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CEPA Macroeconomic Review and Outlook, 2006

1. EXECUTIVE SUMMARY

There is a need to puirmly in place a credible framework for macroeconomic
policymaking in Ghana. Moreover, such a framework must recognize some long standing
principles in policymaking, namely that:

e there are tradeoffs;

e there is uncertainty;

e different policies affect diffent groups in society differently;

e the proper role of the economic adviser is to inform policymakers of the

consequences of difficult decisions; and

e it is the role of the political process to make the final decisions.

The most important of these prinaglis that it is the role of the political process to make

the final policy decisions.

There is a tension in the macroeconomic framework informing policy between the need

to undertake growtenhancing expansion in expenditure and the demand for further

fiscal restraint as a disinflation policy. After a considerable period of macroeconomic
stability, the Government of Ghana feels rightly that there is a need for fiscal space to
undertake the oO0flankingd public ieragleisst ment s
the means to create employment and reduce poverty on a sustainable basis.
Macroeconomic stability while necessary is not sufficient for growth and poverty

reduction.

The Fund and the Bank of Ghana, on the other hand, consider the pursuifie gt
inflation as the single most important policy objective. The easiest way to achieve this
without increasing interest rates is through fiscal restraint, reducing domestic debt and

exchange rate appreciation.

These tensions need to be resolvedrEw the tension is resolved in favor of fiscal space

for growth, the method of financing the increased expenditure is important. As discussed
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i n CEPAOGs | ssues TRaSeaah fo(ah Accejerat2ddGyobvih Stiategy fi
for Ghana the extent to Wwich this room for maneuver for enhanced growth should be
through revenue measures or increased spending remains a subject of disagreement and

needs to be explored.

Ghana needs to programme the spending and absorption of external resource inflows in
sucha way as to avoid the Dutch Disease or
serve the need to enhance our international competitiveness and relieve the domestic
supply constraints on growth and development. Over the next several years, there will be

a substantial and almost permanent increase in aid and other unrequited external
transfers. Absorbing these inflows will lead to a widening current account deficit and a

real appreciation of the exchange rate. This could adversely affect the developrhent of t
domestic economy. On the other hand, if the resulting imports were largely capital goods

they could enhance the development of the domestic economy.

The Government of Ghana thinks it can borrow externally and spend its way to enhance
growth. However, ihancing this through borrowing at na@oncessional rates that
threaten our debt sustainability is perhaps inappropriate. The principle of fiscal
responsibility must involve setting targets for public sector deficits and/or debt to GDP

ratios.

Policymakirg is an exercise in political economy. The best external consultants can do is
to respect the abovaated basic principles of policy advice. Ultimately, the political

authority must be responsible and own both the process and outcome.

Fiscal Operations

The essence of fiscal policy is that it is the means to influence expenditure flows in the
economy either directly through expenditure changes or indirectly through tax and
transfer changes. Such changes in flow magnitudes are the principal meansadifrapntr

the level of aggregate demand by the government.
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A novel feature of this report is the extensive reliance on information from the Controller

and Accountant General 6s Department (CAGD) f
Two factors have madais possible: years of collaboration with the CAGD have paid off

and placed CEPA in a position to take advantage of the success achieved by the
Department to provide perhaps as never beforefowate information on the

Consolidated Fund in fulfillmentfats obligation under the Financial Administration Act

2003, Act 654.

As with previous CEPA reviews of fiscal operations, three summary meaisubres
overall broad balance (OBB), the domestic primary balance (DPB) and the net domestic
finance (NDF)i are used to gauge the fiscal performance in year 2005.

The overall broad balance (OBB) is often used as a proxy measure for the public sector
borrowing requirement (PSBR)from both internal and external sources. Since fiscal
policy normally influencesthe size of the actual PSBR, changes in the latter are
commonly looked upon as an indicator of changes in the fiscal stance. This, however, is
essentially fallacious because the size of the actual PSBR could vary in response to
changing income levels. Tk, if the realized GDP growth is, for example, lower than the
projected tax revenues could fall short of projections. Expenditures, in contrast, tend to
be exogenously determined. Expenditure programmes are the means of providing desired
public servicesand meeting agreed social objectiviesfor example, in the current
situation, poverty reduction targets in the GPRS and the Millennium Development Goals
(MDGSs). In such a situation, the PSBR could turn out larger than planned without any

conscious fiscgbolicy change.

As noted above, the data presented in the tables as CEPA actuals depend largely on
information published in the Financial Statements on the Consolidated Fund by the
Controller and Accountant Gener algnstesDepart me

the CAGD reports that information oproject loans and grantss well asretained

internally generated funds (IGBJ the Ministries, Departments and Agencies (MDAS) of

government is not included. CEPA has therefore supplemented information AGD C
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with that from other sources like the Aid and Debt Management Unit (ADMU) of the
Ministry of Finance and Economic Planning (MOFEP) and its own staff estimates,

especially in respect of external resource flows.

The second summary measure of the fistaihce used in CEPA analysis is t@nestic

primary balance (DPB) It is computed as the difference between total revenue and total
domestic expenditure. As a rul e, it provide
a viable debt management policyhis is because where interest payments must be made

on existing stock of debt, a smaller DPB surplus than required for interest payments due

would mean that in the absence of inflows of foreign aid in the form of program grants,

additional debt would dve to be incurred to service the existing debt.

The third and final measure of the fiscal stance in CEPA assessments involves the
domestic financing (NDFdf the programme. Unlike the abeileeline data however,
where CEPA relies essentially oretiCAGD, financing data are obtained from ADMU

and the government accounts in the banking system. Consequently there are no

differences between the CEPA and official estimates.

The target forTotal Revenue and Granfer 2005 as shown in Table 4 was ¢Z@B5
billion. This was equivalent to 30.5 percent of GDP compared to the outturn of ¢24,074
billion or 30.2 percent of GDP realized in the previous year 2004.

Total revenueomprises tax and netax revenues. Government was inclined to the view
that thetax burden in Ghana has increased significantly over a short period and that a
reduction in tax rates, especially in the corporate sector, could have beneficialitong
effects on growth. Nonetheless, the expectation was that the improvements in the
efficiency of the tax revenue administration and enhanced tax compliance would
somewhat offset collection losses and overall result in a higher domestic resource

mobilization outcome.
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The three components of tax revenues are: indirect taxes, direct taxegesnational

trade taxeslndirect taxeginclusive of NHIL) were expected to contribute to the bulk of

the additional revenues. There are four components shown under indirect taxesinamely
Excise Duties (including Airport Taxes), Petroleum Taxes, VAnd the NHIL.
Marginal improvements were expected in the performance under petroleum taxes and a

more significant improvement (0.3 percent of GDP) in respect of VAT.

There are also four categoriesdifect taxesnamely: Personal (PAYE), Personal (Self
employed), Companies and Other (NRL). In terms of shares of GDP, the targets for
Personal (Selemployed), Companies and Other (NRL) were the same as the respective
realised outturn in 2004. The target for Personal (PAYE) was marginally iowgithe
equivalent of 0.1 percent of GDP while that for Companies was much lovibgr the
equivalent of 0.4 percent of GDP.

The target set for revenue fromaxes on international tradeand transactions
comprising import duties and cocoa expomvas ¢4,648 billionThis was equivalent to

4.8 percent of GDP, and the same as that realised in 2004. In respect of the two
components, there were offsetting targets. The target for import duties was thigyher

the equivalent of 0.3 percent of GDRhan the outturn in 2004€n the other hand, that

for the cocoa export tax wéswver i also by the equivalent of 0.3 percent of GDP.
Expendituresn the public accounts published by the CAGD refer to payments in the
form of fund releases authorised by the CAGD. Total expendiomgprises two main

component$ recurrent and capital.

Recurrent expenditure in turn has two subcomponents:imerest expenditure and
interest payments. The target set for-naterest expenditure of ¢15,039 billion was 13.7
percent higher than the tesd outturn of 2004. CEPA estimated a +ioterest

expenditure of ¢15,180 billion in 2005 which was almost exactly on target.

There are three subcomponents of -mderest expenditure analysed in the review

personnel emoluments, goods and serviaes tieansfers.
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CEPA estimates of the 2005 outturn in respect ofinterest expenditure are closer to

the target set. The CEPA estimate of personnel emoluments is significantly lower than
both the official estimate (by about 1.0 percent) and the targe6.® percent). In
contrast, the CEPA estimate for spending on goods and services is higher than the official
estimate by 10.1 percent and considerably in excess of its falgebver one quarter.

Part of the explanation for these differences is onceenaor account of the CAGD
classification of these expenditure items. Specifically, spending on goods and services
includes some salamglated allowances that should properly be included in personnel

emoluments.

Gauged in terms of shares to GDP, the penforce was mixed. Savings were realised in
respect of personnel emoluments (the equivalent of 0.4 percent of GDP) and transfers
(about 0.3 percent). Spending on goods and services, however, overshot its provision by
the equivalent of 0.4 percent of GDP. Thehievement in respect of personnel
emolument was remarkable, but the evidence from the labour market suggests that all is
not well and the outcome may very well prove deceptive of the difficulties in the near to

mediumterm.

For interest payments, tharget was a mere modest 7.9 percent higher than the previous
year 0s pe&Bydbeadifiansas against ¢3,472 billion. This latter was based on
favourable expectations regarding savings in interest paymenfsoved domestic debt

management policy arekternal debt cancellation associated with the HIPC Initiative.

The target on interest payments reflected expectations based on improvement in domestic
debt management and external debt cancellation associated with the HIPC Initiative.
With Ghana reachingCompletion Point in migear, the outcomes, not surprisingly,

proved even than projected.

Capital spending may be broken down into domestically financed and fdnedgnced
components. This breakdown is of considerable public interest on account eptfmerc

of i e x ¢ e-dependeacé and iitedl associated vulnerabilityresulting from
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conditionality and disbursement volatility. There is also the important issue of country
ownership of the development agenda and process.

There are three subcomponemt domesticallyfinanced capital expendituré cash

expenditure (including net lending and equity), statutory funds (DACF, GETF, Road

Fund and Petrolewmelated Fund) and HIPR@nanced. The targets for the cash

expenditure (1.6 percent of GDP) and statutiinds (3.2 percent of GDP) were set

higher than their respective outturns of 2004. In contrast, HilR@Dced capital

expenditure had a target equivalent to 2.4 percent of GDP which was about 0.6
percentage points of GDRttunower than the prev

In respect of the public concern with excessivedagdendence, it is worth noting the
following: the classification of HIP@inanced expenditure |(with debt relief resources)
under domesticallfinanced capital expenditure can be rationalisedwéie@r, program

grant resources counted as budgetary support is used in part to finance capital
expenditure. To that extent, the domesticaliffinanced is overstated and

correspondingly, the foreigiinanced capital is understated.

The capital expenditureslesignated as foreigimanced, performed as expectéd
achieving exactly the target set6.1 percent of GDP. As with the HIPfihanced
spending, these expenditures financed with the proceeds of project grants and project
loans are protected from ebadks although in some years may suffer from disbursement

slowdowns or withholdings on account of conditionality.

Money, Credit and Prices

In consonance with the macroeconomic targets set for 2006, monetary policy is geared
towards the attainment of singlgit inflation buoyed on by tighter liquidity contébl
projected growth rate for broad money supply is 17.8 percent b2@0®l In line with

this benchmark, the Bank of Ghana (BOG) and its Monetary Policy Committee (MPC)

continued to implement monetarglizies with dual objectives lower inflation rates and
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promotion of higher economic-i g owf ht haet 3 1 |
sector. The MPC has met thrice this year. It reviewed the prime rate downwards in

January by on@ercentage point to415 percent and maintained the same rate at its
subsequent meetings in May and July. The downward joggling of the prime rate which

begun in 2003, signifies commitment by the BOG to lower interest rates within the
financial sector @ndobébsthesepuewnatyg decowdi hor

Over the first quarter of this year 2006, developments in monetary aggregates indicated
guarterly monetary growth rates slightly higher than the previous years. With inflationary
pressures largely containedydathe prime rate maintained at its last quarter position, the
Bank of Ghana has slightly eased off the tight lid on liquidity perhaps to instigate
domestic spending and increase business confidence. Quarterly growth rates in broad
money supply inclusivefdoreign currency deposits recorded 3.6 percent growth in the
first quarter of 2006 compared to a decline of 0.8 percent in 2005 and a lower growth of
1.8 in 2004. By May 2006, M2+ had inched up further to 5.9 percent from the March
figures. On a yeao-year basis, growth rates of M2+ indicated a 24.1 percent jump

compared to 23 percent a year before.

Following the lowering of secondary reserve requirements from 35 to 15 percent in July
2005 and its subsequent abolition in August 2006, banks are Hyadaaming up to

active lending practices, yet the pace is slow and cautious. Bank interest rates remained
stable throughout the first quarter of this year with upward movements only observed in
3-month time deposit and call money instruments. Averagegs and lending rates
remained stagnant at 6.4 percent and 26 percent respectively irrespective of the lower
prime rate effected in January 2006. The average base rates of banks also remained
stable at 21.5 percent during the first four months of 2006us, the average spread
between savings and lending rates over the first half averaged around 20 percent

compared to 26 percent the same period a year earlier.

The current levels of bank interest rate spreads in the financial sector clearly dxhibit t
6Pareto Principlebéb or the 680/2006 rule wher .

from better bank facilities. Reasons assigned by bankers for the observed wide interest
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spreads in the banking sector affecting small savers include high cdsésmsHctions,

high loanloss provisions on advances, inherent operational inefficiencies of some banks
and the absence of a credit referencing bureau. The latter reason is widely believed to be
the key factor that stalls lending to most customers. Aaogrie some bankers, a credit
reference bureau will not only provide enough information on most borrowers but also

lessen the risks associated with lending.

It is evident that moral suasion as prescribed by the Bank of Ghana to motivate banks to
narrow interest rates spreads under a fairly liberalized financial market is inadequate.
Nevertheless, an opportunity currently working in favour of bank customers is the rising
number of banks from 17 in 2000 to 22 by April 2006. Current trends within thénlgank
sector depict increased competition, instigated among other things by increased number
of banks with diverse modes of operations. The challenge faced by banks to innovate
financial products that does not only attract, but also maintains customersiidaces

small enterprises is one clear way forward to narrow the current wide interest rate spreads

t hat prevail within Ghanads banking sector.

CPI annual inflation has remained on the downward trail since the last quarter of 2005
and into the first foumonths of 2006. Yearly inflation declined from 14.8 percent in
December 2005 to 12.1 percent in February and then to single digits in March and April
at 9.9 and 9.5 percent respectively. This was achieved against a backdrop of a statistical
correctionof blips in inflation the year before due to 50 percent petroleum price hikes.
The first five months of this year has witnessed three petroleum price caagesline

of 0.6 percent in January, 9.6 percent increment in February and a 10 percent increment
in May. These changes notwithstanding, the impact on inflation has been minimal and
both the February and May petroleum price increment resulted in 2.5 and 1.7 percent
monthly growths in the CPI. The resultant effect on inflation however, was muffled for
February (due to the statistical correction of a similar increase a year before) but given a
lag of two months and the May increment in petroleum products, its inflationary pass
through effect has emerged. Subsequently, the inflation rate rose froner@éntpin

April to 10.2 percent in May and then again to 10.5 percent in June.
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Trade and Payments
Developments in the external sector of the economy in 2005 have been similar to those of
2003 and 2004 both in terms of the foreign exchanges and on aadfowansactions

with the rest of the world.

In the foreign exchange markets, the domestic currency (the cedi) has been relatively
stable with respect to the US dollar, depreciating by less than one percent in nominal
terms while appreciating by moreaiin5.0 percent in real terrds a tendency that has led

to a widening gap between the RPdsed equilibrium exchange rate and the actual rate,
resulting in increasing overvaluation of the domestic currencyavis currencies of

major trading partners sie003 and threatening to continue into 2006.

The stable nominal rate and appreciating real rate have generated a lot of debate, leading
to questions being raised about the type of exchange rate regime being pursued by Ghana,

and the impact of this on grmh and employment creation.

While a number of analysts have expressed concern about the possible adverse impact on
competitiveness of the real exchange rate appreciation in such a scenario, some others
have argued that exports have a strong underlyimogvth rate in spite of the real
appreciation, implying that no negative effects on exports growth can be expected from
the real appreciation. It is strange that in spite of the downward trend in the volume of

exports one can argue about a strong underlyergl in exports.

The notion that the exchange rate must appreciate with increased external resource
inflows of doubtful duration is part of the poyclical policy framework, which has been
found to be detrimental to growth in less developed countiieis. also part of the
macroeconomic management in which inflation targeting takes centre stage. Such a
framework treats the intermediate target, inflation, as the final outcome. One of the
lessons of the implementation of the economic reforms in the 1@9@eveloping
countries documented by the World Bank is that lowering inflation on the basis of

appreciating nominal exchange rates stunts exports and GDP growth.
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The more critical thing in terms of exporting is the effect of the appreciation on the
incertives or profitability of exporting. It is the profitability of exporting that will
determine the investments in the sector and the gains that can be made in terms of
competitive advantage through productivity and product quality. There is evidence that
the exchange rate affects investment positively through exporting and other effects in
Ghana. A depreciation of the cedi encourages exports.

Other comparable developments in 2005-avigs the preceding two years were the
continuing and widening deficits dooth the trade and current accounts of the balance of
payments. In 2005, the trade deficit increased by 68 percent over that of 2004. This
followed a 122 percent increase in the trade deficit from US$681.0 million in 2003 to
US$1,512.7 million in 2004. Iterms of GDP, the trade deficit deteriorated from 8.9
percent of GDP in 2003 to 23.8 percent of GDP in 200%he largest recorded trade
deficit in the last decade. Irrespective of the source of financing these deficits, they are

not sustainable.

The inaeasing appreciation of the exchange rate made imports competitive. Combined
with recordhigh world market prices of crude oil, merchandise imports increased
substantially between 2003 and 2005. Not surprising therefore, oil imports was the largest

sourceof the growth in imports.

On the supply side, the external payments difficulties were due to a deceleration in export
earnings. Merchandise exports increased by less than one percent (0.6 percent) compared
with 2004, representing a deceleration in theuahnate of growth of exports, which was

27.3 percent in 2003 and 8.7 percent in 2004. This somewhat disappointing growth rate
was achieved on the back of gold and other minerals, namely bauxite, diamonds and
manganese. Gold export earnings increased B/ d&rcent to reach US$945.8 million in

2005. The increase in earnings occurred largely as a result of continuing-hegord

rallies in gold prices on world markets. The average price per ounce, which had remained
buoyant at over US$400 in 2004 increasedher to reach US$504 by eftkcember

2005.
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The resultant increased disparity between the annual rates of growth of exports and
imports reflected in the widening of the trade deficit from US$681.0 million in 2003 to
US$2,542.0 million in 2005.

As in theprevious two years, the deficit on the trade accounts was largely financed by
unrequited transfers from both official and private sources. These transfers almost
doubled between 2003 and 2005. Official transfers (including HIPC grants) increased
from US$32.9 million in 2003 to US$567.0 million in 20@ about 43 percent of this

in the first half of 2005. Over the same period, net private transfers increased from
US$801.4 million to US$1,550 million. In spite of these massive transfers, the deficit on
the current account balance (including official transfers) worsened from a surplus of
US$233.7 million in 2003 to a deficit of US$754 million in 2@5the equivalent of 7.1
percent of GDP and the worst since 2001.

In spite of widening deficits on boththeatd e bal ance and the curreni
overall balance of payments position turned to a surplus amounting to US$309 million at

the end of 2005. This surplus in the overall balance of payments was in sharp contrast to

both the deficits of US$10.1 rdn registered at the end of 2004 and the US$4.1 million
programmed for 2009 a massive turnaround on both accounts. Substantial external

resource inflows, consisting of project and programme grants, debt relief on account of

the HIPC Completion Point pgramme and foreign direct investment from private

sources, were largely responsible for the massive turnaround in the overall balance of

payment®d mostly in the second half of the year.

In spite of the huge overall surplus, the rate of accumulatioesairves declined. As a
result, import coverage of gross international reserves declined slightly to 3.2 months in
2005 from 3.3 months in 2004.
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Economic Outlookd 2006 and beyond

Fiscal Operations

o I n Ghanads current i mo n et eavork, the domestia c r o e c 0O |
debt to GDP ratio is the nominal fiscal anchor. For this year 2006, the target is to
reduce the ratio further by 2.1 percentage points from an estimated 10.8 percent at the
end of 2005 to a projected 8.7 percent for-2666.

The Appendix Tables show revenues and grants in the programme agreed with the IMF,
the modified programme on account of the supplementary budget statefinemd the
provisional outturn projected by CEPA. The CEPA provisional outturn projections
extensively useublished current year 2006 data from the Controller and Accountant

General 6s Department (CAGD) .

The total revenue target for 2006, is likely to be achieved albeit with an insignificant
overall shortfall equivalent to about 0.1 percent GDP. The tax uevenmponent is
projected to fall considerably short of its targeby the equivalent of about a full
percentage point of GDP. Ndax revenues, in contrast, are projected to -@esformi

by an estimated 0.8 percentage points of GDP. This, howeverd wotilbe enough to

make up for the shortfall in projected tax revenue collections.

Shortfalls are projected in respect of the direct and indirect taxes:p@sermance is,

however, projected in collections of taxes on international trade and transacG&iPA

projects an overall shortfall of about 0.4 percent of GDP in collections of direct taxes.

This is on account of what appears to be a rather disappointing performance in company

tax collections about 0.8 percent. In his supplementary budgéemsient, the Minister

for Finance and Economic Planning was rather optimistic, claiming that the observed
collection shortfaldl in the first four mo n t

assessment of companies for the yearo.

In contrast, PAYE codictions are projected to significantly exceed the target by the

equivalent of a 0.8 percent GDP. In view of the apparent delays in wage settlements with
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public sector employees, this development is quite remarkable. The data provided in the
supplementanpbudget, also, lend support to the CEPA assessment. The-thatter
planned performance in this category, however, is not enough to make up for the
shortfalls in the other direct taxes.

The total collections of indirect taxes are also projected to lfalftsof target by the
sizeable margin equivalent to some 0.8 percent of GDP. It is not quite clear why VAT
collections appear to be performing so poorly. The CEPA provisional actuals suggest
that the tempo of economic activity especially in the manufexgjigector may well be
lower than had been anticipated. This may be a contributory factor to the relatively poor
performance of both company taxes and VAT (domestic).

The overperformance in respect of petroleum taxes has been a cause of considerable
coneern. This is because prices of petroleum and petroleum products have recorded sharp
increases in international markets. Given the policy of full cost recovery upon the
introduction of the independent and automatic mechanism for petroleum products
pricing, upward price adjustments have been effected in February, May and July this
year. The higher than planned petroleum tax collections indicate that retail prices of
products have been raised by more than warranted by the cedi value of increases on
world makets. Appropriate Parliamentary approvals have been given to rectify the

anomalities caused by an ad valorem tax and a rising landed price base.

Collections of taxes on international trade and transactions are projected by CEPA to
perform better than haddeen expected. Import duties, however, are likely to perform
poorly, though only marginally s6 a shortfall of about 0.2 percent of GDP. Cocoa
export duty collections, however, are running far ahead of official projections. This is
largely because thessumptions on which the official projections were based appear in

respect of both volume of exports and world market prices seriously flawed.
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Traditionally, grants have been categorised into the following: project grants, program
grants, and HIPC assace. The supplementary budget has added another dimension to
grants known as the Multilateral Debt Relief Initiative (MDRI).

Looking at the Appendix Tables, program grants and HIPC assistance (multilateral) show
no change as a result of the supplemgntamdgeti 2006 programme and 2006
programme (modified). However, the project grants increased by ¢492 billion or a
difference of 0.6 percentage points of GDP. MDRI assistance also increased from ¢1,243
billion to ¢1,517 billion, a difference of 0.3 pentage points of GDP on account of
projected additional MDRI debt relief from the IDA and AfDB.

The supplementary budget, sought to take advantage of additional resources primarily but
not exclusively, released from MDRI debt relief, to augment publicsimrents and
povertyrelated expenditures. The PRGF programme with the IMF projected total
expenditure in 2006 of ¢36,362 billidnequivalent to 32.4 percent of GDP. As a result

of increased foreigfinanced capital spending in the supplementary budgegl t
expenditure has been raised to ¢38,168 billioabout 34.0 percent of GDP in the

modified programmes.

The CEPA provisional actuals (with its basis in CAGD data) cannot provide a breakdown

of povertyrelated expenditureseparately into its componenbf nondebt expenditure

and capital (shown under MDRI). Consequently, the apparenti@oinspending overrun

of 2.1 percentage points of GDP in CEPA estimates is, at least in part, on account of
capital expenditure to be financed with resources from MiBRI debt relief.
Correspondingly, there is a projected urgending equivalent to 1.3 percent of GDP
shown in respect of capital expenditures in the CEPA provisional actuals. Altogether,
CEPA assessment of the overall expenditure outcome is an ex@sthe programme
target equivalent to 0.9 percent of GDB4.9 percent of GDP compared to the modified
programme target of 34.0 percent of GDP.
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The 2006 programme agreed with the IMF, has been somewhat modified by the
supplementary budget of July 13006. Specifically the projected disbursements of
grants increase by about ¢766.0 billion, on account of MDRI debt relief from IDA and
AfDB, Millennium Challenge Account (MCA) project grants, and project grants from the
Areeba Telephone Company. Thusthnilomestic tax and netax revenue unchanged,
total revenue and grants increased to ¢33,526 billiequivalent to 29.8 percent of GDP

and implying an increase of 0.7 percentage points of GDP over the original, agreed

programme target (all on accountinéreased grant disbursements).

Again total expenditures, in the modified programme, increased by ¢1,805 billion. This
is on account of increased capital spending financed with two project loans totaling
¢1,317 billioni a short term loan from local saa&s and a concessionary long term loan
from Deutsche Bank together with the project grants from Areeba and the MCA. It may
be noted that no adjustment was made to the ¢1,831 billion capital expenditure in the

programme to be funded with MDRI debt relief

Consequently, the overall broad balance (OBB) (above the line) deficit widened by 28.8
percent. In terms of ratio to GDP, the deficit increased from 3.2 percent to 4.1 percent.
The CEPA provisional actuals indicate that the year may end with a mueh @B

deficit than planned.

As a general rule of thumb a domestic primary balance (DPB) surplus, large enough for
debt servicing, is a key ingredient of a prudent debt management policy. The programme
target is a DPB surplus of ¢1,552 billion, equival® 1.4 percent of GDP.

CEPA provisional actuals show that the year could end with total domestic expenditure in
excess of the target by some ¢2,640 billion. ftdarest spending is projected to be in
excess of its target by ¢2,355 billion. And essedomestic capital expendituie
including HIPGfinanced- is projected to be another ¢285 billion. It is important to point
out however, as noted earlier that povediated expenditures financed with resources

from MDRI debt relief may have been iretgoods and services expenditure category of
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domestieinterest expenditure in the data of the CAGD on which the CEPA provisional
actuals are based.

On a cash basis, CEPA again projectgldicit equivalent to 0.8 percent of GDP
compared to a programme plus target of 0.7 perceinta turnaround equivalent to 1.5
percent of GDP. The government wage bill together with personnel related emoluments
included in the goods and services expenditures category poses a particularly difficult
challenge to the fiscadrogramme this year. The final outturn, complementarity of fiscal
and monetary policy and sustaining macroeconomic stability could very well depend on
how the public sector wage bill is managed especially with the clamour for improved
remuneration and calitions of service in the critical health and education sectors of the

labour market.

The net domestic financing (NDF) of the budget amount of ¢215 billion excludes the net
repayment of ¢71 billion in respect of the Government of Ghana lhitdked Bonds
(GGILBs). These estimates agreed with the IMF are unaffected by the supplementary

budget. The NDF is a performance criterion given the fiscal anchor of the government.

Based on the calculations in the Appendix Tables, a larger than planned flodtveoul
necessary. Thus, instead of a discrepancy of negative ¢685 billion largely to provide for
float cheques issued late in 2005 (estimated at ¢637 billion), CEPA provisional actuals
indicate that late issuance of payment vouchers resulting in float ctetelng ¢483

billion would be carried from this year into 2007. The fiscal space for contingency

including that in respect of public sector reform would appear to be totally depleted.

Monetary and Inflation Outlook

The Bank of Ghan wd mflatbmorates iis witheuhdispute.o Pelsistency

of this policy objective has contributed to subdued inflationary pressures in the economy.
Lower money supply growth rates, recorded in 2005 and the first quarter of 2006,
indicate slower but slightly gher growth rates than previous years. As noted by the IMF

Country Report in June 2008,t h i s OJpparticulaly imthe latter part of the yed

Executive Summary 17



CEPA Macroeconomic Review and Outlook, 2006

reflected containment of government bank borrowing, with intensified fiscal efforts to
reduce domestic dein the fourth quarter of 2005. These efforts have helped to contain
inflation, even with significant increases in domestic petroleum prices that raised

i nflati on mar ke d There areno lingicatioms that the BapkeoAGhana
will let up its hold on liquidity and subsequently inflation for the rest of the year. It is
therefore envisaged that the targeted broad money supply growth rates for 2006 may be
achieved subiject to further containment of inflation pressures.

The challenge of momay management is not only to achieve price stability but the

ability to harness the benefits of a stable inflationary environment to promote economic

growth. The main players in this transition are mostly the financial institutions. Annual

growth rates bcredit to the private sector slowed down slightly in the first quarter of

2006 . But the trend may change by the end
announcement of abolition of secondary reserve requirement fféxadust 2006 by the

banking setor. The Bank of Ghana continues to streamline the operations of the banking

system to improve its efficiency and soundness within a competitive environment.

Accompanying an efficient banking sector is the challenge of directing credit to growth

targeted sectors within the economy. In this light, continuous effort to direct credit to the

sectors of the economy, particularly agriculture, which may provide the needed boost to
Ghanatés targeted higher economic grabwt h r at
sector stildl holds the key to Ghanabés highe
largest employer, it captures a sizeable share of the national income. However, credit
towards the sector has been dismal partly because it not only requigeseron

investments but also its profitability requires long gestation pefiodbaracteristics that

are highly unfavourable to domestic bank lending. Perhaps, foreign inflows expected

from the Millennium Challenge Accou® a chunk of which has been tatgd at the

agricultural sectod coul d wel | be the stimulator for a

Ghana.
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The stated primary goal of the Bank of Ghana is to achieve giligjterate of inflation

this year. The expectation is that this will be achiedesdpite the impact of utility price
adjust ment s. CEPAO6s analysis points to a pf¢
that the observed headline inflation of 10.5 percent reached in June 2006 is sustainable
for the rest of the year. Given the leadsl dags in the impact on inflation of monetary
aggregates, such a scenario would involve the use of the considerable foreign exchange
inflows to intervene in the foreign exchange market with a view to inducing substantial
nominal appreciation of the exclgmrate in order to support the disinflation policy of

the Bank of Ghana. While technically feasible, there are, however, costs in terms of
international reserves depletion as well as dampening pressure on domestic import
competing sectors of the economycluding food agriculture and in employment

generation.

Judging from the current state of the thyee ar 6 e ¢ 0 ®othei upswingplyasel e
commenced in the fourth quarter of 2005, the balance of government concerns over
macroeconomic stability and @erated economic growth, the two major sitertn

risks, namely the uncertainties surrounding international prices of petroleum and
petroleum products, and the current unrest in the labor markeéEPA analysis would
suggest that yeaynyear headline iitation would most likely remain in the 112

percent per annum range over the period to March next year. Thereafter, as the economy
enters the downswing phase of the cycle, headline inflation would be expected to follow

a generally declining trend to trgh in single digits in the third quarter of 2008.

External Sector Outlook

The relative stability of the foreign exchange market will continue to the end of 2006,
with a tendency towards greater real appreciation. The current policy on inflation
targetingand using the exchange rate as a nominal anchor will continue, with pressures
for a nominal appreciation of the exchange rate. The Multilateral Debt Relief may boost
these developments. If this relief, together with the other inflows, is perceived to be
permanent, then the equilibrium real exchange rate may be thought to have increased.

This may strengthen the tendency and argument for real appreciation through nominal
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appreciation of the exchange rate. Indeed, if these flows are treated as permanent then
one has to deal with all the iIissues related

Ghana has to decide whether its exchange rate will be managed to protect productive
incentives or to stabilize consumption. For a country in search for an accelerated growth
strategy onewould have thought that the exchange rate will be managed to promote

growth and poverty reduction. The transitory issues of the effect of the exchange rate on

consumption could be dealt with through the growth in incomes.

To the extent that the currentateappreciation of the exchange rate is not based on
productivity gains, there is the need to consider the issues of premature real appreciation.
However, the constituency for such an approach may be limited in view of the substantial

flows and the currergolicy may continue even beyond 2006.

The upsurge in the thrgeear agricultural or weather cycle started in the fourth quarter of
2005. This implies that cocoa production will increase. Already by the end of April 2006,
cocoa purchases from the 2005/@00ain crop had exceeded the total purchases for the
whole of last year by 9.3 percent according to Bank of Ghana sources. However, prices of

cocoa beans on world markets are lower than last year.

Gold prices on world markets are continuing the upward em@nt witnessed in
2005.This may stabilize at levels substantially above those of last year. With possible
new production on the line, gold exports will most likely increase in 2006.

However, the continuing high and rising crude oil prices and the reed@apon of the
exchange rate means that imports will again increase substantially in 2006. This will lead

to another large trade deficit in the balance of payments.

The effect of this on the current account balance may be moderated by transfers.
However there is uncertainty about the levels of private transfers even though they have

increased substantially in the first half of the year.
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In spite of the uncertainty that may surround the outcome of the current account, the
Multilateral Debt Relief beneftand other capital inflows may maintain a modest surplus
in the overall balance of payments.
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2. KEY NEAR-TO MEDIUM -TERM ISSUES

2.0 Introduction

Ghanadts devel opment objectives are stated in
(GPRS II) which was presented to Parliament in October 2005. It is guided by the over

arching objective of attaining middlacome status by 2015. On current estimates, this

entails real GDP growing by at least 6 percent per annum. Achieving this would help

ensure the desired improvements in the quality of life for all Ghandiaspecifically,

sustainable poverty reduction as embodied in the GPRS Il and the Millennium
Development Goals (MDGs). In November 2005, a Consultative Group (CG) meeting

was held in Acra, to among other things, articulate the targets in the GPRS II. The CG
documentation provided input for the finalization of GPRS Il. The process was
completed in Januamwned®0GPRSBd Id fwasudturly | at

The launch of GPRS Il hasdarght to light some important nem-medium term issues

t hat need to be resol ved. They l i e at t he
development partners and the need for the institutionalisation of a credible framework for

policy formulation and desionmaking that would give concrete expression to the

concept of Acountry ownershipo.

Three of these issues form the content of this chapter. They are concerned with:

o Macroeconomic Policy Framework;
o Dutch Disease or the Debt Relief Resource Curse symetrand

o Accelerated Growth and External Debt Sustainability.

As Nobel laureate Joseph Stiglitz emphasized in his keynote paper to the ILO Global
Employment Forum, there is overriding need for the recognition of some long standing

principles:
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e that thereare tradeoffs (macroeconomic stability and shoun economic growth
rate),

e that there is uncertainty (in the dynamics of any economy and therefore about the
consequences of any policy, exchange rate fluctuations that could result in
Afover shootingo),

e thatdifferent policies affect different groups differently (gender and geography
regions and districts within regionrglimensions),

e that the role of the economic adviser is to inform policymakers of the
consequences of different decisions (the appropr@ee of the Bretton Woods
Institutions (BWIs)), and

e that it is the role ofhe political processo make these decisions (represented by

credible structures for policymaking involving the Executive, Parliament,
independent academia, think tanks, NGOs adl a® development partners
(BWIs)).

Stiglitz, further notes that the international financial institutiertke IMF and World

Bank - have been instrumental in perpetuating the myth that in economic policymaking

there is always a ®idngvha cihidao mi ntahnetroe f ma lei cfiyo
myth is that HAeconomic policy is apoliticalc
i nto political matters (though they do so
rationalise such unwarranted intrusieeba vi our , At hey refer to the

as their shareholders, suggesting that they are more akin to corporations than to political

i nstitutionso.

2.1 Macroeconomic Policy Framework

The design and formulation of macroeconomic policies presegpoise need for
intervention in the functioning of the maeesonomy. It implicitly assumes that left to

its own devices the economy would not attain a state consistent with the desired level of

well-being for the citizenry.
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In framing macroeconomic fioies, we need to keep our eyes on the ultimate objectives,
and not on intermediate variable®n economic growth, employment, living standards,

not inflation rates, interest rates or exchange rates, which are important only to the extent
that they affet the variables of fundamental importance. In what follows, we would
consider two ultimate objectives and two intermediate variables, which are particularly,

important, given our circumstances and postependence economic history.

Macroeconomic objectes typically comprise the following:

1. Economic Growth

As the GPRS Il document makes clear, the case for economic groadtelerated by
historical standard$ among the objectives of macroeconomic policy is compelling.
Economic growth is the only feasibbeeans of terminating poverty. This arises from the
compounding nature of the growth process. In contrast, once and for all, welfarist
distributional transfers from the relatively rich in society to the poor have but an
insignificant, and in our circumehces, unsustainable if not counterproductive effect.
Moreover, this is equally true of transfers effected by the tax transfer mechanism within

the economy as it is of foreign aid grants to the country.

Increased real income per capita permits the iseaconsumption of all goods

including leisure and hence an increase in economic welfare as commonly understood. In
addition, with o6dnatural é population and | abo
economic activity to become increasingly capitdensive, economic growth becomes a

necessary prerequisite for the maintenance of high level of employment and for the
elimination of the social tensions which accompany unemployment and

underemployment.

There have been some concerns raised especiallgniyonmentalists about costs
associated with economic growth including pollution, environmental degradation and the
destruction of habitats and the ecosystem. Other costs of economic growth concern
congestion, the tensions associated with living in &lliigomplex and urbanized society

and the speeding up of structural change which generates displacement effects and
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regional decline. Many economists have also drawn attention to the impact of economic
growth upon the depletion of natural resources, nmfiy whi ch are in &6fini
addition to the environmental and ecological damage that could be inflicted by

Auncontroll edo growt h.

Analysis by staff of the BWIs suggest that with current growth rates of around 6 percent
per annum, Ghana should aeve@ the MDG of halving income povertpefore the
stipulated 2015 date. Nonetheless, slow improvement, and even deterioration, in some
key indicatorsi in particular, the undefive and infant mortality raté is an ongoing
concern (IMF Country Report Jan2006 para 15). On the basis of these and other
assessments, the government has revised its approach in the updated poverty reduction
strategy (GPRS II). In the view of the government: the rate of economic growth is not
sufficient for the attainment ohé objectives of GPRS Il. A minimum GDP growth of 8
percent is estimated to be needed by 2009, and this requires that the resource envelope
underlying the current mediuterm framework and the MulDonor Debt Relief
Initiative (MDRI) will need to be scatkup to provide for investments in strategic areas

like energy, roads, railways, information, communications and technology.

Accordingly, t he gover nment hsrgcturedpuplic a | ed it
investment framework informed by the GPR Il i for the essential undertakings for

whi ch we cannot obtain concessional financ
Director of IMF, May 25, 2006, para 14). The task is how to ensure that the additional

growth actually materializes; and, no lesgartantly, that the additional resources are
procured on such favourable terms as to ens

sustainability.

2. Employment

AW th excessively high unempl oyment rat
deteriorate, with a multitudef®social manifestations, from urban violence to

riots and civil strife, which create an environment which is unattractive for

i nvest ment and job creationo.
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Raising the level of employment is a key objective of GPRS Il. Two of the common
approaches areibfly considered heret he Keynesian and t he fAmonet

A In the first approach, the involuntary unemployed are grouped into two
categoriesi those who could be effectively employed by macroeconomic
policies raising the level of aggregate demand awndehhat could not. The
latter group consists of the structurally unemployed, the seasonally unemployed,
the frictionally unemployed and the chronically unemployable. The more
unemployment is on account of this latter group, the less scope there is for
macroeconomic demand management policies to prove effective in reducing
unemployment.

A The second or monetarist approach views unemployment as essentially

determined bymicroeconomicfactors such as geographical or occupational

immobility of labour. Conseantly, in the longrun, unemployment is not

viewed as amenable tmacroeconomicpolicy measures. The lofmin or

Anatural o rate of unempl oyment can best
measures directed at the microeconomic causes. The approach, however,

concedes that, in the short run, auallevel of employment could depart from

that of the longrunT rising above it at the cost of increasing inflation, and falling

below it to achieve a reduction in inflation

3. Inflation
Inflation T strictly speaking s an | mportant i ntermediate tar
extent that it leads to worgeal outcomes of lower growth, more poverty, and greater

i nequalityo.

Inflation imposes major costs on society while conferring few benefits. Moreover, many
of the costs could be avoided if the rate of inflation is correctly anticipated. And it is
easier to anticipate the rate when it is relatively stable. A low rate is also to be preferred

because the international historical experience shows that beyond alth(eshabout 40
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percent a year), inflation has had a tendency to spiral out of hand into hyperinflation with
serious costs to the economy and society in terms of economic growth.

In the Ghanaian context, inflation may be defined agessistenttendencyfor the
aggregate price level measured by the consumer price index (CPI) computed by the
Ghana Statistical Service (GSSp rise. The current primary goal of the Bank of Ghana
(BOG) is the achievement of singdiggit inflation rate trending over theediumterm

towards that of the coApercentprioslowmaj or trading

I n pursuit of the inflation objective, the
and access to lowost credit to finance activities in key sectors includiggrai cul t ur e o
(I MF Country Report June 2006 para 37) Fin:
relatively | owo. Il n pursuit of the objectiv
secondary reserve requirement of commercial banks was loweredpeycghtage points

T from 35 percent of deposit liabilities to 15 percem mid-2005 and finally abolished,
effective August 2006 . Looking ahead, t he
comprehensive information on the creditworthiness of borrowersughrothe
establishment of a credit bureauo (ibid) wo

provide enhanced access to {oast credit.

Regarding the effort to lower the cost of credit, the prime rate of the BOG was reduced
by 200 basis points in Ma3005. It was subsequently maintained over the seven months

to July 2006 even in the face of the heightened inflationary expectations and rise in
inflation unleashed by the three petroleum products price increases in that period. In spite
of this policy sance on the prime rate, however, average lending rates have remained

stubbornly highi' significantly positive in the real terms.

Beyond the various monetary measures a critical complementary role has been assigned
to fiscal policy. With the domestic debd GDP ratio as fiscal anchor, targets for net
domestic financing of the budgeéta performance criterion in the programme with the

IMF i have called for significant net repayments of budgetary resources into the banking
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Ssyst em. This is iaiomeadeatpriiemadwdisregct or . Tr e
declined as expected but there is evidence of significant proxy borrowing by government
T a contributory factor to the persistently high average bank lending rates.

4. Balance of Payments

The balance of paym&nobjective is defined as the desire for ldagm equality between
international payments and receipts. It arises from the awareness that there are costs
associated with any imbalance between payments and receipts. The nature of these costs,
however, @pends on the nature of the exchange rate system.

Ghanaodés current exchange rate regime is des:s
announced path for the exchange rate. Under this regime, intervention in the foreign
exchange market by the Bank of Ghasdimited toshortterm smoothing subject to the

achievement of an international reserves tarfleé Bank of Ghana is committed not to

undertake any action that would inhibit changes to the exchange rate as determined by the

fundamentals of market forces

Fluctuating exchange rates may generate uncertainty which may be intensified by a
tendency of exchangoebeyord & easge that woald apeeardohbe ot 6
justified solely by reference to purchasing power parity. Temporarily, high exchange
rates could create competitive problems for both exporters and domestic producers alike.
There appears to be evidence of this happening in the current situation in Ghana on
account of the strong inflows of both official and private foreign exchange isflon

the other hand’ as past experience in Ghana with devaluation episodes $how
depreciated exchange rates raise import prices with discriminating effects throughout the

economy.

In conclusion of this discussion of the macroeconomic frameworkolarypgformulation
and decisiormaking, we return to Stiglitz:

The role of government (and the international economic institutions) in
determining the economic framewor kééé mea
out politics from economics. The two are intimatelytier t wi ned é . Il n mor
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advanced industrial countries, we have developed a variety of institutions
(including strong independent academia, think tanks and NGOs) which give
voice to broader national concernséceée. Th
countries. Whais at stake for these countries is not just a matter of economic
efficiency, but the kind of society into which they will evolve, and the
creation, or survival of meaningful political democracy. Income distribution
and the creation of institutions whidjive effective voice (to the broader
national concerns) matter, not just for economic efficiency but for the
dynamics of political and economic change. Development is more than the
accumulation of capital and the enhanced efficiency of resource allocé#tion;

is transformation of society.

If we, as an international community, are to promote equitable, sustainable,

and democratic developmeint development that promotes societal well

being and conforms to basic principles of social justiege must reformhie

international economic architecture. At the very least, we must point out the

trade-offs, we musinsist on democratic processes for determining how

economic decisionar e made (Joseph Stiglitz AEMmMpIl oy
and Societal Welb e i n g 0 beN2004,eemphasis added).

2.2 Dutch Disease or the Debt Relief Resource Curse Syndrome?

An important potential source of economic instability is the performance of the exchange
rate, particularly when it is influenced by financial forces distinainftbe basic balance

of trade. Economic doctrine with respect to international trade has centred on the
principle of comparative advantage. The essential proposition is that all countries will
achieve an optimum national product, individually and togethermorking towards the

most efficient international division of labour. That requires, as the ultimate aim, a
relatively free movement of goods and services across national frontiers, at prices
reflecting the factor costs within each couritrgosts degrmined by resource availability

and productivity. And while the literature is replete with several qualifications relating to
the details of this process, the elements of free and open trade have been broadly accepted

as the aim towards which markatiented economies should be directed.

This doctrine has also had a place for capital movements. They were fitted into trade
theory in the form of shifts in the geographic location of various kinds of physical capital.

Capital was expected to move in resp@mo changing opportunities among countries for
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real investmenin economic sectoris agriculture, industry or services. It was expected to

shift into uses which promised those cost or productivity advantages that would yield the
most attractive return.In this sense, capital movements could be viewed as simply
performing the function of allocating financial resources and savings among real
producing assets anywhere; exchange rates would be merely accommodating residuals
determined by the aggregate flowfsall forms of trade, including physical capital.

The problem arises because large proportions of flows to sovereign borrowers
particularly foreign aid flows$ reflect financial decisions that are not directly tied to nor
necessarily lead to physicedpital formation. All too often, they end up being devoted

to consumption.

Ghana accepted the obligations under Article VIII of the Articles of Agreement of the
International Monetary Fund (IMF) on February 2, 1994. Accordingly, Ghana maintains

a flexible exchange rate regime: de facto classified as a managed float, using the US

dollar as the intervention currency, that is free of restrictions for current international
transactions. It is a managed float, with no-gn@ounced path for the exchangeerat

Bank of Ghana (BOG) interventions in- the for
term smoothing and achievement o f i nternat.i

Report, pg 16)

In the Press Release following the completion of the Fourth arili Riéviews of
Ghanaés Poverty Reduction and Growth Facil it

Deputy Managing Director and Acting Chair stated that:

The managed floating exchange rate has served Ghana well as a buffer
against external shocks. Allowimgeater flexibility of the exchange rate in

the face of strong foreign exchange inflows, however, would support further
disinflation, whilecompetitiveness should be addressed through measures to
enhance productivitfemphasis added).

The above reflectthe view of the staff of the IMF in their assessment of what they see as

the Arelative stabil it yavisthe WShdellarmwenma long | exch
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period. o They cont end t Is@ne noininal apprdciationf ace o f

would hae been expected which could have supported the process of disidflationl MF

Country Report No 06/228 June 2006 pg 17, emphasis added). Indeed they complain that:

the stability of the nominal exchange rate against the US dollar (even over a period in

which it was depreciating against the euro and the yan)the face of strong inflows

raises questions about how to interpret the policy, even though the authorities describe

the regime as a man agennalthargestin.responsendwrkee st af f €

fundamentals would provide support to further disinflatitMF Country Report, June
2006 pg 21/2).

In all this pressure from the IMF for nominal appreciation of the cedi, it is worth noting
that achieving single digit inflation has become theredmg macroeconomic concern of

the Fund. As emphasised in the IMF Country Report, the achievement ofdigigle
inflation is the primary goal of the Bank of Ghana. On its part, government expressed
concern about the possible impact on competitivendssh® real exchange rate
appreciation under such a scenario. It did agree however, that in the context of relative

macroeconomic stability, reliance should be gains in productivityto maintain and

improve competitiveness.

The issue being raised herencerns appropriate spending and absorption of the foreign
exchange inflows from the debt relief (under the HIPC Initiative) and the Multilateral
Debt Relief Initiative (MDRI), the Millennium Challenge Account (MCA) grants, as well

as large flows of privat remittances. Specifically, absorption of the foreign exchange
infows would result in real exchange rate appreciation. The post Completion Point
fundamentals, ceteris paribus, point to an appreciation in the equilibrium real exchange

rate- a Dutch Disase Syndrome.

Countering the adverse consequences of this on the accelerated growth strategy would
depend crucially on the pattern and composition of spending. It is therefore important
t hat the government 6s fambi tgromth and powertye st me nt

reduction focuses on the removal of structural bottlenecks and infrastructural weaknesses
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to enhance productivity and competitiveness. It must seek to lower costs, realise
productivity gains and to diversify the economy, so as to mairgampetitiveness in
international trade. As shown in Annex 1, this is what the Supplementary Budget of July
13, 2006 of the GOG seeks to achieve. Succeeding in this quest, however, would depend
crucially in the first place on the quality of the diagnastio terms of productivity
enhancing potential, as well as on the effectiveness of the identified spending. Clearly,

the way forward would be as much art as science.

2.3 Accelerated Growth And External Debt Sustainability
There appears to be somediem between the government and the development partners
over what is perceived to be a desire by government to borrow from the international

capital market.

In the view of the government, the focus of the poverty reduction strategy should now be
shifted from achieving macroeconomic stability to accelerating growth. In particular, it
would like to achieve real GDP growth off6percent per annum in the immediate years
and, subsequently, to accelerate growth-@&3Bpercent per annum (while maintaining

the inflation and international reserves targets).

As the Annex Il shows, the medidterm outlook supported by the development partners
envisages, and hopefully on concessional terms, annual gross external financing
requirements averaging 12.3 percehtGP. The sources of funding appear to have

been identified.

This first scenario supported by the development partners, however, is itself not without

risk. For example, according to the IMF:

Results from the illustrative debt sustainability analysis uggest t hat Ghan
external debt would be just under the sustainable thresholds over the medium

to long term in the above scenario. However, stress tests indicate that the

situation would worsen severely the projected higher growth rates,
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compared with the historical averages, are not achieved lormore
importantly i if the donor assistance as source of financing is not
sufficiently concessiona{lMF paragraph 18 emphasis added)

A second scenario based on the scalednvestment plan of the gernment calls for
additionalexternal resources of about 4 percent of GDP annually over the masliomm

The tension appears to centre on the contracting of the additional loans of about $1.8
billion over the fouryear period from 2002010. This is seehy the IMF as unlikely to

be obtainable on concessional terms. In this view therefore, such borrowing could pose
potentially serious consequences for external debt sustainability. According to the
Technical Memorandum of Understanding sent to the IMFapaph 6):

The focus of GPRS | was to establish macroeconomic stability, make some in

roads to reducing poverty by increasing s
account of the lessons, experience and outcomes during the past several

years, we have now ifted the focus of the strategynow embodied in the

Growth and Poverty Reduction Strategy (GPRS II), which covers the period

20060971t o |l aying the foundation for accel e
prepared preliminary costing of GPRS Il which indicate additional

requiremenif US$ 1.8 billion over the 20609 period (emphasis added).

A third scenario could be based on the UN Millennium Project needssessment for
Ghana. This envisages an even larger external financing requirement for capital
expendiure. According to IMF staff, an estimated amount of about US$2.5 billion

equivalent to 22 percent of GDP would be needed annually.

AA possible unsustainable external commer Ci i
one of two mainrresksptogrGhrmame.6s @Uhi s may
fiscal space created by the debt relief und
[IMF Country Report June 2006, para 41 pg 20].

This view was echoed by the IMF Executive Board in the Press Releassirfiglithe

completion of the Fourth and Fifth Reviews of the current PRGF programme:
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Debt relief under the enhanced HIPC Initiative and the Multilateral Debt

Rel i ef Il nitiative (MDRI) has |l ed to a su
debt service iMmditclag ogeeernment 6s economi
focused on accelerating growth through the preparation and implementation

of an ambitious investment pl an, it owi |
debt sustainability.

Accordingly, Ghana should contire to rely on concessional development

financing
(Press Release No. 06/126 of June 12, 2006, emphasis added)

Il n turn, the government stressed its deter mi

sustainability in any jeopardy over the medium to long term.
Under the current PRGFsupported programme with the IMF, there are two performance
criteria on external delit one in respect of sheterm and the other one, medium and

long-term external debt.

Excluded from these performance criteria are loans avfrant element of 35 percent or

more. Loans provided by a private entity are not considered to be concessional unless

accompanied by a grant or grant element provided by a foreign official entity equal to at

least 35 percent of the combined loan

The performance criterion on sheterm external debt refers to the outstanding stock of
external debt with an original maturity of one year or less, including overdraft positions
and debt owed or guaranteed by the government or the Bank of Ghana. Speadiffically

stipulates a ceiling of $100 million on thEntracting or guaranteeingf new noR

concessional external shadrm debt by the government or the Bank of Ghana.

The performance criterion on n@oencessional medium and long term external debt
refers b the contracting or guaranteeing external debt with an original maturity of more
than one year by the government or Bank of Ghana. The Aid and Debt Management Unit
(ADMU) of the Ministry of Finance and Economic Planninghe only entity authorised

to contract and guarantee external debt, and all leases with a total value above $100,000
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Is required to report on all new medium and kegn debt and its concessionality
(measured in US dollars at current exchange rate) to the IMF on monthly basis (within
four weeks of the end of each quarter).

The performance criterion stipulates that there shatidoeontracting or guaranteeing of

new nonconcessing external mediiimnd longterm debt by the government or Bank of

Ghana And as expressed in paragraphof4he Technical Memorandum attached to the
Letter of Intent to the Managing Director of the IMF: the medtenm framework, that

underpins the 2006 budgelpes not envisage any nooncessional external borrowing

The Government of Ghana is keenly agvaf the need to preserve debt sustainability. In

this context, the stated priority is to exhaust all avenues for concessional borrowing and
to refrain from accessing international capital to finance the 2006 budget. However, the
government has signallgts intention to prepare the ground for eventual access to such
markets to find the resource requirements needed to reach important development goals
as envisaged in GPRS Il and with respect to the MDGs. As such the government will:

e continue to strengtimedebtmanagement capacity, particularly to design and assess

loan proposals;

e develop a structured public investment framework, consistent with the GPRS I, for
specific projects for which concessional financing could not be obtained. This is
critical to ensure that resources are used efficiently, and that they guarantee adequate

returns to repay debt; and

e maintain a track record of good economic performance that would lead to favourable

financing terms in international capital markets.

Against this bakdrop attention has been drawn by the staff of the IMF to three
Ai mportant asqpecisvebtmeatsphhbed namel y:
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e there is a need for a robust estimate of the envisaged supply response to the policy
initiatives being pursued. In particuldhe realismof the assumption of higher
growth flowing from the additional outlays, needs to be assessed;

e the rapid pace of reverting to relevant debt burden thresholds over th @007
period should be a source of concern. This is because such a desetiaould

substantially increase Ghanads vulnerabi
term; and
e there is a major risk to this fiambitious

the required additional resources at sufficiently concessional ternthancbuld
compromise external debt sustainability. It is the view of the IMF staff to which
Aithe authorities concurredo that it ma y

financing from multilateral and other highly concessional sources.

Al n t hsanaed, Ghanamhould reduce the risks to debt sustainability by curtailing

its investment plan and the associated borrc
this is not a position that can be easily dismissed. [IMF Country Report, June 2006 para

21]

According to the Report from the Executive Directors of the International Development
Association to the Board of Governors fdon t
14) o, debt sustainability wil!/l be blehe basi s
countries in IDA 14. Under its grant allocation system, the share of grants in total IDA

funding will emerge from a countfyy-country analysis of the risk of debt distress.

The Joint Bankund debt sustainability framework (DSF) would constituteattedytical
underpinning for the |link between debt sust
links the risk of debt distress to the quality of policies and institutions irilcame
countrieséé (with) t he two br oadt topthel | ar s o

allocation of IDA grants by:
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(i) providing a set of indicative thresholds of external d®btden indicators which take
Il nto account countriesd policies and 1inst
exogenous shocks; and

(i) analysing the actuahd projected behaviour of deburden indicators and other key
macroeconomic variables as indicated, eg, in Debt Sustainability Analysis (DSAS)
both under baseline and plausible shock scenarios.

Grant eligibility in IDA 14 would follow additional princiels fii n or der to r1 ec
related Htodehé HnEsae. Key among these prin
limited to IDA-only countries. Eligibility for IDA assistance would be primarily based on

relative poverty, defined as Gross National Inco@NI) per person below an

established threshold which wasUS$895 per year as of July 2004and lack of

creditworthiness to borrow on market teri®A 14 fn 9, pg 5) Moreover, a mechanism

wi || be devised wher eby a orgmusiftits gpoveraroeatl d A c e &
or other public sector entitigsin particular, the Central Bank (in our case, the BOG)

contract or guarantee new loans from alternative sources of financing which threaten to

defeat the debt sustainability objective that IDAgnt s are intended to
C| o s eperatiow among leaders would be needed to ensure thatngakintg by IDA

does indeed help reduce countriesd risk of d

Countries would be ranked into detistress risk categorigshigh, modeate, lowi on
the basis of selected debt burden indicat ol
compared. The appropriate mix of credit and grants would be determined according to the

category into which the country is classified.
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ANNEX I

GPRS |l PILLAR

Details

Amount (¢ billion)

. GOOD

e PRIVATE
DELOPMENT

GOVERNANCE
AND CIVIC RESPONSIBILITY]

SECTOH

construction of new markets
potential impact of micro small an
medium scale enterprises.

support the new microredit

programme.
to promote the rule of law
transparency, and spee

administration of justice in Ghana
renovations and repair of th
electronic system in the chamb
and an office block for
parliamentarians.
purchase of various items includir
communications agpment,
vehicles and other logistics for th
Police Service.
funds will be used tc
support the construction of Cit
Hotel project in Kumasi.
to support the training of staf
attorneys as well as the payment
compensation owed to certa
individuals who testified at the
National Reconciliation
Commission (NRC).
commitment to
various infrastructural projects i
road and railway transport, ener;
distribution and generation, wat
distribution, tourism infrastructure
as well as modernization ¢

agriculture.

support the
rehabilitation of railway|
infrastructure.

government is committed to th
energy sector for the constructic
of a third BSP in Accra, th
acquisition of prepaid meters for
the ECG, and the rehabilitation
generation equipment for VRA.

1,78.5

2,149.3
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ANNEX |

CONTOD

GPRS Il PILLAR

Details

Amount (¢ billion)

. PRIVATE
SECTOR DELOPME

(¢}

to support the Keta Se
Defense Project, the Korle Lago(
Restoation Project, the affordabl
Housing Project as well as tt

rehabilitation of the Peduas
Lodge.

o] Millennium Developmenl
Authority

- farmer and Enterpris
training in Commercial
Agriculture;

- development of irrigation;

- land tenure facilities;

- improvement in post
harvest handling an|
value chain services;

- improvement on feede
and trunk roads;

- widening of highway to
Tema Port;

- rehabilitation of ferry|
services; and

- support for community
services.

HUMAN RESOURCEH o to help complete the Phase | 347.5
DEVELOPMENT the programme to upgrade Sen
Secondary Schools.

0 to support its exemption
programme as well as partially fi
the gap resulting from the loss
financing arising from the collaps
in the Health Sectewide
Approach Programme (SWAP).

GRAND TOTAL 4,2803

ANNEX 2
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Gross External Financing of Capital Expenditure

Scenario Percent of GDP

1. Baseline scenario (including additional resources from MDRI { 12.3
relief as well as identified additional donor resources of abo
percent of GDP peannum. This is deemed adequate to ach
annual growth rates of 6 to 6.5 percent over the 200010 period,
enough for Ghana to achieve the MDG goal of reducing the inc
poverty rate by half before 2015 by the BWIs.

2. An alternative scenario bad on the perception of the governmen| 16.3
the need to shift the focus of the poverty reduction strategy |
achieving macroeconomic stability to accelerating growth.
particular, to target growth at 6 7 percent per annum in th
immediate years, andulssequently, to accelerate growth to |

percent per annum.

3. UN Millennium Development Project (neetisassessment) by th 22.0
UNDP (additional amount of US$2.5 billion annually over the n
10 years of public investment and outlays in critical areash as
health, education, and infrastructlireee IMF Country Report Jur
9, 2005 footnote 5 page 12)
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3. REVIEW OF PUBLIC FINANCE AND FISCAL OPERATIONS

3.0 Introduction

The essence of fiscal policy is that it is the memnmfluence expenditure flows in the
economy either directly through expenditure changes or indirectly through tax and
transfer changes. Such changes in flow magnitudes are the principal means of controlling
the level of aggregate demand by the goverrimen

The concept of government used here is that of the PRGsported programme agreed
with the IMF. It is defined as comprising:

The central government as well as all special funds (the Ghana

Educational Trust Fund, the Road Fund, the District Asser@bi;nmon

Fund, and the National Health Insurance Fund) and various subvented

and other government agencies that are classified as government in the

Bank of Ghana (BOG) Statement of Accounts (SOA). The Social Security

and National Insurance Trust (SSNIT)dapublic enterprises, including

Cocobod are excluded from the definition of government (Technical

Memor andum of Understanding attached to
May 25, 2006).

The data presented in the tables as CEPA actuals depend largely on tioforma
published in the Financial Statements on the Consolidated Fund by the Controller and
Account ant General 6s Department (CAGD) .
reports that information omroject loans and grantas well asretained internally
geneated funds (IGF)of the Ministries, Departments and Agencies (MDAs) of
government is not included:

because such monies are often received directly by the MDAs who lodge
them in commercial bank accounts. Payments from these bank accounts
do not follow thenormal Government of Ghana (GOG) treasury
procedures and therefore escape capture. The narrow based financial
statements are therefore presented (see for example Ghana Gazette
24/6/05 page 472).
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Consequently, CEPA has supplemented the data providdeelyAGD with those from
other sources like the Aid and Debt Management Unit (ADMU) of the Ministry of
Finance and Economic Planning (MOFEP) and its own staff estimates, especially in

respect of external resource flows.

Government revenues are reportedtbyn e C A G D peiiiad nn whithethey are

received 0 whil e expenditures are frewegadi zed wh
and paid foo . Consequently the funds released t

presented as expenditures, on occasion, areh®mptrpose of clearance of payment
arrears (see for example Ghana Gazett8 Adhe 2005 paragraph 15 in respect of
pensions, paragraph 46 in respect of Ghana Education Trust Fund and paragraph 47 in

respect of District Assembly Common Fund).

As with prewous CEPA reviews of fiscal operations, we will use three summary
measure$ the overall broad balance (OBB), the domestic primary balance (DPB) and
the net domestic finance (NDR) to gauge the fiscal performance in year 2005.
Following upon this, we prade a more detailed review of receijptsomprising revenue

(tax and nortax) and grants as well as expenditures or strictly speaking, payments.

3.1 Overall Broad Balance (OBB)

The overall broad balance (OBB) is often used as a proxy measure farkiie gector
borrowing requirement (PSBR)from both internal and external sources. Since fiscal
policy normally influences the size of the actual PSBR, changes in the latter are
commonly looked upon as an indicator of changes in the fiscal stance.hdWwsver, is
essentially fallacious because the size of the actual PSBR could vary in response to
changing income levels. Thus, if the realized GDP growth is, for example, lower than the
projected, tax revenues could fall short of projections. Expewrditin contrast, tend to

be exogenously determined. Expenditure programmes are the means of providing desired
public services and meeting agreed social objectivéer example, in the current

situation, poverty reduction targets in the GPRS and theiilum Development Goals
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(MDGS). In such a situation, the PSBR could turn out larger than planned without any
conscious fiscal policy change.

The financing of the PSBR in the programme is from any one or combination of the

following:

e Dborrowing from the Bank of Ghana (BOG) and/or running down
government deposits held at the BOG,;

e sale of Fbills and other government securities to the banks in exchange
for an augmented government deposits with the banking system against
which payments are effected;

e net foregn borrowing i disbursements of aid loans, debt relief (not
counted as grants) less amortization; and

e sale of Fhbills and other government securities to the-bank public.

The first three lead to a direct and immediate impact on the money suppdpnthast,
the fourth leaves the money supply unchanged. However, the income velocity of money
circulation could rise, in as much as the sale of government securities leads to the

activati on of providind lareeffdotacomparable ®© @n inceas money

supply.

While this option makes the relationship between the budget deficit and money supply
tenuous and uncertain, choosing it requires a willingness to accept the associated rise in
interest rates. This latter, however, could prove proate. Among others, the rise in
interest rates may be seen as having potential crovadihgeffects on private
expenditures. Where it also induces capital inflows, these could contribute to
appreciating pressure on the exchange rate to the generahatdétrof Ghanaian

competitiveness especially in the impaampeting sectors including food agriculture.

Since the macroeconomic framework appears to determine both the money supply and

the interest rate, fiscal policy must be adjusted to obtain a deficit and its financing
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consstent with the desired money supply/interest rate combination. The choice of the
domestic debto-GDP ratio as the nominal anchor for fiscal policy and determination of

a net domestic financing ceiling consistent with the target set for the nominal fiscal
anchor affirm the Omonetaristdéd orientation
order for inflation to be controlled without imposing excessively high rates of interest, the

deficit must be firmly held in check. Fiscal policy has been rendered dinhte to

monetary policy. IMF Country Reports show that the government has been concerned
about the targets set by the IMF for the nominal antltmmestic debto-GDP ratioi in

pursuit of the intermediate objective of single digit rate of inflatidme §overnment has

argued apparently unsuccessfully that it views a substantial reduction in domestic debt to

be undesirable, given the resources it needs to finance expenditures in pursuit of GPRS II.

It has gone further to articulate its desire to boreoernally some $1.8 billion over the

20077 2010 period. IMF staff on the other hand, have continued to stress the benefits of

a fAfurther bold reductiono of the domestic

monetarist view of the role of fiscal policy

A fiscal challenge is to prevent further slippages that would undermine the

mar ket 6s confidenceeée. . and have adver s
Increasing fiscal space is a high priority to provide room for growth

enhancing and poverreducing expendituregimed at achieving the

MDGs. In this contexa further sizeable reduction in the ratio of domestic

debt to GDP is desirabjeprimarily through cuts in low priority

expenditures and in the public sector wage bill relative to GDP (IMF June

2005, pg 5, emplsis added).

Table 3.1a presents three variants of the overall broad balance (OBB) namely:

e OBB (above the line) or OBB (payments basis);

e OBB (modified payments basis); and

e OBB (below the line) or OBB (cash basis).
The OBB (above the line) is the differenbetween total revenue and grants, and total
expenditures of government including foreifymanced expenditures as well as interest
payments. Expenditure here means payment (fund releases authorized by the CAGD).

The use of the term expenditure hererefme, is best seen as payments rather than
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commitments made by the agencies of government (the MDAs). Consequently, the OBB
(above the line) is also OBB (payments basis).

TABLE 3.1a: OVERALL BROAD BALANCE (OBB) (¢ billions)
2004 2005 2005
OFFICIAL 2005 OFFICIAL CEPA
ACTUAL | PROGRAMME ACTUAL ACTUAL
Total Revenue & Grants 24,074 29,578 28,256 28,154
Total Revenue 18,994 23,911 23,156 23,054
Grants (incl HIPC Assistance) 5,080 5,667 5,100 5,100
Total Expenditure 26,584 30,951 29,893 30,659
Recurrent 16,695 18,784 18,220 18,637
Capital 9,889 12,167 11,673 12,022
OBB (above the line) (2,510) (1,373) (1,637) (2,505)
Arrears clearance 270 1,117 1,114 297
Road 71 100 99 96
Non-road (including statutory) 199 237 235 201
Payments in 2005 due to - 780 780 -
previous years' commitments
VAT refund 55 60 117 117
OBB (modified payments basis) (2,835) (2,550) (2,868) (2,919)
OBB (below the line) (2,941) (2,549) (2,234) (2,234)
Discrepancy(OBB below the line (106) 1 634 685
OBB modified basis)
GDP 79,804 97,018 97,018 97,018
Sources: CAGD; Monetary Policy Committee (MPC) Press Release;s@uelget & Economic Polid
Statements for 2005 & 2006; Ministry of Finance & Economic Planning (MoFEP) and CEPA
estimates.

As shown in the table, the 2005 programme targeted an OBB deficit of ¢1,373 billion
which was roughly about half of that rza&ld in 2004. As percentage of GDP, the 2005
target of 1.4 percent was planned to be a sharp improvement compared to the 3.1 percent

of GDP of the preceding year.

In terms of performance in 2005, the table presents the official as well as CEPA actuals.
Both of these show that the outcome for the year was worse than had been expected. The

OBB (above the line or payments basis) official outturn shows a deficit of ¢1,637 billion
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which was almost 20 percent worse than the target. The corresponding CEP Aeeistimat

a deficit of ¢2,505 billion. Compared to its target, this represents a rather poor
performancé of the same order of magnitude as that of the previousiyeantrary to
expectation. It may be recalled that while the performance realised in 20@&dadcn
improvement over the year before, it had nonetheless missed its target by as much as 2
percentage points of GDP. The performance record over theydaunrperiod beginning

from 2002 to 2005, points a disturbing picture. In spite of the effort naadiethe
improvements achieved, a lot remains to be done in the sphere of macroeconomic
policymaking implementation, monitoring and evaluation for the achievement of the
medium term goals in the GPRS Il and the MDGs.

The OBB (modified payments basis) shoinrthe table is derived from the OBB (above
the line) by adjusting for thelearance of payment arreansd the VAT refund. It brings

to light how it is that an illusion of good performance can be created simply by shifting
the burden of payments unto seeding years. Election year 2004 had been touted as
having been different from others in avoiding overspending. As it turned out, not only
were targets missed, but some payments were actually postponed into the following year.
Specifically, the table shasvthat the payment of an estimated ¢780 billion of
expenditures incurred in 2004 was shifted into 2005. This decision of government,
however, is not separately and explicitly displayed in the data published by the CAGD.
Thus, a substantial part or all ohet higher expenditure payments classified as
domesticallyfinanced capital expenditure in the CEPA estimates is simply the clearance

of these payment arrears of commitments carried over from 2004.

On account of the provisions for clearance of arreaestalget for the OBB (modified
payments basis) in the 2005 programme was for a deficit of ¢2,550 billion. This was
equivalent to 2.6 percent of GDP as against the outturn of 3.6 percent of GDP in 2004.
Thus, performance in 2005 was expected to show amasbvement over that of 2004

by the equivalent of a full percentage point of GDP. Interms of performance, the official

actuals show a marginally worse outcome than had been programmed. The CEPA

Review of Fiscal Operations 46



CEPA Macroeconomic Review and Outlook, 2006

actuals, show a worse outturn still a deficit equivagnt to 3 percent of GDP.
Nonetheless, this is an improvement over the 3.6 percent of GDP in 2004.

TABLE 3.1b: OVERALL BROAD BALANCE (OBB) (% GDP)
2004 2005 2005
OFFICIAL 2005 OFFICIAL CEPA
ACTUAL | PROGRAMME ACTUAL ACTUAL
Total Revenue & Grants 30.2 30.5 29.1 29.0
Total Revenue 23.8 24.6 23.9 23.8
Grants (incl. HIPC Assistance) 6.4 5.8 5.3 5.3
Total Expenditure 33.3 31.9 30.8 31.6
Recurrent 20.9 194 18.8 19.2
Capital 12.4 125 12.0 12.4
OBB (above the line) (3.1) (1.4) a.7) (2.6)
Arrears clearance 0.3 1.2 11 0.3
Road 0.1 0.1 0.1 0.1
Non-road (including statutory) 0.2 0.2 0.2 0.2
Payments in 2005 due to previou - 0.8 0.8 -
years' commitments
VAT refund 0.1 0.1 0.1 0.1
OBB (modified payments basis) (3.6) (2.6) (3.0) (3.0)
OBB (below the line) 3.7) (2.6) (2.3) (2.3)
Discrepancy(OBB below the line (0.1 0.0 0.7 0.7
OBB madified basis)
Sources: CAGD; Monetary Policy Committee (MPC) Press Release; GoG's Budget & Economig
Statements for 2005 & 2006; Ministry of Finance & Economic Planning (MoFEP) and CEPA staff est

A third measure of the overall deficit, namely OB#low the line) is also shown in the
table. It could be referred to as the OBB (cash basis) or simply the cash deficit. It
represents the cash provisions for financing the deficit. Table 3.1b shows that, compared
to the financing equivalent to 3.7 pent of GDP realized in 2004, the-arte provision

for 2005 was equivalent to 2.6 percent of GDP. The estimates of the dutioth the

of ficial a s 1 shew that actsal fiddhdng dvas somewhat lower than had

been anticipated in absolutewsll as in terms of ratio to GDP.
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Discrepancy

Table 3.1 also shows a discrepancy line defined as the OBB (below the line) minus the
OBB (modified payments basis). A negative value of the discrepancy means larger
provision of financing than required foha payments authorized in the current year.
Such provision is typically in anticipation of float cheques from previous years. For
example, a significantly large value of cheques was reportedly issued after December 15,
200371 too late to pass through tgevernment accounts in the banking system before the
close of the year. The programme for the subsequent year 2004, therefore, had to make a
provision for the clearance of the float. On account of this, as shown in 2004, there was a
negative discrepancgf ¢106 billion actually realized a larger OBB (below the line)

than OBB (modified payments basispecause the actual cash outlay was larger than the

payment authorised in respect of current expenditures in that year.

In contrast, a positive discrepey typically means the payment process is likely to lead

to a carryover of payments into the succeeding year. When this happens, as for example
in 2005, it indicates that the succeeding year would be burdened by a float. In the table,
whether the offi@l or CEPA actuals are used, the year 2006 would have to make
provisions for the equivalent of about 0.5 percent of GDP float cheques from 2005. And
indeed, as shown later in the Appendiable 3,an appropriate provision has indeed been
made in the 200frogramme. It must be added, however, thaambe provisions of this

type could also be to cater for either an intended tax cut or for additional priority (for

example, povertyelated) spending or both.

3.2 Domestic Primary Balance (DPB)

A second smmary measure of the fiscal stance used in CEPA analysis is the domestic
primary balance (DPB). This is shown in Table 3.2a in absolute values and in terms of

ratio to GDP in the companion Table 3.2b. It is computed as the difference between total
revente (tax & nontax) and total domestic expenditure. As a rule, it provides a gauge of

the countryds own capacity to run a viable

where interest payments must be made on existing stock of debt, a smaller DPB surplus
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than required for interest payments due would mean that in the absence of inflows of
foreign aid in the form of program grants, additional debt would have to be incurred to
service the existing debt. Aid dependence can be fiskgbursements tend to belatle

and precyclical. And such a state of affairs could prove unviable as the debt/GDP ratio

spirals out of hand.

TABLE 3.2a: DOMESTIC PRIMARY BALANCE (DPB) (¢ billions)
2004 2005 2005
OFFICIAL 2005 OFFICIAL CEPA
ACTUAL | PROGRAMME ACTUAL ACTUAL

Total Revenue 18,994 23,911 23,156 23,054

Tax Revenue 17,800 22,312 21,227 19,947

Non-tax 1,194 1,599 1,929 3,107
Total Domestic Expenditure 18,300 21,320 20,407 21,256

Non-interest current 13,223 15,039 14,680 15,180

Domestically financed capital 3,207 4,666 3,780 4,132

HIPC-financed expenditure 1,870 1,615 1,947 1,944
Domestic Primary Balance 694 2,591 2,749 1,798
(payments basis)

Discregpancy (106) 1 634 685

VAT refund 55 60 117 117
Domestic Primary Balance 533 2,532 3,266 2,366
(cash basis)
GDP 79,804 97,018 97,018 97,018
Sources: CAGD; Monetary Policy Committee (MPC) Press Release; GoG's Budget & Economic PoliogrBtafir
2005 & 2006; Ministry of Finance & Economic Planning (MoFEP) and CEPA staff estimates.

The table shows two measures of the DRiamely on payments basis and on cash basis.
The 2005 programme envisaged a vast improvement in the fiscal ssameceasured by

DPB (payment basis) over the performance of the previous year 2004. The targeted
surplus set of ¢ 2,591 billion was equivalent to 2.7 percent of GDP. This compared
favourably to what was realized in 2004f 0.9 percent of GDP that is athird of the

2005 target.

The official estimates of performance show that the target was acliienddct, slightly
overachieved by the equivalent of about 0.1 percent of GDP. The CEPA actuals show a

smaller DPB surplus of ¢1,798 billion equivalentlt® percent of GDP lower than the
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official by almost a full percentage point of GDP. As noted elsewhere, a good share of

this difference is on account of the classification of some payments in respect of arrears

clearance in the current payments datavgled by the CAGD. As shown in Table 3.1b,

payments equivalent to 0.8 percent of GDP, (about 90 percent of the difference in the

official and CEPA estimates of the DPB surplus in 2005 was carried over from 2004 into

2005). This means that a reclassifion of these under arrears clearance would almost

wipe off the difference between CEPA and the official estimates.

TABLE 3.2b: DOMESTIC PRIMARY BALANCE (DPB) (% GDP)
2004 2005 2005
OFFICIAL 2005 OFFICIAL CEPA
ACTUAL | PROGRAMME ACTUAL ACTUAL
Total Revenue (Domestic) 23.8 24.6 23.9 23.8
Tax Revenue 22.3 23.0 21.9 20.6
Non-tax 15 1.6 2.0 3.2
Domestic Expenditure 22.9 22.0 21.0 21.9
Non-interest current 16.6 155 15.1 15.6
Domestically financed 4.0 4.8 3.9 4.3
capital
HIPC-financed expenditure 2.3 1.7 2.0 2.0
Domestic Primary Balance 0.9 2.7 2.8 1.9
(Payments basis)
Discrepancy (0.1 0.0 0.7 0.7
VAT refund 0.1 0.1 0.1 0.1
Domestic Primary Balance 0.7 2.6 34 2.4
(Cash basis)
Sources: CAGD; Monetary Policy Committee (MPC) Press Release; GoG's Budget & Economic Policy State
2005 & 2006; Ministry of Finance & Economic Planning (MoFEP) and CEPA staff estimates.

The second measure of the DPB shown in the table is that on cash basis. This is obtained

from the DPB (payments basis) by adjusting for VAT refund and the discrepancy.

Intuitively, it is the measure that would be obtained on the basis of cheques that have

been actually cleared through the government accounts in the banking system in the

current year.

The official actual estimates show oyggrformance with a DPB (cash basis) surplus of

¢3,266 billionT almost 30.0 percent above the target. As shares of, @2Pofficial
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outturn shows a realized surplus equivalent to 3.4 percent compared with a target surplus
of 2.6 percent of GDP implying an ovetperformance equivalent to 0.8 percent of GDP.

The CEPA actuals show an outturn which is a surplus of aboyedc@nt of GDP lower

than the official estimate. As has been pointed out above however, when appropriate
account is taken of the problem with the classification of payments, the differences
between the CEPA estimates and the official become a lot ¢gslczint.

3.3 Net Domestic Financing (NDF)

The third and final measure of the fiscal stance in CEPA assessments involves the net
domestic financing (NDF) of the programme. Table 3.3 provides a breakdown of the
financing items, and the derivation obthDF. Unlike the abovtheline data however,

where CEPA relies essentially on the CAGD, financing data are obtained from ADMU
and the government accounts in the banking system. Consequently there are no

differences between the CEPA and official est@sat

TABLE 3.3a: NET DOMESTIC FINANCING (NDF) (¢billion)
2004 2005 2005
OFFICIAL 2005 | OFFICIAL CEPA
ACTUAL | PROGRAMME ACTUAL ACTUAL
OBB (below the line) (2,941) (2,549) (2,234) (2,234)
Total Financing 2,941 2,549 2,234 2,234
Divestiture (net) 286 388 233 233
Financing (nordivestiture) 2,655 2,161 2,001 2,001
Foreign (net) 1,547 1,716 2,447 2,447
New Borrowing 3,467 4,367 4,545 4,545
Amortisation due (1,920) (2,651) (2,098) (2,098)
Exceptional Financing 1,065 1,559 1,193 1,193
Traditional (Naples) 0 701 0 0
HIPC (Cologne) 1,065 858 1,193 1,193
Net Domestic Financing 392 (996) (1,541) (1,541)
Banking 1,640 (499) 338 338
Non-bank (1,248) (498) (1,879) (1,879)
Net Savings due to inflatien
indexed bonds (GGILBs) (349) (118) (98) (98)
Deferred interest payments 301 67 67 67
Redemption of deferred
interest payments (650) (185) (165) (165)
GDP 79,804 97,018 97,018 97,018
Sources: CAGD; Monetarfolicy Committee (MPC) Press Release; GoG's Budget & Economic Policy Statemg
2005 & 2006; Ministry of Finance & Economic Planning (MoFEP) and CEPA staff estimates.
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Given the expected flows of divestiture proceeds and external aid including fram deb
relief under the HIPC initiative, the NDF target wasiet repaymenbdbf ¢996 billion
equivalent to 1.0 percent of GDP. With the domestic t®l@DP ratio remaining the
nominal fiscal anchor, and in line with the meditenm objective of halving the end
2002 debt/GDP ratio of 23.7 percent by €t5, an NDF net repayment target was set
to bring the end2005 ratio to 11.4 percent of GDPabout 0.5 percent prints of GDP

lower than required.

The official assessment shows that performance was betterpihaned. A net
repayment of ¢1,541 billion was recorded. This was the equivalent of 1.6 percent of

GDP implying an oveperformance of the equivalent of 0.6 percent of GDP.

TABLE 3.3b: NET DOMESTIC FINANCING (NDF) (% GDP)
2004 2005 2005
OFFICIAL 2005| OFFICIAL CEPA
ACTUAL | PROGRAMME ACTUAL ACTUAL
OBB (below the line) 3.7) (2.6) (2.3) (2.3)
Financing (incl. divestiture) 3.7 2.6 2.3 2.3
Divestiture (net) 0.4 0.4 0.2 0.2
Total Financing (nontdivestiture) 3.3 2.2 2.1 2.1
Foreign (net) 1.9 1.8 2.5 2.5
New Borrowing 4.3 4,5 4.7 4.7
Amortisation due (2.4) 2.7 (2.2) (2.2)
Exceptional Financing 1.3 1.6 1.2 1.2
Traditional (Naples) 0.0 0.7 0.0 0.0
HIPC (Cologne) 1.3 0.9 1.2 1.2
Net Domestic Financing 0.5 (1.0) (1.6) (1.6)
Banking 2.1 (0.5) 0.3 0.3
Non-bank (1.6) (0.5) (1.9) (1.9)
Net Savings due to inflatien

indexed bonds (GGILBs) 0.4 0.1) 0.1) 0.1)
Deferred interest payments 0.4 0.1 0.1 0.1

Redemption of deferred interes
payments (0.8) 0.2) 0.2) (0.2)

Sources: CAGD; Monetary Policy Committee (MPC) Press Release; GoG's Budget & Economic Policy State
2005 & 2006; Ministry of Finance & Economic Planning (MoFER-HaCEPA staff estimates.
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3.4 Total Revenue and Grants

Total Revenue and Grants together with its main components is shown in Table 3.4. The
target in the 2005 programme was ¢29,578 billion. This was equivalent to 30.5 percent
of GDP compared to theutturn of ¢24,074 billion or 30.2 percent of GDP realized in the
previous year 2004. It may be well worth noting that the total revenue and grants
performance in 2004 had been higher than planned, with domestic resource mobilization
T measured as the matof tax revenue to GDIP reaching its highest level on record at
23.8 percent of GDP. This feat had been attributed to a combination of strong economic
growth, new tax measures, more efficient revenue administration as well as a significant
rise in grats. The target for 2005 was strongly influenced by the view of government that
the tax burden in Ghana has increased significantly over a short period and that some

relief will have beneficial longun effects on growth.

Figure 3.1: Total Revenue and @nts (% of GDP)
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The official actuals show an outturn of ¢28,256 billiorequivalent to 29.1 percent of
GDP. This was 17.4 percent higher that the ¢24,074 billion of the previous year 2004. In

terms of ratio to GDP, howevat,was lower than the 30.2 percent realized in 2004. More
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importantly, the outturn missed its target by 4.5 percent. In terms of share to GDP, the
official actual again missed the target of 30.5 percent by 1.4 percentage points of GDP.
As shown in the tale both components revenue and graniscontributed to the lower
thanprogrammed performance. Total revenue fell short of its target by ¢755 billion or
3.2 percent, while disbursed grants were also ¢567 billion or 10 percent lower than had
been expecte(see Figure 3.1).

3.4.1 Total Revenue

Total revenue comprises tax and #tan revenues. The previous year 2004 recorded an
outturn of ¢18,994 billion which was 23.8 present of GDP. In comparison the target for
2005 was ¢23,911 billion equivalert 24.6 percent GDP. Thus, total revenue in 2005,
was projected to be about 0.8 percentage points of GDP higher than what was achieved in
2004. As noted above, government was inclined to the view that a reduction in tax rates,
especially in the corporatsector, could have beneficial effects on growth and
consequently appropriate amendments in the tax law were made. Nonetheless, the
expectation was that the improvements in the efficiency of the tax revenue administration
and enhanced tax complianevould result in a higher domestic resource mobilization

outcome.

The table shows that performance fell short of expectations. This was all on account of
the tax revenue component as +iar revenues performed better than planned though not

by enough tamake up for the shortfall in tax revenue.

As monitored by the Indicative Targets (set in the PRGF Arrangement) of the
programme, actual collections of revenue failed to meet its target efus@d2005. The
Indicative Target of ¢10,646 billion was migsby ¢782 billion, that is, by about 7.3
percent. Consequently, in spite of the secondyedf performance, which was about

34.8 percent higher, the total for the year still fell short of its target by about 3.2 percent.
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TABLE 3.4a: TOTAL REVENUE & GRANTS (¢ billion)

2004 2005 2005 2005

OFFICIAL | PROGRAM| OFFICIAL CEPA

ACTUAL ME ACTUAL ACTUAL

TOTAL REVENUE & GRANTS 24,074 29,578 28,256 28,154
TOTAL REVENUE 18,994 23,911 23,156 23,054
TAX REVE NUE 17,800 22,312 21,227 19,947
Direct Taxes 5,287 5,849 6,540 6,170
Personal (Employees P.A.Y.E, 1,908 2,217 2,435 2,142
Personal (Self Employed) 286 372 347 263
Companies 2,340 2,425 3,108 2,917

Other (NRL) 753 835 650 847
Indirect Taxes 8,704 11,815 10,573 10,049
Excise Duties (Incl. Airport tax 615 762 678 451
Petroleum Taxes 3,119 3,920 3,751 3,117

VAT 4,511 5,794 4,987 5,268
National Health Insurance Lev; 459 1,339 1,157 1,213
Taxes on Internatonal Trade 3,809 4,648 4,114 3,728
Import Duties 2,878 3,768 3,499 3,126
Exports (Cocoa) 931 880 615 603

NON TAX REVENUE 1,194 1,599 1,929 3,107
GRANTS 5,080 5,667 5,100 5,100
Project Grants 2,265 2,887 2,866 2,866
ProgrammeSrants 1,762 1,619 1,273 1,273
HIPC Assistance (Multilateral) 1,053 1,161 961 961
GDP 79,803.7 97,018.0 97,018.0 97,018.0

Sources: CAGD; Monetary Policy Committee (MPC) Press Release; GoG's Budget & Economic Policy Staterl
2005 & 20®; Ministry of Finance & Economic Planning (MoFEP) and CEPA staff estimates.

Figure 3.2: Composition of Revenues (% of GDP)
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3.4.2 Nortax Revenue

Figure 3.2 depicts total revenue and its two main compoindatsand noftax revenues.
The chart shows that the performance in respect oftamomrevenues in 2005 was
exceptional. The recorded experience shows thattasomevenue is normally about 1.5
percent of GDP.

TABLE 3.4b: TOTAL REVENUE & GRANTS (% GDP)

2004 2005 2005
OFFICIAL 2005| OFFICIAL CEPA
ACTUAL PROG. ACTUAL | ACTUAL
TOTAL REVENUE & GRANTS 30.2 30.5 29.1 29.0
TOTAL REVENUE 23.8 24.6 23.9 23.8
TAX REVENUE 22.3 23.0 21.9 20.6
Direct Taxes 6.6 6.0 6.7 6.4
Personal (Employees P.A.Y.E.) 24 2.3 2.5 2.2
Personal (Self Employed) 0.4 0.4 0.4 0.3
Companies 2.9 2.5 3.2 3.0
Other (NRL) 0.9 0.9 0.7 0.9
Indirect Taxes 10.9 12.2 10.9 10.4
Excise Duties (Incl. Airport Taxes) 0.8 0.8 0.7 0.5
Petroleum Taxes 3.9 4.0 3.9 3.2
VAT 5.7 6.0 5.1 5.4
National Health Insurance Levy 0.6 1.4 1.2 1.3
Taxes on International Trade 4.8 4.8 4.2 3.8
Import Duties 3.6 3.9 3.6 3.2
Exports (Cocoa) 1.2 0.9 0.6 0.6
NON TAX REV ENUE 15 1.6 2.0 3.2
GRANTS 6.4 5.8 5.3 5.3
Project Grants 2.8 3.0 3.0 3.0
Programme Grants 2.2 1.7 1.3 1.3
HIPC Assistance (Multilateral) 1.3 1.2 1.0 1.0
Sources: CAGD; Monetary Policy Committee (MPC) Press Release; GoG's Budgenomic Policy Statements f

2005 & 2006; Ministry of Finance & Economic Planning (MoFEP) and CEPA staff estimates.

Accounts of the performance by the MPC of the BOG place the extraordinary outturn of
the nontax revenue component in the fourth geartsee MPC November 2005). The
data from the CAGD puts all this in the single month of December.-tdborevenue in

CAGD data comprises the following:

0] Fees and charges;

(i) Fines, penalties, and forfeitures;
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(i)  Rent of government land and services;
(iv)  Dividends,interest and profits;
(v)  Auction of timber licenses, and;

(vi)  Miscellaneous.

The CEPA actuals show a total of ¢3,107 billion compared to the ¢1,929 billion in the
official estimates. Thus, CEPA estimates show a performance 94.3 percent (almost
double) over theaarget. Commenting on this exceptional performance, the IMF staff

noted:

This was in part due to the forward collection of mobile telephone license

fees, which did not contravene any program understanding. Other efforts to

mobilize nontax revenue incde d éé . . . i ncreased vigilanc:e
charges and dividends are being remitted in a timely manner.

(IMF Country Report June 2006 footnote 1 page 7)

Information from the CAGD shows that the first and fourth subcomponents shown above
T fees and chges; and dividends, interest and profitsiade the largest contributions to

the overall outcome. In contrast, the second and ffiftines, penalties and forfeitures;

and auction of timber licensés performed rather poorly with the second reportedly

falling short of its target by about 73.5 percent.

3.4.3 Tax Revenues

Against tax revenue collections of ¢17,800 billion recorded in 2004, a target ¢22,312
billion was set for 2005. (see Table 3.4a) This latter was equivalent to 23.0 percent of
GDP1 0.7 percentage points of GDP higher than the 22.3 percent of GDP achieved in
2004. The three components of tax revenues are as follows: indirect taxes, direct taxes

and international trade taxes. (see Figure 3.3)

Indirect taxes (inclusive of NHIL) were pg&cted to contribute to the bulk of the
additional revenues with its share of total tax revenue rising by 4.0 percentage point

from 49.0 percent in 2004 to a projected 53.0 percent in 2005. The target set for 2005 was
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¢11,815 billioni equivalent to 12.percent of GDP. This was 35.7 percent larger than
what had been realized the previous year and in terms of ratio to GDP, 1.3 percentage
points higher.

There are four components shown under indirect taxes nankedgise Duties (including
Airport Taxes),Petroleum Taxes, VAT and the NHIL. Marginal improvements were
expected in the performance under petroleum taxes and a more significant improvement
(0.3 percent of GDP) in respect of VAT. Since 2005 was the first full year of the NHIL,
the target of 1.4 grcent of GDP was almost a full percentage point of GDP higher than
the 0.6 percent of GDP realized in 2004.

The Direct Revenue target set for 2005 was ¢5,849 billiequivalent to 6.0 percent of
GDP. In absolute terms, this was 10.6 percent highertti@5,287 billion realised in
2004. As ratio to GDP, however, the 2005 target was 0.6 percentage points &v@DP
than the 2004 outturn.

As shown in the tables, in absolute terms, the targets were all higher than the actual in
2004. In terms of rat® to GDP however, that of corporate taxes showed the largest
decline. The decline would be compensated for by increase in compliance and

improvement in the tax structure.

There are four categories of direct taxes shown in Table 3.4 namely: Personal (PAYE)
Personal (Selemployed), Companies and Other (NRL). In terms of shares of GDP, the
targets for Personal (Sedimployed), Companies and Other (NRL) were the same as the
respective realised outturn in 2004. The target for Personal (PAYE) was marginaty lo

T by the equivalent of 0.1 percent of GDP while that for Companies was muchildyer

the equivalent of 0.4 percent of GDP.

The target set for revenue from taxes on international trade and transaat@mgprising
import duties and cocoa expdrtwas ¢4,648 billion. This was equivalent to 4.8 percent

of GDP, the same as that realised in 2004. In respect of the two components, there were
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offsetting targets. The target for import duties was highdry the equivalent of 0.3
percent of GDH than the otturn in 2004. On the other hand, that for the cocoa export

tax wasloweri also by the equivalent of 0.3 percent of GDP.

Figure 3.3: Composition of Tax Revenues
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In key respects, performance differed from expectations. Bwhofficial and CEPA
estimates recorded significant underperformance in tax re¢elpispercent of GDP and
2.4 percent of GDP, respectively. The CEPA actuals show an outturn of 20.6 percent of

GDP1 about 1.3 percent of GDP lower than the officialreates.

The indirect tax component maintained its position of being the largest of the three.
According to the official actuals, it achieved the same 10.9 percent of GDP realized in
2004 (see Table 3.4b). Nonetheless, this represented a considefigokonoshortfall

vis-arvis the target equivalent to 1.3 percent GDP.
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All the four subcomponents of indirect taxes contributed to this poor outcome. Excise
duty and petroleum taxes collections fell short of their targets by relatively insignificant
marginsi 0.1 percent of GDP each. The NHIL performed somewhat vidatisng short

of its target by the equivalent of 0.2 percent of GDP. VAT collections performed poorly
and proved to be the key factor. Compared to its target of 6.0 percent of GDP, th
outturn was only 5.1 perceint0.9 percent lowei and also below (by 0.6 percentage
points of GDP) the performance achieved in the previous year. It would appear that the
VAT on imports performed particularly poorly, although the domestic VAT also thisse

its target.

In its comment on the outturn, the MPC of the Bank of Ghana (BOG) noted:

With the exception of domestic VAT, all the various tax types under indirect
taxes fell short of their budget target. Domestic VAT grew by 1.8 percent
above the taget and 25.5 percent higher than the outturn for 2004, even
though it was less than the projected outturn by 6.3 percent.

(MPC Papers March 2006 page 10)

Direct taxes performed much better than had been expected. The CEPA actuals show
collections equivalet to 6.4 percent of GDP. This was 0.4 percent of GDP higher than
the projected 6.0 percent of GDP. The official estimates show an even better dutturn
equivalent to 6.7 percent of GDP. This latter was not only much better than expected
exceeding the tget by 0.7 percent of GDP. Moreover, against all expectations it turned
out better than the realised outturn of the previous year 2004 although not by much
about 0.1 percent of GDP.

Collections of tax revenue from international trade and transactierisrmed below
expectations. Official estimates recorded a shortfall of 11.5 percent. This was equivalent
to 0.6 percent of GDP. The CEPA actuals show an even more dismal performance. In
absolute terms, there was an estimated shortfall in collection & bBlibn, that is
almost 20 percent. In terms of shares of GDP, the CEPA estimate is lower by almost 2
full percentage points of GDP. The official accounts suggest that, as with VAT,

collections of import taxes performed particularly poorly.
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In absoluteterms, the official estimates show that both of the components recorded
shortfalls of about the same order of magnitud269 billion in respect of import duties
and ¢265 billion for cocoa export duty. The shortfall in respect of import duties was
about 71 percent; while that in respect of cocoa export duty amounted to a little over 30
percent.

The CEPA estimates show larger shortfalls for both tax categories. In the case of import
duties the shortfall of ¢642 billion (17 percent) was equivalent totabdupercent of
GDP. And for cocoa export duty there was a shortfall of ¢272 billion (almost a third)

equivalent to about 0.3 percent of GDP (the same as in the official estimate).

Figure 3.3 shows that indirect tax revenues are the single largesttbfebecategories of

tax revenue with a share of about 50 percent. Developing countries have been observed to
show such high dependence on indirect taxes and taxes on international trade. Such tax
structures are seen as inequitablen account of the regssive characteristic of indirect
taxation which does not take ability to pay into consideratiand growthinhibiting

because of the protectionism implicit in taxes on international trade and transactions.

The Ghanaian tax structure, however, doessaoéier from these criticisms to any serious
extent. In the first place, the VAT (together with the NHIL which is a special VAT)
represents about 60 percent of indirect tax revenue and equity considerations were
explicitly taken account of in determiningetincidence of the VAT. Moreover, the taxes

on international trade and transactions constitute the lowest shabeut 20 percent

compared with 30 percent for direct taxes (see Figure 3.3).

3.5 Expenditures and Payments
As explained above, expenditara the public accounts published by the CAGD refer to
payments in the form of fund releases authorized by the CAGD. Table 3.5a provides the

estimates of total expenditure and its components. Its companion Table 3.5b presents the
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same data as ratio to GDPotal expenditure comprises two main componeéemescurrent

and capital.
TABLE 3.5a: TOTAL EXPENDITURE (¢ billion)
2004 2005 2005
OFFICIAL 2005| OFFICIAL CEPA
ACTUAL | PROGRAMME ACTUAL ACTUAL
TOTAL EXPENDITURE 26,584 30,951 29,893 30,659
RECURRENT 16,695 18,784 18,220 18,637
Non-Interest Expenditure 13,223 15,039 14,680 15,180
Personnel emoluments 6,988 8,683 8,243 8,161
Goods & Services 2,737 2,728 3,105 3,419
Transfers 3,498 3,628 3,332 3,601
Pensions 515 614 659 770
Gratuities 269 356 328 328
Social Security 495 619 631 628
National Health Fund 0 1,339 984 860
Other Transfers 12 250 318 235
Subsidies to utility

companies (incl. TOR subsidy) 2,207 450 412 781
Interest Payments 3,472 3,745 3,540 3,457
Domestic 2,545 2,727 2,689 2,623
External 927 1,018 851 835
CAPITAL 9,889 12,167 11,673 12,022
Capital (domestic financed) 5,077 6,281 5,727 6,076

Cash Expenditurdr{cl. net
lending & equity) 927 1,526 894 1,771
Statutory Funds 2,280 3,140 2,886 2,361
HIPC Financed Expenditure 1,870 1,615 1,947 1,944
Capital (foreignfinanced) 4,812 5,886 5,946 5,946
GDP 79,803.7 97,018.0 97,018.0 97,018.0
Sairces: CAGD; Monetary Policy Committee (MPC) Press Release; GoG's Budget & Economic
Statements for 2005 & 2006; Ministry of Finance & Economic Planning (MoFEP) and CEPA staff esti

The 2005 target for total expenditure was ¢30,951 billidns Was 16.4 percent higher
than the ¢26,584 billion spent in the previous year 2004. In terms of share of GDP, as
shown in Table 3.5b, the target represented 31.9 percent which was 1.4 percent of GDP
lower than total expenditure of 2004. Expenditure sga/imere expected to be realised in

the recurrent component since capital spending was planned to increase marginally.

In absolute terms, the recurrent expenditure target in 2005 was ¢18,784 -bdlimost

two trillion cedis or 12.5 percent higher thdretrealised recurrent expenditure in 2004.
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On the other hand, as shown in Table 3.5b, as shares of GDP, the target for 2005 was
19.4 percent, which was about 1.5 percentage points of GDP lower than that of 2004.

TABLE 3.5b: TOTAL EXPENDITURE (% GDP)

2004 2005 2005
OFFICIAL 2005| OFFICIAL CEPA
ACTUAL | PROGRAMME ACTUAL ACTUAL
TOTAL EXPENDITURE 33.3 31.9 30.8 31.6
RECURRENT 20.9 19.4 18.8 19.2
Non-Interest Expenditure 16.6 15.5 15.1 15.6
Personnel emoluments 8.8 8.9 8.5 8.4
Goods & Services 3.4 2.8 3.2 3.5
Transfers 4.4 3.7 34 3.7
Pensions 0.6 0.6 0.7 0.8
Gratuities 0.3 0.4 0.3 0.3
Social Security 0.6 0.6 0.7 0.6
National Health Fund 0.0 14 1.0 0.9
Other Transfers 0.0 0.3 0.3 0.2

Subsidies to utility companie
(incl. TOR subsidy) 2.8 0.5 0.4 0.8
Interest Payments 4.4 3.9 3.6 3.6
Domestic 3.2 2.8 2.8 2.7
External 1.2 1.0 0.9 0.9
CAPITAL 12.4 12.5 12.0 12.4
Capital (domest financed) 6.4 6.5 5.9 6.3

Cash Expenditure (Incl. net

lending & equity) 1.2 1.6 0.9 1.8
Statutory Funds 2.9 3.2 3.0 2.4
HIPC Financed Expenditure 2.3 1.7 2.0 2.0
Capital (foreignfinanced) 6.0 6.1 6.1 6.1
Sources: CAGD; MonetarfPolicy Committee (MPC) Press Release; GoG's Budget & Economic H
Statements for 2005 & 2006; Ministry of Finance & Economic Planning (MoFEP) and CEPA staff esti

The target for the capital component set for 2005 amounted to ¢12,167 bitioout

23.0 percent above the realised amount of ¢9,889 billion spent in 2004. In terms of share

of GDP, however, the target of 12.5 percent was only marginallyout 0.1 percentage

points of GDPi higher than the comparable figure of 2004 (see Figure Bi4he case

of CEPAGs 2005 estimates for capital exper

equivalent to 12.4 percent of GDP.
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Figure 3.4: Total Expenditure (% of GDP)
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Turning to the performance in 2005, Table 3.5a shawsofficial estimate of total
spending of ¢29,893 billionh higher by 12.4 percent than in 2004 though below its target

by 3.4 percent. Both recurrent expenditures (by about 3 percent) and capital spending (by
about 4.1 percent) contributed to the umglggnding. In terms of shares of GDP the
contributions to expenditure savings were 0.6 percent of GDP and 0.5 percent of GDP for

recurrent and capital expenditure respectively.

The table also shows the two subcomponents of recurrent experidinoeinterest
expenditure and interest payments. The target set fomtemest expenditure of ¢15,039
billion was 13.7 percent higher than the realised outturn of 2004. CEPA estimated a non

interest expenditure of ¢15,180 billion in 2005 which was almost exactirget.

For interest payments, the target was a mere modest 7.9 percent higher than the previous
year 0s p&ydbediliansas against ¢3,472 billion. This latter was based on
favourable expectations regarding savings in interest payments fromviedpdomestic

debt management policy and external debt cancellation associated with the HIPC

Initiative.
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The outcomes were broadly consistent with official expectatioms terms of cash
outlays. According to the official estimates, total fioterest gpenditure amounted to
¢14,680 billion (15.1 percent of GDP). This was ¢359 billion (about 2.3 percent) lower
than planned. In terms of shares of GDP, the 15.1 percent realised was 0.4 percent of
GDP lower than the target of 15.5 percent of GDP.

There ae three subcomponents of Amterest expenditure shown in the table: namely,
personnel emoluments; goods and services and transfers. Gauged in terms of shares to
GDP, the performance was mixed. Savings were realised in respect of personnel
emoluments (theequivalent of 0.4 percent of GDP) and transfers (about 0.3 percent).
Spending on goods and services, however, overshot its provision by the equivalent of 0.4
percent of GDP. The achievement in respect of personnel emolument was remarkable,
but the evidene from the labour market suggests that all is not well and the outcome may

very well prove deceptive of the difficulties in the near to mediamm.

CEPA estimates of the 2005 outturn in respect ofintarest expenditure are closer to

the target set. ThCEPA estimate of personnel emoluments is significantly lower than
both the official estimate (by about 1.0 percent) and the target (by 6.0 percent). In
contrast, the CEPA estimate for spending on goods and services is higher than the official
estimate byl0.1 percent and considerably in excess of its tardst over one quarter.

Part of the explanation for these differences is once more on account of the CAGD
classification of these expenditure items. Specifically, spending on goods and services
includessome salaryelated allowances that should properly be included in personnel
emoluments. The Technical Memorandum of Understanding attached to the Letter of
Intent to the Managing Director of the IMF dated May 25, 2006 defines the usage in the

programme s follows:

The wage bill of government is defined as the sum of personnel emoluments
and Item 1 under the contingency expenditure, pl®unts identified as
salary-related allowances less suspense account, all provided by the CAGD
I n AReport | StatementSion ¢hea Publee accounts of Ghana
(Consolidated Fund) . Wdgee bill is to include all remunerations (plus
Additional Duty Hourly Allowance) paid to civil servants covered under the
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Universal Salary Structure (GUSS) and subvented agen@ewplasis
added).

The expenditure classification in the public accounts published by the CAGD, on the
other hand, is in conformity with established traditional practice in Ghana. Although the
CEPA actuals are based on data published by the CAGD, the detabeatbrss
underlined in the above quote are not publicly available and are retained in the
expenditures on goods and services. Consequently, CEPA estimates for this latter are

higher and its estimates for personnel emoluments lower.

The CEPA estimate ofdnsfers is higher than the official estimate by ¢269 billion or 8
percent. It is however, on targetactually 0.7 percent less. As the companion table of
shares of GDP shows, both the CEPA estimate and the target were the equivalent of 3.7
percent of GIP. Six subcomponents of transfers are shown in the falglensions,
gratuities, social security, National Health Fund, miscellaneous (other) transfers and
utility subsidies. The main difference between the CEPA estimate and the official among
the six subomponents is in respect of subsidies. On this subcomponent, the CEPA
estimate was higher than the official by the equivalent of 0.4 percent of GDP, which
accounts for the entire difference in the overall totals. Compared with the targets for the
subcomponets, for two of thesé@ pensions and subsidies, the CEPA estimates were
above their target$ the equivalent of 0.2 percent of GDP and 0.3 percent of GDP
respectively. For three othersgratuities, National Health Fund and the miscellaneous
(other transfes) i the CEPA estimates indicate undgrending by the equivalent of 0.1
percent of GDP, 0.5 percent of GDP and 0.1 percent of GDP respectively. The National
Health Fund received less than planned because, a key sahe®HILT as explained

above, undr-performed on account of the collections from imports.

It has been observed above that the target on interest payments reflected expectations
based on improvement in domestic debt management and external debt cancellation
associated with the HIPC Initige. With Ghana reaching Completion Point in myiar

2004, the outcomes, not surprisingly, proved even better than projected.
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As the table shows, capital spending may be broken down into domesfiicatiged and
foreignfinanced components. This breakeh is of considerable public interest on
account of p er c e p-tlepemdence dnd S assariated svilnerabiity a i d
resulting from conditionality and disbursement volatility. There is also the important
issue of country ownership of the dey@ioent agenda and process. In this regard, it must

be clarified that proceeds from programme grants are conventionally undifferentiated
from domestic revenue financing of capital expenditures. As a result, there could be some
use of aid funds in what is sha in the table as domesticalljpanced capital
expenditures. Moreover, even when shown separately, as with-tii&ed capital
expenditure, it is still classified as domesticdllyanced.

A target of ¢6,281 billion equivalent to 6.5 percent of GDR wat for domesticaly
financed capital spending. This was 23.7 percent higher than the 2004 outturn. In terms
of share of GDP, however, the target was only the equivalent of 0.1 percentage points

higher than the 6.4 percent of GDP of the previous year.

There are three subcomponents of domestidaibnced capital expenditure shown in the
table namelyi cash expenditure (including net lending and equity), statutory funds
(DACF, GETF, Road Fund and Petroleuetated Fund) and HIR@nanced. The targets

for the cash expenditure (1.6 percent of GDP) and statutory funds (3.2 percent of GDP)
were set higher than their respective outturns of 2004. In contrast;fitCed capital
expenditure had a target equivalent to 2.4 percent of GDP which was about 0.6

pe cent age points of GDP |l ower than the previ

According to the official estimates, the overall performance was poorer than expected,
with overall capital spending falling short of the target by 0.6 percent of GDP. The
largest shortfall 0f0.7 percent of GDP was recorded in respect of cash expenditure
(including net lending and equity). CEPA has argued that, the tendency for development
expenditure to be cut back anytime spending limits become binding, places a heavy

mortgage onthe counftys devel opment in the future and i
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commitment to an accelerated growth and poverty reduction strategy elaborated in GPRS
.

Figure 3.5: Capital Expenditure (% of GDP)
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HIPC-financed capital ependiture fared much better than planned. The outturn of 2.0
percent of GDP compares favourably with the target of 1.7 percent of GDP. The HIPC
financed expenditures were protected from the cutbacks because, as explained above, this
is a category of capiktgby convention) as domesticalfinanced although the source is

the proceeds from (debt relief) grants.

Capitalital expenditures designated as fordiganced, performed as expectéd
achieving exactly the target set6.1 percent of GDP. As with the lPIC-financed
spending, these expenditures financed with the proceeds of project grants and project
loans are protected from ebacks although in some years may suffer from disbursement
slowdowns or withholdings on account of conditionality. As shown igutfé 3.5,
domesticallyfinanced and foreigffinanced capital spending as classified are just about

equal in magnitudd 6.0 percent of GDP.
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4. REVIEW OF MONEY, CREDIT AND PRICES

4.0 Introduction

Having began the year on a relative sound macragnanfoot, the Government of
Ghana targeted among others a real GDP growth of at least 6 percent, a single digit
inflation, 4month import cover and an overall budget deficit of 2.1 percent of GDP for
2006. On the face of it, these appear achievable ginzgrGhana will benefit from better
donor inflow® mainly the Millennium Challenge Account (MCA) and the Multilateral
DebtRelief Initiative (MDRI) this year. However, one major threat to the current macro
stability and achievement of these targets iscihvinuous upward movement in world

oi l mar ket prices. The ramifications of risi
past have been dire. But current trends indicate theggldation of the petroleum sector

has gradually eased off the hithestwarp passhrough effects on inflation. Nevertheless,
policy makers are still wary about the possible social consequences of further increments

even as conflicts in the Middle East threaten to push world oil prices further up.

4.1 Monetary Managemat

In consonance with the macroeconomic targets set for 2006, monetary policy is geared
towards the attainment of single digit inflation buoyed on by tighter liquidity c@ntrol

projected growth rate for broad money supply is 17.8 percent b2@0®l In ine with

this benchmark, the Bank of Ghana (BOG) and its Monetary Policy Committee (MPC)
continued to implement monetary policies with dual objecéiviesver inflation rates and
promotion of hi gher gr owtnhd roaft etsh at Hperoiuvgaht et h
MPC, has met thrice this year, reviewed the prime rate downwards in January-by one
percentage point to 14.5 percent and maintained the same rate at its subsequent meetings

in May and July. The downward joggling of the prime rate which begun in,2003

signifies commitment by the BOG to lower interest rates within the financial sector and
subsequent-ipné6othewgpirnggate sector for econon
BOG6s introduction of new money maekd=®t instr

to enhance monetary management and prolong the term structure of interest rates has
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provided further impetus towards financial deepening of the money market.

These

consistent policy directions are gradually yielding results as investments intesimort

instruments taper off towards longrm instruments.

Table 4.1: Financial Indicators
IMF Program
Q104 Q105 Q106 2006
Reserve Money (¢ billion) 6,479.0 8,086.2 9,308.5 11,900
Quarterly Reserve Money Growth -15.8 -11.5 -8.2
Annual Reserg Growth 35.3 24.8 15.1 17.5
Reserve Ratios
Primary Ratio (minimum) 9.0 9.0 9.0
Actual 9.7 10.4
Secondary Ratio (min.) 35.0 35.0 15.0
Actual 50.2 43.3
Money Multiplier (M2) 2.5 2.5 2.6 2.4
Money Multiplier (M2+) 3.3 3.3 3.4 3.0
Financial Depth 1/ 26.6 27.1 28.0 23.2
1/ Financial Depth represent the Ratio of Broad Money (M2+) to GDP
---, means not applicable
Source: Bank of Ghana and IMF Country Report, June 2006

It appears early days yet for an effeca

percent to 15

might have locked up thoseserves in government paper with varying maturities. As
shown in Table 4.1, the actual secondary reserve ratio was 50 percent in first quarter of
2005 when the minimum secondary rate was at 35 percent. By the end of first quarter
2006, almost seven montlafter the reduction to 15 percent minimum, the actual
secondary reserve ratios recorded within the banking sector had dropped to 43 percent

and shifted upwards by 2 percentage points to 45 percent.

percent

assessment

Ther e

of t he Bank

shift in July 2005 when reserve requirements of the banking sector was lowered from 35

may be
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Box 4.1: Inflation Targeting Prospects in Ghana

Until recently, monetary policy strategies were conducted through either monetary or exchange rate targetinghisU
strategy, money supply, reserve money or the exchange rates were chosen as intermediate targets to reach the ultim
price stability and growth in output. Evidence showed that monetary targeting proved problematic for a number of d
countries due to the instability of the relationship between money, inflation and nominal income. Though the co
monetary targeting has not been abandoned, the continuous quest for price stability altered monetary policy framewerk
develomd countries towards inflation targeting. Currently practiced by a number of industrialized countries includin
Zealand, Israel, the United Kingdom and Sweden, inflation targeting helps set a clear agenda for inflation and there
inflationary $1ocks and its associated costs on an economy.

What is Inflation Targeting?
Inflation targeting may be defined as a framework for policy decisions in which the central bank mekglicarcommitment
to conduct policy to meet publicly announced numerical inflation target within a particular time frame. Financial marke
become assured that the central bank will pursue policies to keep inflation within the target and therefore will notighm
inflation premiums to lend money. Its implementatioreésitthe following key components:

e  Public announcement of a mediderm numerical targets for inflation
An institutional commitment to price stability as the ultimate goal of monetary policy
Increased transparency of the monetary policy strategy thizmmghunication with the public and financial markets
Increased accountability and full commitment of the central bank for attaining its inflation objectives.

The keys to a successful inflation targeting regimeflawébility, transparency and accountability. In practice, promoting
greater transparency through communication about monetary policy strategies, plans and assessments of the econom
banks (under whatever monetary policy framework) encourages greater credibility and anchors ldiseamfiExpectations.

Pre-Conditions for Central Banks
Controlling inflation is the ultimate goal for most central banks. However, the channel through which that objectiveds
varies significantly across countries. Although inflation targetiag ¢iained prominence as a monetary policy framework ad
sever al countries, it i's not a o6one size fits al Inéaryq
policy framework by central banks, certain necessary thoughufiimient conditions must prevail. These include:
e Central bank independericéhe central bank must not feel constrained to support government budget
e The existence of an effective monetary policy instrument to be employed by a central bank, likerstioterest rate
that is market determined; and finally
e The ability of the central bank to forecast inflation and assess the impact of monetary policy on infla
expectations must be explicitly demonstrated.

Ghanadés Inflation Targeting Path

The experiace and evidences from industrialized countries show that lower inflation can be achieved with the choice of
targeting monetary policy framework. With very little ambiguity, one can argue that the Bank of Ghana is currently au
6 h y b ronetady/inflietion targeting policy framework with the inclusion of certain key elements associated with in
targeting evident in its current monetary targeting operations. For instance, the establishment and operations of th
Ghana has beemleanced by the Bank of Ghana Act, 2002 which not only enshrines price stability as the primary policy ¢
also provides legal backing to its operational independence. Additionally, the Monetary Policy Committee (MPC) est
four years ago, has igeed credibility with its monetary policy formulation process by the adoption of transparency
accountability modus operandi. This is further cemented by H:iobthly communication with the public after MP
deliberations to explain current economiertds upon which goals and targets of monetary policy were either met or m
These are key elements for a successful inflation targeting regime as intimated above. It is, therefore, evident thabfth
Ghana is gradually edging its way towardddtibn-targeting. However, few constraints exist in the process. These includ
devel opment of a tested macroeconomic model of Ghana
policies are consistent with the finalobject e s; | ack of fully integrated finai
numerical inflation target over a medittmlongterm range that will hold the Bank of Ghana accountable for deviations. Tl
are crucial issues to be tackled e tmonetary authorities. Though Ghana may not be yet afiietlged inflation targeting
country, the Bank of Ghana is cautiously threading towards that policy framework.

References: IMF Survey, Volume 35, No. 11, June 2006 and websiteindiabudget.nic.in
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4.2 Monetary Developments

Over the first quarterfahis year 2006, developments in monetary aggregates indicated
quarterly monetary growth rates slightly higher than the previous years. With inflationary
pressures largely contained, and the prime rate maintained at its last quarter position, the
Bank of Ghana has slightly eased off the tight lid on liquidity perhaps to instigate
domestic spending and increase business conf
experienced tight squeezes in monetary growth during every first quarter of each year due
to the preceding festive season in the fourth quarter which more often than not balloons
the money supply. Quarterly growth rates in broad money supply inclusive of foreign
currency deposits recorded 3.6 percent growth in the first quarter of 2006 compared to
decline of 0.8 percent in 2005 and a lower growth of 1.8 in 2004. By May 2006, M2+
had inched up further to 5.9 percent from the March figures. On a year to year basis,

growth rates of M2+ indicated a 24.1 percent jump compared to 23 percent afgear be

Figure 4.1: Real Purchasing Power
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As pointed out I"CEP A G s | s s u e stheRaatmuarer dfl 2005 sho®ed sharp

declines in the real purchasing power of money (M2/P; M2+/P) prompting the catch
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phrasé 6 no money i n t hesorshowdves, thé first quatgr ofchis geara r |
revealed an upswing in real purchasing power of money which further confirms the Bank
of Ghanaodés efforts directed at boosting econ

On an annual basis however, growth rates of meugply appear to be on the decline.
Year on year growth rates of first quarter performance in 2006 showed declining patterns
in all the money supply components. (See Table 4.2) Currency, demand deposits,
savings and time deposits all recorded lower ahgru@wth rates in the first quarter of
2006 as compared to growth rates recorded for both 2004 and 2005. The only exception
was foreign currency deposits which witnessed a 16.3 percent growth compared to 12.8
percent growth in 2005. This may be on acdafrslight depreciations recorded in the
local currency to foreign denominations particularly the euro and pound during the first

guarter of 2006 as compared to the previous

Table 4.2: Money Supply and its 8urces (¢ billion , unless otherwise stated)
IME Annual Growth Rates (%)
Mar-04 Mar -05 Mar-06 | Program Q104 Q105 Q106
Narrow Money (M1) 10,747.4 13,562.6 15,678.4 41.3 26.2 15.6
Currency in circulation 5,264.8 6,375.1 7,187.1 9,543.0 33.5 21.1 12.7
Demand Deposits 5,482.6 7,187.5 8,491.3 49.6 31.1 18.1
Quasi Money 5,245.5 6,968.2 8,929.2 18,723.0 36.2 32.8 28.1
Savings Deposits 3,161.6 4,1840 5,203.5 33.8 32.3 24.4
Time Deposits 2,083.9 2,784.2 3,725.7 40.0 33.6 33.8
Broad Money Supply (M2) 15,992.9 20,530.8 24,607.6 28,266.0 39.6 28.4 19.9
Foreign Currency 5,255.2 5,928.6 6,893.3 7,722.0 40.1 12.8 16.3
Broad Money Supply
(M2+) 21,248.1 26,459.4 31,500.9 35,988.0 39.7 24.5 19.1
Sources of Liquidity
Net Foreign Assets 10,439.0 12,447.7 18,726.6 23,242.0 142.3 19.2 50.4
NFA (BoG) 7,717.7 9,484.4 15,850.5 19,739.0 285.5 22.9 67.1
NFA (DMBs) 2,721.3 2,963.3 2,876.1 3,503.0 18.0 8.9 -2.9
Net Domestic Assets 10,809.1 13,889.1 12,774.2 12,747.0 -0.8 28.5 -8.0
Net Domestic Credit 18,227.8 21,009.3 28,547.0 34,452.0 24.6 15.3 35.9
- central government 7,276.7 9,104.9 9,041.9 12,665.0 2.0 25.1 -0.7
- cocoa financing 187.6 18.3 170.2 1204 -90.2 830.1
- other public enterprises 2,689.6 1,032.7 4,727.3 21,787.0 65.2 -61.6 357.8
- private sector 8,073.9 10,853.4 14,607.6 39.5 34.4 34.6
Other Items (Net)-] (7,418.7)  (7,120.2) (15,772.8)] 21,705.0) 98.7  -4.0 1215
Total Money Supply 21,248.1 26,336.8 31,500.8 35,989.0 39.7 23.9 19.6
Source: Bank of Ghana Statistical Release, May 2006
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On the sources side, Net Foreign Assets (NFA) increflased¢12,447 to ¢18,726 billion

in nominal terms, representing a 50.4 percent jump, higher than the 22.9 percent growth
recorded a year earlier. The growth in the NFA was mainly on account of increased
foreign assets of the Bank of Ghana possibly fromodanflows and/or HIPC assistance.

This resulted in a net accumulation of external reserves by the central bank. The growth
in NFA could have resulted in higher money supply growth rates had it not been for the
balancing effect of declines in Net DomesAissets.

Figure 4.2: Net Domestic Credit (in billion cedis)
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Net Domestic Assets declined by 8 percent largely on account of lower growth rates in
net domestic credit resulting from credit to government and the rest of the economy
(represented by Il public and private sectors). As depicted in Table 4.2, credit to
government declined by about 1 percent in the first quarter of 2006 as against a growth
rate of 25 percent in the first quarter of 2005. The declining trend in credit to government
may pave the way for more credit financing towards the private sector. Credit to the
public enterprises on the other hand, recorded a marked increase from ¢4,949 billion in
December 2005 to ¢9,041.9 billion in March 2006 representing 82.6 percent growth.
Growth in private sector credit recorded 34.6 percent in the first quarter of 2006. The
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increased levels in credit to public enterprise may provide significant pointers to
increased proxy borrowings by state supported institutions such as Tema Oil Refinery
(TOR), Volta River Authority (VRA), Electricity Company of Ghana (ECG) and Ghana
Water Company Ltd (GWCL).

4.2.1 Interest Rates and the Money Market
At t he
policy instrument and a&ela d i

Ghan

nteredwasr ates o

January Meeting of t h ed ab anpdtano f
ndi

lowered by 1 percentage point to 14.5 percent.

cator of [
This indicated that the BOG policy
direction still points to an agenda of lower interest rates on the money market in order to

boost availability 6liquidity for economic growth.

Table 4.3: Interest Rates on the Money Market (%)

Prime 91-day Savings 3-mth 6-mth Lending

Rate Treasury Deposit Time Time Rates

Bill Deposit Deposit

Dec04 18.5 17.1 9.5 13.3 13.0 28.8
Mar-05 18.5 17.2 9.0 10.5 10.5 28.8
Jun05 16.5 16.5 9.0 10.5 10.5 28.8
Sept05 15.5 13.9 7.5 9.5 10.0 27.8
Dec05 15.5 11.5 6.4 7.8 9.5 26.0
Janr06 14.5 11.2 6.4 9.3 9.5 26.0
Feb06 14.5 10.3 6.4 9.3 9.5 26.0
Mar-06 14.5 9.8 6.4 9.3 9.5 26.0
Apr-06 14.5 9.6 6.4 9.3 9.5 26.0
Saurce: Bank of Ghana Statistical Bulletins

As has been observed since the establishment of the MPC, declines in the prime rate, sets
the tone for other interest rates on the money market to follow suit. Consequently, the
first four months of 2006 has wigssed declines in interest rates of both Government of
Ghana and Bank of Ghana instruments.-d@¢ Treasury bill rate declined from 11.5
percent in Dec. 2005 to single digits of 9.6 and 9.4 percent in March and April
respectively. The 18d8ay bill rate dllowed suit with a decline from 12 percent to 10.9
percent in April. Rates on other instruments such ada38bill declined from 12.4 to

10.4 percent and 5@ay bills also fell from 13.4 to 10.6 percent.
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The development of alternative financial instents with longterm maturity has
instigated a gradual shift from shdaerm instrument holdings to medium to leteym
instruments on the money market. (See Fig. 4.3). In particular the figure shows the
trending downwards of the share of shmm instuments as against an upward
investment trend in mediterm instruments which comprises 2 angear fixed and
floating rates.

Figure 4.3: Shares of Instruments in Money Market Instruments in Total (%)
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Although investments in mediuterm instruments ra increasing, share holdings of
government securities continues to be dominated by the banking system. Deposit Money
Banks (DMBs) unabashedly continue their heavy investments in government paper
regardless of falling yields, lower reserve requirementsn(f85 percent to 15 percent
since July 2005) and a stable macroeconomic environment. DMBs held a total of 58
percent share in government securities as at April 2006. This compares to 49 percent in
December 2004 and 57 percent in December 2005. Thehereyis that banks continue

to stick to their old ways of buying government securities irrespective of lower yields on
government paper. Additionally, although the secondary reserves has been lowered from
35 percent to 15 percent, actual secondary holdingeserves averages around 43.3

percent as at March 2006 (see Table 4.1). This indicates that there still remain excess
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reserves which may be diverted to productive use within the banking system. Although
banks are gradually warming up to active legdimactices, the pace is slow and cautious.

Very characteristic of DMBs, interest rates remained stable throughout the first quarter of
this year with upward movements only observed-mdhth time deposit and call money
instruments. Average savings aeading rates remained stagnant at 6.4 percent and 26
percent respectively irrespective of the lower prime rate effected in January 2006. The
average base rates of banks also remained stable at 21.5 percent during the first four
months of 2006. Thus, ¢haverage spread between savings and lending rates over the
first half averaged around 20 percent compared to 26 percent the same period a year

earlier.

4.2.2 Bank Interest Rates Spread

Bank interest rates, which are the price customers earn fositieg their monies or pay

for borrowing money within banks in Ghana, as pertains in a number of countries, are
fragmented into ranges. This interest rate segmentation providesedhee s o nford 6 et r e
banks to reward customers with large bank balaneessly corporate bodies and high
networth clientele) higher deposit savings rates as well as lower borrowing rates. The
latter is mostly based on the notion that such clients, though in the minority of bank
customers, fetch banks higher deposit sizes arglithmany instances have the clout to
negotiate for lower lending rates than what prevails on the market. This covert action
leaves the rest of bank customers (unfortunately in the majority but with smaller shares of
total bank deposits) comprising mosHynall individual savers and borrowers or small
scale enterprises to bear the full brunt of the banking business by not only earning smaller

savings deposits rates on their accounts but are also charged higher lending rates.

A look at Figure 4.4 revesltwo kinds of spreads within the banking sector in Ghana.
The wider spread (Spreaddljhat is the difference between a lower bound savings
deposit rate and the higher lending éatehich averages about 20 percent is what applies

to the cat esgversand lwofrowerswhitstltHe darrower spread (Spréad 2)

Review of Money, Credand Prices 77



CEPA Macroeconomic Review and Outlook, 2006

the difference between a higher savings deposit rate and a lower lendidgviaté
averages around 6 percent applies mostly to corporate clients and higlortiet
individuals. These present theo extremities of prevailing interest rates spreads within
the banking sector. The challenge is how to narrow the wider spread where the majority
of bank customers operate to levels that will not only promote consumer spending but
enhance the entreprenship drive of the economy.

Figure 4.4: Spreads within the Banking Sector (%)
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The prevailing scenario of bank interest rate spreads in the financial sector clearly
exhibits the Pareto Princijle6t he | aw of t he vi O waHerethee wd or
most profitable but fewer clients benefit from better bank facilities. In most of the banks,

the 80 percent constitute the fewer but high net worth clients who hold higher shares of
total bank deposits and the 20 percent are the smaller savers wihateenajority but

capture a smaller share of total bank deposits. Reasons assigned by bankers for the
observed wide interest spreads in the banking sector affecting small savers include high
costs of transactions, high lo#oss provisions on advancespherent operational
inefficiencies of some banks and the absence of a credit referencing bureau. The latter

reason is widely believed to be the key factor that stalls lending to most ordinary
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customers. According to some bankers, a credit reference barkanot only provide
enough information on most borrowers but also lessen the risks associated with lending.

The argument therefore is that, when these perceived problems are expunged, the spread
between savings and lending rates will decline consgmwithin the banking sector. It

is evident that moral suasion as prescribed by the Bank of Ghana to motivate banks to
narrow the wider spread under a fairly liberalized financial market is inadequate.
Nevertheless, an opportunity currently working @vdur of bank customers is the rising
number of banks in the financial sector from 17 in 2000 to 22 by April 2006. Increased
competition, instigated among other things by increased number of banks with diverse
modes of operations and innovations to ndy @ttract but maintain clients and nurture

small enterprises is one clear way forward to narrow the current wide interest rate spreads

that prevail within Ghanads banking sector.

4.2.3 Private Sector Credit developments

The downward movements int@rest rates are gradually engineering improvements in
private sector credit. After a dip in the first quarter 2004, quarterly growth rates of credit
to the private sector increased 3.2 percent and further up to 4.6 percent in first quarter
2006. Much othe increase was attributed to the industrial sector with construction as the
lead credit sector. Manufacturing also recorded a substantial growth of 7.3 percent over
the first quarter compared to a decline of 1.8 percent the same period of 2005. (8ee Tabl
4.4)

The growth recorded in the construction sector is not surprising especially as current
trends indicate booms in both real estate developments and road construction in the
Ghanaian economy. This is a marked change from first quarter of 2005 gvbests in

credit was generated mainly from domestic trade and the current direction of credit needs
to be encouraged as it could yield positive effects on economic growth. Services and
Export trade were the beneficiaries of growth in private sectortdagdihe first quarter

of 2006.
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Table 4.4: Private Sector Credit by Deposit Money Banks (¢ billion)

Quarterly Growth Rates (%)
Q104 Q105 Q106 Q104 Q105 Q106

Agriculture 927.5 941.6 12215 -5.2 -3.8 1.6

Industry 3,442.10 4,304.90 6,008.90 -17.1 3.7 10.5
Manufacturing 2,089.50 2,695.00 3,682.20 -23.8 -1.8 7.3
Mining and Quarrying 277.60 376.70 560.10 0.4 36.2 -15.9
Construction 595.40 810.60 1,268.00 -22.9 4.9 24.9
Electricity & Gas, Water 479.60 422.60 498.60 34.2 18.2 52.8

Services 6,227.40 7,953.00 11,528.10 -18.7 3.9 2.1
Domestic Trade 2,163.00 2,891.70 4,212.00 8.3 44.7 4.9
Services 1,213.70 1,521.70 3,317.50 -15.8 5.6 25.6
Export Trade 190.20 814.10 399.80 -76.8 -0.8 32.9
Import Trade 686.80 781.80 1,151.40 -33.7 -24.5 -20.9
Transport &

Communication 564.80 239.20 816.20 115.2 -8.8 12.8
Cocoa Marketing 187.60 18.30 170.20 -70.7 -97.1 -3.7
Others 1,221.30 1,686.20 1,461.00 -16.2 15.6 -26.3

TOTAL 10,597.0 13,199.5 18,758.5 -17.1 3.2 4.6

Source:Bank oGhana Statistical Bulletins

It appears that the Bank of Ghanads gradual

first guarter might have gingered DMBO6s
increased by 32.9 percent in 2006 comparefirs$b quarters of 2004 and 2005, when it
declined sharply by 76.8 and 0.8 percent respectively.

4.3 Price Developments

Inflation in Ghana is often attributed to four main facforeoney supply, crude oil
prices, food production and supply, and to ssér extent public sector wage demands.
Any increase in one or more of these factors is likely to spiral inflation. Prudent
macroeconomic management by the monetary authorities has to a very large extent
subdued inflationary pressures which hitherto Vaagely attributed to increased money
supply. In addition, wage demands by the public sector have been well managed to stay
within budgeted limits. Although world crude oil prices are beyond our control as a
country, measures initiated by the governnterderegulate the petroleum sector have so

far muffled any sharp paskrough effects of oil price changes on the Ghanaian market.
All of these countemflationary procedures have substantially lowered inflationary

pressures and prices have remainedtivelly stable and well below 15 percent
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consecutively for the greater parts of both 2004 and 2005 and current trends indicate its
continuance into 2006. Although slight blips are recorded due to petroleum price
adjustments as occurred in the second quaft2005, the attendant inflation surges that
occurred in previous years have been completely absent.

Figure 4.5: Inflationary Patterns (%)
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The process of limiting the petroleum price shocks on the Ghanaian economy as occurred
in previous years wh very high destabilising effects has fully been set in motion. In
2005, the National Petroleum Authority (NPA) was established as a watchdog over the
petroleum industry to regulate and monitor world oil market prices and apply corrective
measures for flrcost recovery of domestic petroleum products. To fully deregulate the
petroleum sector, the NPA transferred the authority to determine petroleum prices to the
Oil Marketing Companies (OMCs) in May 2006. Under this framework, the NPA
provides a Maximunindicative Price (MIP) of all petroleum produét®remium, Gas

oil, Kerosene and Liquefied Petroleum Gas (L®@} a ceiling. The OMCs then have

the option to set their prices either below or at par with the MIP but not above it. For the

first time in tre history of Ghana, OMCs had varying petroleum prices following the May
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price adjustments. Out of the ten OMCs monitored, five charged the MIP on premium
and five varied their prices between ¢5 to ¢27 per litre below the MIP. Although it
appears as thoughere is not room enough for OMCs to manipulate petroleum prices
below the MIP, it is an important indicator imposed by the NPA to not only prevent
OMCs monopolistic behaviours but also to protect the interest of the consumer and
safeguard inflationary &fcts of petroleum pricing.

CPI annual inflation has remained on the downward trail since the last quarter of 2005
and into the first four months of 2006. Yearly inflation declined from 14.8 percent in
December 2005 to 12.1 percent in February and tinesmgle digits in March and April

at 9.9 and 9.5 percent respectively. This was achieved against a backdrop of a statistical
correction of blips in inflation the year before due to 50 percent petroleum price hikes
and very low inflationary pressuresThe first five months of this year has witnessed
three petroleum price changea decline of 0.6 percent in January, 9.6 percent increment

in February and a 10 percent increment in May. These changes notwithstanding, the
impact on inflation has been minimahd both the February and May petroleum price
increment resulted in 2.5 and 1.7 percent monthly growths in the CPI. The resultant
effect on inflation however, was muffled for February (due to the statistical correction of
a similar increase a year befpfit given a lag of two months and a second increment of
petroleum products, its inflationary passough effect has emerged. Inflation rate went

up from 9.5 percent in April to 10.2 percent in May and then again to 10.5 percent in

June.

Downward treds in the CPI were observed in both fq@df) and norfood prices(Pnf)

for the first quarter of 2006. Food inflation declined steadily throughout the first five
months from 14.6 percent in January to 11.4 percent in March and further down to 10.1
percen by April 2006. The rate went up slightly to 10.3 percent in May before declining
to 10.1 in June. The nebod component of the CPI on the other hand, declined very
sharply in the first quarter of 2006 compared to the same period in 2005. For instance
nonfood inflation declined from 14.5 percent to 8.2 percent between January and March,

then increased gradually to 8.7 percent in April, 10.1 percent in May and finally to 10.9
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percent in June. (See Figure 4.5) The driving force behind the shanmpedaatiorfood

inflation between December and February is attributed to the 80 percent decline in the
Education and Recreation sabmponent. In February, Housing & Utilities and
Transport & Communications recorded marginal growth rates on account alimibst

10 percent increment in petroleum prices. In May,-fomd inflation increased to 10.1
percent as a result of the increment in petroleum prices and a corresponding 5 percent

increases in transportation.

4.4 Capital Market Developments

The peformance of any capital market can be linked to the performance of the economy.

This link is often reflected in the relationship between inflation and interest rates or the

cost of holding money. Simply put, when inflation rates are high, interesty@igs as a
countermeasure and investors more often than not shift towards the money market to
benefit from higher money market yield rates. On the contrary, declines in inflation

results in lower cost of holding money thus investors resort to eitherafiiglcor the

goods mar ket for their investments options.
should be booming with very high investment levels in tandem with the falling interest

rates on the money market. However, this is not so. It appearsiagtho Ghanads capi
market always looses out to the goods market anytime investors adjust their portfolios to

reflect the declining patterns in interest rates in the economy. Another explanatory factor

could be the lack of knowledge and education abaaksinarket activities.

The high tempo of investor interest, which culminated in sharp share price increments on
Ghanabés stock mar ket Hexsten? id Q5. aAithdugh2sorfed was
modest gains have been recorded over the first half yeadd0ff See Fig 4.6), market

activities are yet to reach comparable levels with 2004 and other good performance years

in the history of the stock market. The G -Share index which provides an indicator

on the overall performance of the stock market méed a slight growth of about 1.4

percent. This compares favourably to the decline of 13.7 percent recorded the same
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period a year before. This positive growth is an indication of a slight recovery in the
stock market.

Figure 4.6: Comparative First hdf-Year Stock Market Performance (%)
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The number of listed companies on the stock market continuesttetiygpwards with an
average of two new listings per year since the establishment of the stock market. The
latest companies to be listed are Gold&eb (August 2005) and Standard Chartered
Bank preference shares (issued in February 2006). Two compaai@SBANK Ghana

and Ayrton Drug Manufacturing Compahyill be listed on the stock market in the
second half year following their successful public afffgs in the first half of this year.

This will increase the total number of listed companies to 32 (seven of which are banks).

Despite the slow market activities, volume of shares traded in the first half year was 33
million in June 2006 with a valuef ¢124 billion. This compares with traded number of
shares of 24.4 million valued at ¢117.7 billion in June 2005 indicating that both trade
volumes and values picked up in 2006. The most traded stocks on the exchange as a
percentage of the total shares the period under review were GWEB (19.5%), Ghana
Commercial bank (15.7%), CALBank (15.5%) and Standard Chartered Bank Preference

Shares (11.9%). In terms of value, however, GCB, Guinness Ghana Brewery and
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Aluworks accounted for almost 58 percent of teaue of shares traded for the first half

of 2006. Most of the block trades within the period were attributed terewdent
foreign investors. Total market capitalization also increased to ¢94.5 billion in June 2006
as compared to ¢91.8 billion in 2B@irst half year.

Figure 4.7: Capital Gains (Losses) in Share Prices of Listed Companies (%)
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Although trade volumes picked up, it was not fully reflected in the share price changes of

listed companies. Only seven out of the thirty listed compamesrded share price
appreciation, all the other companies either had zero share price changes or price
depreciations. (See Fig 4.7f the seven, Mobil Oil Ghana received an appreciation of

42.1 percent, not on account of an exceptional performancéebgampany but by a

Ot riardée of f er price of A54,000 per share fro
Limited shareholders. Aluworks followed the share price gainers with 34.7 percent
appreciation. Improvement in performance of Aluworks rides on the&k ludca
6resurrectedd Volta Aluminium Company (VALCC
raw material® aluminium. The shutown of VALCO in 2004 sorely affected

Al uwor ksé production process and hence its

importaion of its raw materials from South Africa. Other good company performers in
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the first half of 2006 were Guinness Ghana, (27.1 percent) and Enterprise Insurance (18

percent).

Despite the uninspiring first half year performance, there are brightergutesior the

stock market to perform better in the second half of the year with higher trade volumes of
some newly listed shares. In the event that government fulfils its promise to divest some
of its shares in statewned enterprises such as the Stasurdance Company, Ghana
Commercial bank, Cocoa Processing Company and Produce Buying Company, through
the secondary market or initial public offerings, market activities will improve drastically

in the second half through to 2007.
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5. REVIEW OF TRADE AND PAYMENTS

5.1 The Foreign Exchange Market

The combination of widening current account deficit and an increasing appreciation and
overvalued real exchange rate continued into 2006, generating fears among some about
sustainability and possiblespeculative hedging and the impact on growth and
employment. On the other hand some would argue for further exchange rate appreciation

as an instrument of disinflation.

Table 5.1: Nominal and Real Depreciation of the Cedi against the US Dollar

Real Rates of
Nominal Rates of Depreciation (%) Depreciation (%)
Interbank Market Forex Bureaux Market CPI-Based Export Cost

End-Period Average End-Period Average Index Index
Dec "0XMar '02 4.83 4.58 5.15 4.96 1.47 483
Dec '0XJune '02 9.20 9.07 9.90 8.30 2,94 9.90
June '02Dec '02 5.42 5.48 7.88 9.11 0.25 (3.63)
Dec '0tDec '02 15.12 15.04 18.56 18.16 3.20 5.91
Dec "02Mar '03 297 3.28 0.13 0.42 (10.89) (30.39)
Dec '02June '03 4.17 452 1.70 1.23 (13.14) (29.72)
June '03Dec '03 1.75 1.62 3.04 4.20 9.25 4.80
Dec '02Dec '03 5.99 6.21 4.79 5.48 (5.11) (26.35)
Dec "03Mar '04 1.87 1.64 151 1.11 3.04 2.54
Dec '03June '04 2.19 2.29 2.61 2.01 0.18 2.69
June '04Dec '04 0.05 0.12 (1.20) (0.48) (0.18) (3.92)
Dec '03Dec '04 2.25 2.42 1.37 1.53 (0.06) (1.34)
Dec "04Mar '05 0.27 0.25 (0.47) (0.53) (6.81) (15.73)
Dec '04June '05 0.26 0.34 (0.21) (0.71) (10.07) (16.64)
June '05Dec '05 0.62 0.37 0.70 0.55 3.08 2.18
Dec '04Dec '05 0.88 0.71 0.49 (0.17) (7.30) (14.83)
Dec "05Mar '06 0.09 0.23 0.11 0.18 (4.64) (8.53)
Dec '05June '06 0.16 0.43 0.31 0.25 (6.25) (12.79)

Notes: Estimates of the nominal rates of depreciation are based on the cedi/U@$emiat theriterbank and Forex Bureaux as
reported by the Bank of Ghana. Real exchange rates are indexed such that June 1990=100. Figures in parentheses Indicate a rea
appreciation of the exchange rate.
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Table 5.1 reports both the nominal and real rates of changbks bilateral exchange rate
between the US dollar and the domestic currency defined in terms of cedis per US dollar
for the last five years. It reveals that the real exchange rate appreciated in four of those
five years. 2005 represented the third yeércontinuous real appreciation of the
exchange rate. This followed very low levels of nominal depreciation in the exchange
rate compared with the rate of inflation. In the first two quarters of 2005, the nominal
exchange rate actually appreciated in theekd®ureaux market.

On a yeaionyear basis, the exchange rate depreciated by less than 1.0 percent in
nominal terms in both the Interbank and Forex Bureaux markets. With a domestic rate of
inflation of 14.8 percent, which is much higher than the inffatiate for the United
States of America, the real exchange rate appreciated by 7.3 percent at the end of
December 2005.

Figure 5.1: CP}IBased PPP and the Exchange Rate (¢/US$)
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These developments created a widening gap between thebd2B& equilibrium
exchange rate and the actual exchange rate. The extent of overvaluation of the domestic
currency in terms of this measure increased, following similar trends in 2003 @4d 20
(see Figure 5.1).

Developments in the multilateral real effective exchange rate index are compared in
Figure 5.2. Two measures are used: the currency of transaat@gisted rate and the
direction of tradeweighted rate. The currency of transactioveighted real effective
exchange rate shows the generally appreciating and increasingly overvalued exchange
rate. In spite of considerably more fluctuations in the direction of tnaghted index,

the trend is the same.

Figure 5.2: Multilateral Real Effective Exchange Rate Indexes (Jan 2002=1.0)
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The stable nominal rate and the appreciating real rate have generated a lot of debate,
leading to questions being raised about the type of exchange rate regime pursued by
Ghana. Acording to the Fund, the nominal exchange rate has been stable for too long

and should have appreciated as an instrument of disinflation. Secondly, it is argued that
exports have a strong underlying growth rate in spite of the real appreciation. No negative

effects on exports growth can be expected from the real appreciation.
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A nominal appreciation implies that real incomes in US dollar terms increase. The only
way this increased income can be spent while reducing the rate of inflation is through
imports. Tke nominal appreciation can therefore be expected to be disinflationary through
increased importing. The increased imports and import competitiveness, on the other
hand, cause domestic impaampeting industries to contract, adversely affecting growth
andemployment.

The notion that the exchange rate must appreciate with increased external resource
inflows of doubtful duration is part of the poyclical policy framework, which has been
found to be detrimental to growth in less developed countries. lisas @art of the
macroeconomic management in which inflation targeting takes centre stage. Such a
framework treats the intermediate target, inflation, as the final outcome. One of the
lessons of the implementation of the economic reforms in the 1990s elodig
countries documented by the World Bank is that lowering inflation on the basis of

appreciating nominal exchange rates stunts exports and GDP growth.

It is strange that in spite of the downward trend in the volume of exports one can argue

about a song underlying trend in exports. As discussed below, over the last five years

the growth in export volumes has been negative in four of those years. However, export
earnings have increased over the period as a result of favorable world market prices of
Ghanabs major export commodities, which coul
effect of a real appreciation on exports is not instantaneous. There are considerable lags
involved and one cannot determine the effects of the recent real appreciatisindyhe

current trend in exports.

The more critical thing in terms of exporting is the effect of the appreciation on the
incentives or profitability of exporting. It is the profitability of exporting that will
determine the investments in the sector #mel gains that can be made in terms of
competitive advantage through productivity and product quality. There is evidence that
the exchange rate affects investment positively through exporting and other effects in

Ghana. A depreciation of the cedi encoesagxports. A high ratio of imported capital
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could create a negative exchange rate effect. This effect is however dominated by the
positive effect of the exchange rate on the traded goods sector leading to a positive effect

on investment.

Already, the sthility in the nominal exchange rate may be creating price disincentives for
exporters. Nominal cocoa producer prices have remained at nine million cedis
(¢9,000,000) per metric ton over the 2003/04 and the 2004/05 cocoa seasons. Given both
price and wage el/elopments in the economy, the real producer price of cocoa declined

in spite of rising world market prices for the product.

5.2 The Balance of Payments

It was expected that with rising oil prices, an appreciating and overvalued exchange rate

and dedhing export volumes, the trade balance would worsen in 2005 unless world

mar ket prices of Ghanaods traditional export
world market prices for the traditional exports increased, it was not enough to

compensateral the more recent pattern of a widening trade deficit continued into 2005.

The trade deficit in 2005 increased by 68 percent over that of 2004. This followed a 122
percent increase in the trade deficit from US$681.0 million in 2003 to US$1,512.7

million in 2004. In terms of GDP, the trade deficit deteriorated from 8.9 percent of GDP

in 2003 to 23.8 percent of GDP in 2065 the largest recorded trade deficit in the last

decade. Irrespective of the source of financing these deficits, they are not sustainabl

The increasing appreciation of the exchange rate made imports competitive. Combined
with recordhigh world market prices of crude oil, merchandise imports increased
substantially between 2003 and 2005. Not surprising therefore, oil imports was &t larg

source of the growth in imports.
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Table 5.2 (a): Balance of Payments Accounts, 20@806 (US$ million)

IMF 1st. IMF IMF
Program Half Actual 1st Half  Projection
2003 2004 2005 2005 2005 2006 2006
Merchandise Exports (fob) 2,562.6 2,784.6 2,929.0 1,447.2 2,803.0 1,918.6 3,320.0
Gold 830.1 840.2 925.0 453.6 946.0 598.1 1,232.0
Cocoa Beans and Products 817.9 1,071.1 995.0 540.9 908.0 638.4 966.0
Timber & Wood Products 174.7 211.7 224.0 112.4 227.0 98.3 239.0
Others (n.e.c.) 739.8 661.6 785.0 340.3 722.0 583.8 883.0
o/wNon-Traditional Exports 3375 490.2 n/a 501.2 n/a n/a
Merchandise Imports (fob) 3,2435 4,297.3| 4,696.0 24427 53450| 2,943.9 5,899.0
Oil Imports 573.7 775.0 995.0 455.8 1,127.0 585.6 1,234.0
Non-Oil Imports 2,669.8 3,522.3| 3,701.0 1,986.9 4,218.0| 2,358.3 4,665.0
Trade Balance ¢ = deficit) -681.0 -1,512.7| -1,767.0 -9955 -2,542.0( -1,025.3 -2,579.0
Services (net) -279.6 -554.0 -557.0 -168.3 -3290 -405.5 -386.0
Of which Interest Payments -110.2 -167.5 -150.0 -89.5 -103.0 -215.5 -74.0
Private Transfers (net) 801.4 1,287.0 1,291.0 667.7 1,550.0 999.5 1,689.0
Current Account Balance (CAB) -159.2 -779.7| -1,033.0 -496.1  -1,321.0 -431.3 -1276.0
Official Transfers (net) 392.9 543.9 616.0 245.6 567.0 520.0 538.0
of whichHIPC Grants 81.1 109.0 126.0 54.3 105.0 - 52.0
CAB (incl. official transfers) 233.7 -235.7 -417.0 -250.5 -754.0 88.7 -738.0
Capital Account Balance 160.9 384.5 506.0 260.6 868.0 902.7 1,118.0
Official Long/Medium (net) 85.9 52.5 151.0 10.3 309.0 709.2 740.0
Inflows 3/ 370.0 402.6 474.0 500.0| 3,258.5 5,120.0
Amortization 2/ -284.1 -350.1 -323.0 -191.0| -2,549.3 -4,380.0
Private Long/Medium Capital (net) 75.0 332.0 355.0 250.3 559.0 193.5 378.0
Of whichDirect Investment 0.0 269.7 355.0 250.3 559.0 1935 378.0
Divestiture Receipts 25.0 0.0 0.0 0.0 0.0 0.0 0.0
Other Capital & Errors & Omissions 107.4 -158.9 -93.0 -293.0 195.0 -867.8 26.0
Of whichChange in NFA of
DMBs -73.2 -94.6 -22.0 0.0 -27.0 -17.0 -34.0
Non-monetary Shorterm capital 134.5 45.0 -71.0 -279.9 160.0 -896.3 60.0
Errors and Omissions 46.1 -109.3 0.0 -13.1 62.0 455 0.0
Overall Balance 1/ 502.0 -10.1 -4.0 -282.9 309.0 123.6 406.0
Changes in ShortTerm Ext Position -502.0 10.1 4.0 282.9 -309.0 -123.6 -406.0
Exceptional Financing 208.1 196.2 134.0 128.8 0.0 0.0 0.0
of which HIPC Related Financing 243.0 2311 169.0 128.8 0.0 0.0 0.0
Debt Deferral -34.9 -34.9 -35.0 0.0 0.0 0.0 0.0
Change in Arrears 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Net Int. Reserves € increase) -710.1 -186.1 -130.0 154.1 -309.0 -123.6 -406.0
of whichUse of Fund Credit (net) 52.6 7.1 25.0 -22.8 -15.0 -9.4 -266.0
Other Reserve ChangesH
increase) -762.7 -193.2 -155.0 176.9 -294.0 -114.2 -140.0

Source: Bank of GhadaStatistical Bulletin (February 2006); IMF Country Report No. 06/228 (June 2006); CEPA Staff estimates
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Continuing high prices of crude oil on world markétsan average price of US$50.4 per
barrel in 2005 compared to less than US$30.0 per barrel in @008eant that oll
imports (including crude and petroleum products) increased in value terms from
US$573.7 million in 2003 to US$1,127 million in 2005. From January 2003 as the
misalignment of the exchange rate intensified, total imports (oil andoiosurged
upwards, increasing by almost 22 percent per annum from US$3,243.5 million in 2003 to
reach US$5,345.0 million in 2005.

Table 5.2 (b): Memo Items on Balance of Payments Accounts, 26P306

1st. Provisional IMF
Program Half Actual 1stHalf  Program
2003 2004 2005 2005 2005 2006 2006
Memorandum Items
Average Exchange Rate (¢/US$) 8,678 9,005 9,212.6  9,068.7 9,073.8 9,131.2  9,946.7
Gross International Reserves (US$ mi| 1,427 1,816 1,946 1,469 1,951 1,762 2,084
Equivalent mortts of Imports of GNFS| 3.2 3.3 3.2 2.8 3.2 3.2 3.2
Percent of Gross Domestic Product
Current A/c Deficit (incl. Off. Transfer) 3.1 (2.7) (4.0) (2.6) (7.1) 0.8 (6.5)
Current A/c Deficit (excl. Off. Transfer] (2.1) (8.8) (9.8) (5.1) (12.4) (3.8) (11.3)
Trade Balance (8.9) (17.1) (16.8) (10.2) (23.8) 9.2) (22.8)
Merchandise Exports (f.0.b.) 33.6 31.4 27.8 14.8 26.2 17.0 29.4
Merchandise Imports (f.0.b.) 425 485 44.6 25.0 50..0 26.1 52.2
Overall Balance (official settlements) 6.6 (0.1) (0.04) (2.90) 2.9 1.09 3.6
World Market Prices
Cocoa Beans (US$/metric ton) 1,755 1,548 1,518 1,596 1,538 1,570 1,600
Gold (US$/ fine ounce) 363 409 n/a 428 445 591 n/a
Crude Oil Prices (US$/barrel)
OPEC Basket Price 28.91 36.01 n/a 46.60 50.59 61.16 n/a
UK Brent crude 28.85 38.36 n/a 49.50 54.44 65.66 n/a
West Texas Intermediate 31.10 41.45 n/a 51.39 56.44 66.82 n/a
Terms of Trade (annual #ge change) 14.8 (15.0) (6.1) (34.3) (11.5) (4.3) 3.2

Source: Bank of GhadaStatistical Bulletin (February 2006); IMF Country Report No. 06/228 (June 2006); CEPA Staff Estimates

On the supply side, the external payments difficulties were due to a deceleration in export
earnings. Merchandise gorts increased by less than one percent (0.6 percent) compared
with 2004, representing a deceleration in the annual rate of growth of exports, which was
27.3 percent in 2003 and 8.7 percent in 2004. This somewhat disappointing growth rate
was achieved omhe back of gold and other minerals, namely bauxite, diamonds and
manganese. Gold export earnings increased by 12.6 percent to reach US$945.8 million in

2005. The increase in earnings occurred largely as a result of continuing-egord
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rallies in gold pices on world markets. The average price per ounce, which had remained
buoyant at over US$400 in 2004 increased further to reach US$504 {iyeeachber
2005. Export volumes also increased by 3.6 percent in 2005 following a decline of 10
percent the yeardfore.

The performance of all other exports, including cocoa and timber was disappointing.
2005 was the downside of the thwgmar agricultural cycle, and as was expected cocoa
production declined. Export earnings from the shipment of cocoa beans déx/i@8cb
percent following two successive years of phenomenal annual growthdratés.2
percent in 2003 and 42.3 percent in 2004. Export earnings from Timber and Wood
Products were also not impressive, increasing by 7.1 percent in 2005 compared with an
amual growth of 21 percent in 2004.

Figure 5.3: External Trade Indicators, 20002006
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(b): Composition of Capital Accounts
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The resultant increased disparity between the annual rates of growth of exports and
imports reflected in the widening of the trade defimitm US$681.0 million in 2003 to
US$2,542.0 million in 2005.

As in the previous two years, the deficit on the trade accounts was largely financed by
unrequited transfers from both official and private sources. These transfers, as indicated
in Table 5.2aalmost doubled between 2003 and 2005. Official transfers (including HIPC
grants) increased from US$392.9 million in 2003 to US$567.0 million in 30G&Hout

43 percent of this in the first half of 2005. Over the same period, net private transfers
increasd from US$801.4 million to US$1,550 million. In spite of these massive
transfers, the deficit on the current account balance (including official transfers)
worsened from a surplus of US$233.7 million in 2003 to a deficit of US$754 million in
20050 the equvalent of 7.1 percent of GDP and the worst since 2001 (see Panel (a) of
Figure 5.3).

Il n spite of widening deficits on both the t|
overall balance of payments position turned to a surplus amounting to US3808 ati

the end of 2005. This surplus in the overall balance of payments was in sharp contrast to
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both the deficits of US$10.1 million registered at the end of 2004 and the US$4.1 million
programmed for 2009 a massive turnaround on both accounts. Sualiataexternal
resource inflows, consisting of project and programme grants, debt relief on account of
the HIPC Completion Point programme and foreign direct investment from private
sources, were largely responsible for the massive turnaround in thel dadamice of
payment®) mostly in the second half of the year.

A huge deficit would have accrued in the overall balance of payments but for these
capital flows and other HIPC related financing of US$294 million. Thus, in 2005 official
long/medium term cagal amounted on a net basis to US$309 million, which was almost
US$267 million more than registered in 2004. Gross inflows of this long/medium term
capital from official sources amounted to US$500 million while a disproportionately
smaller amount of amtzation, i.e., debt service net of debt relief, of US$191 million
was paid out to bilateral creditors. In addition, private long/medium term capital
increased by almost 70 percent from US$332 million in 2004 to US$559 million in 2005.
At the same time, Gdnaian entrepreneurs and businesses were able to benefit from some
shortt er m suppliersd credit facilities amount
exceptional increase of US$115 million over those of 2004nost of it in the second

half of 2005.

In spite of the huge overall surplus, the rate of accumulation of reserves declined. As a
result, import coverage of gross international reserves declined slightly to 3.2 months in
2005 from 3.3 months in 2004.

5.3 Overall Trends in Exports

Overthepastdur years, gross earnings from the cou
nontraditional export commodities to the rest of the world have been disappointingly low

and decliningd but so also export volumes. These developments were neither

unexpected nowere they even surprising, given the weakened incentives system to
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produce for export markets as the real exchange rate appreciated for the third year in a

row.

Figure 5.4: Annual Growth Rates of Overall Export Earnings and Volume (%)
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Official staistics suggests that gross export receipts grew by only 0.6 percent at the end
of 2005, signaling a sharp deceleration compared to annual growth rates of the three
preceding yeard 7.9 percent in 2002, 27.2 percent in 2003 and 8.7 percent in 2004. In
the same year, export volumes plunged by 0.6 percent, having increased by 14.5 percent
in 2004 after persistent declines in three consecutive years since 2001 (see Table 5.4 and

also Figure 5.4).

To a very |l arge extent, d ectoein 20Qb meflectedshei n t he
effects of the continuous real appreciation of the cedi and supply constraints (including
soaring input prices, and pshipment difficulties in accessing credit to satisfy increasing

orders from abroad). The evidence is thatriafsam gold and other minerals (diamonds,

bauxite and manganese), which saw commendable improvements in terms of revenue, the
performance of all other major export commodities, particularly cocoa, was below

average.
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Table 5.3: Composition of Merchandse Exports, 20032005

Annual Growth
Value, Volume & Prices Rates (%) Share in Total Receipts
2003 2004 2005 | 2003 2004 2005 | 2003 2004 2005
Cocoa Beans and Products 8179 11,0711 9080 | 76,5 31.0 -152 | 31.9% 385% 32.4%
Cocoa Beans (US$ million) 6918 984.4 753.3 | 79.2 423 -235| 27.0% 354% 26.9%
Volume (000" metric tons) 355 620 494 16.3 749 -204
Realized Price (US$/metric ton| 1,950 1,587 1525 | 91.0 -186 -3.9
Cocoa Products (US$ million) 126.1 86.7 1547 | 96.4 -31.2 784 | 49% 3.1% 5.5%
Gold (US$ million) 830.1 840.2 9458 | 344 1.2 126 | 324% 30.2% 33.7%
Volume (000’ fine ounces) 2,278 2,049 2,124 23 -100 36
Realized Price (US$/fine ounce)| 364 410 445 178 125 86
Timber & Wood Products (US$ m) | 174.8 211.7 226.8 3.2 211 71 6.8% 7.6% 8.1%
Lumber (US$ million) 59.4 80.0 105.2 | -21.2 347 315 2.3% 2.9% 3.8%
Volume (000" cubic meters) 109.7 133.2 158.2 | 249 214 188
Realized Price (US$/cu. meter)| 541.8 600.8 665.3 53 109 10.7
Wood Products (US$ million) 115.4 131.7 1216 | 229 141 -7.7 4.5% 4.7% 4.3%
Volume (000" metric tons) 407.0 379.9 369.5 3.1 -6.7 -2.7
Realized Price (US$/ton) 283.5 346.7 329.0 4.0 223 51
All Others (US$ million) 7398 661.6 722.0 59 -106 9.1 28.9% 23.8% 25.8%
of which Diamonds 234 26.4 35.7 109 128 352 0.9% 0.9% 1.3%
Bauxite 11.0 8.7 155 | -27.2 -209 782 0.4% 0.3% 0.6%
Manganese 29.1 29.2 37.3 1.7 0.3 27.7 1.1% 1.0% 1.3%
Non-Tradtional Exports 337.5 490.2 5823 | 353 452 188 | 132% 176% 20.8%
TOTAL EXPORTS (US$ million) | 2,562.6 2,784.6 2,802.6| 27.2 8.7 0.6 | 100.0% 100.0% 100.0%
Memorandum Items
World Market Prices
Cocoa Beans (US$/metric ton) 1,755 1,548 1538 | -1.7 -11.8 -0.7
Gold (US$/fine ounce) 364 409 445 17.3 126 8.7
Timber (Hardwood logs) US$/cu nj 550 553 650 6.2 0.5 175
Sawn Wood (US$/metric ton) 284 324 328 4.1 14.0 1.2

Sources: Bank of Gharéa Monthly Statistial Bulletin (February 2006); CEPA Staff Estimates

Even though prices of cocoa beans on world markets have been stable compared to 2004,

Ghanads shi

p ment of

cocCcoa

beans

to tradi

percent, leading to much lower @p receipts of US$753.3 million in 2005, compared

with US$984.4 million in 2004. In line with the downside of a thyear cyclical pattern,

domestic production of the crop fell by almost 22 percent to reach 573.4 thousand metric

tons i n

2 0 OtBbutionGm grogsaegpsrt receipts in 2005, therefore, fell from
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38.5 percent in 2004 to 32.4 percent, demoting it to second position after gold as the

dominant foreign exchangearning commodity.

Figure 5.5: Contribution of Selected Exports to Total Eport Earnings
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Over the first half of 2006, export earnings from Cocoa Beans and Products reportedly
increased to US$622.9 million compared with US$540.9 million in the corresponding
period of 2005. Given substantial investments in figgh husbandry prtices over the

past five years, domestic production for the main crop season up to May 2006 increased
to 645.9 thousand metric tons. Cocoa farmers, meanwhile are reported to have
complained bitterly about high input costs, chemicals and transportaiwgesh as the
producer price has been kept fixed at ¢9 million per metric ton since the 2003/2004 crop

season.

An equally worrisome occurrence in 2005 was
Timber and Wood exports to the rest of the world. Earningeeased at a decelerating

rate of 7.1 percent compared to an average growth rate per annum of 12 percent between

2003 and 2004. The trend seemed to have reversed for the worse in the first half of 2006

as export earning amounted to only US$93.3 milliomgared with US$112.4 million in

the same period of 2005.

Review of Trade and Payments 99



CEPA Macroeconomic Review and Outlook, 2006

It is somewhat puzzling that the increased earnings from Timber and Wood Products in
2005 were only because of improved export volumes and world market prices of lumber.
While world prices rose by 15 percent in 2005, lumber export earnings increased by
over 30 percent per annum in both 2004 and 2@05reflecting, on average,
iImprovements in export volumes of almost 20 percent per annum (see Table 5.4). Until
the last two years, the Ghana Forestryn@ussion seemed to have relaxed on the
decision to ban certain species of timber in efforts aimed at conservation of forest
resources and also to encourage processing in order to add value. Ironically, the exports
of Wood Products did not do so well. Evasithe price of sawn wood products increased
marginally on world markets, export earnings from Wood Products (mainly veneer,
plywood, and knocldown wood furniture) from Ghana fell by almost 8 percent in 2005

relative to 2004 as a result of a 2.7 percénnp in export volumes.

But there are also indications suggesting that the performance of the much touted Non
Traditional Export® defined here to exclude Cocoa and Wood Prodiictsas not the

best. Export receipts from this group of commodities reptyriedreased by 18.8 percent

in 2005 compared with 35.3 percent in 2003 and 45.2 percent in 2004. An assessment
over the first half of 2006 also suggests earnings falling by about 8 percent compared
with the same period of 2005. This may signal one of tihags & either export
volumes are on the descent (because of failure to meet export orders) or price quotations
on world markets may be falling. Either way, there could also be the possibility that

Ghana may be losing market share in some commegggifc global markets.

The only encouraging developments in the exports sector over the past three years had to
do with performances of gold and other mineral exports. Gold exports increased by 12.6
percent in value terms to reach US$945.8 million at theodr®005. This was both on
account of recordhigh prices on world markets and increased export volumes. While the
volume of exports increased by 3.6 percent in 2005, albeit, after a decline of 10.0 percent
the year before, world market prices rallied toctean average of US$50.4 per ounce.
Information from the Ghana Chamber of Mines also indicates that export revenues from

minerals other than gold for the first quarter of 2006 increased by about 20 percent over
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