA). The World Bank
notes that this waiver has not been granted, because sorffritam LDCs (Bangladesh and

Cambodia) have demanded equivalent treatm
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The Interim Economic Partnership Agreement-gPA)

In the end, lack of political interest in trade liberalization, inadequate incentives, the incoherence of
the Regional EPA Groups, and disagreements over development assistance necessitated a revised
negotiating approach for achieving the WTOmpatibility objective by the December 2007
deadline.

The EUG6s revised appOaober 2007provaled gredter flexibditd io the e d |

geographic scope, policy coverage, and timing of EPAs

e First , under ag efonneew rwa rdieashilgen o, interim EPASs

individual countries or group of countri¢gbat wished to enter into thesBespite their

name, these interr®BPAs would in fact be permaneim that,they would remain ireffect

indefinitely, unless and until replaced by a full EPA or another trade Agreement;

e Second, policy coverage of interim EPAs would be flexible. IntétPi\s would include,
at a minimum, reciprocal WT©@ompatible market access arrangements for medit@an
trade along with all other aspects of EPAs on which it was possible to conclude negotiations

before the end of 200Rlegotiations would continue on all other aspects of E®A®hich

it was possible to reach agreement on a full EPA;

e And third, the tning of entry into EPAs would also be flexible, with regional EPAs

remaining open to any countries in a region that initially chose not to participate in an EPA.

The EPA countries face botimarket accessnd supplyside constraintsto export growth and

diversification. If the EPAs are to help African countries to quickly achieve better export
performance than that experienced under tbmd&Cotonouregime, both sets of constraints will

need to be addressemiarket access constrairity the EU and supplyside and competitiveness

constraintdy the EPA signatories

The original EPA that was proposed by the EU to replace Cotonou went further than Cotonou to
cover issues other than trade in goods such as; trade in services; investments; and procurement
consigent with WTQ It was also structured as an agreement between regional groups. Therefore
ACP States were broken into regional groupings with each group negotiating an independent

agreement with the EU. These aspects of the proposed, ERf#&sg otherswere found to be
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unacceptable by the former ACP States that were now negotiating as regional groups. Their
ensuing protests led to a stalemate that threatened to disrupd tresi@cially exports to the EU.

Economic Partnership Agreements and InteBERA

The Interim EPAcame about as a way of avoiding the disruption. It differs from the ERAee
significant ways
A Individual countries could negotiate bilateral agreements with the EU or some countries
within a group could also negotiate a joint agreem@his freed up Ghana and Cote

D6l voire to negotiate bilateral agreements

A The interim EPA is an agreement on trade in goods only; contentious issues in the original
EPA regarding investmentprocurementand tradein services that are currently under

negotiations at the WTO are excluded.

Al n Ghanaos interim EPA tariff |l i beralizat.

five-year moratoriumbuying time for Ghana to address issues that anselocally .

Box 5.1: Summary of State of Tariff Preferences

Countries signing interim EPAs
The 18 African countries that have sigribd interim EPAs with the Ebave full tarifffree, quotafree access
for all exports to the EU (with transition periods for rice and sugar until 2010 and 2015 respedtigelty)er
with less restrictive rules of origin for clothing and, in some cases, fish products. The preferential acce
EU market nder interim EPA is also permanent and more legally secure than undetdtne@egime

The African LDCs that did not sign interim EPAs.

All 25 of them still have full tarifffree, quotafree access to the EU market underBigerythingBut-Arms
(EBA) program. The EBA program is also Wig@mpliant and thus more legally secure than tleeobu
preferences. However, like theotonoupreferences, the EBA preferen@® subject to periodic renewal, af
their rules of origin for clothing and fishery produate more restrictive than those under EPAs

Non-LDCs that did not sign interim EPAs
Of the four that did not sign, South Africa has experienced no change in its access to the EU market, W
been governed by its FTA the Trade, Development, and Cooperation Agreement (TD&AYith the EU
both before and after the expiration of thet@ou preferences. The thrasl exportersd CongoRepublic,
Gabon, and Nigeri& haver everted to the EU®s GS Per, theydhavenrot bees
significantly affected by this change.

The EPA process can therefore be said to have successfully achieved the immediate objective of repl
Cotonoutariff preferences with alternative, WF€dmpliant arrangements that provieguivalent or improved
market access for ALL AFRICAN COUNTRIES, The remaining market access issues concern prima
EPASO restrictive rules of origin.

Key nontariff barriers include:
A Sanitary and phytsanitary standards,
A Anti-dumping measures, and
A Import defense provisions.

&
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Some Issues and Concerns with EPAs
Nontraditional export sector

The nontraditional export sector is an emerging sector in the Ghanaian economy with great
potential for growth and expansion. Since the Ghanaian population is too small (appebxia2
million) with low per capita income of USD 500, it is generally accepted that international trade is

the engine that will propel growth of the economy, leading to prosperity and middle income status.

The threat to the sector was in not signinguacessor agreement to the EPA that guarantees the
tariff-free access to the EU market under the Cotonou regime. The expiration argplacement

of Cotonou would have automatically reverted Ghana to the Generalized System of Preferences
(GSP) regime wich is applied to all developing countries. The terms of the GSP regime are less
favorable than Cotonou, with additional tariffs on horticultural products and processed
products,among other things. These very products form a substantial propoftimm-traditional

exports from Ghanarherefore the threat was not limited to operators in the sector but also to the
very strategy of expoiled growth that Ghana aspires to utilize in the quest for economic

prosperity.

Import-Competing Sector

Industries in Ghana were worried that removal of import duties on imported goods from the EU
would expose them to a level of competition they would not be able to withstand. The prospect of
losing local market to EU imports posed a threat to industries and theexetgnceof an
industrial sector in Ghana. Players in the sedtmrefore took the position that the EPA should

not be considered as a successor to Cotonoul.

This position was incompatible with international commitments that Ghana has signed up to as
member of the WTO. The EPA was modeled on the concept of Free Trade Area as defined by
guidelines of international trade. The underlying principle of any Free Trade Area is that of
reciprocity and the lowering of all barriers to tradéerefore fundanentally trade liberalization
cannot be avoided in an FTA. Also Ghana, as a party to the Cotonou Agreeamantitted to

ensuring that the successor agreement to Cotonou would be reciprocal.

S
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Perceived threats with EPAs led to the formation of a coalitaarticulate the voices of opposition

and to caution Government to resist apparent pressure from the EU to sign. The coalition was made
up of, among others, NGOs, Labor, Industry, and religious bodies. Their main concerns included
the following listed. Allthese issues ar@lreadyresolved in the Interim EPA that was initialed
between Ghana and the EU.

1. Devastation of the agricultural sector and the impoverishment of the farmers as
subsidized European agricultural produce displace impordcompeting domestic
substitutes. Agricultural products that are considered sensitive are all in the exclusion list of
the Market Access Offer (MAO). This is a list of items that are excluded from any tariff
liberalization. Ghana is under no legal obligation to reduce or renauiffs from these items at

anytime.

2. Failure and demise of local enterprises unable to compete against cheaper imports from
the EU. The Interim EPAhas a fiveyear grace period before any substantial tariff reduction
commences. Local enterprises car tisis opportunity to enhance their capacity in order to

improve their competitiveness.

3. Loss of jobs associated with the demise of local enterprises, and the implications for an
already impoverished and struggling population.Improved competitiveness wallead to

increased productivity and this would lead to increased employment.

4. Revenue losses arising from the reduction and or elimination of tariffs on imports from
the EU, and the consequent impairment of the capability of the State to provide essential
services for the peopleWith improved competitiveness and productivity the State can raise

revenue from taxes on incomes and profits, rather than inputs.

5. Undermining the process of regional integration in the West African (ECOWAS and
UEMOA) sub-region; this concern appears to rest on the presumption that the 12 Least
Developed Countries that enjoy the nofreciprocal Everything But Arms (EBA) scheme
with the EU may not be willing to give it up for a more demanding reciprocal EPA.

There are existing chHahges with integration within ECOWAS that are unrelated to EPAs.
difficulties in ECOWAS predate the EPAs and would need to be addressed afywedwctis
that UEMOA came about long after ECOWAS, yet UEM@# a customs union has been
recognized by taWTO, whichis significant




GhanaEconomicReview and Outlook?art 11, Focusing on Broader Monetary Policy

Rationale forMarket Access Offer (MAO)

The Market Access Offer (MO) is a major component of the Interim EPA signed between Ghana
and the European Union in December 2007. In determining the criteiGategory D (exclusio
list), there were four main considerations: Infant or nascent industry; Sensitive products

(agriculture and agrprocessing); Revenue generation; and Luxuries.

Infant or nascent industries that show promise or have the potential to become fully fledded

be protected as they develop the capacity and management needed to stand on their own and be
truly competitive. The process of identifying these industries was facilitated by the Association of
Ghana Industries (AGI). The industries that the aatoa deemed vulnerable such as plastics and

cosmetics were all placed in the exclusion list.

Agricultural products and agiprocessing were placed in the exclusion list because they are
considered sensitive products. A study previously commissionedhebyinistry of Trade and
Industry had generated mainly a list of agriculture and-agooessing items that are considered to

be sensitive. All the items identified in the study have also been placed in category D. This is also
in cognizance of the fact dh this core sector is critical to economic growth and development.
Products such as chicken and tomatoes and other tropical agricultural products are in the exclusion

list.

Category A of the MAO is the first group of items to be liberalized under tiegirmEPA. The

rational for the particular items in this category is to address issues of poverty reduction and human
resource development. Educational materials as well as medical equipment and some medicines are
in this category, as education and heath fundamental to human resource development. Also
essential food items like milk and grain that are not locally produced are found in this category, to
addres foodrelated aspects of poverty. (The Government of Ghana at the height of the increasing
world food prices went a step further to remove all tariffs on selected food items in order to make it

more affordable for citizens)

The dismantling schedule within category A is structured in a way that commencing 2009 the 0
rated items would be dismantleshd it is only in the Byear (2013) that 5 percent tariffs on items

in category A would be dismantled. Consequently until that date when the existing 5 percent import

duty is removednothing happens on account of the interim agreement with the Européam

@
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The rationale for Category B is to promote competitiveness of the industrial sector by steadily
reducing input costs, in particular, as part of the commitment to improving profitability of doing
business in Ghana. Items here are mainly raw naddesnd inputs into manufacturing and
processing industries and these items carry tariffs of 5 and 10 percent. Tariff dismantling for
category B, beginning with those items attracting duty of 5 percents would commenc20tém

and end in 2017.

temsinCat egory C include 6luxurydé6 goods and goo
derived. These goods are slated for liberalization from 2019, by which time Ghana should be in a
position to comfortably forgo revenue derived from import duties and ti@frevenue base to

taxes on expanding incomes and profits.
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SPECIAL TOPIC | | : G H DEBY GI3STAINABILITY ANALYSIS (DSA)

This new external DSA indicates that Ghanaos
debt distress, and when takeygether with domestic debt developments, the overall assessment
suggest s ttdiahdebt dAdtress had smcreased compared to the 2007 DSA.h@kis

resuled from the recent rapid accumulation of external and domestic public debt contracted on
commecial terms, and high current account and fiscal deficits that expose the country to structural
vulnerabilities in the event of a reversal of faxable terms of trade.

The debt relief provided by the IMF, the World Bank and the AfDB under the MDRI hedpede
Ghanaods tot al public debt to about 42 percent
Public external debt declined to US$2177 million at-2666 (17 percent of GDP) from US$6348

million in 2005 (59percent of GDP). However, domestic delsreiased to US$3133 million
(25percent of GDP) in 2006 from US$1997 million (19 percent of GDP) in 2005 on account of

financing the rising fiscal deficit by issuing bonds with longer maturities in the domestic market

Ghanaods publ i c a ndebtinredsdditoaboyt peycerd of GDPtateea?ld0 0 7 fAt o
finance higher public investment, specificall
capacity and the development of the road netw
commercial terms (59 percent) in the international capital market, export credit agencies, and local
currency denominated government bonds. In particular, in September 2007, the authorities placed
US$750 million in Eurobonds with a coupon of 8.5 percedatear maturity, which was sold at a

spread of 387 basis points over US Treasuries for the equivalent period. The remaining part of the
new external public debt has been contracted on concessional terms with multilateral institutions

and bilateral officihicreditors.

Macroeconomic stability is a necessamyndition for sustained medidterm economic growth.

And restoring such stability would call for significant fiscal adjustment aimed principally at
bringing thebudgetdeficit down from the present peak 13 percent to about 7 percent of GDP.

An adjustment of this magnitude implying a sharp reduction in fiscal stimulus, together with
complementary monetary tightening to restore macroeconomic stability and expected to involve,
among other things, the renal of subsidies on utilities, would, however, be likely to cause a real
GDP growth deceleration. Higher utility tariffs would adversely aetp manufacturing sector

output (although current pointers to global recession and declines in petroleum and other
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commaodity prices suggest a removal of subsidies without a necessary upward adjustment of utility
prices), but steady agricultural performance, stronger activity in the construction sector related to
the provision of needed public infrastructure, and investsin the mining sector (especially in
petroleum) can be expected to keep real economic growth at aborteditpger annum over the

mediumterm.

The external baseline DSA scenario shows that Ghana is at moderate risk of debt distress. The
external andfiscal DSA assume decreasing fiscal deficit due to measures to reduce energy
subsidiesthe continuation of strong tax revenue performance, and macroeconomic stability. These
efforts would in turn support the expansion of the private sector and sustaiigr@®t over the

mediumterm.

External debt burden indicators are below the thresholds in the baseline scenario, but all indicators
steadily increase over the lotgrm. This latter is due to moderate GDP and export growth
performance, and increasing coential financing, The World Bank Country Policy and
Institutional Assessment (CPIA) classifies Ghana as a strong performer. The debt burden thresholds
for strong policy performers are 200, 50, and 300 for the net present value (NPV) of debt in percent
of exports, GDP, and revenue, respectively. Under the same strong policy classification, thresholds

for debt service are 25 and 35 percent of exports and revenue, respectively.

The stress tests indicate that some relevant shocks that breach the thresiaedecfollowing:
A a onetime 30 percent depreciation of the dollar exchange rate,
A contracting government debt on less fanable terms, and
A reductions in nomebt creating inflowgincluding current transfers and FDI), to levels

significantly below theihistorical averages.

The deteriortion of debt burden indicato® NPV of debtto-GDP ratio, debt servie-exports

ratio d to levels above their respective thresholds under aded creating shock illustrates the
relevance of FDI andemittances to mataining longterm external stability, and the urgency of
implementing structural reforms that could help sustain higher economic growth than the one
projected in the | atest DSA of the BWI 6s.

Sensitivity analysis suggests that maintaining the curreoalfistance would result in a sharp

increase across all debt indicators and high fiscal vulnerability. For example, if the primary deficit
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remains at the level forecastby CEPA for 2008 (a deficit equivalent to 7.9 percent of GDP) the

result for key debindicators would be as follows:

e the NPV of debto-GDP ratio would more than triple by 2028,

e the NPV of debto-revenue ratio would also be about three times the present level by that date,
and

e the debt servicéo-revenue ratio would similarly be almosipte the current 26 percent.

Overdl, the stress testsytheBWIs i n t he DSA Aindicate that fis
management and debt policy strategy need to be implemented to preserve debt sustainability in the

longt er m. o

The DSA alsopoints out that, if borrowing is contracted as projected in the baseline scenario, but
GDP growth is lower, for example, because-k@turn projects were selected external debt as share

of GDP could increase significantly (well over 40 percent aboveO®8 Zevel by 2028). This is

seen by the staff of the BWIs as underscoring the importance of having a debt management strategy
that is complemented by an institutional framework that elicits the selection of high return public
projects with significant impat on productivity and economic growth. Overall, the external DSA in

the lowgrowth case points to a more vulnerable economy to changes in the financing terms for the

government

The stress tests applied to tot a&dofpantaihinga de bt
sound fiscal policy and the urgency of implementing structural reforms aimed at achieving higher
growth and diversification of exports. o Furt
implementation of prudent debt management and di&htegy policies as well as developing a

sound institutional framework for selecting hig#turn public investment projects. Implementing

these policies is critical to help preserve dt
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SPECIAL TOPIC Il : STATISTICAL ANALYSIS OF INFL ATION IN GHANA (2008)

Introduction

The rate of i1inflation °~ over the period (0.1)
1+ ] ¥ Gxs]0

:[ XIXEn)U/ GX(?F)*&’li/Xoi]

=x01y "
wherki={@é. m are base year weights,
x} i = 1é.m are component CPIls, and
W= o)/ )3 i= 166é..m

Note that in the base year, the CPI is set at 100 for all components.

Consequently, g 1 0/0%( )0 0 U
=) sinpde xU

Thus, for purposes of computing contributions of components to inflation; the appropriate weights

are the gsnoting that in the base year=p; U

Evolution of Weights (20022008)

Rural

The discussion is limited to the five coaments that have made significant contributions to rural
inflation over the first half of year 2008. By significant is meant about 10 percent or more in a
single month. These are in descending order of importance: Food and Beverages, Hotels, Cafes and

Resaurants, Clothing and Footwear, Transport and Household Goods and Services.

a. Food and Beverages

It would appear that inflation on this component has generally been lowethbawverall
average over the period under review. Consequently the weightdedl 2129 in the base
year to 0.1949 for January 2008. Since then, however, it has followed a gensirapabove
averagereaching0.203 by July2008
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b. Hotels, Cafes, and Restaurant

Again, inflation appears to have been below average in respecs abtinponent befor2008
Thus, from 0.0327 in 2002 the weight had fallen to 0.0300 by January 2008. tBarce

however, inflation has been above average raising the weight to 0.0318 BpQd8ly

c. Clothing and Footwear

A similar pattern to the above is sdyved for this component tobrom a base year weight of
0.0563, the weight fell to 0.0403 as of January 2008. Unlike the two above, however, the
belowaverage trend persisted through the first half of 2008. As a result the weight has fallen
further to 00380 by July.

d. Transport
This component reverses the above pattern of below overall average inflabomthe base

year value of 0.0279, the weight reached 0.0476 as of January 2008. The record would suggest
that this has been due primarily to the petwoh products price hikes of 2003 and 2005 together
with the relatively milder price adjustments of 2007.

e. Household Goods and Services

In terms of general trends prior to 2008, inflation in respect of this component has been like the
first three namely belv the overall average in the period prior to 2008 even if in a less marked
way. Thus from the base year level of 0.0395 the weight fell to 0.0367 by January 2008. It did

not change by much from this over the course of the first half of the year.

Urban

A little differently from rural inflation, there are six components that can be said to have made
significant contributions to urban inflation in the course of the first-yedir of 2008.These have
been, again in descending order of significance: Food amderBges, Hotels, Cafes and
Restaurants, Transport, Recreation and Cultural Services, Housing and Utilities and Clothing and

Footwear.

a. Food and Beverages

This most important component of inflation lost out somewhat in the period prior to 2008. The
weight as a result fell from 0.2361 in the base year to 0.2060 as at January 2008. It, however,

recovered grounds in the course of the first half year to reach 0.2130 by July.
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b. Hotels, Cafes, and Restaurants

C.

Next in contribution comes this compone@omewhatless prominently here than in rural
inflation, it nonetheless was significant in four of the seven months under review. From the
base year level of 0.0502, the weight climbed to 0.0673 as of January 2008 and continued on to
0.0690 by July.

Transport
On acount of the price hikes of 2003 and 2005 followed by the adjustments of 2007, in a

cumulative sense, inflation in respect of this component has been above the overall average
over the period preceding 2008. Consequently the weight increased from thedagalye of

0.0341 to 0.0560 by January 2008. It has followed a gently rising trend since the reaching
0.0585 as of July.

Recreation and Cultural Services

This component has gained in weight over the period prior to-2@@8cting a cumulatively
aboveaveragerate of inflation. From the base year level of 0.0168, the weight rose to 0.0181
by January 2008. Since then, it has reversed to a mildly (below overall average inflation) falling
trend, reaching 0.0167 by July.

Recreation, Entertainment, and €Cual Services

Inflation in respect of this component has been alibeeaverage over the period preceding
2008. Consequently the weight rose from the base year value of 0.0168 in the base year to
0.0181 by January 2008. The evidence points to a trendseg\aver the first half year under
review. Thus by July the value had fallen to 0.0167.

Clothing and Footwear

Inflation in respect of this component has cumulatively lagged behind the overall average over
the period under revievilhe weight declined frm the base year level of 0.0565 to 0.0423 as at
January 2008. Since then, it has followed a generally eyéadting trend reaching a low of
0.0408 by July2008

National
Combining rural and urban CPIs (with weights of 0.4649 and 0.5351 respectivebnaha@iPI

indexes can be obtained. In descending order of significance, the most important contributors to

national inflation over the first half year of 2008 are: Food and Beverages, Hotels, Cafes, and
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Restaurants, Transport, Clothing and Footwear, Houamdy Utilities, Recreation and Cultural

Services, Household Goods and Services, and Medicare and Health Exjpérsestogether will

determine the course of inflation in the second hakGdf8.

a. Food and Beverages

Inflation in respect of this single mosnhportant component lagged behind average in the
period prior to 2008lts weight declined from the base year value of 0.4491 to 0.40023 by
January 2008. It then rose to 0.40940 by April, fell marginally the next month and finished
strongly at 0.41706 asf July. Given its weight, this component is bound to be a key

determinant of national inflation.

b. Hotels, Cafes, and Restaurants

Inflation in respect of this component appears to have been cumulatively above the overall
average in the period prior to ye2008.The weight rose sharply from 0.0828 in the base year

to 0.10269 by January 2008.The trend has persisted with the weight rising further to 0.10501 by
July.

c. Transport
As noted above in respect of both rural and urbalmacomponentsjnflation here ha been

above averagd& heweight rose from the base year value of 0.0621 to 0.10405 by J&Qg8y
It has remained basically stable over much of the first half year with a value of 0.10464 as of

July.

d. Clothing and Footwear

Inflation here has lagged baki the overall average resulting in a reduced weight from 0.1129
to 0.08246 by January 2008. The pattern has persisted with the weight reaching 0.07883 by
July.

e. Housing and Utilities

Inflation has been above overall average resulting in the weight figing0.0698 to 0.10355
by January 2008. Thereatfter, it has tended to lag somewhat, falling to 0.0952 by July

I.)l
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f. Recreation and Cultural Services

Inflation here has lagged the average resulting in a decline of the weight from 0.0304 to
0.02915 by January0P8.This pattern has persisted with the weight falling further to 0.02731
by July.

g. Household Goods, Operations and Services

Inflation here lagged far behind average resulting in a weight loss from 0.0783 to 0.05759 by

January 2008. Since then, ttae ha slowed down and has assumed a downward trend.

h. Medicare and Health Services

Inflation for this component has been above average resulting in a weight gain from 0.0433 to
0.0564 by January 2008.Since then there has been a trend reversal down a gentléhstbp
weight falling to 0.0544.

Summary

The contribution to overall National inflation from any given component of the consumption basket
is the product of its weight and inflation rate. For example, the Food and Beverage component
made he highest ontribution to Rural, Urban ad National measures of inflation on account of its
weightd 42%, 38%, and 40% for Rural, Urban, and National respectively. It also turned out that it
had, even if only by a narrow margin, the highest average monthly inflat@ovar the first seven
months of 2008.

The main contributors, inescending order ahe eight commodity groups that contributed the
most to the inflation rates are the following:
A Food and Beverages;
Hotels, Cafes, and Restaurants;
Transport;
Clothing am Footwear;
Housing and Utilities;
Recreation and Cultural Services;

Household Goods and Services; and

> > > > > > >

Medical Care and Health Expenses.
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Theseeight collectively accountetbr 96.5 percent of average overall National inflation over the
period of analysis.

The first four of these were common to both rural and urban inflation; two dthéteusing and
Utilities, and Recreation and Cultural Serviéeswere significant in Urban but not in Rural; one

0 Household Goods and Servicds was significant in Rural it not Urban; finally, on&
Medical Care and Healtth was not significant in either Rural or Urban though significant in the
National. The four most important contributors accounted for 89.4 percent of overall National
inflation in the course of the Jamydo July period.

Other interesting findings are that the saomfour accounted for 77.8 percent and 84.8 peroént
rural and urban inflationrespectively. Rural inflation also contributed md@rea share of about

55.5 percent than urban (about 44éygent)d to average overall National inflation. The food
contribution of 52.2 percent to the rural inflation compares to a more modest contribution of only
33.9 percent in urban inflation. This strongly suggests that, contrary to the official explanations
food inflation in Ghana over the period had more to do with thehareest lean period than
international food inflation. Not surprisingly, sharp declines were recorded from July and,

moreover, with the urban decline larger than the rural.

These findigs suggest that whatever supglge effects may have impacted on inflation in the
course of the first half of the year may have been, it is the demand pressures that have been
dominant. In particular, reining in fiscal excesdesan extremely difficult tak in an election year

0 will be critical to the task of restraining inflation.

The trends to Jul2008suggesthat inflationis likely to remain above 18 percent through October.

In the event the flexible exchange rate regime and what proved to behebatterharvesthan had

been expected combined to bring a greater deceleration in inflation. By the end of the third quarter,
the rate of inflation had fallen to below 18 percent to about 17.9 percent. CEPA forecasts further
falls in the rate to about lfeercent in November and then to about 15 percent at the close of the

year.

Given the timing of the election, the high spending likely to come with it, and the traditional
seasonal high consumer demand of the Yuletide, howtheedownward forecastould require an
expensive import boom and further depletion of international reserves. It is worth noting that

Ghanab6s gross international reserves have f al
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import cover over the three quarters2008 Froman estimated stock of US$2738 million at the
end of 2007, it declined by 17.1 percent to US$2270 million at the end of September 2008. In terms
of months of import cover, the stock reservedell from 2.6 at the end of December 2007 to 2.3

months at thend of September 2008.
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SPECI AL TOPI C | V: MONETARY POL I-RRYS HRE SIPNOMNLSAT [T
IN THE FIRST HALF OF 2008

The Bank of Ghana raiséis policy rated theprime rated by 1.25 percentage points in response
to the surge in inflation, officially laimed on commodity price developments in international
marketsd specifically, in respect of petroleum, grains, and vegetable oils.

Possible reasons for this response include the following:

A Even if the surge originated frosupplyside shocks, the strengbhiincome and money growth
helps to validate higher prices. Indeed, the patterns in rural inflation in particular over the first
four months of 2008 suggest that there is more to the story than supply side shocks. Prices are
also rising in Ghana partly bause of loose monetary policy which has boosted demand.
Consequently, it is contended that were monetary conditions tighter (and assiowimgard
flexibility of pricesin the economy) rises in one set of priéedood, the utilities and transport

0 couldbe offset by declines elsewhere, keeping inflation under control.

A Tighter monetary policy could help anchor expectations. Given the weight of food and transport
in the consumer basket, on which the CPI is based, prices of these items weigh heavily on
inflationary expectations, which could therefore cause spillover effects into wage demands.
Tighter monetary conditions could therefore help stop supply side shocks from spreading into

the wider economy.

A The historical experience suggests a positive coiwaldetween food and nenod inflation in
Ghana. (This has been noticed in other developing and emerging economiesdasseelfor
example the Economist, May 24 May 30" 2008, p 84). Two possible causes for this
observed correlation both of whichciease the risk of a price/wage spiral are that in
developing countries:

o central bank credibility is relatively weak so that inflaoypexpectations are not
firmly anchored; and

o real wages tend to be less flexible.

A In the current inflation targeting regme , the | MF advises a mor e
policyo, meaning allowing the nominal excha
nominal appreciation has required the Bank ¢

turn, boosts donstic liquidity 8 increased growth in Reserve Mon&yfuelling inflation.

8d
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With the opening up of the TreastBylls market to norresident investors (especially at a time
when the US Federal Reserve has cut staon US interest rates) higher interesesain Ghana

could induce capital inflows. And the extra intervention required to hold down the exchange rate
from appreciating could increase domestic liquidity further and thus fuel inflation, defeating the
very purpose of the interest rate increase.

Basd on the examples of Hong Kong and the Gulf States that have currencies rigidly pegged to the
US dollar a commitment to the perceived policy of holding the Ghana cedi from appreciating could

in fact support aeductionin interest rates not an increaseline with the US. [There is anecdotal
evidence that the Bank of Ghana is below its international reserves target and that this was a factor
in the interest rate increase. If that is so, then from the foregoing, the Central Bank is clearly in a

policy quandary in the current situation.]

There are also cogent arguments against interest rate increases. The Presidégsoficiagon of
Ghana IndustriesAGl) has expressed serious concern on the matter and challenged the Bank of
Ghana to clarify its polig stance. Many policymakers in developing and emerging economies

argue that monetary tightening at this time is not warranted:

Higher inflation is due solely to spikes in food and energy prices caused by

temporary supply shocks and speculation. Higheeredt rates cannot call

forth more pigs or grain. Inflation is expected to ease later in the year as

higher food prices prompt an increase in sup(ihe view of the Brong Ahafo

Regional Director of MOFAaNd as sharp rises in commodity prices drop out

of yearon-year inflation.
The centr al banks of China and I ndia have <cho
several times this year in their attempt to mop up excess liquidity in their economies while leaving
interest rates unchanged. Thuge® when the recent slide of the rupee provided the Reserve Bank

of India with room to raise interest rates, it has chosen not to do so.

Vietnamds annual inflation rate accelerated
highlighting the challengéacing the Communist government as it seeks to cool the overheated
economy. While many Asian economies have been rocked by higher food and fuel prices,

economists say inflation in Vietham has also been fuelled by rapid credit gieneth pressures in

the economy are brodohsedd (the result of) the economy operating well above potential over the

past two yearsThe rapid rise in the cost of living has fuelled labor unrest, with factory workers

striking for higher wages to make ends meet. The incipieniewrice spiral could make matters
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worse The government says fighting inflation is its top economic priority. It has sought recently to

slow down credit growth by raising bank reserve requirements and paring credit growth targets

Last weekbanks also égan raising deposit rataester the central bank lifted a 12 percent ceiling

on interest rates. However, Jonathan Pincus, chief economist for the United Nationkesaid

government still needed to rein in its own and the borrowing of large public estsripHES ) if it

wanted to bring inflation under cont@dl Financial Times, May 28, 2008, page 10.

Sl
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SPECIAL TOPIC V: PRICE DEVELOPMENTS IN THE JANUARY -APRIL 2008 PERIOD

The Consumer Price Indéx new series instituted by the Ghana Statistical Service @SZ)06

0 is based on consumer baskets derived from the fourth Ghana Living Standards Survey (GLSS 4)
conducted in 1998/99. The items of each basket (Rural, Urban, National and regional) are grouped
into twelve (12) categories, and on the basis of expimedshares weights have been assigned to
each category.

The overall inde»d Rural, Urban, Nationad is thus computed as a weighted average of the 12
individual indexes. These latter are, in turn, computed for each month from the prices of the
compositatems compiled by staff of the GSS from designated markets and sources.

For the purposes of this assessment of the possible impact of the proposed interventions, the twelve
categories are regrouped, for convenience, into three, namely:

1) Transport and Hoursg and Utilitiesd petroleurarelated;

2) Food and Beveragés agricultural dominated; and

3) Others (nine in allp demand side dominant in markets.

Group 1: Transport, Housing and Utilities

This first group is dubbed petroleumlated because vehicle fuel q#i changes can have
significant consequences for transport fares. The expansion of the thermal power generation has
again resulted in increased impact of petroleum praducspecifically gas oid price changes
impacting on utility (electricity and watetariffs. Consequently, the price of gas oil is important in

its consequence for the poor and vulnerable through transport fares and utility tariffs.

Transport
In relative terms gas oil is used as fuel in the public transport sy8temh e -t & t6 réod

importance to the poor compared to petrol in darghe more affluent. In addition, utility tariffs

are structured to make for cressbsidization across income classes as, for example, the lifeline
consumers who are charged beloest tariffs, which arealso subsidized with budgetary
provisions. In the 2008 budget, the coverage was also widened. [Additionally, the poor, particularly

in rural areasdepend on kerosene for lighting and cooking].

Under the fullcost pasghrough policy of the Automatic PecAdjustment Mechanism, the rapid

price increases of petroleum and products in international markets impacted significantly on the
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domestic economy. Prices of petroleum proddctr our purposes, diesel fu@l have risen
dramatically, much faster thaniges of other items of consumption. The consequent increases in
transport charges have meant that consumer spending on transportation now claims a larger share
of total consumer expenditure outlays than at the time GLSS4 was conduckatie 10 years

ago.

The statistics showhat the impact has been relatively more marked on rural dwellers compared to
urban counterparts. The share of consumer expenditure on transportation rose by almost 75 percent
in rural areas compared to about 63 percent in the urleas &or an overall average of 65 percent

for the country as a whole. These higher shares of transport expenditures imply price changes in the
transport sector contribute correspondingly more to inflation than would otherwise have been the

case.

The contrbution to inflation is the combined result of the share of expenditume the weightd
and the change in the price of the item concerned. An examination of the Rural Consumer Price
Index shows that in spite of its increased share/weight, the contribwtiamflation from the

Transport sudsector ranked fourth.

The Urban Consumer Price Index, in comparison, shows a setacel ranking for the

contribution to urban inflation from the Transport ssédztor.

The combined result for the National Consumeacdindex inflation is an overall secoptace

ranking for the Transport stdector.

Ironically, therefore, the Initiative can and must be seen as driven by considerations of the national
interest even if arguably conceived for partisan reasons in afeaneral elections promising to
be wellcontested. To be effective in its intended role, strenuous efforts must be made to manage

expectations in the neserm.

Average monthly rural inflation over the review peridd JanuaryApril 2008 8 stands at 0.93
percent. The contribution from Transport has averaged only 0.08 percentage points, representing
8.6 percent. In comparison, monthly urban inflation was lodveaveraging 0.86 percent. To this
Transport contributed a higher 0.15 percentage points repreg@nshare of 16.8 percent. For the
nation as a whole, monthly inflation averaged 1.81 percent, with Transport making a contribution

of 0.22 percentage points representing 12.3 percent share.
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Professor lvan Addaklensah, Chairman of the National Petrateduthority (NPA) has argued
that the fiscal policy impact on the prices of petroleum produactse present situationas been
reduced to theextent that even if all taxes were totally removed the impact would not be
significant. Furthemore, in the Iriative the excise duty and DR the two most importand

are only to beeduced not eliminated.

Finally, CEPA analysis of the cost builgp of petroleum products has shown that (in the absence
of significant changes in fiscal policy variableggteris paribus product price changes are

determined by three factors, namely:
e the world market price in US dollars;
e the cedi/dollar exchange rate; and

e the crossproduct subsidy.
In present circumstances it is the world market price that is dominant. Con$gqueless current
trends stabilize or (better still), reverse, little, if any, respite can be expected for diesel fuel prices

and therefore transport charges from the Initiative by itself.

Housing and Utilities

The second of the petroledralated consunmmeexpenditure itemarethe utilitiesd electricity and
water. This is because of the expanded role of thermal elecpimtjuced withdiesel fuel. The

Initiative seeks to provide subsidies for electricity production.

As with Transport, international ipe developments in the petroleum sector since 2003 have, as a
matter of policyd full-cost recoveryd been borne by the consumer. Consequently, utility tariffs
have increased relatively faster than prices of most other consumer items. The share ofrconsume
expenditure on Housing and Utilities has risen by 61.1 percent in the rural areas, by 33.8 percent
for urban dwellers and by 40.1 percent nationally. Thus, once again, the impact of price

adjustments has been more severe on poor and vulnerable rudatsiwel

The available data strongly suggests, however, that in the period under review price increases have
been relatively faster on items other than the utilities. This underscores the importance of demand
side forces in price developments so far thisryéa terms of contributions to inflation, this
expenditure item ranked twelfth (and last) in rural inflation, ninth in urban inflation, and tenth

nationally.

GE
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Thus, the impact on inflation from the Initiative, on account of subsidy to the production of
utilities, would be negligible. The share of total consumption expenditure on this item is relatively
small, world market prices dominate costs, and the forces on the demand side are driving other
prices faster than the utility tariffs.

Group 2: Food and Beerages

Although ths is an imported componeid estimated at about 25 percent shareas the Brong
Ahafo Regional Director of MOFA has explained, the domestic food is a dominant force in
domestic market price developments. In any case, imported infiticthis expenditure item is

more important for urban dwellers than for the rural.

The price statistics suggest that over theyesr period as a whole food price inflation has lagged
overall consumer price inflation. The result of these developmentseeasdeclines in the shares

of consumer expenditure on Food and Beverages in total consumer spending. The share fell by 7.2
percent in rural areas and by 10.2 percent for urban residents, leading to 8.9 percent decline

nationally.

In terms of contributio to inflation over the period under review, Food and Beverages contributed

to 0.94 percent monthly rural inflatiah representing a share of 49.2 percent. For urban inflation
there was a contribution of 0.44 percentage points to the monthly average6opdrd@ent,
representing a share of 51.3 percent. Nationally, Food and Beverages contributed 0.93 percentage

points to the monthly average of 1.81 percent inflation, representing a share of 54.2 percent.

Urban inflation has been lower than rural inflationthe first four months of the year. Food and
beverages contributed more to urban inflation than to rural inflation. The analysis supports the view
that international food price developments have not been responsible for the accelerating inflation

in thefirst four months of the year.

Given its weight, any moderation in these price developments could bring relief in the removal of

import duties. Though welcome, this may not be enough to affect inflation trends.

Urban food inflation is the weighted aveeagf imported food inflation (R and domestic food

inflation (Ry). The rural food inflation is assumed to be a good proxy for domestic food inflation.
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The weight of imported food inflation in urban food inflation is estimated at 25 percent. Given rural
ard urban food inflation respectively to be 0.46% and 0.4425% per month respectively, monthly
imported food inflation is estimated at 0.39% per mdnth.

The analysis supports the Regional dOgraineantd or 0s
vegeable oilsd price hikes in world markets notwithstanding, accelerating inflation in the first
four months of this year is a typical lean season occurréncalbeit at a higher tempo than
expected. Using the estimated 25 percent share of imports in thiedfooBeverages basket, a
rough calculation in fact shows imported food inflation, on average, about 15 percent lower than
domestic food inflation over the period.

Group 3: Demandside Dominance

The analysis points to relatively faster price increasebldrthird group of consumer expenditures
which have been characterized as being in markets where demand factors dominatsicipply
(and policy) variables.

Demand has been driven in recent months from three sources:
e large inward transfers from abroadialihhave been particularly noticeable in the rural areas of
the forest zone;
e large fiscal outlays of which povertglated expenditures constitute an increasing component
and are particularly important in the rural areas where poverty is concentrated; and
¢ (again in the forest zone of the rural areas) cocoa incomes can be expected to increase with
higher producer prices and volumes during the purchasing season which covers the period

under review.

On account of these demasidle factors, expenditure categarlike Hotels, Cafes and Restaurants
(secondplace), and Household Goods, Operations and Services (third place) have made higher

contributions to rural inflation than Transport. It is the dominance of dersidedfactors in rural

® Then R = rural food inflation = 0.46% per month
R, = urban food inflation = 0.4425% per month
So that0.25R, + 0.75 R =R,

_ 0.4425-(0.75)(0.46) _ (0.4425-0.345
0.25 12

= Rn =0.39
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inflation (and to a less extent urban inflation as well) that could mute the shortimpact of the
Presidential Initiative.
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ANNEX I: GATT Article XXIV
Article XXIV of the GATT provides guidelines for the formation of FTAs, and two of such

requirements that informed the market access offer are outlined in paragraphs 5 and 8.

Paragraph %c) deals with the timetable for implementation of an FTA and it states

€ é a n iterim agreement referred to in sparagraphsd) and ) shall include a plan and
schedule for the formation of such a customs union or of such-&d&ee= area within eeasonable

length of time.

Whatcan be ter med fr eas onlebclaiiedlinghe ¢ndérstanding enitheme 0\

Interpretation of Article XXIV of the General Agreement on Tariffs and Trade 2884t reads:

€The "reasonable | ength of ti me"XXIV¥ ef erred
should exceed 1¢kars only in excepinal cases. In cases where Members parties to

an interim agreement believe that 10 years would be insufficient they shall provide a

full explanation to the Council for Trade in Goods of the need for a longer period.

In the case of the Interim EPA,theeagge d fAr easonable |l ength of tim
inparagraph% ¢c) of Article XXIV. The EU has accepte

explanationo for exceeding the stipulated per.|

Paragraph 8b) of the same Article XXIV addresses the issue of how much liberalization is
required for FTAs. It States:

A freetrade area shall be understood to mean a group of two or more customs
territories in which the duties and other restrictive regulations of commesaft,
where necessary, those permitted under ArtiglesXll, XIll, XIV, XV and XX) are
eliminated onsubstantially all the tradebetween the constituent territories in
products originating in such territories.

There is no further clarification onwhatx act |y i s meant by HAsubstan
have been raised about the qualitative as well as quantitative definitions of trade. Does
Asubstantially al/l tradeoO cover an entire sec

tradecan be quantified as substantial?
These issues are yet to be resolved but, t he

Tradeo means | i berali zati on of at | east 90 %

Moreover this 90% coveragercde split unequally between the two regions forming the RTA, in
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order to reflect development asymmetries. Wi t
EU accepted to liberalize 98% of its trade and South Africa 82%.

In the case of the interiBPAthe EU has liberalized 100% (except for rice and sugar) of its trade.
This means that except for these two, all Goods originating from Ghana can enter the EU territories
100% quota and tariff free.

In turn Ghana has committed to liberalize 80% of dutiesnaports from the EU over a jfear
period. Duties on the remaining 20% are totally excluded from any liberalization.

N



