EEPA

CENTRE FOR POLICY ANALYSIS

GHANA ECONOMIC REVIE
AND OUTLOOK




© 2007

Centre for Policy Analysis
No. 11 Amilcar Carbral Road
Airport-Accra

Mailing Address

P. O. Box AN 19010
AccraNorth

Ghana

Tel: (23321) 778035/779364
Fax: (23321) 773670

For enquiries on publications Emdibrary@cepa.org.gh
Website:www.cepa.org.gh

ISSN: 08556598
ISBN: 99888313 7-4


mailto:library@cepa.org.gh
http://www.cepa.org.gh/

CEPA: Macroeconomic Review and Outlp@2R07

Table of Contents

1 EXECUTIVE SUMM ARY e e e e et eeas 3
1.1 GROWTHPERFORMANCE AND THEENERGY SECTOR. -1 ue ettt et eeeeeeeaeaeeeaeaeaeaeanananens 3
1.2PUBLIC FINANCE AND FISCAL OPERATIONS . ...t tututteaeae e e e e eeemae e e e eeeaeaeaeanananns 12
1.3MONEY, CREDIT AND PRICES . .. e ettt e et 19
1.4INTERNATIONAL TRADE AND PAYMENT S . .ttt e et eae et e eeee e e e e e e e aaeaeaeaenen 24
1.51SSUES INPUBLIC EXPENDITURE MANAGEMENT (PEM) .....vviiiiiiiic e 28

2 GROWTH PERFORMANCE OF THE ECONOMY AND THE ENERGY CRISIS........ 34
2.1REVIEW OF PERFORMANCE IN2006.. . .. e ettt et e eee e e e e e e e e e e raenaneens 34
2.2 THE ENERGY CRISIS AND ITSIMPACT ON THEECONOMY IN THENEAR-TERM .. .vvuenenen. 41

3 PUBLIC FINANCE AND F ISCAL OPERATIONS ..o 50
3.1INTRODUCTION AND BACKGROUND .. ..euteutnteae et e e eaeeae e e eaeaeaeae e e en e amemenenens 50
3.2REVIEW OF PERFORMANCE INZ2006.. . ... e ettt ettt et et eeee e aeae e e e e e e re e e araenanenens 53
3.3NEAR TOMEDIUM TERM OUTLOOK .1ttt teee e enen e eaeae e e seaeeaeaeaeaeaeee e enaneeearaenanenens 70

4 MONEY, CREDIT AND PRICES. ...t 80
N =TT 16T 11 80
4.2 REVIEW OF DEVELOPMENTS INMONETARY AGGREGATES .. .uvteieneeeeieeeenenaenenenens 81
4. 3MONEY MARKET DEVELOPMENT S 1ttt tttttntntntnenesesstsreenesererststneneneneasaeesresensaeaeres 84
4. AINFLATION AND INFLATIONARY EXPECTATIONS. ... e tutnenes et teeeeeneneneeaeeseaeaeneneneenenenss 87
4 5NEAR-TERM INFLATION OUTLOOK ..t ttttutntntneetsrsssentnsnsasesssssnenentaeaeresessssresenersres 90

5 EXTERNAL SECTOR DEVELOPMENTS ..ot eeae 92
LT A TN 70 010 T 1 92
D 2 FOREIGN EXCHANGE M ARKET . vutututntnt it te s tatnensaensasssnsaen s se e e e ssrsenensnrereenenenenens 93
D 3 THE BALANCE OF PAYMENT S 1ttt ettt tatnentneneesaesnssaeseresssstssneseaeasasnsnensaeaerens 96
D.ATRADE IN SERVICES. ...ttt uttttttstntntntte e seaseeaeteeststs et tatas e tasaeaeaeasrerserenenenens Q9

6 ISSUES IN PUBLIC EXPENDITURE MANAGEMENT ... 103
LT =00 06 Lo 1 (] 103
6.2CREDIBILITY AND PREDICTABILITY OF THE BUDGET ... .vvititieiiiieieeeieeeienenenesnresnenss 106
6.3SOME | SSUES INPLANNING AND MANAGING THE WAGEBILL «evvvvvieieiieieeieeeeeeeeeenes 119



CEPA: Macroeconomic Review and Outlp@2R07

List of Tablesand Boxes

Table 2.1: Economic and Sectoral Growth Performance, ZB¥ (in percentages)........... 36
Table 3.1a: Domestic Revenue and Grants (¢ Dillion).............ccoovviiiiiiinece e, 55
Table 3.1b: Domestic Revenue and Grants (PEGEGDP)...........cccoovviiiiiiiiiieeeeeeeeiinn 56
Table 3.2a: Central Government Expenditures (¢ billion)............ccoooiiiiiiiiiiiiiieees 59
Table 3.2b: Central Government Expenditures (percent of GDR)...........cccovveviiveeeiinnnnnnn. 60
Table 3.3a: Overall Broad Bafee (¢ Dillion)..........coovviiiiiiiiieee e 65
Table 3.3b: Overall Broad Balance (percent of GDR).............coiiiiiiiiieemiiiiiiiieeeeeeeiiiinnn 65
Table 3.4a: Domestic Primary Balance (¢ Dillion).............coooviiiiiiiene e, 66
Table 3.4b: Domestic Primary Balance (pent of GDP)..........ccoooviiiiiiiiiiiiiee e 67
Table 3.5a: Net Domestic Financing (¢ Dillion).............ooooiiiiiii e 68
Table 3.5b: Net Domestic Financing (percent of GDR).............ouviiiiiiiiiiiiii s 69

Annex Table 3.1: Mediwfierm Outlook, 2002010 (percent of GDP unless stated otherwiz@)
Table 4.1: Selected Monetary Aggregates and Targets (¢ billion, unless otherwise.states)

Table 4.2: Rates of Interest within the Money Market.(%a)..........cveiviiiiiiiieiiiiiiii s 85
Table 4.3: Monthly and Yearly Rates of Inflation, 2@Q06................cccoeviiviiienieeiieeeees 89
Box 4.1: The New Consumer Price Index NUMbDEIS..........cceiiiiiiiieriiiiie e, 92
Table 5.1: Nominal Depreciation and Real Appreadatdf the Cedi/US$ Exchange Rate (98
Table 5.2: Balance of Payments, 20@D06 (US$ Million)...........uuvvrrmmmmimmmmmmminiiiiiiiiiiinienns 97
Table 5.3: Memorandum Items of the Balance of Payments; ZWWEB................ccoeeeevveeneenes 98
Table 5.4: Trade in Services by Mode of Supply, 288% (US$ million)............ccccceenn.... 100

Table 6.1: Aggregate Domestic Expenditure 2@0D5 (¢ billion; unless stated otherwisd07
Box 6.1: Key Findinge f fAWhere Did Ghanads. .. HILRC..Eufhtds Go?o0
BOX 6.2 WAgE ISSUBS. .. .euuiiiiieii ittt ettt e e e et e e e et e e et s e e ae e e et e eeeas 123
Box 6.3: Public Sector Wage Refarm...........cooouii i 124

List of Figures

Figure 3.0: Domestic Revenue (percent of GDR)............cccooeeviiieieiiiiiiiccieeceeeen, 71
Figure 3.1: Domestic Revenue (percent of GDR)............cccooovviiiiieiiiii i, 72
Figure 3.2: Total Expenditure (percent of GDR).........cccooviiiiiiiiieeeeiie e, 75
Figure 3.3: Stock of Domestic Debt (percent of GDR)..........ccoocvvviiiiiiiiiiiieeiiinees 77
Figure 4.1: M2 plusand Reserve Money Growth (yearyear)............c.ccoevvveevennnnnn. 82
Figure 4.2: Nominal and Real Interest Rates..............ccooeeviiiieiieiiiii e 86
Figure 4.3: Inflation and Exchange RaDepreciation...............cccceeviievieenieeeennnnnnn 38
Figure 4.4: Monthly Percentage Changes in Food Inflation, 20066...................... 89
Figure 4.5: Actual, Trend and Forecast Headline Inflation (%)..........ccccccevvvs 91
Figure 5.1: Multilateral Real Exchange Rate Indexes (January 2002=1.0).......... 95
Figure 5.2: CPiBased PIP and the cedi/US dollar Exchange Rate...................... 95



CEPA: Macroeconomic Review and Outlp@R07

1 EXECUTIVE SUMMARY

1.1 Growth Performance and the Energy Sector

1.1.1 Introduction and Background

In the Budget Statement and Economic Policy for 2007, which was presented to
Parliament by the Minister of Finance and Economic Planning, the economy was reported
to have grown at its fastest pace since the Second Regubl&gistering a real GDP
growth of 6.2 percent per annum for 2006, and programmed to reach 6.5 percent per
annum in 2007. This accelerated growth performance, according to the Budget Statement,
was broaebased across all three major sectors, with the Industrial Sector outperforming
0 perhaps for the first time in a decadleboth the Services and Agricultural sestor

It is worth emphasizing that the national accounts data provided in the Budget Statement
are only revised projections based on partial and preliminarydaperhaps not more

than the first half of the year and certainly before the severity of thgyenssis and its

impact could be objectively assessed. Moreover, they can only be preliminary and
tentative because of the weaknesses of the statistical surveys on which they are based. In
this regard, the observation of the staff of the IMF in the QguReport No. 02/38 of

March 2002 is pertinent. To quote:

ATo improve the reliability of the national accounts, a comprehensive overhaul of

the basic data sources would be needdw existing sector surveys that form the
basis for the estimates are outddd ( Appendi x |V, pédar agr aph
emphasis added).

Even in the best of circumstances, extrapolation beyond the period of the data must be
undertaken with appropriate caveats duly served. To do so across a structural break as
would be implied byhe energy crisis is a most hazardous undertaking. Without doubt,
the Ghana Statistical Service (GSS) would be forthcoming with at least provisional actual
estimates now that the relevant data on the crisis, the consequent load sheddihg

impact ofthe crisison the economy are available. In all of this, it is of utmost importance
that the GSS be given all the support and resources it would need to do its work. The data

presented in the Budget Statement show inconsistencies among some tables as well as

Executive Summary
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between the text and some tables. Above all, the professional independence and integrity of
the GSS must be safeguarded at all times, and especially in the present circumstances.

1.1.2Review of the Growth Performance

The energy crisis necessitated whah s been descri bed as an fiexpe
load shedding exercise from August to December, 2006, which adversely affected production

and output particularly in the energgnsitive Mining and Quarrying, and Manufacturing-sub

sectors. The offi@l account of the sectoral growth performance shows that the Industrial
Sectorgrew at 7.3 percent in 2006&d by the Electricity and Water sskctord with an

incredible growth rate of 23.0 percent.

In the Budget Statement (2007), the Electricity araté¥ subsectord thesource of the crisis

0 isd e s cr i theendhjoreostribitory sulss ect or 0 of the I ndustrial
emphasis added). Moreover, the revised growth rate of the sector, though marginally lower
than the 7.7 percent growtbaorded in the previous year 20@nonetheless more than a full
percentage point higher than the original 6.0 percent projected, in spite of the energy crisis.
CEPA takes serious issue below with the revised growth rates in respect of the Electticity an

Water as well as the Construction sdztors.

The Agricultural sectod including cocoa, forestry and loggirdyg is the largest of the three

sectors though its share in GDP has been falling over the years. In 2005, it constituted 36.0
percent of total GP. Within the sector, thanks to the application of the dégih measures

and the resultant production boom, the share of the important cocesecob has risen

sharply, and now constitutes 12.8 percent of the total Agricultural GDP. The official testima
reduced the sectords growth rate from the 6.
According to the Budget Statement (2007), this
of the Cocoa Production and Marketing and the Forestry and Loggirggeubt or s o ( par agt
73, page 23). The statistics show that the growth rate of the Crops and Livestesctaub

was also lowered, though only marginally, from 6.2 percent to 6.0 percent.

Two recurring and somewhat disturbing issues have been raisedegpict to output in the
cocoa suksector. The first is the alleged crdssrder smuggling effect on account of the

political crisis in neighboring La Cote doél vo

Executive Summary @
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may be the result of inward smuggling rathgan increases in cocoa output. The second issue

has to do with the soalled purple bean syndronde the result of inadequate drying of cocoa

beans. This phenomenon, from CEPA research, is due to the phenomenal increase in crop

yields as a result of trepplication of the highech cocoa package. This reportedly has caused

some of Ghanadés cocoa beans to be rejected ¢
shipment figures of cocoa could be confused with production data.

Production data for 2006 poinb ta new record cocoa crop of about 780,000 metric tons
(comprising a light crop of 90,786 metric tonnes and an estimated main crop of 689,214 metric
tonnes) in 2006 compared to the previous record of 722,163 metric tonnes (comprising a light
crop of 72,490metric tonnes and main crop of 649,673 metric tonnes) in 30@h increase

of 8.0 percentThis is somewhat lower than the official growth estimate of 8.7 percent for the

subsector.

It is evident from the cocoa production statistics above, howevet, tite reported
underperformance of the cocoa sdrtor reflected more the oveptimism in the original
growth projection of 12.2 percent rather than to the performance of theestdrd a new

record.

In view of the considerations abovewever, CEPAaccepts the higher official growth raté
8.7 percent for the cocoa sabctor, and with that the Agricultural sector growth rate of 5.7
percent for 2006. Again, the official growth rate of the Services sector of 6.5 percent is also

accepted as credible.

The power <crisis necessitated the Aexpensive
August to December, which adversely affected output particularly in esergpftive sectors

such as mining and manufacturing. Consequently, in the revised pogcwth assessments

for 2006, the official statistics acknowledges the slowdown in the growth performances of

these sutsectors of Industry. Output growth in the Mining and Quarrying-sadior was

lowered to 3.0 percent for 20@ same as that realized 20046 compared with a growth

rate of 6.3 percent in 2005, which was also the target for 2006. Manufacturing growth rate was

also revised downwards to 4.2 percent compared to a target of 5.0 percent. The CEPA
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assessment retains the 2006 revised groetfopnances of these energgnsitive sutsectors
of Industry as reported the Budget Statement.

CEPA assessments raise serious issues with the official growth rabesvwed remainingsub

sectors of Industry. In the official growth assessments, outpliei Construction sugector is

reported to have grown by 8.2 percent. According to IMF Country Report of March 2002,
calculation of construction investment is based on the estimated values with 1993 as base. The
1993 value is extrapolated over the yeirbased on t he production of
evidence has it that in the last quarter of 2006, the difficulties with access to power and
interruptions in power supply created production bottlenecks for cement manufacturing,
resulting in increased efactory price of the product on retail markets. The March 2007 Press

Release of the Monetary Policy Committee (MPC) of the Bank of Ghana confirmed this with

it s obs emotaldetdecines obcemefit sales and industrial consumption of electricity,

which have strong links with the ongoing electricity load managetment Ce ment pr oducH
according to the official statistics is estimated to have grown by 5.7 percent. Consequently,
following the established practice of the GSS cited above, CEPA estimateswib gute of

the Construction subector at 5.7 percent in 20@ the same growth rate as for cement

production.

CEPA also finds it puzzling that in the midst of combined water and power crisis a key driver
of the impressive performance of the Indust8aktor is the Electricity and Water ssiéctor,

with a_staggering growth of 23.0 percant2006 over the output of 2005. Amazingly, this

Asuper performanceo o f-settdr,enoréolee & et to continug inta nd Wa't
2007 even as the hydrower crisis deepens. Given the severity of the power crisis in the last

five months of 2006, the CEPA estimate assumes that the output performance of the Electricity

and Water sulsector in 2006 waat bestequal to that of the previous year implying zeo

growth for the sutsector in 2006.

On the basis of the CEPA growth estimates for the Electricity and Water and the Construction
subsectors, together with the retained official growth rates for the Mining and Quarrying and
Manufacturing suisectors, th Industrial Sector growth is estimated at 4.0 percent for 2006,

compared with the official growth rate of 7.3 percéntlower by 3.3 percentage points. The
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projected real GDP growth rate for the Industrial sector in the official statistics for 2006, in
CEP A0 s v i eaptimisticsnd anrealistic.

Accepting the Services sector growth of 6.5 percent and that of Agriculture (including cocoa)
of 5.7 percent together with the Industrial Sector growth of 4.0 percent, an overall real GDP
growth of about 5.percent for 2006 appears both more realistic and credible.

In a recent Report, the World Bank estimated that on account of the combined loss in output in
the mining and manufacturing sgbctors as a result of the power crisis, there would be a
reductionin overall real GDP growth of between 0.7 and 0.9 percent. To quote from the
Report:

fiThe combined impact of the crisis and lower water levels on mining and
manufacturing are expected teduce real GDP growth in 2006 by about 0.7 to 0.9

percent 06 ( Wamkd Ghanads Growth Story: How t o
MDGs? April 2007 page 17, footnoted emphasis added)

This estimate of the World Bank refers only to the impact of the crisis in esergpjtive
Mining and Quarrying and Manufacturing ssectors of Industry. It does not include the
consequences for production in the Electricity and Watesssutor itself, nor does it include

the consequences for the Constructionsedtor of the lower output growth of Manufacturing

0 specifically, of cenent. In spite of this, we would use this conservative assessment of the

crisis and its impact, pending the expected official assessment of the Ghana Statistical

CEPAG6s adjustments in respect of t hsectdsl ectri c
meant 0.9 percent loss in contribution of thesesediors to overall GDP growth. This is the
upper limit of the range derived from the World Bank assessment. Thus, the World Bank

assessment provides support for the CEPA estimate of overallD&agwth in 2006.

An alternative way of viewing the World Bank assessment is in terms of growth rates.
Applying the derived range of 0.7 percent to 0.9 percent to the official target of the overall real
GDP growth of 6.0 percent for 2006 places real Gp&wth in a range of between 5.1 percent

and 5.3 percent. Again, the World Bank assessment provides support to the CEPA overall real

GDP growth estimate of 5.3 percéntthe upper limit of the range.

Executive Summary @
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1.1.3The Energy Crisis
The Government has recognizé energy crisis the country is facing, the adverse impact that

the power rationing is having on industry, and the threat these pose to economic growth

targets. In his Sessional State of the Nation Address to Parliament on February 8 2007,
President Kufuorenunci at ed short t o tommutd anuemd to he m pr o p
embarrassing and expensive load shedding which society and industry have been subjected to

over the past six months The proposal s, he hoped, woul d ¢
anxiety andthe fears of the business community and the public in general. To prepare the

ground for possible tariff increases, the President also drew the attention of the nation to the

fact that thermal plantd even of the size of AboadzZe fuelled by crude oil aré@extremely

costly to rum .

Consequently, the critical elements of the crésigquantity and pricd have been laid bare.
Any assessment of the response to the crisis would therefore have to consider the
consequences of both elements for society ande¢cb@omyd assuming that the proposed

response passes the test of technical feasibility.

Impact on Economy and Society

Local manufacturing costs, as would be expected, have already risen as a result of the load
shedding exercise leading to significant eases in cost buHd p . The countryods
manufacturer, Unilever is said to be spending about US$45,000 per month on energy
generation. Companies that use energy intensively, especially in the metals and plastic sub
sectors, are similarly reported tpemid huge sums of money on fuel to run generators. There

are reports quoting business surveys that production costs have risen30y pg&dcent.

Wahome Steel in the metals ssdctor is reported to have cut production by 50 percent and

sent 200 of its workrs home.

Aluworks Limited is scheduled to import aluminum, its main raw material, to augment

reduced supplies from VALCO. The latter has closed down as a result of the energy crisis.

The imported aluminum, on account of transportation and other chamgalsl be more
expensive. Mor eover, Al uwor ksé own costs of [
energy crisis. Consequently, the clients of the company would also be faced with higher prices,

in addition to their own higher energy costs. The situat®mat different at the Ghana
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Aluminium Company Limited (GHANAL) which has also had to grapple with importing
aluminum coils from Nigeria as a result of Al

following the closure of VALCO.

The production diffialties and escalated costs of business, as well as the consequences for
profits and employment could also have serious implications for government revenue targets.
The Commissioner of the Internal Revenue Service (IRS) is reported to have already remarked
that:

fiGovernment has lost in excess of ¢140 billion in revenue as a result of a fall in
production in various sectors including manufacturing, mining and quarrying. The
IRS is targeting to rake in ¢8.8 trillion for the year but the load shedding exercise
mi ght negatively affect the Servicebs reven

Given the rising production costs and loss of productive working hours on account of the
energy crisis, domestic prices could go up, though judging from the official inflation statistics
this has apparently not happened yet. Business managers are reportedly constrained by fear of
pricing themselves out of the market. This fear stems from the fact that the market is flooded
with cheaper imported substitutes. Their customers may shift tohiegper imports if prices

of competing locally manufactured goods go up. Already, as may be seen in the downward
revision of manufacturing sector growth rate in 2006, there has been some loss of price
competitiveness of Ghanaian products on account ofréhkexchange rate overvaluation
emanating from the disinflation monetary policy of the Bank of Ghana. As so often happens
when the domestic currency is overvalued, -traditional exports such as domestic
manufactured goods could lose grounds in intéwnat markets while impoftompeting

domestic products lose out to cheaper imports at home.

Alternatives to price increases currently under consideration include:
e review of production targets for the year;

e costcutting measures such as reduction in wafesnployees;

e reduced working hours; and

e forced leave (in advance pending measures to resolve the energy crisis).

A Business and Financi al Ti mes sur alboughr eport e

most industries have made contingency plans tot @argr adverse impact on their production

Executive Summary @
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some industries have been forced to undertake jolcuts As t-ditesl Repdrtool the
Wor | d Bank a@hb adeerse iendact offthe energy crisis is likely to be felt during
most of 2003 .

Unless appropriat remedies are found to contain the escalating production costs there would

unfortunately be more closures as enterprises fail to cover their variable input costs.

Short to MediumTerm Proposals

Government interventions comprising various shtwrtmedium-term proposals to contain the

disruptive effects of the power crisis on productive capacity include:

e AN emergency power programme comprising the
and the VRAGsSs component of 50 MW,

¢ Aninvestment of US$470 million in trenergy sector over the next three years to improve
energy generating capacity of the country;

e West African Gas Pipeline Proje@ delayed from December 2006 on account of
construction difficultiesd is now due in August 2007US$40 million has already been
paid up as equity;

e Supply from the West African Power Pool arrangement, with Nigeria supplying 80 MW
and La Cote doélvodraem 49 DpAp Il wiamg gluad aMWee wi | |
participation;

¢ VRA and the Ministry of Energy will procure an 80 MW pemplant to be operational by
April 2007;

e The Osagyefo Power Barge to be operational by August 2007 to produce 125 MW,

e 126 MW power plant to be procured by VRA by August 2007 (the entire MDRI for 2006
has been earmarked for this);

e Construction and expansioof Takoradi International Company Plant (110 MW) to
commence in 2007;

e consortium of three American companies to produce up to 110 M&vdbppril 2007;

e 300 MW power plant to be installed in Tema by 2009;
e consortium of mining companies to supply 80 MWJoye 2007;
e Bui hydro-electric dam to be built with funds from the Chinese Government, to add 400

MW to the power generating capacity of the country; and
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e a private Ghanaiaghinese joint venture to add 600 MW in two phases;

Regarding the Emergency Powepgramme, 38 generators with capacity to generate 44 MW

have already been commissioned. For a number of reasons, however, actual generation only
averaged 25 MWS less than 60 percent of the installed capacity. Problems with domestic

fuel supplies, switchea nd mechani cal faults haviReelibeen bl a
Ghana is very dirty requiring filtration to clean it. Filters sometimes clog up which could

cause the pumps to cease and burnthe mobor To ensur e f ul | productio
would hase to be made to supply the required diesel fuel on a sustained basis. The danger is

that of real or speculative scarcities that could play havoc on the transportation sector.

As the President warned in his Sessional Address, d¢iesedred generators areery
expensive to run. One of these generators guzzles 8dogsllons of fuel an houihus the

fuel cost of operations alone is estimated¢ai76 billion a day for the 38 generators

current exchange rates this works out to 24 US cents per umhefkWh. By way of
comparison this is:
¢ twice the cost of thermal power at Aboadze; or

¢ twelve times the cost of power at Akosombo.

The present situation of load shedding is indeed as embarrassing as it is expensive. The above
Emergency Power Programme bé&tVRA in full gear would supply 50 MW making up for

about onewelfth of the estimated 600 MW shortfall. Therefore its impact is relatively small.

The real issue with it, however, is whether utility prices would be adjusted upwards and if not
whether he VRA would be directed to absorb the losses which would be unsustainadle

guasi fiscal operation which could further damage the balance sheet of thé \WRAvhether

in line with the stated social policy of government, budgetary subsidies would \bdegat o

cover the costs. This latter could mean larger deficits and possibly increased domestic
borrowing by government which could keep the domestic-tte@DP ratio off its planned

trajectory with adverse consequences in inflation and high interest rat

The West African Power Pool is estimated to have the potential capacity of 600 MW and
appears to be a project betweenrah Nigeria on the one hand, and Benin and Togo on the
other, for the supply of energy to the latter two countries.
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Some skeptism has been shown towards the credibility of the Nigerian window. First, a
spokesperson of the Pe @dptheerdliig pddte imNigerigh twasc Par t y
guoted to have observed that Nigeriads tot al
keep Nigeria itself going. The spokesperson was therefore reported to have questioned the

basis for the supply of 80 MW to Benin and Togo in order to free Ghana from the obligation to

supply same.

A number of firms have apparently expressed interest tratgthe Osagyefo barge, where it

is now, under lease agreement. The government appears to have changed its mind about
relocating the barge at Tema and is said to be now willing to leave the barge where it is since
At he objective i slytheaostgperdlocaion was praved magh pigher ¢hant
expected and hence the decision to explore the leasingption.

In spite of these various proposals and initiatives there is no quick end in sight. The immediate
problem is to coordinate efforts anttensify the search for increased supply of electricity to

productive usersThe nation would also have to place higher emphasis on conservation and the

unproductive and wasteful use of power. Increased power generation, however, must also pay
greater d@ention than now to the cost implications. Bringing forward the-siardates for the
intervention that would generate upwards of 200 MW, wherever feasible, should be given
utmost priority. The feasibility of sharing the cost burden between the busibessunity

and the budget would depend critically on how short the gbort is; in other words, on how
quickly we can reach the medium to letegm solutions. A good rule of thumb when faced

with a costescalating shock is to fund it if it is of short diima but to make appropriate

behavioral adjustments if it is likely to persist into the medium term.

1.2 Public Finance andFiscal Operations

1.2.1 Introduction and Background

The year 2006 was characterized by severe revenue shortfalls, sizeable erpeveiruns,
wider-thanplanned deficits which necessitated large net domestic borrowing, and taenoff

rise in the domestic debt stock relative to GDP.

K]
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A primary goal of the current Growth and Poverty Reduction Strategy (GPRS) Il captured in

the 2007Budget Statement is Growth with Stability. This calls for a forwlaaking fiscal

policy designed to improve the quality of public spending while continuing to promote fiscal

discipline. To be successful, the framework requires two safeguards:

e transparecy, which allows the public to scrutinize policymakers and thereby to hold them
accountable; and

o fiscal rules, which address specific issues in the fiscal outlook.

Choosing an appropriate fiscal rule boils down to deciding on a me@ummacroeconomic
objective for fiscal policy that is ultimately related to some concept of sustainability. The idea
of the fiscal rule is to anchor the fiscal policy framework. The objective is to thereby reduce
the risk of painful, abrupt adjustment that would take adaollmuchneeded investment in
infrastructure and social areas or require that revenue be raised through taxes that could prove

distortionary.

In Ghana, since GPRS |, the domestic deb&EDP ratio has been the nominal fiscal anchor.

At the level of macroemomic policy, maintaining the fiscal anchor on track requires that
relevant and interrelated measures of the fiscal stance remain on target. Three such measures
that CEPA has traditionally focused on are:

(i) the overall budget deficdk measured by the ovdraroad balance (OBB),

(i) the domestic primary balance (DPB), and

(i) the net domestic finance (NDF) for the deficit.

The net domestic detbd-GDP ratio continues to be the fiscal policy anchor, rather than any
particular spending targets or budgetary defisithieving a low fiscal deficit has been an
important intermediate targét the overall broad budget balance has been reduced from a
deficit of 9.7 percent of GDP in 2000 to 2.1 percent of GDP in 2008specially in the
context of a disinflation objectivesuccess with the fiscal anchor has allowed the Bank of

Ghanad thecentralban® t o reduce i nterest rates to fAcr owd

1.2.2 Total Domestic Revenue and Grants
In the 2006 bdget a target was set for domestic revenue andsgyodir@tbout¢34.0 billion

equivalentto a share of 30 percent ofhationalincome. h terms ofits two main components
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0 domestic revenue, and gradisthetargets werel@out 23.0 percent of national income for
domestic revenue and abou® percent of ational income for grant8ncluding debt reliet
Largely on accounbf the ongoing restructuring and reahgent (to ECOWAS) of the tax
system, tax rates have beleweredsince 2005. Irspite of intensified efforts to increase the
efficiency of the regnue collecting agenciés partcularly CEPS6 however,the outturn for
domestic revenue has fallen short of its targets dineecommencement of the restructuring

exercise.

Domestic revenyein turn, is comprised of three maisubcomponentsd tax reverue, the

National Health Insurance LevyNHIL) and nortax revenueThe largest of these is tax
revenue, and domestic revenues go as tax revenues go. In 2006, CEPA estimates show a
shortfall in domestic revenue collections equivalent to 1.8 percent of @DEh is of the

same order of magnitude as that of tax revehu®.0 percent of GDP. All categories of taxes

0 direct, indirect and international trade contributed to the underperformance.

CEPA estimates show that in contrasbntax revenue oveperfaomed by a sizable 63

percent over its target. The extraordinary measure®ntax revenue mobilization taken in
2005 were repeatdd 2006. In addition there is a technical issas to the treatment of the-so
calledinternally generated fund$@Fs) 6 the retained portions of netax revenues by the
collecting ministries, departments and agencie¥D@As). The overperformance in respect of
norrtax revenues was however inadequateto fully offset the underperformance of tax

revenueresulting inthe overdl shortfall equivalent to 1.8 percent of GDP.

Aid dishursements have been charactetias volatile and uncertain. The estimates show that
2006 was not exceptional in that regard. There wstsoafallin the receipt of grantsf about

5.0 percentd theequivalent of 0.5 percent of national income in 2006.

1.2.3 Expenditures and Payments
Total expenditure is composed of recurrent and capital expenditures. Recurrent expenditure is
also broken down into neinterest and interest expenditure while captgbenditures consist

of domesticallyfinanced and foreigfinanced components.

E
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Compared to its target, the outturn in respect of recurrent expenditure is estimated by CEPA to
be in excess by about 16.0 percent. In contrast, CEPA estimates ar¢hamglanned capital
spendingd short of its target by 13.4 percent. Given the fact that the recurrent component is
the larger of the two and given the extents of esg¥nding in respect of recurrent expenditure

and undesspending in respect of capital expend#, the overall outcome was for net total
expenditure ovespending to the tune of almost 3.0 percent.

The recurrent expenditure target in 2006 was ¢21,589.7 billion representing a share of national
income of nearly 20.0 percent. The target for the biggatinterest expenditure component

was the equivalent of 16.0 percent of national income while that of interest payments was a
little above 3.0 percent. In terms of outcomes, CEPA estimates aismaeding in respect of
nortinterest income of about 20g&rcent. This excess was driven by the wagedbikimost

15.0 percent above its target and transfers of an estimated ¢2.0 trillion to the public utilities

to help manage the energy crisis. Consequently, theinterest expenditure outturn was,

accordng to the CEPA estimates, some 20.0 percent above its target.

In contrast, interest (domestic and external) payments totaled about 6.0 percent lower than the
budget had projected. The savings were in respect of external interest payments. The debt
relief from the Multilateral Debt Relief Initiative (MDRI) became available in 2006 and
involved the cancellation of some debt and interest payments. The combined effect of excess
nortinterest payments and lower interest payments was a net recurrergxpeeditire of

about 16.0 percer@ equivalent to a share of 2.6 percent of national income.

As usual, capital expenditures for the year were lower than planned and by a considerable
margind over 13.0 percent. CEPA has drawn attention to the implications @roatc

growth of the persistent shortfalls in capital spending especially in the context of
infrastructural deficiencies. The 2007 budget also refers to low absorption capacity as one of
the major implementation challenges. As the Minister of Financetsaw i t hressltechim s A
the slower than expected utilization of available project fands( par agr aph 1385

Budget Statemerii emphasis added).
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1.2.4 Overall Broad Balance (OBB)
The OBB (payments basis) is computed on the basis of current opsratie defined as the

difference between Total Revenue and Grants, and Total Expenditure. OBB (payments basis)
exceeded its target by over 63.6 percent according to the CEPA estimates. In terms of the
shares of GDP, the realized deficit was wider thsuarget by 2.8 percentage points.

On the modified cash basis, that is, when arrears clearance (road ammhdpas well as past
VAT refunds are added to OBB (payments basis), the CEPA estimate of ¢8,209.9 billion for
the OBB (modified cash basis) wa8.0 percent wider than the target set for 2006. Their

respective GDP shares correspondingly showed a 2.5 percentage points difference.

OBB (cash basis), is a third variant of the overall deficit. It is based on cheques that have gone
through the Governnmé accounts in the banking system during the course of the year under
review, 2006. The difference between OBB (cash basis) and OBB (modified cash basis) is the
float. If, in absolute terms, the former exceeds the latter, the float will have a negative sig
This indicates a carryover into the year under review of cheques from the past. The 2006
budget acknowledged some ¢577.8 billion of such cheques carried over into 2006. In the
assessment of outturns, CEPA estimates indicate that while these delayedscihene
cleared in 2006, in turn an estimated ¢299.0 billion was carried over into the following year
2007.

1.2.5 Domestic Primary Balance (DPB)

The Domestic Primary Balance (DPB) is a good measure of the viability of the debt
management strategy. It @omputed on the basis of domestic revenues andinterest
domesticallyfinanced expenditures. If the DPB is less than interest payments due in the year
under consideration, the existing debt management strategy could be called into question. This
is becaise in the absence of sufficient foreign grants, new loans will have to be raised to meet
interest payments with the potential for the debt stock to snowball. In 2006, the target was a
deficit but this was on account of the debt relief resources thatexpested to be more than
enough to cover interest payments. The outturn was much worse than planned and resulted in a

large unplanned net domestic borrowing and a sharp rise in the domestic debt stock.

I.)I
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Since 2005, government has embarked on a proceas mddtructuring and rationalization. As

a result, tax reliefs have been granted to both businesses and individuals. These reliefs have

been informed by several considerations including:

o a recognition that the current tax burden in Ghana is relatively bagghpared with the
historical experience and countries in the region; and

. the need to bring the tax structure better aligned with those elsewhere in ECOWAS to

ensure Ghana does not lose out on foreign direct investment.

On account of the lowering of thax burden, in spite of the intensified efforts to increase the
efficiency of the revenue collecting agenciesparticularly CEPS the share of government
domestic revenues in national income has missed its target since the restructuring exercise
commencd. In 2006, the target was missed by as much as the equivalent of 1.8 percent of
national income. With the further reliefs and incentives contained in the 2007 budget, the
outcome could be worse, and more so if the impact of the energy crisis is fulty ith&e
account. Pursuit of the Growth with Stability strategy would require that appropriate financing

0 specifically external borrowing be found to cover the structural revenue gap over the

near to medium term.

On the expenditure side, beyond committsesready made, two new important sources of
spending pressure have emerged. These are the energy crisis and the labor unrest in the public
sector. CEPA estimates that an unplanned amount of about ¢2.0 trillion had to be transferred to
the public utilities in 2006 to help manage the energy crisis. The 2007 budget has also
earmarked the entire debt relief from the MDRI to the VRA for the procurement of gas
turbines and a barge. In addition, the VRA component of the Emergency Power Programme of
the Energy Mmistry involves the procurement of generators for the production of 50 MW of
power at Tema. For the 38 generators so far installed with a 44 MW capacity, the daily fuel
costs have been estimated at about ¢2.8 billion. This was before the recent incpeaseoih
petroleum products. The budget would have to continue to make sizeable transfers to subsidize

VRAGs production; ot herwise upward adjust ment

Clearly, the revenue shortfalls and the additional expendituoedd mean larger deficits that
must be appropriately financed if macroeconomic stability is to be sustained as required by the
Growth with Stability goal of GPRS II. In the 2007 budget, government reaffirmed its
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determination to diversify the sources wfancing the development agenda. To quote from the
Budget Statement:

While reliance on doneprovided grants and concessional loans has served
us well, there is, however, the need to expand the scope and structure of
financing if government is to meet g®al of scaling up investment for
accelerated growth from the current 6.0 percent to 8.0 percent annually.
After achieving stable macroeconomic conditions and winning the
confidence of markets as reflected in our B+ sovereign ratings, the
Government interglto enter the international capital market in 2007 as a
sovereign borrower to diversify and broaden our funding options, including
public-private partnerships. In addition, Government will seek more funding
by requesting access to the IBRD window of tloeld\Bank.

Advised by Citigroup, the Government reportedly has successfully issued a sovereign bond in
the amount of about US$500.0 million. This is
step for a swbaharan African country, other than Soualfrica, to have entered the
international capital market since the largely unsuccessful forays by Nigeria and La Cote
délvoire in the | ate 1970s and early 1980s0.

The Government is also reported to be seeking to borrow on concessional terms from bilateral
donors. China has already announced that it would provide a loan of US$600.0 million on
concessional terms for the construction of the hydroelectric dam at Bui in the Brong Ahafo
Region. Negotiations are reported to be well advanced over the possibiéitgemding the

loan facility beyond the 70.0 percent coverage so far. Other bilateral sources that have been

mentioned include India and Japan.

At present, given the B+ (with positive outlook) sovereign rating, mobilizing loan finance on
reasonable terndoes not appear to pose much of a challenge to Ghana. Indeed, an amount of
up to US$1.8 billion has been suggested as possible between 2007 and 2009. A special fund to
be designated the Jubilee Development Fund (JDF) is proposed for the consideration of
Government. All loan proceeds as well as any such identified and dedicated resources
mobilized in support of the accelerated growth and development objective would be deposited

into the JDF. This is to assure transparency and accountability.

Given the commment to the Growth with Stability goal of GPRS Il, CEPA sees the key
challenges over the medidterm (20072010) to be the following:
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e consolidating macroeconomic stabili®y (single digit inflation at a level close to the
average of major trading partseaind continued buidp of international reserves to the
equivalent of at least four months import cover);

e decisive resolution of the energy crisis to enable real economic growth at an average of
6.5 percent a year over the period,;

e further reorienting fiscal priorities towards development;

e pursuing structural reforms, particularly in the financial sector to bolster private-sector
led growth; and

e human resource development for and domestic retention of professional and technical

skills.

Meeting these dllenges would, among other things, call for continued complementarity of

fiscal and monetary policies. Specifically, the domestic debt to GDP ratio must remain the

fiscal anchor over the mediuterm. Fiscal policy would therefore continue to make possible

net repayments into the domestic economy wit!l

investment with low real interest cost of capital.

1.3 Money, Credit and Prices

1.3.1 Introduction and Background

Over the period from 2003 the Bank of Ghana has hawbmaetary policy which narrowly
consideredd separately from fiscal polic appears to have two competing and partly
contradictory objectives. The first and dominant one which has been the main focus of this
policy has been the objective of achieving srdjhit inflation by end20068 originally two

years earlier. Its principal instrument has been to restrain liquidity growth, including through
increased foreign exchange. As a result, the exchange rate of the cedi against the US dollar has
been relativelystable. On account of inflation differentials, however, this has implied

considerable appreciation of the real exchange rate.

In thus taking advantage of the large inflows of foreign exchange, the real appreciation of the
cedi has served as a sourcetodisg dampening pressure on inflation. Large quantities of non

oil imports valued at about US$5.1 billion were brought into the country providing cheap
substitutes for domestically produced goods. On the downside, however, this disinflation

policy appeardo be losing markets at home and abroad for locally produced goods, with
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potentially adverse consequences for production, employment and profits. Increasingly, local
producers are complaining of a fnAlack of buyi
competng imports.

The focus of Ghana Poverty Reduction Strategy (GPRS [) was to regain and maintain
macroeconomic stability. Consequently, the disinflation objective was central to the strategy.
Nonetheless GPRS | did have, even if of lower priority, a growjacbive as well. Moreover,

its successor Growth and Poverty Reduction Strategy (GPRS 1) has shifted focus further to
accelerated economic growth as the principal instrument for poverty reduction and national
prosperity. In pursuit of the growth objectiilae Bank of Ghana has sought to increase bank
lending to the private sector. The instrument for this is lowering of interest rates. It is the
potentially expansionary consequence of this monetary policy objective that appears to
contradict the disinflatin objective. To reconcile these otherwise seemingly contradictory
objectives, we must turn to fiscal policy. The targets set for the domestitcd@liP ratiod

the fiscal ancho® | mpl y net repayments into the domest.

i ntlee private sector by supplementing the credit available in the banking system.

1.3.2 Monetary Management

Available data show that key monetary aggregates grew in tandem and at generally faster rates
in 2006 compared to the previous year 2005. Reserveeior HighPowered Money growth

rates not only exceeded those of the previous year but also followed a generally rising trend.

Thus from the 11.2 percent growth rate of December 2005, Reserve Money growth accelerated
over the course of the year reachingestimated 25.7 percent by eDécember 2006. This

was more than double the December 2005 rate and over eight percentage points above its

target of 17.5 percent.

Annual yearonyear growth rate of total liquidityy measured by Broad Money (M2+)
followed a similar upward path as that of Reserve Money (RM). In fact its trend was steeper.
Thus from the December 2005 rate of 14.1 percent, it climbed rapidly over the succeeding
months to reach 33.5 percent at the end of the third quarter of 2006. CEPAe=stimea¢nd
December 2006 growth rate at 36.5 percent.
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Net credit to government by the banking system also increased rapidly. For the twelve months
to May 2006 it rose by about 45.0 percent, more than doubling the 20.0 percent of the
corresponding periodf@005. Credit to private and public sector enterprises in the first half
year, however, increased at a slower pace in 2006 compared to 2005. It quickened somewhat
in the second halyear, finishing the year with an increase of almost 38.0 peéceaibout2.0
percentage points faster than the growth rate recorded in the first half of the year.

Developments over the recent past have seen a steady rise in the share of cedi deposits in total
liquidity making it the largest of the three components of oveialidity (namely, currency,

cedi deposits, and foreign currency depositspbout 56.0 percent in 2006 compared to 52.0
percent in 2005. It is evident that increased mobilization of cedi deposits was the main driving
force behind the growth of overall liglity recorded in 2006. Thus, in comparison, the share

of currency fell from 24.0 percent in 2005 to 23.0 percent in 2006; so also did the share of
foreign currency deposid though marginally from 21.5 percent in 2005 to 21.2 percent in
2006.

The highergrowth of public holdings of cedi deposits compared to currency has meant a
continued fall in the ratio of the stock of currency with the-bank public relative to cedi
deposits. This shift in monetary holdings is a positive development as it represents
preference for financial assets by the #i@amk public that favor investment. Furthermore, it is

a phenomenon that would intensify as female participation in the modern sector increases.
CEPA research has shown that females have a higher preferendémmrand Savings

deposits than males.

1.3.3 Interest Rates and the Money Market

With an eye on the accelerated economic growth objective, the Bank of Ghana has followed a
monetary policy of encouraging increased bank lending to the private sector byngpwer
interest rates. This policy could be considered to have been largely successful with growth in
the real stock of credit having soared to peak levels in 2006. The Bank of Ghana induced cuts
in interest rates at various times in 2006. The rationaléhfeihias been that inflation was on a
downward trend, even when the declines have been modest and the actual rate of inflation has
remained above the stated target. Indeed, even when in December 2006 the rate of inflation

rose, the Bank of Ghana nonethellesgered its prime rate by two percentage points from 14.5
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percent to 12.5 percent. Adjusted for inflation, the cost of credit is deemed onerous and there is
strong pressure on the Bank of Ghana to bring interest rates down by bigger margins and

faster.

Developments in the money market in the first half of 2006 reflected generally declining

interest rates though the rate of decline slowed in the second quarter. Rates on the Interbank
overnight money market, like the rates on the auction market, all d&clinédi n | i ne wi t
inflationary expectationso, according to the B

Interest rates of commercial banks have tended to move in tandem and consequently the
spread between average savings deposit rates and average lending rates have remained
stubbority fixed at close to 20.0 percentage points. Taken as a measure of intermediation cost
this indicates a disturbingly high cost of mobilizing financial savings in Ghana. As much as
two thirds of the cost of borrowing from the banks goes to cover internted@ists. In these
circumstances, pressure to lower bank lending rates invariably has the unfortunate result of

leading to a lowering of savings deposit rates and by an equal margin.

The result of this state of affairs is that while lending rates hawained significantly positive
in real termsd adjusted for inflationd real savings rates have been negative for most of

2006. The mobilization of deposits nonetheless achieved impressive results in 2006.

1.3.4 Consumer Pricéevelopments and Inflation

The Bank of Ghanadés policy of di sinflation wus
continued into 2006. Nominal depreciation of the cediawgs the US dollar stayed well

below 1.0 percent per annum between March 2005 and June 2006, and remained.®elow

percent per annum during the second half of 2006. Over the same period, headline inflation
measured by the yearly changes in the Consumer Price Index steadily declined from about

16.7 percent per annum to reach single digits in March and April 20@i6e first time since

May 1999.

In April 2006, in line with the adoption of a fedlost pasthrough regime, the petroleum
oversight authority, the National Petroleum Authority (NPA), announced an increase in

petroleum product prices averaging 10.0 percétdgadline inflation subsequently edged
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upwards in the following three months to reach 11.4 percent alidgp@006. The petroleum
product price impacted directly on transport costs and through that on the market prices of

almost all the items in the comaption basket of the average household.

In the second half of 2006, inflation and inflationary expectations appeared relatively subdued,

in part because @fownward revisions the price of petroleum products, better food harvests

relative to 2005, andomtinued high appreciation of the real exchange rate. It is to be recalled
that in late July 2006, the NPA introduced a specific tax to replace the ad valorem tax in the
price buildup of petroleum products, leading to marginal drops in product priceagavegr

6.2 percent. Further downward revisions in petroleum product prices, averaging 7.1 percent,
were subsequently announced in early September. These downward adjustments in petroleum
product prices had the effect of calming down inflationary expectaiimthe economy. The

rate of inflation began slowly to ebb, falling on average by 0.2 percentage points per month, to
reach 10.5 percent in December 2006.

1.3.5NearTerm Inflation Outlook

As reported in previous CEPA publications, the economy enteeedigbwing phase of the
threeyear economic cycle in the latter part of 2005. Being essentially an agricultural cycle, the
eighteeamonth period from October 2005 to March 2007 saw a pickup in the agricultural

sector growth rate.

With the productivity gais emanating from the cocoa hitgth package developed at the
Cocoa Research Institute of Ghana (CRIG) production surged to-aimelhigh of 722,163
metric tons in 2005. Moreover, consistent with the phase of the cycle, the indications are that
outputin 2006 was about 8.0 percent higher with the crop volume reaching an estimated
780,000 metric ton® a new record. Domestic food market price developments provide

supporting evidence pointing to a better agricultural harvest in 2006 compared to 2005.

A major achievement of the disinflation policy has been the continued shallowing of the
economic cycle. Over the eighteeonth upswing phase (October 2005 to March 2007),
leaving aside petroleum and utility price shocks, the amplitude of the underlyirgappztars

to have shrunk from the historical 10.0 percentage points to an estimated 2.5 percentage points

at present. Similarly, the annual rate of inflation averaged over the cycle was first lowered
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from 20.0 percent to 10.5 percent and currently appeatsave fallen further to about 8.0

percent. Consequently, inflation in the thygar economic cycle is now projected to lie in a

rather narrowrangd t he cycl e is practically Adeado. The
about 10.5 percent per annum; bagrany cospush shocks, and assuming a relatively benign
countercyclical monetary policy, the trough of about 5.5 percent is expected to occur in
September 2008.

The CEPA forecast, however, is for headline inflation to hover around the peak level of 10.5
percent over the next eighteen months to September 2008. This is because the commitment to
accelerated growth enshrined in GPRS Il would call for increased public spending particularly
on infrastructure, education, training, health and sanitation. Irti@oldthe work of the Fair

Wages Commission charged with, among other things, the rationalization of public sector
wage structure involving removal of anomalies and distortions would most likely raise the
government wage bill above the 10.0 percent obnatiincome reached in 2006. Then there

are energyrelated expenditures, including possibly large subsidies and other transfers to the
public utilities. Finally, there are ongoing infrastructural works in preparation for the CAN
2008 soccer extravaganzain&ncing the projected budgetary deficit without igniting

inflationary fires is the key challenge in the near to medium term.

1.4International Trade and Payments

1.4.1 Introduction and Background

In the Budget Statement and Economic Policy of 2007, thvefament of Ghana recognized

the need to move from the concentration on macroeconomic stability to the achievement of
stability with economic growth. This is a laudable objective if it can be achieved but could

prove difficult to achieve.

One way to adeve this is through the judicious use of the substantial development assistance

Ghana is receiving from her development partners in the form of debt relief and increased aid.
Using these to create infrastructburteh eanpdr iovtah e
sector without burdening it with qualscal roles is important. Two issues emerge
immediately. First, the rate of absorption depends on the absorptive capacity of the public

sector. Secondly, as the levels of assistance and expenditurg@sastructure increase, there

is a tendency for inefficiency and therefore project costs to increase.
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As discussed below, achieving this objective is not helped by concentrating on stabilization by
purchasing lower inflation through subsidizing imporithvan overvalued exchange rate. The

real policy dilemma is how to use the resources in such a way as to achieve a low level of
inflation while maintaining the competitiveness and therefore the growth of the domestic
economy. Current thinking is that, owle medium term, the key is productivity gains.

In a number of countries with substantial external assistance, there is a tendency to liberalize
the capital account of the balance of payments. As the experiences of East Asia and Latin
America show suchmaapproach can increase the vulnerability of the economy to external

financial shocks and speculation.

1.4.2 Constraints to Achieving Competitive Exchange Rates

The exportled growth strategy Ghana has adopted requires her to diversify her export base.
There is a need to create midavel incentives for investment in the tradables sector. The
exchange rate is a key instrument in promoting this objective. There is a need, therefore, for
Ghana to maintain a competitive exchange rate to ensure that thelenierancentives for

growth are maintained.

Achieving this, however, is constrained by political economy considerations and aid factors.
Politicians see an appreciating currency as an achievement and this can be reflected in official
policy. The objecties of the mediureerm macroeconomic policy framework in the Budget

and Economic Policy Statement for 2007 taken from the Growth and Poverty Reduction
Strategy (GPRS II) include a stable exchange rate with the cedi depreciating by less than 4.0
percent perannum. With both actual and target inflation rates higher than this rate, it is

expected that the real exchange rate will appreciate continuously.

The availability of aid creates an illusion and a disconnect between the exchange rate, exports
and the avaability of foreign exchange for development. In the case of Ghana there is also an
illusion that there is a permanent increase in external resources and that the real equilibrium
exchange rate must have appreciated, justifying an appreciation in théraaluaxchange

rate. Available literature indicates that sustained growth (SG) countries avoided overvaluation

of their currencies even in cases where there were substantial aid inflows.
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Aid is good provided it is used in ways that enhance growth andogment. Precyclical
exchange rate policy in which aid is used to purchase lower inflation through imports can
create longun difficulties. Experiences of the 1990s suggest that while lower inflation is
desirable, the method of achieving it is also int@ot. If it is achieved through overvalued
exchange rate, it may be growth retarding.

Reconciling the need for a competitive exchange rate and the constraints facing its
achievement in favor of a competitive exchange rate is a challenge Ghana musttconfron

Absorbing aid and debt relief resources in ways that enhance economic growth can be a
strategy. Resolving this tension through capital account liberalization simply increases

vulnerability without promoting the growth objective.

While the tension betvem the need for the competitive exchange rate and the constraints to
achieving it persists, the real exchange rate continued to appreciate in 2006. The real exchange

rate between the cedi and the US dollar has appreciated continuously since 2004. In 2006,
appreciated by 9.7 percent on the basis of the CPI and by about 20.0 percent on the basis of
exporterso6é costs. This was the result of t he
exchange rate between the US dollar and the cedi depreciated by 1 petbe Interbank

market and by 2.1 percent in the Forex Bureaus. The real appreciation in 2006 follows upon

three other years of real appreciation.

The continuous real appreciation has resulted in overvaluation of the cedi in purchasing power
parity taems. CEPA analysis also shows that adjustment for the Balassa effect in which the real
equilibrium exchange rate may appreciate with growth and therefore productivity, still reveals

considerable levels of overvaluation of the currency.

With an overvaluedexchange rate, the only other means to maintain competitiveness is
through productivity increases. However, with reduced profitability of exporting through the
exchange rate, this route could result in labor displacement. This route also requires atibstanti

infrastructural development, which cannot be achieved in the short run.

>
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Pressures by rice, tomato and poultry farmers for public policy support are only symptomatic
of a policy regime that assigns the exchange rate to internal balance and inflét®meglect

of the external sector competitiveness. More of such pressure can be experienced if the real
exchange rate continues to appreciate. The manufacturing sector growth rate fell short of its
target in 2006 in the face of cheap imports. Unfortugateke main losers from the policy, the
exporters and producers in competition with cheap imports, have no policy influence.

1.4.3Balance of Payments

The international payments system in 2006 was characterized by substantial and increased
balance of payents surplus and a widening trade deficit driven largely by the appreciating
real exchange rate. These were financed by debt cancellation and increased inward transfers.
In spite of the surplus, external reserve accumulation was modest, with gross ioniatnat

reserves in terms of months of imports cover declining.

The overall balance of payments recorded a surplus of US$415.1 million in 2006, up from the
surplus of US$84.3 million in 2005. The improvement was due to debt cancellation and

external resourctransfers. As a result, the Bank of Ghana accumulated reserves. However, the
rate of accumulation was lower than the growth in imports, resulting in the import cover of

reserves declining from 3.9 months in 2005 to 3.3 months in 2006. If services laced)c

imports cover drops from 3.7 months in 2005 to 2.8 months in 2006.

In terms of proportion of GDP, the trade deficit widened from 23.8 percent of GDP in 2005 to
24.2 percent of GDP in 2006. This was on account of a sharp increase in imports oves. exp
While export receipts increased by 33.0 percent, expenditure on imports rose by 45.7 percent
from US$5.34 billion in 2005 to US$6.75 billion in 2006, with the Mincomponent
representing 75.6 percent of the overall imports bill. All componerggprts, except Timber

and Wood Products, experienced substantial growth in value terms. The overall growth was
led by the two dominant export commoditi@s gold and coco® mainly because of both

increased export volumes and higher world market prices.

The increased trade deficit was financed in part by private transfers, which increased by 11.6
percent from US$1.55 billion in 2005 to US$1.73 billion in 2006. Net of official transfers, the
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deficit on the current accounts amounted to the equivalent op&dent of GDP in 2006
compared to the 5.8 percent of GDP of 2005.

1.4.4Trade in Services

At long last Ghana is recognizing the need to diversify into services exports. The 2007 Budget
Statement recognized the need for Ghana to take advantage of giodaland the WTO

Agr eement , specifically the Gener al Agr eement
services trade regime is more liberalized than that in many least developing countries (LDCs).
Ghana is also committed under the GATS to liberalizing nsextors than the average for
Africa as a whole. To diversify into services, Ghana needs to provide the same levels of
incentives and support to trade in services. Infrastructural development, particularly in
telecommunications and human capital developmemé essential for meaningful
diversification into services. Human capital development is crucial because trade in services
tends to be more skilhtensive than trade in goods. Furthermore, financing for exports
development must be extended to servicgmes. For example, the Export Development and

Investment Fund (EDIF) currently does not cover activities related to exports of services.

1.5 Issues in Public Expenditure Management (PEM)

1.5.1 Introduction and Background

The main issues of Public Expetuste Management relate to the credibility, predictability and
control over Public Expenditure. At the aggregate level except for 2002 there has been strong
correspondence between appropriations and payments. This reflects the demands of fiscal
disciplinerequired in the program with the IMF. On the other hand, disaggregated by budget
head, economic item and function, the evidence shows that there is a tendency for the
predictability and credibility of the budget to be eroded on account of the inabiliyntool
spending on the wage bill especially in the priority social sectors of Education and Health.
Infrastructural investments have tended to suffer payment shortfalls for these excesses. They

also serve to crowd otite private sector in credit markeasd increase aid dependence.

An External Review of the PEM carried out by the UK (DFID) and the World Bank in 2006
concluded as follows:

Assuming the Government maintains its present commitment to sound economic and
fiscal policies, Ghana can expect siamiigrowth in incomes in the near future. If the
business environment can be further improved, pablic investments made more
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efficient economic growth in the medium term could be in #3ep@rcent range. In

turn, this would improve Government revenugkich together with the savings in the

fuel subsidy and reduction in domestic debt repayments, should create the fiscal space
necessary to accommodate further poveegucing expenditures, the pressure for

which is growing, particularly in the educatiocsend health sectors. Strong growth

would also facilitate the Governmentds prog

The Review considered total Central Government expenditure financed from all sbutices
Consolidated Fun@CF), internally generated funds (IGEs)onor disbursements and statutory
funds and assessed performance against six objectives as follows:

e Credibility of the Budget

¢ Predictability and Control in Budget Execution

e Policy-based Budgeting

e Comprehensiveness and Transparency of the Budget

e Accouning, Recording and Reporting

e External Scrutiny and Audit

1.5.2 Key Findings
The analysis here is restricted only to discretionary expenditures, charged on the Consolidated
Fund, which amount to about 50.0 percent of the overall total of Central Government

expenditures in the yearly Appropriations.

The time period covered, 20@D05, is wider than that in the 2006 External Review by the
inclusion of 2002, while the issues discussed are restricted to those concerning credibility,

predictability and contradf the budget.

Available data confirms the finding of the External Review that over the period 2

there was close conformity between voted provisions and actual payment réletse$otal
deviation index for each year remained below 5.0 perddns. outcome can be and is often
interpreted as reflecting government policy to control spending in line with the commitment to
fiscal discipline and macroeconomic stability objective of GPRS I. The total deviation index of
32.0 percent for year 2002 wasich more significand signaling serious expenditure control

and management difficulties resulting in large spending overruns.
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The Total Variation Index, which measures variations within aggre@atspecifically at the

level of budgetheadsd shows modeately high values for 2003 and 2004 and significantly
higher values for 2002 and 2005. Judged by the Excess Variation Index, the performance in
2005 was worse than that of 2002 which was at comparable levels with 2003 and 2804

which presages expenditumanagement problems in 2006 and beyond unless effective action
is taken to restore fiscal discipline.

The Budget Deviation Index (BDI) was a high 46.3 percent in the year 2002, which was quite
disastrous. GPRS | and its first budget of 2003 institatadw policy regime with tough fiscal
discipline. Consequently, the index fell by 65.0 percent to 16.3 percent. After that the BDI has
followed a rising trend reaching 33 percent in 2005. The upward trend is cause for concern
since it indicates a tendenoyloss in fiscal discipline reaching disturbing proportions in 2005.
These concerns are heightened by the values of the Excess Variation Index. Firstly,
comparable values are recorded for 2003 and 2004 as was recorded for the problem year 2002.
Secondly,and most disturbingly, the Excess Variation Index for 2005 of 32.7 percent was

more than double the 14.3 percent recorded in 2002.

In terms of voted provisions, the wage bill has averaged about 70.0 percent of the total
provisions. Indicative of the pgstent tendency for spending overruns on this item, its share in
total payment releases over the 200205 period averaged 73.3 percent about 3.0
percentage points higher. In terms of the deviation indexes, the wage bill has recorded, on
average, the satlest values, whilst at the other end the investment variation index has
recorded the largest. And yet, given its weight, relatively low excess spending on this item is
enough to push the total expenditure into excess, which must then be compensated for i
underspending under one or more of the other items, in order to remain within or close to the

aggregate ceiling.

The problem of the wage bill is both its side CEPA estimates it at almost half of
government tax revenue, equivalent to 10.0 percenabdmal income in 2000 as well as

its structural characteristics. The latter arises particularly due to the fact that public sector
wage rates are inadequate to attract and retain professional and technical personnel in priority

sectors.
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According to tle External Review, the flow of resources to MDAs and service delivery units
over the period has been less than ideal in terms of both quantity and timeliness. Processing of

invoices has tended to be very thmensuming, leading tarrears and higher costisrough

penalty interest (mainly in the area of road arrears). Alsthacks in planned servicese

carried forward into the following year agpaid commitments

The 2006 External Review drew attention to the absence of a transparent link betweed plann
and executed budget activities. The result of this could be possible misclassification of

expenditures as to priority as well as inefficient use of resources.

The publicatonWh er e di d Ghana@ sy thel JERND Houndatios raiges a

number of sarching questions and concerns about the use of public funds even in designated

priority areas. In the final analysis, there is a need for caution in the interpretation of the
impact of spendingThe 2007 Budget proposes a reclassification of povertyrekjuges to
include growth enhancing expenditures in 2007. The proposal will also be in line with the

Growth and Poverty Reduction Strategy (paragraph 1238).

In conclusion, the size or growth in poverglated spending could be illusory. There can be

no substitute for monitoring and evaluation of the process of implementation and the
development of indicators of the state of affairs. This must be done at not just the national
level (important though this may be for international comparisons) but mpettantly there

is an urgent need for effective decentralization backed by a Districts Programme for

monitoring progress which is of even greater importance for the people of Ghana.

1.5.3Issues with the Wage Bill

Effective management of the wage bdlthe key challenge of PEM in Ghana. It is the largest
economic item with a tendency to spending overruns, and is moreover rising. Improvement in
the budgetary processes leading to the wage bill is therefore important because of its size and

also its being source of significant budget variance.

The current procedure is to budget on the basis of existing numbers and wage rates, and to
provide a contingency for any increase projected for the coming year. Increases in the wage

bill during the year typicayl derive from two sources:
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e growth in public service employment particularly new hiring of teachers;

e increases in public sector wage rates that are not considered in the budget.

In the 2007 Budget Statement a Fair Wages Commission was proposed. Almenthiogs,

the Commission is expected to address the staffing levels and policy cost drivers of the wage
bill as well as to develop a new pay policy that gives greater regard to the local labor market
for professionals and skilled technicians.

In additon, it is hoped that the public sector wage negotiation process would be better
synchronized with that of budget preparation, so that negotiations are completed ahead of
submission of the Appropriation Bill. The wage bill has been about 70 percenttofaheote
appropriated for discretionary expenditure from the Consolidated Fund (CF), and because of
the persistent tendency for ovgwending; its share of the payment release is almost 75

percent.

In summary:

e The wage bill constitutes the largest egoric item in discretionary expenditures on the
Consolidated Fund;

¢ The tendency for actual releases to exceed the voted provisions drives total discretionary
spending to exceed the budgetary provisions

e In order for fiscal discipline to conform to expendéuceilings imposed by the IMF a
wage bill excess often necessitates compensatory shortfalls in releases for other economic

items.

The large bill not only crowds out other categories of spending in the domestically financed
current budget, it also makéseir funding overdependent on external aid from development

partners. Over the longer term, the wage bill is driven by policy decisions on the scope of
government and the manner in which services are delivered and this would be another

important agendaem for the Fair Wages Commission.

In the neaiterm the wage bill is influenced by both budgeting and technical issues. On the

budgetary side, control over the wage bill by the MORERomplicated by the staffing
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demands of MDAsDiscussions on wage bil r equi rements for the

happen late in a compressed budget preparation calendar.

There are technical problems that also impede control over the wage bill. Payroll audits since
2000 have made important contributions in the questigan up the public sector payroll.
Thousands of ghost workers have been reportedly removed from the rolls especially in the

GES yet the problem is not yet eliminated, and continual cleaning exercises are still required.

Better control of the wage bill @ the longer term requires comprehensive public sector
reform through rationalizing of the number of government agencies. It also requires revising
the way in which current policies are delivered, and the dividing line between the state and
private/commuity provision. This is necessarily a loigrm task.
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2 GROWTH PERFORMANCE OF THE ECONOMY
AND THE ENERGY CRISIS

2.1 Review of Performance in 2006

In the Budget Statement and Economic Policy for 2007, which was presented to Parliament by

the Minister ofFinance and Economic Planning, the economy was reported to have grown at

its fastest pace since the Second Republicegistering a real GDP growth of 6.2 percent per
annum for 2006, and programmed to reach 6.5 percent per annum in 2007. This accelerated
growth performance, according to the official statistics contained in the Budget Statement, was
broadbased across all three major sectors, with the Industrial Sector outperfénpegaps

for the first time in a decad® both the Services and Agriculldrsectors. Using the official

statistics to assess the sectoral and overall performance of the economy in 2006 calls for

extreme caution. Among other things, the following observations are warranted:

e The growth estimates are only revised projections,

e They are based on partial data, perhaps covering only the first half of the year and
certainly before the severity of the energy crisis and its impact could be objectively
assessed, and

e They can only be preliminary and tentative because of the weaknesses spétistical

surveys on which they are based.

On the third point, the observation of the staff of the IMF in the Country Report No 02/38 of
March 2002 is pertinent. To quote:

To improve the reliability of the national accounts, camprehensive

overhaulof the basic sources of data would be needEle existing sector

surveysthat form the basis for thestimatesare outdated (Appendix IV
pargraphl2, page 69, emphasis added)

Even in the best of circumstances, extrapolation beyond the period of tlhemdat be
undertaken with appropriate caveats duly served. To do so across a structural break as would
be implied by the energy crisis is a most hazardous undertaking. Without doubt, the Ghana
Statistical Service (GSS) would be forthcoming with at leastipional actual estimates now

that the relevant data on the crisis, the consequent load shedding and the impact on the
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economy, are available. In all of this, it is of utmost importance that the GSS be given all the
support and resources it would needdwo its work. The data presented in the Budget
Statement show inconsistencies among some tables and between the text and some tables.
Above all,the professional independence and integrity of the GSS must be safeguarded at all

times and especially in thegsent circumstances.

The energy <crisis necessitated what has been
load shedding exercise from August to December, 2006, which adversely affected production

and output particularly in the energgnsitive Minirg and Quarrying, and Manufacturing sub

sectors. As indicated in Table 2.1, the official account of the sectoral growth performance
shows that the Industrial Sectgrew at 7.3 percent in 200&d by the Electricity and Water

subsectord with an incredibé growth rate of 23.0 percent.

In the Budget Statement (2007), the Electricity and Watesssatord thesource of the crisis

0 isd e s cr i theenshjoreostribuitory sulss e ct or 06 of the I ndustrial
emphasis added). Moreover, theisexd growth rate of the sector, though marginally lower

than the 7.7 percent growth recorded in the previous year, BO86netheless more than a full
percentage point higher than the original 6.0 percent projected, in spite of the energy crisis.
CEPA tales serious issue below with the revised growth rates in respect of both the Electricity

and Water as well as the Construction-sabtors.

The Agricultural sectod including cocoa, forestry and loggirdyg is the largest of the three

sectors though its steain GDP has been falling over the years. In 2005, it constituted 36.0

percent of total GDP. Within the sector, thanks to the application of thetdohhmeasures

and the resultant production boom, the share of the important cocesecob has risen

sharply, and now constitutes 12.8 percent of the total Agricultural GDP. The official estimates
reduced the sectords growth rate from the 6.
According to the Budget St at e rheunderpérfarahée) , t hi s
of the Cocoa Production and Marketing and the Forestry and Loggirggeubt or s o ( par agrt
73, page 23). The statistics show that the growth rate of the Crops and Livestedctsub

was also lowered, though only marginally, from 6e2gent to 6.0 percent.
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Table 2.1: Economic and Sectoral Growth Performance, 2002007 (in percentages)

Official Official CEPA Official
Provisional | Provisional
Actual Actual Program Actual Actual Projection
2004 2005 2006 2006 2006 2007
Real GDP Growth 5.58 5.8 6.0 6.2 53 6.5
Agricultural Sector 6.97 4.1 6.6 5.7 5.7 6.1
o/w Cocoa Production 29.90 13.2 12.2 8.7 8.7 6.0
Industrial Sector 4.83 7.7 6.0 7.3 4.0 7.7
Mining and Quarrying 3.02 6.3 6.3 3.0 3.0 6.0
Manufactiring 4.59 5.0 5.0 4.2 4.2 5.5
Electricity and Water 3.75 124 4.0 23.0 0.00 10.0
Construction 6.61 10.0 7.5 8.2 5.7 10.0
Services Sector 4.92 6.9 5.5 6.5 6.5 6.7
Miscellaneous ltems
Percentage Shares of GDP 1/
Agricultural Sector 36.6 36.0 36.2 35.8 35.8 35.7
Cocoa Production 4.3 4.6 4.8 4.7 4.7 4.6
Industrial Sector 24.7 25.1 25.1 254 254 25.6
Mining and Quarrying 5.1 5.1 5.1 5.0 5.0 4.9
Manufacturing 9.0 8.9 8.9 8.8 8.8 8.7
Electricity and Water 2.5 2.7 2.6 3.1 3.1 3.2
Construction 8.1 8.4 8.5 8.6 8.6 8.9
Services Sector 29.9 29.9 29.8 30.0 30.0 30.1
Contribution to Growth
Agricultural Sector 2.52 1.50 2.38 2.07 2.07 2.18
Cocoa Production 1.03 0.56 0.56 0.42 0.42 0.28
Industrial Sector 1.20 191 151 1.93 1.01 1.97
Mining and Quarrying 0.16 0.32 0.32 0.15 0.15 0.30
Manufacturing 0.42 0.45 0.45 0.37 0.37 0.48
Electricity and Water 0.09 0.33 0.10 0.70 0.00 0.32
Construction 0.54 0.81 0.63 0.70 0.49 0.89
Services Sector 1.47 2.06 1.64 1.94 1.94 2.01

Sources: Budget Statements and Economic Policy for-2004 (Ministry of Finance and Econonitanning)

Notes: 1/ an estimated 4p&rcentshareof GDPis on account of Net Indirect Taxes

Production data for 2006 point to a new record cocoa crop of about 780,000 metric tons
(comprising a light crop of 90,786 metric tonnes and an estimated no@imt689,214 metric
tonnes) in 2006 compared to the previous record of 722,163 metric tonnes (comprising a light
crop of 72,490 metric tonnes and main crop of 649,673 metric tonnes) INM2@0Pbincrease

of 8.0 percentThis is somewhat lower than theiof&l growth estimate of 8.7 percent for the
subsector. CEPA, however, accepts the higher official growth rate, and with that the

Agricultural sector growth rate of 5.7 percent for 2006.

&
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It is evident from the cocoa production statistics above, howeWvet, the reported
underperformance of the cocoa sdztor reflected more the oweptimism in the original
growth projection of 12.2 percent rather than to the performance of theestdyd a new
record.

In the Budget Statement (2007), the Ministerersdd to the underperformance of the
agricultural sector, the mainstay of the economy and offered the following explanation:

AThe contributory sulsectors to the underperformance are the Cocoa Production and
Marketing and thé-orestry and Logging subectsd0 ( par ag23aph 73, p

The growth projection of 5.6 percent for the Forestry and Loggingsator similarly appears

unrealistic given national and international concerns with environmental degradation and
specifically t he r arpstrdserncee CEPA tadcapts the Halving bfahea 6 s f
original target as perhaps more realistic.

In regards to the Services ssbctor, the revised growth projection of 6.5 percent is a full
percentage point above the original target growth of 5.5 percentt fpar the Community,

Social and Personal Services sdztor, in respect of which the original growth rate of 4.2
percent was retained, all the other-selotors had their projected growth rates revised upwards
and by sizeable margins. The Wholesatel Retail Trade subsector growth rate was revised

by 1.3 percentage points followed by that of Transport, Storage and Communication by 1.2
percentage points. Upward revisions ranging from 0.7 to 0.9 percentage points were applied to
the remaining susectorsin its projections, CEPA retained the revised estimate of 6.5 percent

noting the record volume of neail imports valued to about US $5.1 billion in 2006.

In the preliminary growth assessments for 2006, the official statistics acknowledge the
slowdown h the growth performances of the Mining and Quarrying, and Manufacturing sub
sectors of Industry. Output growth in the Mining ssdztor was lowered from its target of 6.3
percent to 3.0 percent per annum in 2006, the same as that realized in 2004. Bfy way
comparison, the reduced growth in 2004 was also 3.0 percent with a higher 6.3 percent in
2005. The growth rate of the Manufacturing sdetor was also revised downwards to 4.2
percent compared to the target of 5.0 percent. Thus (given their shagat@DP), instead of
contributing the expected combined 0.76 percentage points to overall real GDP growth, they

contributed only a combined 0.53 percentage pdinta loss of 0.23 percentage points. These
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preliminary estimates, it must be emphasized, weade before the full impact of the crisis

could have been assessed. And on the evidence, appear grossly optimistic.

As noted above, CEPA has strong reservations about the revised official growth rates for the
Construction and the Electricity and Water smdgtors, both of which were inexplicably
increased over their original targets. In the official growth assessments, output in the
Construction susector is reported to have risen by 8.2 peréergome 0.7 percentage points
above the original target ofYpercent. To quote from the Budget Statement (2007):

fConstruction is projected to grow by 8.2 percent, exceeding the target for the year.
This is attributable to the increased road construction and other infrastructural
developments throughout the coyntin addition, a total of 1,349,644 tonnes of
cement was produced during the first eight months of 2006 against 1,276,571 tonnes
produced during the corresponding period of 2005, an indication of robustness of
construction activites 6 ( Bu d g e raph2r9,pp/ 225p ar a g

Thus, on the basis of production data over the first eight months oi®20t¥ore the onset of

the crisisd the annualized cement production growth was 5.7 percent.

Ironically, there was anecdotal evidence that the difficulties waithess to power and

interruptions in power supply created production bottlenecks for cement manufacturing, at

least in the last quarter of 2006, resulting in increasefd&wry price of the product on retalil

markets. The Press Release of the MPC ofBhek of Ghana confirmed this with its

o0 b s e r v anoialdendectnés oficement sales and industrial consumption of electricity,

which have strong links with the ongoing electricity load management MPC Pr ess Rel ea
March 19 2007; paragraph 4; page Clearly, a 5.7 percent growth rate for the year 2006

would be an overestimate.

According to IMF Country Report of March 2002, the standard and traditional method used by
the Ghana Statistical Service (GSS) for assessing real GDP growth originatinghtom
Construction swsector is to equate it to the growth in domestic cement production. To quote
from the Report:

fiCalculation of construction investment is currently based on the estimated value of
locally produced construction gosd(with 1993 as baseg é . This value is
extrapolated over the following yealmsed on the production of cementd | MF
Country Report No. 02/38, March 2002, paragraph 14, pade @hphasis added).

K3
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As noted above, cement production, based on output figures for the ghst months, is
optimistically estimated to have grown by 5.7 percent. Following the established practice of
the GSS cited above, and applying the same growth rate as for cement production, CEPA
estimates the growth rate of the Constructionsetior aho more than 5.7 percent in 2006

CEPA also finds it puzzling that in the midst of combined water and power crisis a key driver
of the impressive official account of performance of the Industrial Sector is the Electricity and
Water subsector, where grossutput reportedly increased laystaggering record 23.0 percent

in 2006 over the output of 2005 almost twice the rate of growth registered in 2005.
Amazingl y,pdrhfior nissrucpeear of t h e-seBdr,anoreover,isisédt y and

to continue mto 2007 even as the hydropower crisis deepens.

It is pertinent to note that in his presentation of the 2007 Budget to Parliament, the Minister of
Finance observed as follows:

i e the year 2006 waga particularly difficult year for the energy sectas it was
characterized by shortage of power supply and high prices of crude oil and petroleum
products. The power supply shortage was largely the result of low water inflows into

the Akosombo Darwhich limited the generation of power from the Akosombo Power
Stadiondo ( Budget 2007, Paemphgsisadadd). 374, page 89

While lamenting the severe stress these developments have had on the national economy the

Minister further noted:

A..the difficulties experiencednextensMehe year
nationwide load management programme at the end of August 2006. The programme

is intended to lead ta reduction ofabout 300 MW which iabout 21 percenof the

current power demand of 1,400MW perday ( Budget 2007, Par agr aph
enphasis added).

The official statistics are difficult to reconcile with the continued load shedding and
unpredictable energy supply, which by one r e
especially in energgensitive sectors, with the risk of potehtoutput losses and cegtish

pressures in th'e i mmediate horizono.

! See, for example, MPC Press Release of December 18 2006, paragraph 19, page 5
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Given the severity of the power crisis in the last five months of 2006, the CEPA estimate
assumes that output performance of the Electricity and Watesestbr in 2006 was at best

equato that of the previous yed& implying zero growth for the sugector in 2006.

On the basis of the CEPA growth estimates for the Electricity and Water and the Construction
subsectors, together with the retained official growth rates for the Mininguadrying and
Manufacturing sutsectors, the Industrial Sector growth is estimated at 4.0 percent for 2006,

compared with the official growth rate of 7.3 percé@ntower by 3.3 percentage points.

Accepting the Services sector growth of 6.5 percent astdahAgriculture (including cocoa)
of 5.7 percent together with the Industrial Sector growth of 4.0 percent, an overall real GDP

growth of about 5.3 percent for 2006 appears both more realistic and credible.

In a recent Report, the World Bank estimattest on account of the combined loss in output in
the mining and manufacturing sgbctors as a result of the power crisis, there would be a
reduction in overall real GDP growth of between 0.7 and 0.9 percent. To quote from the
Report:

fiThe combined impacof the crisis and lower water levels on mining and
manufacturing are expected teduce real GDP growth in 2006 by about 0.7 to 0.9

percent 0 ( Wor |l d Bank, Ghanadés Growth Story: H
MDGs? April 2007 page 17, footnoted emphasis added)

This estimate of the World Bank refers only to the impact of the crisis in esergpjtive
Mining and Quarrying and Manufacturing ssectors of Industry. It does not include the
consequences for production in the Electricity and Watesssutor itself, nor does it include

the consequences for the Constructionsedtor of the lower output growth of Manufacturing

0 specifically, of cement. In spite of this, we would use this conservative assessment of the

crisis and its impact, pendingetlexpected official assessment of the Ghana StatiSecaice.

CEPAG6s adjustments in respect of t hsectdsl ectri c
meant a 0.9 percent loss in contribution of thesesaaors to overall GDP growth. This is the
upper limit of the range derived from the World Bank assessment. Thus, the World Bank

assessment provides support for the CEPA estimate of overall real GDP growth in 2006.

Growth Performance of the Economy and the Energy Crisis



CEPA: Macroeconomic Review and Outlp@R07

An alternative way of viewing the World Bank assessment is in terms of growth rates.
Applying the derived range of 0.7 percent to 0.9 percent to the official target of the overall real
GDP growth of 6.0 percent for 2006 places real GDP growth in a range of between 5.1 percent
and 5.3 percent. Again, the World Bank assessment providesrstopphe CEPA overall real

GDP growth estimate of 5.3 percéntthe upper limit of the range.

2.2 The Energy Crisis and its Impact on the Economy in the Neaferm

CEPAO6s analysis in the previous section on ec
predicated on the recognition of the profound shogr m | mpact o f the HApow
production conditions, particularly in the energgnsitive sectors of Industry. At the heart of

this crisis was the power supply shortage resulting from low watemisfinto the Akosombo

Damao one of two domestic sources for the generation of hgdotric power. This section

provides a background leading to the crisis, the short to medium term interventions taken to
address the crisis, and the impact of the comisociety and the economy.

2.2.1Background

The Akosombo Dam was commissioned in January 1966. It started with four turbines, and a
total installed generation capacity of 588 MW. Two additional turbines were added in 1972,
and this brought installed capty to 912 MW. The retrofit project of 1992 aimed to
modernize, upgrade and improve performance, reliability, maintenance and operations of the
plant. The low water necessitating restriction to only two out of six turbines at a time has
created a shortagef 600 MW. The Volta River Authority (VRA), and for that matter the

entire nation, is in dire straits.

The Government has recognized the energy crisis the country is facing, the adverse impact that

the power rationing is having on industry, and the ththase pose to economic growth

targets. In his Sessional State of the Nation Address to Parliament on February 8 2007,
President Kufuor enunci at ed tosputoantendtt®m theme di um
embarrassing and expensive load shedding which saanetyndustry have been subjected to

over the past six months The proposal s, he hoped, woul d ¢
anxiety and the fears of the business community and the public in general. To prepare the

ground for possible tariff increases, tReesident also drew the attention of the nation to the

Growth Performance of the Economy and the Energy Crisis



CEPA: Macroeconomic Review and Outlp@R07

fact that thermal plant8 even of the size of AboadZe f uel | ed by crude oil a

costly to runo.

Consequently, the critical elements of the crisis being both quantity and cost of sapply h
been laid bare. Any assessment of the response to the crisis would therefore have to consider
the consequences of both elements for society and the ecénasguming that the proposed

response passes the test of technical feasibility.

2.2.2Short toMedium TermProposals

President Kufuor announced various short to medium term proposed interventions to minimize

the disruptive effects of the power crisis on productive capacity. These included:

e An emergency power programme comprising the Ministry ofgneds 60 MW of pov
and the VRAGsSs component of 50 MW,

¢ Aninvestment of US$470 million in the energy sector over the next three years to improve
energy generating capacity of the country;

e West African Gas Pipeline Proje@ delayed from December 2006 on agnt of
construction difficultiesd is now due in August 2007. US$40 million has already been
paid up as equity;

e Supply from the West African Power Pool arrangement, with Nigeria supplying 80 MW
and | a Cote dol vod arelDAslaapguaranieaigl 11 2QupvyWwrt Gha
participation;

¢ VRA and the Ministry of Energy will procure an 80 MW power plant to be operational by
April 2007;

e The Osagyefo Power Barge to be operational by August 2007 to produce 125 MW,

e 126 MW power plant to be procured by VRA Bygust 2007 (the entire MDRI for 2006
has been earmarked for this);

e Construction and expansion of Takoradi International Company Plant (110 MW) to
commence in 2007;

e consortium of three American companies to produce up to 110 M&vidbpril 2007;

e 300 MW pawer plant to be installed in Tema by 2009;

e consortium of mining companies to supply 80 MW by June 2007;

&
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e Bui hydro-electric dam to be built with funds from the Chinese Government, to add 400
MW to the power generating capacity of the country; and

e a privateGhanaiarChinese joint venture to add 600 MW in two phases;

A few of these interventions on which information is available to CEPA are discussed in what

follows.

A. Emergency Power Programme

According to the Coordinator of the Ministry of Energy this cosgsia total of 60 MV

i.e., 40 MW at the Tema Stdiation and 20 MW at Kumasi. Apart from this there is a

projected 50 MW VRA component. Already, 38 generators with capacity to generate 44 MW

have been commissioned. For a number of reasons, howevet,gertaeation only averaged

25 MW less than 60 percent of the installed capacity. Problems with domestic fuel supplies,
switches and mechanical faults have been bl am
very dirty requiring filtration to clean itFilters sometimes clog up which could cause the

pumps to cease and burn the motor. o To ensur e
have to be made to supply the required diesel fuel on a sustained basis. The danger is that of

real or speculative sadties that could play havoc in the transportation sector.

As the President warned in his Sessional Address, dgiesetred generators are very

expensive to run. One of these generators guzzles 8dogsllons of fuel an houi hus the

fuel cost of operdgons alone is estimated &R.76 billion a day for the 38 generatofs

current exchange rates this works out to 24 US cents per unit of one kWh. By way of
comparison this is:
¢ twice the cost of thermal power at Aboadze; or

¢ twelve times the cost of powat Akosombo.

The present situation of load shedding is indeed as embarrassing as it is expensive. The VRA
component of the Emergency Power Programme, in full gear, would supply 500 MW
making up for about orkvelfth of the estimated 600 MW shortfall. Treéore its impact is
relatively small. The real issue with it, however, is whether utility prices would be adjusted
upwards and if not whether the VRA would be directed to absorb the losses which would be

unsustainabl® a quasi fiscal operation which @®ntrary to the present policy stance of the
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governmentd or whether in line with the stated social policy of government budgetary
subsidies would be provided to cover the costs. This latter could mean larger deficits and
possibly increased domestic boriagr by government, which could keep the domestic
debt/GDP ratio off its planned trajectory, with possible consequences in higher inflation and

interest rates.

B. West African Power Pool
It would appear that Presidents Kufuor and Obasanjo discussed a delalNwperia would

directly or indirectly supply power to Ghana
Summi t hel d at Addi s Ababao. It 'S not clear
Gbagbo of I a Cote dol voi r earasplipotthese discassidnaar e al s «
totalof200MW6 i . e., 80 MW from Nigeria awastob2 0 MW fr

supplied to Ghana under the aegis of the West African Power Pool.

According to a Press Statement, signed by Press Secretary and iRiads&jmkesman: We
have help from Nigeria by February 23, 2007 in tapping into the Nigerian power system
almost immediately. One version of the Nigerian connecfiorihe direct routed is the
supply of 80 MW to Ghana. The oth&r more credible indirect tded is the retrieval of 80

MW which Ghana supplies to Togo and Benin and which would be substituted for in

equivalent amount in view of the new energy source, namely Nigeria.

The West African Power Pool is estimated to have the potential capacity afid0@nd
appears to be a project betweenr@h Nigeria on the one hand and Benin and Togo on the

other for the supply of energy to the two countries.

Some skepticism has been shown towards the credibility of the Nigerian window. First, a
spokespersondf he Peopl es & D e nio the ralihgi party i digerid wésP D P )
guoted to have observed that Nigeriads tot al
keep Nigeria itself going. The spokesperson was therefore reported to have questioned the
bass for the supply of 80 MW to Benin and Togo in order to free Ghana from the obligation to

supply same.
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Secondly, and in similar vein, the GNA from Addis Ababa on January 29 2007 cited an article
ANi geria to Supply Ghana Energy?0 as foll ows:

Nigeria has greed to supply 80 MW of electricity to Ghana as part of a deal to help

the country address its current energy crisis. Additionally, it has accepted to take over

the supply of power to Benin and Togo, to take off the burden on Ghana and bring

some reliefd the country. President Kudr made this announcement when answering

a question on how Ghana was tackling the energy problems it was facing, when he
presented the countryods i mplementation rep:«
Sixth Summit of the APRNEeads of State and Government Forum.

The blogger continued: l sndét this an irony? Si
ironical ée. . power outage has become a norm r
complains anymore. The power supphdalistribution in Nigeria is POOR! The Government

of Nigeria is fully aware that the energy generated through the national grid is woefully

inadequate.

According to the Finance Committee of Parliament, under the West African Power Pool, a
number of transission lines and poweelated works could be constructed in the country to
form the backbone for the trading and exchange of power within the ECOWA&gobh.

Two of these are the following:

(i). Coastal Transmission Backbone Proj@ciDA Loan

On March 12007 Parliament approved a US$45 million loan agreement from-lcoodsr
electricity trade within ECOWAS. The agreement was between the Government of Ghana and
the IDA of the World Bank. The project is part of the regional infrastructure development
progmamme of ECOWAS to ensure the interconnection of power. The loan has a repayment
period of 30 year® September 15 2006 to March 15 2@6with a tenyear grace period.

Key aspects of the project include:

e Upgrading of the Akosombo Volta sughation;

e Switchgear at Kpong Generation Station; and

e Construction of a third bulk supply point for the Accra/Tema local centers.

(i). Grid Interconnectivityd AfDB Loan
The Board of the African Development Bank approved two loans totaling US$48.6 rdillion
US$22.4 million forGhana and US$26.2 million for Bendh to connect the power grids
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between Ghana, Togo and Benin. The project also aims at increasing transmission capacity
between Ghana, Togo, Benin and Nigeria which would, among other things:

e Improve the reliability of spply;

e Reduce supply costs; and

e Meet supply shortfalls of hydrpower during periods of drought.

The loan which represents 45 percent of the total cost of the project would finance 338 km of
330 kV single circuits from Ghana through Togo to Benin. In amditit would finance the
following:

e Extension of 330 kV subtation near Tema;

¢ A new 330 kV sukstation located in Togo; and

e Extension of a 300 kV sustation in Benin.

Studies have shown that a 330 kV transmission line interconnecting the electrastpihe

three neighboring countries would be technically feasible and would be a step towards the
creation of the West African Power Podl a unified electricity market covering the
ECOWAS subregion.

C. Osagyefo Barge

A number of firms have apparentlypessed interest to operate the Osagyefo barge, where it

is now, under lease agreement. The government appears to have changed its mind about
relocating the barge at Tema and is said to be now willing to leave the barge where it is since
At he obtfecgetvepower 6. Apparently the cost of

expected and hence the decision to explore the leasingption.

2.2.3Impact on Society and the Economy

Government is committed to full cost recovery and therefore absorptioncreases in the

price of electricity is only temporary. The Public Utilities and Regulatory Commission
(PURC) reportedly undertook a major review of the formula for utility tariffs to ensure full
cost recovery. The main conclusion was that thepmar element in the tariff structure was
misguided as they did not benefit the poor and therefore will be eliminated with no further
crosssubsidization as from May 2006. The elimination of the subsidy and consequent increase

in tariffs of 20 points for elecirity and 15 points for water in May 2006, however, was to be
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facilitated by the planned refurbishment and investment in the utilities to improve services, the

quality of which is poor.

Local manufacturing costs, as would be expected, have already siseneault of the load

shedding exercise leading to significant increases in their costlbbggld The countryos
manufacturer, Unilever is said to be spending about US$45,000 per month on energy
generation. Companies that use energy intensivelycedfy in the metals and plastic sub

sectors, are similarly reported to spend huge sums of money on fuel to run generators. There

are reports quoting business surveys that production costs have risen30y [d&dcent.

Wahome Steel in the metals sséctoris reported to have cut production by 50 percent and

sent 200 of its workers home.

Aluworks Limited is scheduled to import aluminum, its main raw material, to augment

reduced supplies from VALCO. The latter has closed down as a result of the enegyy crisi

The imported aluminum, on account of transportation and other charges would be more
expensi ve. Mor eover, Al uwor ksé own costs of [
energy crisis. Consequently the clients of the company would also be faced Weh priges,

in addition to their own higher energy costs. The situation is not different at the Ghana
Aluminium Company Limited (GHANAL) which has also had to grapple with importing
aluminum coils from Nigeria as atsfyitsaemands of Al

following the closure of VALCO.

The production difficulties and escalated costs of business, as well as the consequences for
profits and employment could also have serious implications for government revenue targets.
The Commissioner dhe Internal Revenue Service (IRS) is reported to have already remarked
that:

fiGovernment has lost in excess of ¢140 billion in revenue as a result of a fall in
production in various sectors including manufacturing, mining and quarrying. The

IRS is targéng to rake in ¢8.8 trillion for the year but the load shedding exercise

mi ght negatively affect the Servicebds reven

Given the rising production costs and loss of productive-hmams on account of the energy
crisis, domestic pricgecould go up, though judging from the official inflation statistics this has

apparently not happened yet. Business managers are reportedly constrained by fear of pricing
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themselves out of the market. This fear stems from the fact that the market isl floitale
cheaper imported substitutes. Their customers may shift to the cheaper imports if prices of
competing locally manufactured goods go up. Already, as may be seen in the downward
revision of manufacturing sector growth rate in 2006, there has beem lsss of price
competitiveness of Ghanaian products on account of the real exchange rate overvaluation
emanating from the disinflation monetary policy of the Bank of Ghana. As so often happens
when the domestic currency is overvalued, -trawlitional expots such as domestic
manufactured goods could lose grounds in international markets while iogopieting
domestic products lose out to cheaper imports at home.

Alternatives to price increases currently under consideration include:

review of productiondrgets for the year;

costcutting measures such as reduction in wages of employees;

reduced working hours; and

forced leave (in advance pending measures to resolve the energy crisis).

A Business and Financial Times survey reportedly carried out at Tama t #lthaugh

most industries have made contingency plans to avert any adverse impact on their production
some industries have been forced to undertake jobcuts Unl ess appropriate
found to contain the escalating production costs thenddwinfortunately be more closures as

enterprises fail to cover their variable input costs.

2.2.4Conclusion
In spite of the various proposals and initiatives, there is no quick end in sight. The immediate
problem is to coordinate efforts and intensif tsearch for increased supply of electricity to

productive usersThe nation would also have to place higher emphasis on conservation,

elimination of unproductive and wasteful use of power. Increased power generation, however,
must also pay greater attemt than now to the costs implications. Bringing forward the start

up dates for the interventions that would generate upwards of 200 MW, wherever feasible,
should be given utmost priority. The feasibility of sharing the cost burden between the
business comunity and the budget would depend critically on how short the-ghontis; in

other words on how quickly we can reach the medium to-tenm solutions. A good rule of
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thumb when faced with a cesscalating shock is to fund it if it is of short duratibut to
make appropriate behavioral adjustments if it is likely to persist into the medium term.
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3 PUBLIC FINANCE AND FISCAL OPERATIONS

3.1Introduction and Background

A primary goal of the current Growth and Poverty Reduction Strategy (GPRS) liredpn

the 2007 Budget is Growth with Stability. This calls for a forwiaking fiscal policy

designed to improve the quality of public spending while continuing to promote fiscal

discipline. To be successful, the framework requires two safeguards:

e Transparency, which allows the public to scrutinize policymakers and thereby to hold them
accountable, and

e Fiscal rules which address specific issues in the fiscal outlook.

Choosing an appropriate fiscal rule boils down to deciding on a megiummacroeceomic
objective for fiscal policy that is ultimately related to some concept of sustainability. The idea
of the fiscal rule is to anchor the fiscal policy framework. The objective is to thereby reduce
the risk of painful, abrupt adjustment that would takell on muchneeded investment in
infrastructure and social areas or require that revenue be raised through taxes that could prove

distortionary especially in a context of weak tax administration.

From 2003, the domestic debt to nominal GDP ratio becdmereferred choice of fiscal
anchor in the programmes agreed with the IMF. It may be recalled that-thiedlprogram

with the IMF for 19992002 was abandoned in the fourth quarter of 2002 as a result of a
budget deficit which turned out much largéran planned on account of subsidies on
petroleum products. International prices of petroleum had risen sharply and the new

Administration decided not to pass through the costs to consumers.

The financing of the deficit raised the domestic debt as Htihominal GDP to an atime

high of 22.8 percent at eridecember 2002. It was in these circumstances that the fiscal
anchor was chosen with the medium term target of halving the ratio begember, 2005.

Partly as a result of a GDP growth which wagher than expected, the target was ever
achieved and the ratio stood at 10.8 percent compared to the target of 11.4 percent set for end
December 2007.
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With the shift in emphasis from macroeconomic stability to growth with stability of GPRS I,
the positon of Government would appear to keep the anchor at the level reached at the end of
2005 not lower. This was in anticipation of increased spending especially on infrastructure as
well as the provision of tax relief as incentive for increased private tmees. The
Development Partners led by the IMF, in pursuit of the disinflation policy, however, set a
target of 8.7 percent for 2006 and a still lower level of 7.9 percent for 2007. To ha&eq7
Budget Statement: (paragraph 231):

€ t he do nmeGDOPiratio remaibstthe fiscal anchor, and we will
keep monitoring the target to ensure that domestic debt remains sustainable
over the medium to long term. As a resudispite the high investment levels
expected to be implemented in 2007, the domestitto-GDP ratio is
targeted at 7.9 percenfparagraph 239 emphasisadded)

Whatever the fiscal rule may be, it is important that the optimal pace of adjustment be assessed
continuously in the light of updated information. In particular, the adjustesh year should

take into account the economyods cyclical posit
single debt measure down to some critical threshold at a specific point in time is no guarantee
against future debt problems and macroeconomstability. Maintaining macroeconomic

stability also crucially depends on future policies, growth performance, as well as financial

assistance from Development Partners.

For example, in the downswing phase of the economic cycle, a mechanically enpdeim

fiscal rule requiring a lower deficit could lead to expenditure cutbacks and/or tax increases that
could turn a slowdown in economic growth into a recession and higher unemployment.
Accelerated growth is central to the poverty reduction goal in GRR®&e Millennium
Development Goals (MDGs) and the NEPAD. Consequently, a crediblgrpwih strategy

which leaves government room to accommodate possible shocks and other contingent
liabilities is essential. Protecting spending on education, healdéh sanitation, water and

infrastructure is critical to the achievement of sustainable higherté&rnggrowth.

The government is fully aware of the tight rope it must walk. To paraphrase the Finance
Minister in the 2007 Budmpe thallergetieat we anustfaceasp h 13 6
we implement this budget is the management of the process of transitiorSfedoity to

Growth with Stability.
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The transition becomes more challenging in the face of:

¢ high expectations from the labor front for anked wages,

e unpredictability of fuel prices and supply constraints in electricity,

e the concurrent demand for improved and reliable utility services against the background of
escalating production costs, and

o effect on the socigolitical dynamics in theauntry.

In order to place these issues in context, it is important to observe that while the government
has announced that it will not have a successor Arrangement with the IMF under the Poverty
Reduction and Growth Facility (PRGF) which expired in Oct&#¥6, this in itself, does not
signal a significant economic policy change. Assessments by the @Vgke for example the

IMF Review of the PRGF of June 20@6 portray a favorable picture of a relatively good
record of policy implementation since 2003ig record also reflects in for example, the B(+)
Fitch longterm sovereign credit rating for Ghana with a positive outlook. Naturally, it is in
Ghanads i nt er es t-won track mezdrdnandatihereforé dgoeernmeatrwduld be
expected to persevewdth economic reform, led by improvement in fiscal discipline and good

governance.

Not surprisingly, in the 2007 Budget, gover nmi
Policy Support Initiative (PSI). The PSI was introduced by the IMF in Oct8b66 to
provide support to low income countries that do not require IMF financial assistance. The aim
of the PSI is to facilitate the design of economic programmes that provide the necessary
signals to Development Partneds donors, multilateral developmeranks, and capital
marketsd t hat the | MF has endorsed the countryoés
friendly. Thus, broadly in line with the characteristics by the IMF, the PSI is expected to focus
on, among others, the following:
e enhancing growtpromoting policies while sustaining macroeconomic stability i.e.
Growth with Stability,
e strengthening of debt management,
e deepening of domestic capital markets, and
e creating the environment to access international capital markets in appropriate

circumstaies.

[&]
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Opting for the PSI can therefore be reasonably interpreted to indicate a continuation of current
macroeconomic policy stance focusing on strengthening public expenditure management
(PEM) and increased revenue mobilization. Above all the overall fifecit would be kept

at a relatively low ratio to GDP.

A low fiscal deficit has been central to the disinflation policy that seeks to reduce interest rates
and expand credit to the private sector. With the shift f&@amility to Growth with Stabiliy

there will be implications for the fiscal balance. Pressures for increased spending have been
noted above. To these must be added the approach to elections in late 2008. Clearly, giving in
to these pressures would exacerbate the budget deficit. Reioggthe limited room for

maneuverability in the economic framewor k,
tradeoff between expectations of the Ghanaian populace and the maintenance of prudent
fiscal stance required for the realization of the twinlgesa of st abi l ity and
2007, paragraph 1371). In the view of government, the main challenge is to find the necessary
resources to undertake the investment programme outlined in the development strategy while

preserving debt sustainability. {dy paragraph 196)

It would appear that these challenges lie behind the rejection of a PRGF Arrangement in favor
of the PSI. The expectation appears to be that this choice would allow for much of the
financing requirements to come from external conceasimansd particularly from China,

India and Japa® as well as the international capital market. The expectation is for a
sovereign bond issue of up to one billion US dollars in 2007. Preliminary analysis at the Bank
of Ghana tentatively concludes that:

fiGiven current spending and tax policies as well as the MDRI borrowing at the

projected | evel and | ikely ter ms, Ghanabos

sustainable levels with the debt ratio remaining at levels following upon debt relief
and dét cancellation. The findings underlined the importance of macroeconomic
performance, mainly the real GDP growth rate and real interest rate for debt
sustainability. In particular, that so long as the real growth rate is higher than the real
interest ratedebt ratios would remain sustainable [ Bank of Ghana,
Public Debt SustainabilityGhana o] .

3.2Reviewof Performance in 2006
The main fiscal target in 2006 was to reduce the domestic debt to GDP ratio from the 10.8

percent at enfDecember 2005 to 8.7 percent at the end of the year. The key objectives
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continued to be provi-dmnoagof opmi yatre tihevdctr mevd

the effectiveness of development spending.

In setting the target, consideration had to be gieethe tradeoffs between the incremental
benefit from a further lowering of domestic debt as the scalmgf pregrowth and prepoor

public spending to meet the objectives of GPRS Il and the MDGs. Given the continued
commitment by government to the dastie debt to GDP as its fiscal anchor, it gave in to
Fund staff pressure to a further reduction in the ratio in the 2006 Budget on the argument that
such was desirable to:

e further lower domestic debt service;

e allow for the expansion of private sector ctednd

e maintain a prudent stance as a safeguard against contingent liabilities arising from the

restructuring of public enterprises and the Civil Service.

It was also envisaged that a supplementary busigebnstraint with the GPRS 8 to use the
proceed from the MDRI would be presented for parliamentary consideration and approval in
July 2006. The supplementary budget was expected to reflect the first of three annual transfers
of IMF MDRI relief lodged with the Bank of Ghana to the budget. The expemtaalint
involved was estimated at US$125 million. Additionally MDRI relief was expected from the
World Bank and the African Development Bank. The supplementary budget was subsequently

presented and approved by Parliament on schedule.

The target for the doestic debtto-GDP ratiod the fiscal ancho® wasset at 8.7 percent of

GDP. In support of this, was to be constrained to a ceiling of 4.6 percent of GDP including
payments of some ¢805 billion (equivalent to 0.7 percent of GDP) in respect of losse=dincurr
by Tema Oil Refinery (TOR) in 2005. Total revenue and grants including MDRI debt relief
was projected at 30.4 percent of GDP with increased grants to make up for the impact of the
tax reliefs. Reflecting the planned increased spending on key sociphgsidal infrastructure

the ceiling on total expenditure was reversed to the equivalent of 34.6 percent of GDP

(including the anticipated additional spending from the MDRI debt relief).

Public Finance and Fiscal Operations



CEPA: Macroeconomic Review and Outlp@R07

3.2.1 Domestic Revenue and Grants

Domestic revenue and grants are shawmable 3.1a in billions of cedis and in Table 3.1b as
share of GDP. As may be discerned, these are made up of domestic revenues and foreign
grants (including debt relief). Domestic revenue in turn, comprises Tax Revenues, National
Health Insurance LevyNHIL), and NonTax Revenue; and Grants comprise project and
program grants as well as debt relief from the HIPC Initiative and Multilateral Debt Relief
Initiative (MDRI). The analysis below will discuss the various components of Domestic

Revenue and Grants

For Domestic Revenues, the 2006 Budget had a target of ¢34,135.5 billion. Against this
backdrop, the official projected outturn contained in the 2007 Budget was ¢32,650.0 billion
whereas CEPA estimated a slightly lower outtdirioy about 1.2 percent.

CEPA estimates are however lower than the official in respect of tax revenbg the
equivalent of 0.7 percent of GDP and higher for-tedaby 0.4 percent of GDP. In respect of
the NHIL, the CEPA estimate and the reversed official projection were aéqaat. Both the

official and CEPA estimates show that the target was reversed by a substantial margin.

Table 3.1a: Domestic Revenue and Grants (¢ billion)

Budget GOG CEPA Budget
2006 2006 2006 2007

DOMESTIC REVENUE & GRANTS 34,135.5 32,6500 32,252.5 40,848.2
Domestic Revenue 26,438.8 25,421.4 24,952.9 31,903.0
Tax Revenue 24,214.1 23,320.7 22,508.4 29,137.8
Direct Taxes 7,268.6 7,249.5 7,144.7 8,876.7
Indirect Taxes 12,087.0 10,894.7 10,768.0 14,124.6
International Trade Taxes 4,858.5 5,176.5 4,595.7 6,136.5
National Health Insurance Levy (NHIL) 1,513.7 1,389.7 1,283.8 1,823.9
Non-Tax Revenue 711.0 711.0 1,160.7 941.3
Grants (incl. HIPC) 7,696.7 7,228.6 7,299.6 8,945.2
Projects 2,999.7 2,669.4 2,669.4 4.447.7
Programs 1,388.0 1,253.0 1,253.0 1,535.1
HIPC 1,205.4 1,205.4 1,276.4 1,363.7
MDRI 2,103.6 2,100.8 2,100.8 1,5987

Sources: GOG Budget Statement 2007; CAGD Reports; Bank of Ghana Press Release aBthff&stitnates
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Table 3.1b, which gives the estimates as shares of GDP, shows a target equivalent to 30.4
percent of GDP compared to CEPA and official estimateth@foutturn equivalent to 28.1
percent and 28.4 percent respectively. The lower CEPA estimates compared to that of the
GOG was as a result of lower tax revenues reported on the CEPA side.

CEPA estimates are based on data from tbeti©ller and AccountdnGenerals Department
(CAGD). Coverage is incomplete in respect of foreign flows, estimates of which aeéotieer
obtained from the Aid and Debt Management Unit (ADMU) of the Ministry of Finance and
Economic Planning (MOFEP). Only the HIPC assistance omewpt could be independently
estimated by CEPA. And the difference was marginal. Consequently, the official and CEPA
totals are almost the same.

Table 3.1b: Domestic Revenue and Grants (percent of GDP)

Budget GOG CEPA Budget

2006 2006 2006 2007

DOMESTIC REVENUE & GRANTS 30.4 28.4 28.1 29.7
Domestic Revenue 23.5 22.1 21.7 23.2
Tax Revenue 21.6 20.3 19.6 21.2
Direct Taxes 6.5 6.3 6.2 6.5
Indirect Taxes 10.8 9.5 9.4 10.3
International Trade Taxes 4.3 4.5 4.0 4.5
National Health Insurance Levy(NHIL) 1.3 1.2 1.1 1.1
Non-Tax Revenue 0.6 0.6 1.0 0.7
Grants (incl. HIPC) 6.9 6.3 6.4 6.5
Projects 2.7 2.3 2.3 3.2
Programs 1.2 1.1 1.1 1.1
HIPC 1.1 1.0 1.1 1.0
MDRI 1.9 1.8 1.8 1.2

Sources: GOG Budget Statement 2007; CAGD RepBask of Ghana Press Relegsesd CEPA Staff estimates

Tax Revenues

The components of tax revenues are as follows: direct taxes, indirect taxes and international

trade taxes.

Direct taxesaremadeup of personal and corporate taxes; the larger portion being made up of

corporate taxes. The corporate tax component is likely to be dominated by what is happening
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in the industries especially the mining and quarry and manufacturing. The mining sector
missed the targets set for 2006 and the manufacturing sector growth achieved about 82% of its

target set for the year.

Indirect taxescomprise Value Added Tax (VAT), Petroleum and Excise taxes, with VAT and
Petroleum taxes as the leading items. The indieects target of ¢12,087.0 billion was missed
by ¢1,192.3 billion as compared to that of the official estimates and ¢1,319.0 billion when
compared with the CEPA estimates (Table 3.1a).

International trade taxesonstitute import and export duties. In these of import duties, in

dollar terms, notil imports increased by 20% in 2006 over the value for 2005.

National Health Insurance Levy (NHIL)

National Health Insurance Levy (NHIL) is essentially a VAT with a rate of 2.5 percent and
collected by the VATSecretariat. In terms of target and estimated outturns, it showed a similar
pattern like that of tax revenues. The performance of the CEPA and the official estimates were
both lower than the target. Whereas, CEPA had an estimate of ¢1,283.8 billion egjuigal

1.1 percent of GDP, the official estimate of ¢1,389.7 billion was equivalent to 1.2 percent of
GDP. The 2006 budget target of ¢1,513.7 billion was equivalent to 1.3 percent of GDP.

NonTax Revenue

In the case of NofTax Revenue, that of the targamnd the official estimates for 2006 were the
samei both at ¢711.0 billion equivalent to 0.6 percent of GDP. The CEPA estimate of
¢1,160.7 billion equivalent to 1.0 percent of GDP, was higher than the target. As happened in
the year before, this may ber#iuted to strict enforcement of the Financial Administration

Act in respect of dividends to government from public enterprises. Moreover, internally
generated fund$ portions of norax revenues retained by ministries, departments and
agencies (MDAs) &@ est i mated by the Controller and
(CAGD) and grossed up.

Grants
The grants estimate for CEPA, official and the Budget comprises, as discussed earlier,
projects, programs, HIPC and MDRI. For the CEPA estimate of ¢7,2980h @1 equivalent

Public Finance and Fiscal Operations



CEPA: Macroeconomic Review and Outlp@R07

to 6.4 percent of GDB is higher than the official estimate of ¢7,228.6 billion equivalent to
6.3 percent of GDP. The only item on the grants side that the CEPA estimate differs from the
official is in respect of HIPC assistance. As expéd above, the CAGD does not cover flows

of other components of grants. The Monetary Policy Committee (MPC) Press Release of
March 19, 2007 noted that some grants commitments were not realized. Thus, just about all
components, and hence the total, migbed target in 2006.

3.2.2 Total Expenditures

Total expenditure is comprised of recurrent and capital expenditures. These two are further
broken down into various components that are subsequently discussed in detail. Tables 3.2a
and 3.2b show the ogponents of expenditure in absolute and shares of GDP respectively. The
higher expenditure estimate by CEPA could be attributed to payments that are still outstanding
from previous years (Table 3.2b).

Recurrent Expenditure

The CEPA estimate of recurreakpenditure outturn was 16.0 percent in excess of its target.
On the other hand, CEPA estimates a lower capital sperdirgiort of its target by 13.4
percent. The shortfall was enough to cover the excess and the CEPA total shows an overall

excess spendjnover target of 2.9 percent.

Recurrent expenditures are made up of-imberest and interest payments. The target for 2006
amounted to ¢21,589.7 billion equivalent to 19.2 percent of GDP. The official estimates and
the CEPA estimates for 2006 were ¢22,3 billion and ¢25,049.8 billion with their shares of
GDP as 19.6 percent and 21.8 percent respectively. As noted above, and importantly for future
fiscal discipline, CEPA estimateseriousexcess recurrent spending equivalent to about 2.6
percent of GDRn 2006.

NonInterest Payments

As shown in Table 3.Zortinterest payments can be grouped into three categbriesrsonal
Emoluments (the public sector wage bill); Administration and Services; and Transfers. The
budget target for the year of ¢18,098iion, was equivalent to about 16 percent of national

income. The CEPA estimate of the outturn of ¢21,764.4 billion shows an expenditure overrun
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of about 20

percent | ower by a | arger than

manage the energyd s i s 0.

Personal Emoluments (Wage bill)

After what was reported as the end of the wage bill management problem id 20@5wage
bill was contained below the quarterly targets throughout the dedrresurfaced in 2006.
The evidence especially in thesh half of the year suggests that the achievement of the

previous year was simply technical delayed agreement and implementation of wage
settlements.

Table 3.2a: Central Government Expenditures (¢ billion)

Budget GOG CEPA Budget
2006 2006 2006 2007
Total Expenditure 38,884.3 37,218.8 40,023.2 45,235.0
Recurrent Expenditures 21,589.7 22,531.4 25,049.8 25,756.5
Non-Interest Payments 18,098.6 19,246.0 21,764.4 22,108.4
Personal Emoluments 9,990.0 10,972.5 11,478.0 13,167.0
Administration (ltem 2) and Services (ltem 3,468.0 2,995.6 3,298.2 4,159.9
Transfer Payments 4,640.6 5,277.9 6,988.2 4,781.5
Pensions, Gratuities & Social Security 1,826.9 2,103.3 2,305.7 2,550.9
National Health Insurandeevy 1,513.7 1,368.4 1,283.8 1,823.9
Other (including subsidies) 1,300.0 1,806.2 3,398.7 406.7
Interest Payments 3,491.1 3,285.4 3,285.4 3,648.1
Domestic 2,426.8 2,426.8 2,426.8 2,505.2
External 1,064.3 858.6 858.6 1,142.9
Capital Expenditures 17,294.6 14,687.4 14,973.4 19,478.5
Domestic Investment (ltem 4) 3,681.9 1,384.8 1,618.0 2,598.9
Statutory Funds 3,688.4 3,226.3 3,226.3 4,545.9
District Assemblies Common Fund (DACF| 1,204.3 1,046.1 1,046.1 1,626.7
Ghana Education Trust Fund (GETFund) 1,386.3 1,082.4 1,082.4 1,775.2
Road Fund 1,068.9 1,068.9 1,068.9 1,113.8
PetroleumRelated Fund 28.9 28.9 28.9 30.2
HIPC-Financed Expenditures 1,822.1 1,822.1 1,791.2 1,768.7
ForeignFinanced Expenditures 8,062.7 6,832.4 6,832.4 8,966.3
Multi-Donor Relief Initiative (MDRI) 0.0 1,509.4 1,509.4 1,598.7
Net Lending 39.5 (87.9 (3.9 0.0

Sources: GOG Budget Statement 2007; CAGD RepBésk ofGhana Press Releases and CEPA $tdffnates

In apparent recognition of this target of ¢9,990.0 billion, equivalent to 8.9 percent of GDP
contained some provision to take care of the technical arrears from 2005. In the event this
provision appears to have been inadequate and the CERAaestof the outturn of the

¢11,478.0 billiori equivalent to 10.0 percent of GDHs almost 15 percent above the target.
Public Finance and Fiscal Operations
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In its Press Release of March 19, 2007, the Monetary Policy committee of the BOG drew
attention to Apubl i c chswepetabout 13vpegent irs extesslod ment s
programmeé. 0 This would suggest that the Acco

estimate is based may have included payments for clearance of arrears carried over from 2005.

Table 3.2b: Central Government Expendiures (percent of GDP)

Budget GOG CEPA Budget

2006 2006 2006 2007

Total Expenditure 34.6 32.2 34.8 32.9
Recurrent Expenditures 19.2 19.6 21.8 18.7
Non-Interest Payments 16.1 16.7 19.0 16.1
Personal Emoluments 8.9 9.5 10.0 9.6
Administration (Item 2) and Services (ltem 3 3.1 2.6 29 3.0
Transfer Payments 4.1 4.6 6.1 35
Pensions, Gratuities & Social Security 1.6 1.8 2.0 1.9
National Health Insurance Levy 1.3 1.2 1.1 1.3
Other (includirg subsidies) 1.2 1.6 3.0 0.3
Interest Payments 3.1 2.9 2.8 2.6
Domestic 2.2 2.1 2.1 1.8
External 0.9 0.7 0.7 0.8
Capital Expenditures 15.4 12.7 13.0 14.2
Domestic Investment (ltem 4) 3.3 1.2 1.4 1.9
Statutory Funds 3.3 2.8 2.8 3.3
District Assemblies Common Fund (DACF) 1.1 0.9 0.9 1.2
Ghana Education Trust Fund (GETFund) 1.2 0.9 0.9 1.3
Road Fund 0.9 0.9 0.9 0.8
PetroleumRelated Fund 0.1 0.1 0.1 0.0
HIPC-Financed Expenditures 1.6 1.6 16 1.3
ForeignFinanced Expenditures 7.2 5.9 5.9 6.5
Multi-Donor Relief Initiative (MDRI) - 1.3 1.3 1.2

Net Lending - - 0.1 0.0 -

Sources: GOG Budget Statement 2007; CAGD Reports; Bank of Ghana press releases aBthft&fRitndes

Transfer Payments

The other category of nestebt payments that contributed to expenditure overruns was transfer
payments. This latter expenditure category comprises pensions, gratuities and social security
payments by government to SSNIT; transfet® ithe National Insurance Fund (NHIF) and

others, that is miscellaneous transfers, mostly subsidies to TOR and the public Utilities.

The CEPA estimate of transfers into the NHIF is below its target of ¢1,513.7 billion by about

¢230 billion. An explanatiofor this could be found in the practice of making direct transfers
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into the NHIF which do not involve the CAGD. For example, under the law setting up the
NHIF, the SSNIT makes transfers equivalent to 2.5 percentage points of the 17.5 percent
social secuty payments of workers. In the 2007 Budget Statement, the Finance Minister
reported the activities implemented in 2006 included:

The disbursement of ¢157 billion in subsidies to cover the payment claims
for health care services provided to indigents antdeotexempt categories
between January and August 2006 (paragraph 750).

These subsidies for the full year come to about ¢236 billion which is about the difference
between the CEPA estimate paid through the CAGD and the target set for the year.

Other Transers
The miscellaneous subsidies mainly to TOR, VRA and ECG grouped under Other Transfers

are estimated by CEPA to have amounted to ¢3,398.7 billion compared to a target of only
¢1,300.0 billion. In its report on the execution of the 2006 Budget, the Bignéolicy
Committee noted fiunexpected transfers to manag

Aover stretched the expenditure under the budge

The bulk of the excess transfers are reckoned by CEPA to be these-etatgy tansfers

that moreover, are likely to continue over the duration of the energy crisis the country is
facing. For exampl e, in the 2007 Budget, At ho
allocated to the Volta River authority to be used to fund the peooemt of gas turbines and a

bargeo (paragraph 1246 of 2007 Budget Statemen

Interest Payments

CEPA uses the official data on interest payments on the domestic and external debt. This may
be attributable to the additional debt relief on account of thxe clencellations by the IMF,

World Bank and the African development Bank of the Multilateral Debt Relief Initiative
(MDRI).

Capital Expenditures

As shown in Tables 3.2a and 3.2b, capital expenditures have been grouped into the following
categories:

e Domesic investment (Item 4);
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e Statutory funds;

e HIPC-financed expenditures;

e Foreignfinanced expenditures;

e Multilateral debt relief initiative (MDRI); and
e Net lending.

The target for capital expenditures was ¢17,294.6 billion equivalent to 15.4 percent of GDP.
The official estimate of the outturn was ¢14,687.4 billion showing a shortfall of about 15
percent in spite of the supplementary budget of July 2006 with its provision of MDRI funds.
As the table shows, there were significant shortfalls particularly inrecesgf domestically
funded investment. Foreignded- from disbursements of project grants and loaeapital
expenditures also fall short of the target. The CEPA estimate of the outline was marginally
¢286 billion or 2 percent higher than the offial. The differences arise from independent
CEPA estimates for domesticalijpanced investment and HIPfhanced capital expenditure
based on CAGD data.

Domesticallyfinanced Investment

The target for domesticalffmanced investment of ¢3,681.9 billioequivalent to 3.3 percent

of GDP was widely used. The CEPA estimate of the outturn (higher than the official estimate
by 16.8 percent) of ¢1,618.0 billion was less than half the target set. CEPA has drawn attention
over the years to the phenomenon of pagta for domesticallfyinanced investment falling

short of budgetary provision in the Appropriations Act. This has been found to be largely
payment arrears which are not officially acknowledged. In spite of this successive budgets
have carried an arreardearance item in respect of roads. According to the 2007 Budget
statement, in 2006:

Construction is projected to grow by 8.2 percent, exceeding the target for
the year. This is attributable to the increased road construction and other
infrastructural devedpment throughout the country (opera 79).

Moreover, this huge tempo of activity in the sector cannot be said to have been-foreign
financed as will be seen below. The payments data together with the rapidipwfdthe
stock of credit from the banking s¢m into the sectad prefinancing by contractors, or

what is the same thing, sizeable proxy borrowing by government.
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Statutory Funds

Transfers into the statutory funds were planned to total ¢3,688.4 billion. For the two big funds
0 District AssembliesCommon Fund (DACF) and the Ghana Education Trust Fund
(GETFund) 8 the amounts to be transferred are percentages of taxes collected. The
Constitution and law setting up the DACF stipulates that 5.0 percent of total tax revenue
collected in the year be trdesred into the Fund. This means that in a year such as 2006, when
tax revenues fall short of expectations, the actual transfer would correspondingly fall short. It
may also be worth noting that the imprecision government makes these transfers
retrospectiely 8 that is with a lag. This has the effect of making the transfers fall short by
larger margins than warranted on account of the normal tendency for tax collections to rise

over time.

Thus, while total tax collections in 2006 as estimated by Customsd=and Preventive
Service (CEPS) fall short of its target by only 7.0 percent, the transfers into the DACF were
about 13.0 percent short of the target. The assessment is worse if the official estimate of tax

collections is used.

Foreignfinanced Expentures

In line with its definition, foreigrfinanced capital expenditures are financed with receipts of

disbursed project grants and loans. Given the practice of donors to disburse project grants
directly to the MDAs, bypassing the CAGD and the Consolidldendd a practice that

flouts the Constitutiod data on such resources and the expenditures they finance can only be
obtained from the MDAs. Moreover, as is typically the case, aid disbursements can be volatile

ands uncertain. In addition, inthe 200 B get St at ement, the Minister
low absorption capacity of the public service which has resulted in the slower than expected

utilization of available project fundso as amo

Multilateral Debt Relef Initiative (MDRI)

As noted above, resources from the MDRI became available after the 2006 Budget had been

approved by Parliament. Consequently, a supplementary budget became necessary. The
¢1,509.4 billion of spending shown in the table would appeaerdlan expected. According
to the MPC Press Rel ease of March 2007, t hei

supplementary budget éo
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At the level of macroeconomic policy maintaining the fiscal anchor on track requires that
relevant and interrelated meassirof the fiscal stance remain on target. Three such measures
that CEPA has traditionally focused on are:

()  the overall budget deficit measured by the overall broad balance (OBB);

(i)  the domestic primary balance (DPB); and
(i)  the net domestic finance (NDF) ftre deficit.

3.2.3 The Overall Broad Balance (OBB)
The overall fiscal deficit is measured by the overall broad balance (OBB). This is defined as

the difference between total revenue and grants and total experdditgeurrent and capital.

The 2006 Budgt set a target for the overall fiscal deficit for the year of ¢5,195.8 billion
equivalent to 4.6 percent of GDP. As shown in Table 3.3a, a prouvisioindicated by
Discrepancyd of ¢577.8 billion was also made for payment vouchers issued in 2005 and
expected to be cashed in 2006. Thus, the projected OBB (cash basis) for the year was a deficit
of ¢5,773.5 billion equivalent to 5.1 percent of GDP.

Table 3.3a shows that the outturn was significantly worse than programmed. CEPA estimates
an overall budgetargeficit (including the supplementary budget) for 2006 of ¢8,209.9 billion,
equivalent to 7.1 percent of GDP. This deficit was over ¢3 trillion, nearly 60 percent wider
than programmed. Moreover, on a cash basis (estimated on the basis of bank bal&nces), th

deficit was also larged by over ¢2.0 trillion or almost 40.0 percent.

The cash basis measure shows that beyond the payment vouchers carried over from 2005,
fiscal operations in the course of the year led to the cashing of an additional ¢2,1®h4bill
payment vouchers passing through the government accounts in the banking system. In spite
of this, the CEPA estimates point to nearly ¢300 billion of payment vouchers (float) issued in
2006 that would pass through the accounts in 2007. In tlergamnying tables, the float of
A300 billion is treated as #fAnormal o in the
beyond 2007.
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Table 3.3a: Overall Broad Balance (¢ billion)

Budget GOG CEPA Budget
2006 2006 2006 2007
Total Revenue andGrants 34,135.5 32,650.0 32,252.5 40,848.2
Total Revenue 26,438.8 25,421.4 24,952.9 31,903.0
Grants 7,696.7 7,228.6 7,299.6 8,945.2
Total Expenditure 38,884.3 37,218.8 40,023.2 45,235.0
Recurrent Expenditures 21,589.7 22,531.4 25,049.8 25,7565
Capital Expenditure 17,294.6 14,687.4 14,973.4 19,478.5
Overall Broad Balance (OBB)PaymentsBasis (4,748.9 (4,568.9 (7,770.3 (4,386.9
Arrears Clearance 347.0 351.3 351.3 562.0
Roadand NonRoad 347.0 351.3 351.3 562.0
VAT Refund 100.0 100.0 87.9 126.2
OBB (modified cash basis) (5,195.9 (5,020.2 (8,209.9 (5,075.0
OBB (cash basis) (5,773.9 (5,597.9 (7,910.9 (5,075.3
Discrepancy (OBB cash- OBB modified cash basis) (577.9 (577.9 299.0 (0.2

Sources: GOG Budget&@ement 2007; CAGD Reports; Bank of Ghana Press releases and CEPA Staff estimates

Table 3.3b: Overall Broad Balance (percent of GDP)

Budget GOG CEPA Budget
2006 2006 2006 2007
Total Revenue and Grants 30.4 28.4 28.1 29.7
Total Revenue 23.5 221 21.7 23.2
Grants 6.9 6.3 6.4 6.5
Total Expenditure 34.6 324 34.8 329
Recurrent Expenditures 19.2 19.6 21.8 18.7
Capital Expenditure 15.4 12.8 13.0 14.2
Overall Broad Balance (OBB)PaymentsBasis (4.2 (4.0 (6.7 3.2
ArrearsClearance 0.3 0.3 0.3 0.4
Roadand NonRoad 0.3 0.3 0.3 0.4
VAT Refund 0.1 0.1 0.1 0.1
OBB (modified cash basis) (4.9 (4.9 (7.1 3.7
OBB (cash basis) (5.1 4.9 (6.9 3.7
Discrepancy (OBB cash basi©®BB modified cash
basis) (0.5 (0.5) 0.2 0.0

Sources: GOG Budget Statement 2007; CAGD Reports; Bank of Ghana Press Releases and CEPA Staff estimates

3.2.4 The Domestic Primary Balance (DPB)
The DPB is the difference between domestic current tax andaxorevenues and total non

debt domesticecurrent and capital expenditures reported by the CAGD. On the revenue side,

it excludes program and project grants disbursed in the current year; on the expenditure side it
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excludes foreigtfinanced expenditures. The DPB is widely seen as a good gatlgeextent
to which the primary expenditures that are needed for the basic functions of government can

be financed with current revenues.

For this assessment, the DPB is considered in relation to debt service obligation due in the
current year. If the BB is less than the debt service then the implication is that government
may have to borrow (or rely on grants or exceptional finance such as divestiture receipts) to
service debt. Such borrowing from the domestic bond market could result in risingtinteres
rates, a crowding out of the private sector, inflationary financing or some combination of
t he
result in a rapid buildip of the stock of domestic debt.

these. Thus, as countrydés economic

Table 3.4a: Domestic Primary Balance (¢ billion)

experie

Budget GOG CEPA Budget
2006 2006 2006 2007
Total Domestic Revenue 26,438.8 25,421.4 24,952.9 31,903.0
Total Revenue (including NHIL) 25,727.8 24,710.4 23,792.2 30,961.7
Non-Tax Revenue 711.0 711.0 1,18.7 941.3
Total Domestic Expenditure 27,291.0 27,188.6 29,909.3 32,620.6
Non-Interest Expenditure 18,098.6 19,246.0 21,764.4 22,108.4
Domestic Capital (incHIPC & MDRI) 9,192.4 7,942.6 8,144.9 10,512.2
Domestic Primary Balance (pgments basis) (852.2 (1,767.2 (4,956.4 (717.9
Discrepancy (577.8 (577.% 299.0 (0.2
VAT Refund (200.0 (200.0 (87.9 (126.9
Domestic Primary Balance (cash basis) (1,530.0) (2,444.9) (4,745.3) (844.0)

Sources: GOG Budget Statement 2007 QDAReports; Bank of Ghana Press Releases and CEPA Staff estimates

Table 3.4a (in absolute terms) and Table 3.4b (as share of GDP) present the DPB target in the
2006 Budget, the official projected outturn, the CEPA estimate for 2006 and the target for
2007. On payments bas&é that is, with expenditures measured by payments releases of the
CAGD 0 the 2006 target was for a deficit of ¢852.2 billion equivalent to a little under one
percent of national income. This deficit target was consistent with thenagedtdecline of the

fiscal ancho® the ratio of domestic deto-GDPd from the level of 10.8 percent at the end

of 2005 to a projected 8.7 percent for ddelcember 2006. This was because of a large flow of
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grant funds, including from the MDRI amounting tearly 7.0 percent of national income
expected in the course of the year.

The 2006 Budget indicated a provision for the encashment in an amount of ¢577.8 billion of
payment vouchers carried over from 2@5shown in Table 3.4a as discrepancy or fldie

CEPA provisional outturn estimates that on a payment basis, the DPB would result in a much
larger deficit of almost five trillion cedis equivalent to over four percent of national income.
As a result, on the one hand the float from 2005 would be d&egtpmmodated in 2006, but in

turn an estimated ¢300 billion of payment vouchers issued in 2006 would be carried forward
0 shown adiscrepancy in Table 3.4a.

Taking into account these floats as well as VAT refunds, CEPA estimates a deficit DPB
outturn of¢4,745.3 billion which is more than three times (in absolute terms) the target deficit

of DPB (cash basis in the 2006 Budget). Thus, in spite of the large grant funds received in
2006, the deficit realized in respect of the DPB proved simply too largeaasideable

domestic borrowing had to be taking place resulting in a sharp-bpitd domestic debt.

Table 3.4b: Domestic Primary Balance (percent of GDP)

Budget GOG CEPA Budget

2006 2006 2006 2007

Total Domestic Revenue 235 221 21.7 23.2
Total Revenue (including NHIL) 22.9 21.5 20.7 22.5
Non-Tax Revenue 0.6 0.6 1.0 0.7
Total Domestic Expenditure 24.3 23.6 26.0 23.7
NonInterest Expenditure 16.1 16.7 18.9 16.1
Domestic Capital (including HIPC & MDRI) 8.2 6.9 7.1 7.6
Domestic Primary Balance (payments basis) (0.8 (1.5 4.3 (0.5
Discrepancy (0.5 (0.5 0.3 (0.0
VAT Refund (0.1 (0.1 (0.1 (0.1
Domestic Primary Balance (cash basis) (1.4) (2.1) (4.1) (0.6)

Sources: GOG Budget Statement 2007; CAGD RepBesk of Ghana Press Releases and CEPA Staff estimates

3.25 The Net Domestic Finance (NDF)

Leaving aside the thorny issues of payment arrears, payment delays, and proxy borrowing by

government, the official means of financing the overall deficit con$isbome continuation of

the following:
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e Net capital receipts from the sale of government assets (divestiture)
e Net foreign borrowing new borrowing less amortization, and
¢ Net domestic financingg new domestic borrowing less repayments [sometimes referred

as the public sector borrowing requirements (PSBR)].

Table 3.5as expressed iabsolute terms and Table 3.5b, as shares of national income provide
details of the financing of the budget. The two tables show that 2006 was rather disappointing
at leastin respect of divestiture proceeds. As against a projected ¢673.4 billion, only a meager
amount of ¢6 billion was received. The 2007 Budget suggests that this outcome is primarily a
delay in receipts rather than a policy change in the privatization pradessinrealized 2006
amount has been reprogrammed for 2007.

Table 3.5a: Net Domestic Financing (¢ billion)

Budget GOG CEPA Budget
2006 2006 2006 2007
OBB (cash basis) (5,773.9 (5,597.9 (7,910.9 (5,075.2
Total Financing 5,773.5 5,597.8 7,910.9 5,075.2
Divestiture (net) 673.4 6.0 6.0 673.4
Financing (excluding Divestiture) 5,100.1 5,591.8 7,904.9 4,401.8
Foreign (net) 3,227.4 2,736.2 3,139.7 3,739.1
Borrowing 6,700.5 5,759.3 6,162.8 5,988.5
Project Loans 5,063.0 4,163.0 4,525.3 4,518.6
Program Loans 1,637.5 1,596.3 1,637.5 1,469.9
Amortization (3,473.2 (3,023.2 (3,023.2 (2,249.9
Exceptional Financing 1,729.1 1,729.1 0.0 1,176.7
Traditional (Naples) 656.9 656.9 0.0 3295
HIPC (Cologe) 1,072.2 1,072.2 0.0 847.2
Net Savings on GGILBs (71.9 (71.9 (71.9 3.1
Net Domestic Financing 215.0 1,197.9 4,836.6 -510.9
Banking Sector (590.0 3,445.8 7,084.5 (510.9
Non-Banking Sector 0.0 (3,052.9 (3,052.9 0.0
Other(including TOR Bonds) 805.0 805.0 805.0 0.0

Sources: GOG Budget Statement 2007; CAGD Reports; Bank of Ghana Press releases and CEPA Staff estimates

CEPA estimates net foreign borrowing of ¢3,139.7 billion in 2006. Gross new borrowing
totaled an estimatke¢6,162.8 billion comprising ¢4,525.3 billion of project loans and ¢1,637.5
billion in program loans. Total new foreign borrowing was thus marginally lower than the
projected ¢6,700.5 billion in the 2006 Budget. The shortfall is all attributed to plagest
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One of the implementation challenges mentioned in the 2007 Budget was low absorption
capacity. On thi s, t hhe 2086 Budget aentifiddilowialssorgive s ai d:
capacity of the public service which has resulted indlogver than expeed utilization of

project fundé € (i mprovement here would require) that
of ficers who do not p erd emphasisaqdedy rTleegofficiah hs 13 8
estimate for amortization was ¢3,023.1 billion instead oflibdget provision of ¢3,473.1

billion. The lower official outturn could be attributed to the debt cancellation upon reaching
Completion Point.

Table 3.%: Net Domestic Financing percent of GDP

Budget GOG CEPA Budget

2006 2006 2006 2007

OBB (cash lasis) (5. 4.9 (6.9 3.7
Total Financing 51 4.9 6.9 3.7
Divestiture (net) 0.6 0.0 0.0 0.5
Financing (excluding Divestiture) 4.5 4.9 6.9 3.2
Foreign (net) 2.9 2.4 2.7 2.8
Borrowing 6.0 5.0 5.3 4.4
Project Loans 4.5 3.6 3.9 3.3
Program Loans 1.5 1.4 1.4 1.1
Amortization 3.1 (2.6 (2.6) (1.6
Exceptional Financing 1.5 1.5 0.0 0.9
Traditional (Naples) 0.6 0.6 0.0 0.2
HIPC (Cologne) 1.0 0.9 0.0 0.6
Net Savings on GGILBs (0.1 0.1 0. (0.0
Net Domestic Financing 0.2 1.1 4.2 (0.9
Banking Sector (0.5 3.0 6.2 (0.9
Non-Banking Sector 0.0 2.7 2.7 0.0
Other (including TOR Bonds) 0.7 0.7 0.7 0.0

Sources: GOG Budget Statement 2007; CAGD Reports; Bank of Ghasa®eases and CEPA Staff estimates

Net repayment in respect of Government of Ghana Infldtinoked Bonds (GGILBs) was on
target at ¢71.4 billiord gross redemption of ¢86.2 billion less deferred interest payment of
¢14.8 billion.

In the event, as thBress Release of the Monetary Policy Committee (MPC) of the Bank of
Ghana dated March 19, 2007 put it:

AThe overall budgetary deficit (including the supplementary budget) for
2006 resulted in a net domestic financing of ¢4,765.2 bil{o2 percent of
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GDP). The financing of this deficit caused a bounc¢he public debt/GDP
ratio from 10.8 percent to 13.2 percent, accompanied by a significant
lengthening of the maturity structure of the cdtoof public domestic

d e b(paragraph 110 emphasis addéd

Viewed against the projected target -to-GDP8. 7 per
ratioo did not only buck the trend establishe
severe setback which portends a looming challenge to the sustainabittgicobeconomic

stability in the near to medium term. On the positive side, there appears to be no loss of
commitment to discipline or of resolve in the face of these difficulties. TheDendmber

outturn for the fiscal anchor was some 50.0 percent alisviarget; nonetheless it was an
improvement of about 10.0 percent over the-Bilosvember outturn of 14.1 percent (see MPC

Press Release of December 18, 2006).

3.3 Near to Medium Term Outlook

Recent trends in domestic revenue outturns give some cause forncaboeit the medium

term outlook. As shown in Figure 3.0, domestic revenue grew faster than national income
(measured by nominal GDP). As a result, the share of domestic revenue in nominal GDP
followed a rising trend over the 20@®04 period. In 2005, hoaver, there was a sharp
deceleration in the growth rate of domestic revenue to just about that of nominal GDP.
Consequently, the share stagnated at about that of the previous year 2004. CEPA estimates
indicate that the growth deceleration increased instleeeeding year, 2006. As a result, the

share actually fell by a large margin equivalent to 2.2 percent of GDP.

We examine briefly below the possible explanations of these developments, to provide a basis
for the CEPA mediurterm projections over the Q@2010 period. In particular, we find that
the official projection of 23.2 percent share of GDP for 2007 is-op&mistic and unlikely to

be realized, with implications for the budget
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Figure 3.0: Domestic Revenue (percentf@&DP)
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In order to minimize the consequences for the revenue mobilization effort of lowering the
effective tax burden in 2005, measures were instituted to strengthen tax administration.
Nonetheless, domestic revenue fell short of its target througheutdar. In the first half of

the year, the targét a performance criterion in the programme with the IMRvas missed

by over 7.0 percent. The cumulative collection for the first three quarters missed its target by a
wider margind almost 10.0 percent.oF the year as a whole the missed margins were
narrowed to just over 3.0 percent, thanks to some extraordinary manoeuvres, including the

fforward collectionof mobile telephone license feés Other efforts to mobilize revenue

included ¢é i ntrmasfessd chargeg ant dividends are being remitted in a

timely mannes (I MF Country Report, d emphasi &ded), f oot n
These extraordinary measures mobilized over ¢3.0 trillion in the month of December alone.
Nonetheless the piermance criterion on domestic revenue for December in the programme

with the IMF was tripped, necessitating a requestafavaiver, which was granted by the

Executive Board of the IMF in order to keep the programme going.

No new taxes were introduced the 2006 Budget on the grounds that the tax burden was

Aal ready relatively high, compared with histol
pursuit of the tax rationalization objective, however, following the corporate tax reductions of

the prewous year, the personal income tax burden was also lowered. Domestic revenue was

also impacted upon by the reduction in dividends on account of the sale of somenpkarfig)

public enterprises. With these considerations in view, the target for domestitueeswas

lowered to 23.5 percent of GDP in the 2006 budget. In comparison, the target for the previous
Public Finance and Fiscal Operations
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year was 24.6 percent of GDP and the outturn was 23.9 percent of GDP. As discussed
elsewhere, the CEPA estimate of the outturn for 2006 shows that lesdower target was

missed by a wide margih the equivalent of 1.8 percent of GDP.

3.3.1 Domestic Revenue

The tax restructuring and rationalization exercise is still ongoing. The 2007 Budget contains

further tax reliefs and incentives such as the faithguw

¢ reduction of withholding taxes on dividends and rents from 10.0 percent to 8.0 percent;

¢ reduction of the capital gains tax rate from 10.0 percent to 5.0 percent;

o the abolition of the National Reconstruction Levy (NR) a ft empor ary me a s
introducel in 2003;

o tax relief for venture capital funds; and

¢ VAT relief for pharmaceutical companies.

Figure 3.1: Domestic Revenue (percent of GDP)
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The lessons of previous years would suggest that the target for domestic revenue, in all
probability, would be ngsed since a structural gap appears to have developed (see Figure 3.0).
A simple extrapolation of the emerging trends, however, is deemed to be pessimistic. There
has been an intensification of the drive to improve the efficiency of the revenue collecting
agencies. The measures taken include the following:

e concentration of collection on large corporate taxpayers;

N
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e reform of the procedures for reporting and monitoring foreign trade to reduce the leakages
through smuggling and undervoicing;

e increased vigdnce to ensure that fees, charges, and dividends are remitted in a timely
manner; and

e introduction of the VAT at a lower rate of 5.0 percent for SMEs.

In view of these activities to strengthen the revenue mobilization effort, the CEPA projections
assume hat the trend of widening performance gap would be halted and the mgstimm
would be no worse than the outcome in 2006. Specifically, an underperformance equivalent to
1.6 percent of GDB slightly better than the 1.8 percent of GDP realized in 2D06es been

used over the mediuterm 2006- 2010. The results are shown in Figure 3.1.

3.3.2 Total Expenditures

The launch of the GPRS | in 2003 ushered in a period of enhanced fiscal discipline and
improved public expenditure management (PEM) which congdub the regaining of
macroeconomic stability and attaining Completion Point in the HIPC process by the middle of
the succeeding year 2004. In spite of these achievements, however, there has been a persistent

tendency for expenditure overruns driven by gfovernment wage bill.

The government has expressed its continued concern about its ability to attract and retain
gualified personnel needed for the goal of bolstering service delivery and value for money.
And yet at the current level of remuneratiorg fivil Service could lose highly productive

staff, particularly in the top priority health and education sectors. Granted that Civil Service
wages have increased rapidly in recent years, they have done so from a very low base.
Moreover, they continue taose grounds against those in the private sector. Attempts to
contain the situation have been ad hoc and piecemeal, resulting in serious distortions in

relativities which have become a cause for widespread dissatisfaction and labor unrest.

The 2006budgetwas based on overly optimistic expectations of outcomes of the ongoing
public sector reform. The expectation was that the reforms would yield significant savings on
account of, for example, the establishment of the integrated payroll databases that would
reduce duplications. These savings would then provide the means, among other things, to:

e better realign the salary structure; and
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e accommodate the monetization of thekind benefits to help stem the loss of qualified

personnel.

The savings were therefoexpected to provide room ccommodate higher wage levels for

the relevant cadres, while containifg if not reducingd the wage bill In line with this

unrealistic and unwarranted optimism, the target set for the wage bill envisagectease in
wage ates or the payrollthe target of 8.9 percent of GDP). A remarkable feature of 2005

noted by the IMF staff was that the wage bill was contained below its ceiling throughout the
year. The 2006 wage bill target of ¢9,990 billion implies an average of ¢3,4dlion a

qguarter. Compared with the ¢2,464 billion actual wage bill paid in the fourth quarter of 2005.
The difference was hardly enough to provide for normal salary increments or promotions nor

an increase in the payroll.

On an annual basis the wag# for the fourth quarter of 2005 represented a share of 10.3
percent of GDP. And the CEPA estimate of the realized wage bill share of GDP in 2006 was
10.0 percent. The mediuterm projection targets are based on a ceiling of 10.0 percent of
GDP for thewage bill.

The energy crisis necessitated sizeable unexpected expenditures in 2006. As discussed
elsewhere, CEPA estimates that about ¢2.0 trillion had to be transferred to the public utilities
to help manage the crisis. Moreover, such transfers woultinoenover the duration of the

crisis. In the 2007 Budget Statement, the Minister of Finance told Parliament that the total
MDRI resources of ¢1,598.65 billion has been earmarked for the VRA to be used to fund the
procurement of turbines and a barge. ladligadn, as reported in Chapter 6 below, the VRA
component of the Emergency Power Programme of the Energy Ministry envisages the use of
generators for 50 MW of power. Some 38 of these generators have been installed to produce

44 MW. The daily cost of fuellane for these has been placed at about ¢2.8 billion.

Given their social implications, CEPA has identified expenditures, mainly but not restricted to
the energy crisis and the wage bill, which were not in the Baseline Métkum Framework

to be designateSpecial PovertiRelated Funds of US$500.0 million equivalent to 4.0 percent
of GDP (see Figure 3.2).
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Figure 3.2: Total Expenditure (percent of GDP)
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The baseline mediwterm framework covering the period 200310 envisaged an average
annual growth r@ of real GDP of 6.3 percent. While this is high by the historical growth
experienced exceeded only in the sheited Second Republid@ government views this as
insufficient for the attainment of the MDGs and the objectives of GPRS Il. The achievement
of these goals and objectives is seen as needing a minimum real GDP growth of 8.0 percent
starting from 2009. This, in turn, would require scalgdinvestment in strategic areas such as
energy, roads, railways and information and communications techn@©gy. For these and

other essential undertakings for which concessional financing may not be available, the
government has embarked on a policy of diversifying funding sources, including accessing
international capital markets. The essence of the CEPpogeml strategy is to accommodate

as much of the government scalgal investment plan as possible but with the high priority
given to those components in this Special Poveetgted Fund® ICT and human resource

development.

3.3.3 Financing and the Stockf Domestic Debt
In the 2007 Budget, government reaffirmed its determination to diversify the sources of
financing the development agenda. To quote from Budget 2007:

While reliance on doneprovided grants and concessional loans has served
us well, thereis, however, the need to expand the scope and structure of
financing if government is to meet its goal of scaling up investment for
accelerated growth from the current 6.0 percent to 8.0 percent annually.
After achieving stable macroeconomic conditions awhning the
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confidence of markets as reflected in our B+ sovereign ratings, the
Government intends to enter the international capital market in 2007 as a
sovereign borrower to diversify and broaden our funding options, including
public-private partnership. In addition, Government will seek more funding
by requesting access to the IBRD window of the World Bank.

Advised by the Citigroup, the Government has been reported to have successfully issued a
sovereign bond in the amount of about US$500.0 millidiis TS seen in financial circles as a
Ahugel y i mpor t-Saharan Africanourtry, otheathas 8duth Africa, to have
entered the international capital market since the largely unsuccessful forays by Nigeria and La
Cote doél voireandearlyioBls. | at e 1970

The Government is also reported to be seeking to borrow on concessional terms from bilateral
donors. China has already announced that it would provide a loan of US$600.0 million on
concessional terms for the construction of the hydobeétedam at Bui in the Brong Ahafo
Region. Negotiations are reported to be well advanced over the possibility of extending the
loan facility beyond the 70.0 percent coverage so far. Other bilateral sources that have been

mentioned include India and Japan.

Mobilizing loan finance on reasonable terms does not appear to pose much of a challenge to
Ghana in present circumstances. Indeed, an amount of up to US$1.8 billion has been suggested
as possible between 2007 and 2009. Moreover, the stated purposegfothese loans are to

be raised are widely supported by the general public in Ghana as well as the donor community.
As discussed above, the existing wage rates in the public sector are inadequate to attract and
retain skilled professionals and technipatsonnel in the key priority sectors. Moreover, the

piecemeal approaches have ironically contributed to the labor unrest in the public sector.

In the forward to the 2007 Budget, the President touched on this matter:

There are problems at the labor frongsulting partly from a distorted
public sector salary structure which is also poorly administered.
Government has, therefore, decided to begin the implementation of a new
comprehensive public sector pay reform that emphasizes equal pay for work
of equalworth. The broad objective is to aim for wage increases in line with

productivity gains, cost effectiveness and
equity all round, government is setting up a Fair Wages Commission to
oversee the implementation of thisnew o gr amme ¢éé The public s

reforms that are being pursued will be sustained to boost private sector
development through an enhanced public services delivery in order to
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deepen publiprivate sector partnerships for accelerated growBudget
Statemen2007, pages-b).

Figure 3.3: Stock of Domestic Debt (percent of GDP)
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Given the commitment to Growth with Stability of GPRS II, the key challenges over the

mediumterm (20072010) are the following:

e consolidating macroeconomic stability (single digit inflation of a level close to the

average of major trading partners and continued fupldf international reserves to the

equivalent of at least four months import cover);

¢ decisive resolution of the energy crisis to enable real economic growth atrageawoé 6.5

percent a year over the period,;

o further reorienting fiscal priorities towards development; and

¢ pursuing structural reforms, particularly in the financial sector to bolster private -testtor

growth.

Meeting these challenges would, among othéngs, call for continued complementarity of

fiscal and monetary policies. Specifically, the domestic debt to GDP ratio must remain the

fiscal anchor over the mediuterm. Fiscal policy would therefore continue net repayments

into the domestic economywih t he aim of fAcrowdi

real interest cost of capital.

ng

no

The externally mobilized funds must therefore finance, on an annual basis, the following:
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¢ the domestic revenue shortfall (1.6 percent of GDP a year);

o transfersmto the National Development Fund (2.8 percent of GDP); and

eNet repayments into the domestic economy for
percent of GDP).

The projected trajectory for the domestic stock of debt/GDP is shown in Figure 3.3. The
targets in the Medium Term Framework (MTF) are also shown. The trends are also similar but

the starting point in the CEPA projections is higher on account of 2006.
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Annex Table 3.1: MediumTerm Outlook, 2007-2010 (percent of GDP uless stated

otherwise)

2006 2007 2008 2009 2010
Revenue and Grants 28.1 27.7 26.9 26.4 26.1
Domestic Revenue 21.7 21.7 21.5 21.4 21.0
Grants 6.4 6.0 54 5.0 5.1
Total Expenditure 34.8 37.3 37.0 38.2 36.8
Expenditure (Mdiumterm target) 34.8 34.5 34.1 35.9 35.6
Contingent Povertyelated 0.0 2.8 2.9 2.3 1.2
Overall Broad Balance (OBB) -6.7 -9.6 -10.1 -11.8 -10.7
Total Financing 6.7 9.6 10.1 11.8 10.7
Foreign Net (Traditional) 2.7 5.6 5.9 8.1 8.1
Foreign Net (New) 0.0 4.4 4.5 3.9 2.8
Net Domestic Finance (NDF) 4.0 -0.4 -0.3 -0.2 -0.2

Memorandum Items
Domestic Debto-GDP Ratio (%) 13.2 11.2 9.5 8.3 7.2
Nominal GDP (¢ billion) 112,320 128,013 145,575| 164,030 182,204

Notes: the 2006 figures are based on the CEPA provisional actual; the@0Ddata are baseline medienm projections

of the Fund as amended.
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4 MONEY, CREDIT AND PRICES

4.1 Introduction

Over theperiod from 2003, the Bank of Ghana has had a monetary policy which narrowly
consideredd separately from fiscal policy appears to have two competing and partly
contradictory objectives. The first and dominant one which has been the main focus of this
policy is the objective of achieving singtgit inflation by end20068 originally two years
earlier. Its principal instrument has been to restrain liquidity growth through increased foreign
exchange. As a result, the exchange rate of the cedi againd&ttellar has been relatively
stable. On account of inflation differentials this has implied considerable appreciation of the

real exchange rate.

In thus taking advantage of the large inflows of foreign exchange, the real appreciation of the

cedi has seed as a source of strong dampening pressure on inflation. Large quantities of
imports 8 nonoil imports 8 valued at US$5.1 billion were brought into the country

providing cheap substitutes for domestically produced goods. On the downside, however, this
disinflation policy appears to be losing markets at home and abroad to locally produced goods,

with adverse consequences for production, employment and profits. Increasingly, local
producers are complaining of a Al acukto of buyi

competing imports.

The focus of Ghana Poverty Reduction Strategy (GPRS I) was to regain and maintain
macroeconomic stability. Consequently, the disinflation objective was central to the strategy.
Nonetheless GPRS | did have, even if of lower piyoatgrowth objective as well. Moreover,

its successor Growth and Poverty reduction Strategy (GPRS I1l) has shifted focus further to
accelerated economic growth as the principal instrument for poverty reduction and national
prosperity. In pursuit of the gwth objective, the Bank of Ghana has sought to increase bank
lending to the private sector. The instrument for this is lowering of interest rates. It is the
potentially expansionary consequence of this monetary policy objective that appears to
contradictthe disinflation objective. To reconcile these otherwise seemingly contradictory
objectives, we must turn to fiscal policy. The targets set for the domestic debt to GOP ratio
the fiscal anchod imply net repayments into the domestic economy. Thisses t o fcr owd

indo the private sector by supplementing the cr
Money, Credit and Prices
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4.2 Review of Developments in Monetary Aggregates

4.2.1: Reserve Money (RM)

Available data show that key monetary aggregates grew in tandem and at geastallyates

in 2006 compared to the previous year 2005. Reserve Money oiPidighred Money growth

rates not only exceeded those of the previous year but also followed a generally rising trend.
Thus, from the 11.2 percent growth rate of December 200&rveesnoney growth accelerated

over the course of the year reaching an estimated 25.7 percent-Beeschber 2006. This

was more than double the December 2005 rate and over eight percentage points above the

target of 17.5 percent.

Table 4.1: Selected Moatary Aggregates and Targets (¢ billion, unless otherwise stated)

CEPA
Program Targets Provisional Estimates | Estimates
Dec'04 | Dec'05 Dec'06 | Sep'05 Dec'05 Sep'06 | Dec'06
Reserve Money (RM) 18.5 18.0 17.5 19.3 11.2 16.7 25.7
Broad Money (M2+) 25.9 23.5 18.3 16.0 14.1 335 36.5
Broad Money (M2) 26.4 23.1 18.3 19.1 14.6 34.4 37.0
Currency Outside Banks 15.2 19.2 18.8 16.5 10.0 18.2 11.2
Deposits 30.5 25.3 18.1 15.8 15.6 38.3 45.6
Demand Deposits 44.6 n‘a n/a 12.3 3.7 37.0 49.6
Quasi Money 22.5 n/a n/a 28.9 29.7 46.0 50.4
Foreign Currency Deposits 24.1 n/a n/a 6.0 15.0 30.0 34.8
Credit to the Private Sector 21.4 45.6 24.9 47.8 38.0
Miscellaneous Items
Currency/M2+ Ratio 0.27 0.26 0.27 0.24 0.26 0.27 0.22
Currency/Deposit Ratio 0.38 0.60 0.36 0.32 0.36 0.27 0.27
Reserve Money Multiplier
M2/RM 2.30 2.40 2.37 251 2.36 2.89 2.57
Net International Reserves (US$ m| 982 1,114 1,698 973 1,291 1,597 1,560

Source: Based oBank of Ghanalataand CEPA Staff estimates

Over the first nine months of the year for which detailed information is available, growth of
Reserve Money was driven by a faster than expected accumulation of international reserves of
the Bank of Ghana. Whil¢he evidence is scanty, the large net domestic financing of the
budget from banking sources suggests a possible large accumulation of claims on government
in the fourth quarter. In this regard, it may be worth noting that although as programmed, net
domesic assets of the Bank of Ghana declined in the firstyedf, it did so at a slower rate

than planned. The growth in Reserve Money reflected in corresponding growth in the stock of

currency in circulation.
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4.2.2:Broad Money (M2+)

Annual yearonyear gowth rate of total liquidityd measured by Broad Money (M2+)

followed a similar upward path as that of Reserve Money (RM). In fact, its trend was steeper.
Thus, from the December 2005 rate of 14.1 percent, it climbed rapidly over the succeeding
months toreach 33.5 percent at the end of the third quarter of 2006. CEPA estimates-the end
December 2006 growth rate at 36.5 percent (see Figure 4.1).

Figure 4.1: M2 plus and Reserve Money Growth (yeaon-year)
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In the first half of the year, the growth in M2+ was a reflection of the rapid accumulation of
international reserves in the banking system. As with Reserve Money, this was all at the Bank
of Ghana. For example, on a yearyear basis sth accumulation was at the rate of 78.5
percent whilst holdings of international reserves by the commercial lbckaedby almost

20.0 percent over the same twelvwenth period.

Net credit to government by the banking system also increased rapidlyheRavelve months
to May 2006 it rose by about 45.0 percent, more than doubling the 20.0 percent of the
corresponding period of 2005. Credit to private and public sector enterprises in the first half

year, however, increased at a slower pace in 2006 a@ado 2005. It quickened somewhat

&
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in the second halyear, finishing the year with an increase of almost 38.0 peécesibout 2.0
percentage points faster than the growth rate recorded in the first half of the year.

Overall liquidity (M2+) held by the pblic comprises the following:
e Currency,
e Cedi Deposits, and

e Foreign Currency Deposits.

Developments over the recent past have seen a steady rise in the share of cedi deposits in total
liquidity making it the largest of the three about 56.0 percent in0R6 compared to 52.0
percent in 2005. It is evident that increased mobilization of cedi deposits was the main driving
force behind the growth of overall liquidity recorded in 2006. Thus, in comparison, the share

of currency fell from 24.0 percent in 2008 23.0 percent in 2006, so also did the share of
foreign currency deposits from 21.5 percent in 2005 to 21.2 percent in 2006.

Cedi Deposits, in turn, are comprised of:
e Demand deposits,
e Time deposits, and

e Savings deposits.

Of these three, it is the coimled growth of Time and Savings depositsreferred to as quasi
moneyd that was dominant. Inthe year as a whole Time and Savings deposits grew by well
over 50.0 percent. This was on account of acceleration in the mobilization in the secend half
year. Smilarly, on an annual basis, growth in foreign currency deposits (FCD) also accelerated
from about 12.0 percent in the first half of the year to about 35.0 percent for the year as a
whole. Performance in 2006 in respect of both Time and Savings depogditforaign

currency deposits (FCD), exceeded that in the previous year by sizeable margins.

The higher growth of public holdings of cedi deposits compared to currency has meant a
continued fall in the ratio of the stock of currency with the-bank publicrelative to cedi
deposits. This shift in monetary holdings is a positive development as it represents a

preference for assets thitvor investment. Furthermore, it is a phenomenon that would
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intensify as female participation in the modern sector inesedSEPA research has shown that
the females have a higher preference for Time and Savings deposits than males.

4.2.3 Commercial Bank Credit

As noted above, commercial bank credit to private and public sector enterprises rose by about
38.0 percent in 2006The stock of credit increased by about ¢7.2 trillion in the course of the
year. Adjusted for inflation, the real stock of credit increased by about 33.0 percent. Although
lower than the growth rate in nominal terms, thanks to ther&d® of inflation,the growth in

the real stock of credit achieved in 2006 was among the highest in almost three years.
Nonetheless, the ratio of credit to the private sector to GDP of 13.0 percent is lower than the
average for countries in stfaharan Africad 68.0 percentAccording to the World Bank,

this gap between Ghana and the best performing comparator countries with respect to credit is
particularly | arge. For exampl e, Kenyads ratioc
Access to credit remains relativelggr in Ghana.

The sectoral distribution of bank credit shows the share of manufacturing rising in the course
of 2006 to capture the top position. It gained in share from 19.1 percent-geangd005 to

about 23.6 percent at the end of 2006. Both of etheimbed past Domestic Trade
(Commerce) whose share dropped from 22.4 percent in 2005 to 18.4 percent in 2006. In
percentage terms, Construction was the best performer with its share more than doubling from
the 5.7 percent achieved in December 2005. $hectacular rise in share reflects the high
tempo of construction activity in 2006 in spite of the cement shortages in the latter part of the
year. It is also consistent with what appears to be significantin@aecing by contractors or

proxy borrowing ly government in 2006.

4.3Money Market Developments

Consistent with the growth objective of GPRS I, further emphasized in GPRS Il, monetary
policy has sought to induce increased bank lending to the private sector. As noted above in
both nominal and reaktms, this policy could be considered to have been largely successful
with growth in the real stock of credit having soared to peak levels in 2006. The main
instrument of this policy objective of the Bank of Ghana has been the rate of interest although

theevidence also points to the use of moral suasion on the commercial banks.
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Table 4.2: Rates of Interest within the Money Market (%)

Domestic Money Ban
BOG 91-Day Rates
Prime Treasury Savings 3-Month 6-Month Lending
Time Time
Rate Bill Rate Deposits Deposits Deposits Rates
Dec05 15.50 11.45 6.38 7.75 9.50 26.00
Janr06 14.50 11.17 6.38 9.25 9.50 26.00
Feb06 14.50 10.28 6.38 9.25 9.50 26.00
Mar-06 14.50 9.83 6.38 9.25 9.50 26.00
Apr-06 14.50 9.65 6.38 9.25 9.50 26.00
May-06 14.50 9.70 6.38 9.25 9.50 26.00
Jun06 14.50 10.19 6.38 9.25 9.50 26.00
Jul06 14.50 10.32 6.38 9.25 9.50 26.00
Aug-06 14.50 10.28 6.38 9.25 9.50 26.00
Sep06 14.50 11.15 7.05 9.88 10.50 27.75
Oct-06 14.50 10.34 n/a n/a n/a n/a
Nov-06 14.50 10.3% n/a n/a n/a n/a
Dec06 14.50 10.22 n/a n/a n/a n/a

Source: Bank of Ghana data

With an eye on the economic growth objective of GPRS | and GPRS II, the Bank of Ghana has
followed a monetary policy of encouraging increased bank lending to the pricabe bg

lowering interest rates. As explained elsewhere, all other things remaining unchanged, this
would have an expansionary effect on money supply which would be inconsistent with the
disinflation monetary policy. The Bank of Ghana cut interest rdtgaraus times in 2006.

The rationale for this has been the downward inflation trend, even when the declines have
been modest and the actual rate of inflation has remained above the stated target of the Bank of
Ghana. Indeed, even when in December 20086, rate of inflation rose, the Bank of Ghana

lowered its prime rate by two percentage points from 14.5 percent to 12.5 percent.

Developments in the money market in the first half of 2006 reflected generally declining
interest rates though the rate of deelslowed in the second quarter. Rates on the Interbank
mar ket , |l i ke the rates on th

overnight money

inflationary expectationso, according to the B
Interest rates of commercial banks generally mdowmetandem. Average bank rates declined

marginally to a little over 21.0 percent in the first half of the year remaining in a range of

between 19.5 percent and 22.5 percent and narrowing somewhat with the upper limit reducing

to 21.5 percent in DecembeAverage bank lending rates also declined to about 26.0 percent
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over the first half year of 2006, within a rather wide range of 18.5 percent to 33.5 percent. The
second halfyear saw the average unchanged but the range widening with the decline of the
lower limit to 15.0 percent. Adjustment for inflation average real base rates stood at 9.7
percent at endune with average real lending rates at a higher level of 14.0 percent.

Figure 4.2: Nominal and Real Interest Rates

(a): Spread Between Lending and Savings Rates (¢
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Panel (a) of Figure 4.2 shows that interest rates have tended to move in tandem, and

consequently, the spread between average savings deposit rates and average lending rates has

remained stubbornly fixed at close to 20.0 percentage points. Takennasasure of

intermediation cost, this indicates a disturbingly high cost of mobilizing financial savings in

Ghana. As much as two thirds of the cost of borrowing from the banks goes to cover

Money, Credit and Prices
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intermediation costs. Pressure to lower bank lending rategaqasstly cause a lowering of
savings deposit rates.

The result of this state of affairs is that while lending rates have remained significantly positive

in teal terms, real savings rates have been negative for most of 2006 (see Panel (b) of Figure
4.2). While the mobilization of deposits achieved impressive results in 2006, the cause of
encouraging the nebank to continue to shift their portfolio selection from-csdled
Aunproductiveo assets to that favoriwtlhg fi xed
higher and positive yields on these asget$ime and Savings deposits.

4.4 1nflation and Inflationary Expectations

Extremely low rates of nominal depreciation of the cediawss the US dollar together with

fairly benign and modest declines irethate of inflation and inflationary expectations, have

been experienced in the economy over the past three years. These developments seem to be
consistent wi t h t he centr al banko&s di sinfl at
fundamental® especiallythe large foreign resource inflows on account of inward transfers

and debt relie® to induce a real appreciation of the exchange rate in the quest to achieve

single-digit rates of inflation.

In an earlier publication, CEPA had noted that since early,260mplementary fiscal and
monetary policies together with substantial external inflows including from debt relief and
inward private transfers, had led to a shallowing of the inflation cycle, flattening the amplitude
from 10.0 percentage points to abduib percentage pointd around an average of 10.0

percent and implying peaks of 12.5 percent and troughs of 7.5 percent.

The Bank of Ghanabés policy of disinflation u:
continued into 2006. Nominal depreciation o€ thedi visa-vis the US dollar stayed well

below 1.0 percent per annum between March 2005 and June 2006, and remained below 2.0
percent per annum during the second half of 2006. Over the same period, headline inflation,
measured by the yearly changes ie tbonsumer Price Index (CPI), steadily declined from

about 16.7 percent per annum to reach single digits in March and April®2Qé first time

since May 1999.
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In April 2006, in line with the adoption of a futbst pasghrough regime, the petroleum
oversight authorityd the National Petroleum Authority (NPA) set up in June 2005 with
responsibility for the implementation of an automatic pricing mechadisannounced an
increase in petroleum product prices averaging 10.0 percent. Headline inflatioqusriike
edged upwards the following three months to reach 11.4 percent-atlgrizD06. During this
period, the petroleum product price increases affected mainly th@oadrexpenditure basket
of the typical household, leading to a sharp divergence bketvidonrFood inflation and
Headline inflation (see Figure 4.3).

Figure 4.3: Inflation and Exchange Rate Depreciation
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In the second half of 2006, inflaticand inflationary expectations appeared subdued, in part

because oflownward revisionf the price of petroleum products, better food harvests relative

to 2005, and continued containment of liquidity growth (and subsequently of inflation) within
the target set by the Bank of Ghana.

It is to be recalled that in late July 2006, the NPA introduced a specific tax to replace the ad
valorem tax in the price buddp of petroleum products, leading to marginal drops in product
prices averaging 6.2 percent. Furthégownward revisions in petroleum product prices,
averaging 7.1 percent, were subsequently announced in early September. These downward

adjustments in petroleum product prices had the effect of calming down inflationary

2
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expectations in the economy. Theeraff inflation began slowly to ebb, falling on average by

0.2 percentage points per month, to reach 10.5 percent in December 2006 (see Table 4.3).

Table 4.3: Monthly and Yearly Rates of Inflation, 20052006

First Half Year Second Half ofthe Year
Jan Mar Jun Jul Aug Sep Oct Nov Dec

Monthly Rates of Change in 2006 (%)

Headline Inflation 0.7 2.1 1.2 11 0.1) 0.9) 0.4) 0.1 0.5
Food inflation 0.9 2.3 1.3 (1.2) (1.3) (1.4) (1.2) 0.04 0.8
Non-Food Inflation 0.5 1.9 1.1 3.6 1.2 0.4) 0.3 0.1 0.3

Monthly Rates of Change in 2005

Headline Inflaion 0.9 4.2 0.9 0.3 0.1 (0.6) 0.2) 0.2 0.4
Food inflation 1.2 4.4 15 0.4 0.1 (1.1) (0.6) 0.2 0.3
Non-Food Inflation 0.6 3.9 0.3 0.2 0.2 0.02 0.3 0.3 0.4

Year-on-Year Changes in 2006 (%)

Headline Inflation 14.6 9.9 105 114 11.2 10.8 105 10.3 105
Food inflation 14.6 11.4 10.1 8.3 6.9 6.6 6.0 5.8 6.5
Non-Food Inflation 14.5 8.2 10.9 14.7 15.9 15.4 15.5 15.2 15.1

Year-on-Year Changes in 2005 (%)

Headline Inflation 11.6 16.7 15.8 14.9 14.8 15.0 15.5 15.3 14.8
Food inflation 15.2 17.3 155 14.6 14.7 15.2 16.0 15.7 15.0
Non-Food Inflation 7.9 16.1 15.9 15.0 14.8 14.6 14.8 14.8 14.6

Source: Consumer Price Indices, December 2006 published by the Ghana Statistical Service, Accra

Figure 4.4: Monthly Percentage Changes in Food Inflation, 2008006
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The trend reversal of headd inflation seen in the second half of 2006 also reflected faster
declines in food prices on account of a better food harvest in 2006 compared to 2005. Food
prices declined on average by 0.7 percent per annum over the second half of 2006 compared to
a monhly average decline of just over 0.1 percent over the same period in 2005 (see Figure
4.4).

The broader issue, however, has to do with inflation targeting and developments with respect
to financial variables (such as interest rates and the exchange vig#evis reserves
accumulation by the Bank of Ghana. Preliminary data up to November 2006 reveal a
slowdown in reserves accumulation by the central bank, especially over the secemahalf

4.5 NearTerm Inflation Outlook

As reported in previous GFA publications, the economy entered the upswing phase in the
latter part of 2005. Being essentially an agricultural cycle, the eigimeeath period from
October 2005 to March 2007 saw a pickup in the agricultural sector growth rate. As reported
elsewheremarket price developments also support this assent with the evidence pointing to a

better agricultural programme in 2006 compared to 2005.

With the productivity gains emanating from the cocoa tt&gth package developed at the
Cocoa Research Instituté @hana (CRIG) production surged to antatie high of 722,163
metric tons in 2005. Moreover, consistent with the phase of the cycle, the indications are that
output in 2006 was about 8.0 percent higher with the crop volume reaching an estimated

780,000 natric tons that yead a new record.

A major achievement of the disinflation policy of the Bank of Ghana has been the continued
shallowing of the economic cycle. Over the eighte®nth upswing phase (October 2005 to
March 2007), leaving aside petroleamd utility price shocks, the amplitude of the underlying
cycle appears to have shrunk from historical 10.0 percentage points to about 2.5 percentage
points. Moreover, the average annual rate of inflation over the cycle also appears lowered from

20.0 percat to 10.5 percent and currently further to a projected 7.5 percent.
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Figure 45: Actual, Trend and Forecast of Headline Inflation (%)
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A major achievement of the disinflation poliashich has been pursued by the Bank of Ghana

with the launch of GPRS | in 2003 has been the continued shallowing of the economic cycle.
Thus the amplitude has been reduced sharply from 10.0 percentage points to an estimated 2.5
percentage points at presesimilarly, the annual rate of inflation averaged over the cycle was

first lowered to 10.0 percent and appears to have fallen further to about 8.0 percent.
Consequently, inflation in the thrgear economic cycle is now projected to lie in a rather
narrowranged t he cycle is practically ndeado. The
10.5 percent per annum; barring any gmssh shocks, and assuming a relatively benign

countercyclical monetary policy, the trough of about 5.5 percent is expected to occur i
September 2008.

The CEPA projection, however, is for headline inflation to hover around the peak level of 10.5
percent over the next eighteen months to September 2008. This is because the commitment to
accelerate growth enshrined in GPRS Il would aallificreased public spending particularly

on infrastructure, education, training, health and sanitation. In addition, the work of the Fair
Wages Commission charged with, among other things, the rationalization of public sector
wage structure involving remal of anomalies and distortions would most likely raise the
government wage bill above the 10.0 percent of national income reached in 2006. Then there
are energyrelated expenditures, including possibly large subsidies and other transfers to the
public utlities. Finally, there are ongoing infrastructural works in preparation for the CAN

2008 extravaganza. Financing the projected budgetary deficit without igniting inflationary
fires is the key challenge in the near to medium term.
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Box 4.1: The New ConsumePrice Index Numbers

result, the basgear for the series has been shifted from September 1997 to the average of prices in
addition, a new classification schende the Central Product Classification of Individual Consumption
Purpose (COICOP), which was adopted as the basis for haimgpthe CPI in all member states of the sec
West African Monetary Union (WAMU has been adopted for presenting the new CPI series in Ghana.

groups and 34 sufproups. Three major groups in the old 19@25ed CPI basket have beerclassified with
significantly different weightsd namely, the Food and Nehlcoholic Beverages; the Transport a

categorie® including Household Goods, Operations and Services; and Medical Care and Health Edpe

are assigned slightly higher weights. The exceptions include Alcohol and Tobacco; and Howsidtlities,
which have slightly lower weights.

Chart A.1: Headline Inflation from Old and New CPI Series

The Ghana Statistical Service (GSS) recently introduced a new series of the Consumer Price Index (CPI), with
new weights based on expenditure data collected in the 1998/99 Ghana Living Standards Survey (GLSS 4). As a
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by
pnd

Compared with the old series, the new CPI basket has 242 goods and services grouped into 12 major gommaodity

nd

Communications; and the Education, Entertainmeit @ultural Services. With few exceptions, all other major
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Chart A.1 traces the trajectory of headline inflation computed on the basis of the two national CBI tkees

Series for the latter three quarters of 2005. There was a crossover in February 2006, sending the Old Se
the new until about January 2007 when they became ewgjtlaindications of another switchover in the offing.

there is no reason to believe that it will be permanent, it appears like this coulddbedib 1612 months. Ove

seriesd the correlation coefficient of 0.91 for the two series covering the period from MarchJafatgary

the next twelve months.

old and the new. As shown, theo series track each other quite closely, with the Old Series lying above thé New

ries below
Thus, if the discernible past patterns hold beyond January 2007, the New Series would fall below the old. While
the twentyfive months for which data has been published, there seem to be no discerning biases between the two
2007 isnot significantly different from unity. With a base year not so much in the distant past, the new CPI

should prove a credible basis for assessing macroeconomic policy in general and, in particular, price inflation in
Ghana. It will be interesting to seevinthe two series and the newly introduced regional components behave over
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5 EXTERNAL SECTOR DEVELOPMENTS

5.1 Introduction

In the Budget Statement and Economic Policy of 2007, the Government of Ghana
recognized the need to move riiche concentration on macroeconomic stability to the
achievement of stability with economic growth. This is a laudable objective if it can be

achieved but it is very difficult to achieve.

One way to achieve this is through the judicious use of the asuladt development

assistance Ghana is receiving from her development partners in the form of debt relief

and increased aid. Using these to create infrastructure and other capital investment that
ocrowd 1ind the private s eidigca rolesws important.t bur de
Two issues emerge immediately. First, the rate of absorption depends on the absorptive
capacity of the public sector. Secondly, as the levels of assistance and expenditures on
infrastructure increase, there is a tendency fefficiency and therefore project costs to

increase.

As discussed below, achieving this objective is not helped by concentrating on
stabilization by purchasing lower inflation through subsidizing imports with an
overvalued exchange rate. The real polidgrdima is how to use the resources in such a
way as to achieve a low level of inflation while maintaining the competitiveness and

therefore the growth of the domestic economy.

In a number of countries with substantial external assistance, there is actenden
liberalize the capital account of the balance of payments. As the experiences of East Asia
and Latin America show, such an approach can increase the vulnerability of the economy

to external financial shocks and speculation.

At long last, Ghana is cegnizing the need to diversify into services exports. There is the
urgent need to extend the same export promotion incentive packages for goods to

services as well.

External Sector Developments \i‘
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5.2 Foreign Exchange Market

The exportled growth strategy Ghana has adopted requiregdhdiversify her export

base. There is a need to create miexel incentives for investment in the tradables
sector. The exchange rate is a key instrument in promoting this objective. There is a need,
therefore, for Ghana to maintain a competitive @xgje rate to ensure that the micro

level incentives for growth are maintained.

Achieving this however, is constrained by political economy considerations and aid
factors. Politicians see an appreciating currency as an achievement and this can be
reflectedin official policy. The objectives of the mediutarm macroeconomic policy
framework in the Budget and Economic Policy Statement for 2007 taken from the
Growth and Poverty Reduction Strategy (GPRS II) include a stable exchange rate with
the cedi depreciatg by less than 4.0 percent per annum. With both actual and target
inflation rates higher than this rate, it is expected that the real exchange rate will

appreciate continuously.

The availability of aid creates an illusion and disconnect between thargehate,
exports and the availability of foreign exchange for development. In the case of Ghana
there is also an illusion that there is a permanent increase in external resources and that
the real equilibrium exchange rate must have appreciated, jogtiyn appreciation in

the actual real exchange rate. Available literature indicates that sustained growth (SG)
countries avoided overvaluation of their currencies even in cases where there were

substantial aid inflows.

Aid is good, provided it is used iways that enhance growth and employment. Pro
cyclical exchange rate policy in which aid is used to purchase lower inflation through
imports can create loagin difficulties. Experiences of the 1990s suggest that while
lower inflation is desirable, the metti of achieving it is also important. If it is achieved

through overvalued exchange rate, it may be graetarding.

Reconciling the need for a competitive exchange rate and the constraints facing its
achievement in favor of a competitive exchange e challenge Ghana must confront.

Absorbing aid and debt relief resources in ways that enhance economic growth can be a
External Sector Developments 93
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strategy. Resolving this tension through capital account liberalization simply increases

vulnerability without promoting the growth agtive.

While the tension between the need for the competitive exchange rate and the constraints

to achieving it persists, the real exchange rate continued to appreciate in 2006. As shown

in Table 5.1 and Figure 5.1, both the real exchange rate withctespde US dollar and

the real effective exchange rate continued to appreciate.

Table 5.1: Nominal Depreciation and Real Appreciation of the Cedi/lUS$ Exchange

Rate (%)
Nominal Depreciation Real Appreciation (=)
Interbank Rate Forex CPlBased Exporters' Costs
Dec '03- Mar '04 1.64% 1.11% 3.04% 2.54%
Dec '03- Jun '04 2.29% 2.01% 0.18% 2.69%
Jun '04- Dec '04 0.12% -0.48% -0.18% -3.92%
Dec '03- Dec '04 2.42% 1.53% -0.06% -1.34%
Dec '04- Mar '05 0.25% -0.53% -6.80% -15.73%
Dec '04- Jun '05 0.34% -0.71% -10.07% -16.64%
Jun '05- Dec '05 0.37% 0.55% 3.08% 2.18%
Dec '04- Dec '05 0.71% -0.17% -7.30% -14.83%
Dec '05- Mar '06 0.23% 0.18% -4.64% -8.53%
Dec '05- Jun '06 0.43% 0.25% -6.25% -12. 9%
Jun '06- Dec '06 0.63% 1.19% -2.13% -7.37%
Dec '05- Dec '06 1.36% 2.13% -9.67% -19.90%

Sources: Based on data from the Bank of Ghana

As indicated in Table 5.1, the real exchange rate between the cedi and the US dollar has

appreciated continuousbince 2004. In 2006, it appreciated by 9.7 percent on the basis

of t he

CPI and by about

20

percent

on

t he

the stable nominal exchange rate. The nominal exchange rate between the dollar and the

cedi depreciged by 1.4 percent in the Interbank market, and by 2.1 percent in the Forex

Bureaus. The real appreciation in 2006 follows upon three other years of real

appreciation.
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Figure 5.1: Multilateral Real Exchange Rate Indexes (January 2002=1.0)
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Figure 5.1 épicts two measures of the real effective exchange rate for Ghatiee

currency of transactionseighted and the direction of tragMeighted. The real effective

exchange rate using the currency of transaction, which is driven by the higher weight of
the US dollar, has appreciated continuously since February 2003. The direction of trade

weighted real exchange rate followed the same trend even though it exhibits considerable

levels of fluctuations (see Figure 5.1).

Figure 5.2: CPI-Based PPP and the cedi/U8ollar Exchange Rate
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The continuous real appreciation has resulted in overvaluation of the cedi in purchasing
power parity terms. Adjustment for the Balassa effect in which the real equilibrium
exchange rate may appreciate with growth and thereforeugtivitly, still reveals

considerable levels of overvaluation of the currency (see Figure 5.2).

With an overvalued exchange rate, the only other means to maintain competitiveness is
through productivity increases. However, with reduced profitability obexg through
the exchange rate, this route will result in labor displacement. This route also requires

substantial infrastructural development which cannot be achieved in the short run.

Pressures by rice and poultry farmers for public policy suppodrdyesymptomatic of a

policy regime that assigns the exchange rate to internal balance and inflation to the
neglect of the external sector competitiveness. More of such pressure can be experienced
if the real exchange rate continues to appreciate. Umiately, the main losers from the

policy, the exporters, have no policy influence.

5.3 The Balance of Payments

The international payments system in 2006 was characterized by substantial and
increased balance of payments surplus and a widening trade defier largely by an
appreciating real exchange rate. These were financed by debt cancellation and increased
external transfers. In spite of the surplus, external reserve accumulation was modest, with

gross international reserves in terms of months obmspcover declining.

The overall balance of payments recorded a surplus of US$415.1 million in 2006, up
from the surplus of US$84.3 million in 2005. The improvement was due to debt
cancellation and external resource transfers. As a result, the Banlané @bcumulated
reserves. However, the rate of accumulation was lower than the growth in imports,
resulting in the import cover of reserves declining from 3.9 months in 2005 to 3.3 months
in 2006. If services are included, imports cover drops from 3.7 mmant 2005 to 2.8
months in 2006 (see Table 5.3).
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The trade deficit widened, increasing by almost 19.0 percent from US$2,541.2 million in
2005 to US$3,027.1 million in 2006. In terms of proportion of GDP, the trade deficit rose
from 23.8 percent of GDP @005 to 24.2 percent of GDP in 2006 (see Tables 5.3).

Table 5.2: Balance of Payments, 20042006 (US$ million)

Projection  Actual | Projection Provisional
2003 2004 2005 2005 2006 2006
Merchandise Exports (fob) 2,562.4 | 2,739.2 2,849.8 2,802.2 2,984.2 3,726.6
Gold 830.1 840.2 939.8 945.8 985.8 1,357.2
Cocoa Beans and Products 817.7 1,025.7 1,050.0 908.4 1,000.1 1,264.8
Timber & Wood Products 174.7 211.7 220.8 226.5 242.2 196.6
Others (n.e.c.) 739.8 661.6 639.2 7215 756.1 908.0
of which NorTraditional
Exports 3375 490.2 n/a 582.3 n/a 579.5
Imports (fob) 2,969.4 | 4,297.3 4,462.0 5,345.3 4,911.1 6,753.7
Qil Imports 563.0 775.0 863.4 1,129.4 3,754.1 1,646.1
Non-Oil Imports 2,669.9 | 3,522.3 3,598.6  4,215.9 1,157.0 5,107.6
Trade Balance (407.0) | (1,558.1)| (1,612.2) (2,543.1)| (1,926.9) (3,027.1)
Services (net) (371.6) | (356.2) (341.1) (198.0) (287.8) (236.4)
Private Transfers (net) 850.5 1,287.1 1,344.6 1,549.8 1,398.9 1,729.8
Current Account Balance (CAB) 71.9 (627.2) (608.7) (1,191.3)| (815.8) (1,533.7)
Official Transfers (net) 234.1 543.9 420.8 566.9 433.7 723.5
of which HIPC Grants 81.1 109.3 - 104.7
CAB (including official transfers) 306.0 (83.3) (187.9) (624.4) (382.1) (810.2)
Capital Account Balance 268.7 71.1 56.8 964.6 542.2 589.9
Official Long/Medium (net) 10.8 52.5 111.5 141.1 382.2 111.0
Private Long/MediunTerm (net) 203.2 201.6 5.3 689.5 167.3 478.9
Direct Investment (net) 136.6 139.3 145.0 324.4
Other (net) 66.6 62.3 544.5 154.5
Non-Monetary ShorTerm (net) 45.0 (182.9) (60.0) 134.1 (7.3)
Errors and Omissions 192.6 1.8 - (256.0) - 635.4
Overall Balance 767.3 (10.4) (131.1) 84.3 160.1 415.1
Changes in ShortTerm Position (502.0) 10.4 131.1 (84.3) (160.0) (415.2)
Use of Fund Credit 53.0 7.1 - (13.5) 36.0 (380.3)
Other Reserve changes (728.0) | (192.7) (130.0) (295.9) (196.0) (80.2)
Exceptional Financing 173.0 196.0 261.1 225.0 - 45.3

Source: Bank of Ghana, MPC Report, March 2007; Budget Statement and Economic Policy for 2007 (MOFEP)

Total export receipts increased by 33.0 percent in 2006. All components of exports,
except Timber and Wood Products, experiensebstantial growth in value terms. The
overall growth was led by the two dominant export commoddiegold and cocoa. The

value of gold exports increased by 43.5 percent from US$945.2 million in 2005 to

L97]
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US$1,357.2 million in 2006, while that of Cocoaa®s and Products followed with a
growth of 39.2 percent from US$908.4 million to US$1,264.8 million. Increased earnings
from these export commodities were on account of both increased export volumes and
world market prices. While export volumes of gold aatoa beans increased by 14.2
percent and 32.0 percent respectively in 2006, their prices on world markets rose on
average by 35.8 percent and 3.4 percent respectively, to reach US$604.27 per ounce in
the case of gold and US$1,590 per metric ton in éise of cocoa.

Earnings from No+Traditional Exports (defined to exclude cocoa products and processed
wood products) stagnated at US$579.5 million in 2006. However, because of the faster
rate of growth of overall exports, its share in total merchandiserexmeclined
considerably from 20.8 percent in 2005 to 15.6 percent in 2006- Thaditional Exports

are the products that may be affected significantly by the currency appreciation.

Table 5.3: Memorandum Items of the Balance of Payments, 202906

Projection  Actual | Projection Provisional
2003 2004 2005 2005 2006 2006
Memorandum ltems
Percent of GDP
Trade Balance-(= deficit) (5) (17.6) (17.2) (23.8) (15.9) (24.2)
Current Account (incl. Off. Transfer 4 (0.9) (2.0) (5.9 (3.1) (6.5)
Gross International Reserves
US$ millions 1,426 1,732 1,946 1,895 1,735 2,050
Months of Imports (c.i.f.) 4 4.5 4.8 3.9 3.9 3.4
Months of Imports (goodservice) 4 3.8 4.0 3.7 3.7 2.8
Gross Domestic Product (US$m) 7,624 8,863 9,413 10,692 12,135.4 12,523
Nominal GDP (¢ billion) 66,158 79,804 96,319 97,018 112,320 114,903
Average Exchange Rate (¢/US% 8,678 9,005 10,233 9,074 9,256 9,176
Imports (Good# Services, US$ m)| 4049.928 5,048 5,343 5,717 5,184 8,010
Terms of Trade (annual % change) 14.8 (15.0) (6.1) 12.0

Source: Budget Statement and Economic Policy of Government of Ghana 2007 (MOFEP) and Press Release of MPC, March 2007

Imports growth was driven largely by oil imports which inceshby 45.7 percent from
US$1,129.4 million in 2005 to US$1,646.1 million in 2006. With high and rising world

(o8]
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oil prices in 2006, a substantial increase in oil imports was expectedoiNmmports
increased in value terms by 21.1 percent in 2006, from (2388 million in 2005 to
US$5,107.6 million. Total merchandise imports, therefore, increased by 26.4 percent
from US$5,347.3 million in 2005 to US$6,753.7 million in 2006. Over the last four years,
from 2003 to 2006, merchandise imports more than doukleld merchandise exports
increased by 45.4 percent.

The increased trade deficit was financed in part by private transfers, which increased by
11.6 percent from US$1,549.8 million to US$1,729.8 million. Together with official
transfers of US$723.5 milligrthis resulted in widening somewhat the deficit on the
current accounts (including official transfers) from US$622.5 million in 2005 to
US$810.2 million in 2006; in terms of GDP this amounted to a slightly higher d&ficit

l.e., from 5.8 percent in 200®mpared with 6.5 percent in 2006.

5.4 Trade in Services

Trade in Services provides additional sources of diversification of exports. Traditional
trade policy has emphasized trade in goods. The Budget Statement and Economic Policy
of the Government of Gharfor 2007 recognized the need for Ghana to take advantage
of globalization and the World Trade Organization (WTO) Agreement, specifically the

General Agreement on Trade in Services (GATS).

Available evidence indicates that exports of services have gabvenfaster pace than
exports of goods and services. Taking advantage of trade in services will require that
Ghana identifies her areas of competitive advantage and take measures to develop those
areas and position Ghana for globalization. Already, Glsmaking advantage of off

shoring or outsourcing in services.

Table 5.4 presents statistics on Ghanaos
to the GATS framework, trade in services may occur through different modes of supply
that bring consumerand producers together. These are through -ba@ser supply

(mode 1); consumption abroad (mode 2); commercial presence (mode 3); and presence of
natural persons (mode 4). Proxies for these different modes can be obtained using

guidelines provided in thManual of Statistics on Trade in Servio@dSITS), World
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Bank Institute; and th&xtended Version Series of the Balance of Paym@&@R#5),
1995 by the International Monetary Fund.

Table 5.4: Trade in Services by Mode of Supply, 19927004 (US$ million)

1997 1998 | 1999 2000 2001 2002 | 2003 2004

Mode 1 (net) -299.4 -133.3| -87 20.9 31 53.4 | -135.6 -169.8
Exports 164.9 440.9 | 467.8 504.2 | 531.7 554.9 630 702.3
Imports 464.3 574.2 | 554.8 483.3 | 500.7 501.5| 765.6 872.1

Mode 2 (net) 10.2 198.8 | 2129 234.1| 2459 238.8 | 276.3 279.6
Exports 14.6 284 304.1 3345 | 351.3 358.2 | 4144 466
Imports 4.4 85.2 91.2 1004 | 1054 119.4| 138.1 186.4

Mode 3

Inward FDI Stock 1024 1069 | 1450 1462 1551 1610 | 1746

Mode 4 (net) 20.6 23.9 24.8 26.3 39.5

Workers Remittances

(credit) 26 29.5 30.7 32.4 45.9 435 65.1 82.4
Workers Remittances

(debit) 5.4 5.6 5.9 6.1 6.4 n/a n/a n/a

Source: International Monetary FulhdBalance of Payments Statistics Yearbook 2005

CrossBorder supply refers to the traditionalrcepts of exports and imports applied to
services. This mode of supply may be approximated by the services category in the

balance of payments less travel and government services not included elsewhere.

Mode 2, consumption abroad, involves movementefconsumer to a foreign country
or supplier, such as tourism, education and health. This is approximated in the literature

using balance of payments data on travel, reflecting basically tourism services.

Commercial presence, mode 3, involves foreigedaliinvestment (FDI). It is estimated
using inward foreign direct investment stocks. In terms of comparison with other modes,

this may create problems of comparing stocks with flows.

External Sector Developments 100



CEPA: Macroeconomic Review and Outlook, 2007

Presence of natural persons, mode 4, represents the temporary moviegmnedticers to
provide services. It is estimated wusing Oc

remittancesd in the balance of payments dat a

Indications from Table 5.4 suggest that Ghana may have a competitive advantage in
services trade related to consution abroad (mode 2) basically as a result of tourism.

Outside of FDI, trade in services is dominated by cross border trade (mode 1), involving
financial services, telecommunications, etc., even though this component recorded

deficits in most of the yeay reflecting the underdevelopment in the services sector.

Ghanatés services trade regime is more |iber
(LDCs). Ghana is also committed under the GATS to liberalizing more sectors than the
average for Africa as whole. To diversify into services, Ghana needs to provide the
samelevels of incentives and support to trade in services. Infrastructural development,
particularly in telecommunications and human capital development are essential for
meaningful diversificdon into services. Human capital development is crucial because

trade in services tends to be more skilensive than trade in goods. Furthermore,

financing for exports development must be extended to services exports. For example, the
Export Developmeinand Investment Fund (EDIF) does not cover activities related to

exports of services. This must be extended to include exports of services.
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6 ISSUES IN PUBLIC EXPENDITURE MANAGEMENT

6.1 Introduction

The Ghana Poverty Reduction Strategy, GPRS | (ZWIb) was launched in the
aftermath of a failed Poverty Reduction and Growth facility (PRGF) programme with the
IMF covering the period May 1999 to November 2002. That programme was abandoned
in September 2002, two months earlier than its expiry dateookeiber 2002. The
empirical reason for failure was weak public expenditure management. Sharp increases
in the international prices of petroleum and petroleum products in the context of the
exchange rate crisis of 2000, which had seen the cedi/dollarmatee from 3,500 in
December 1999 to 7,000 in December 2000, posed a majoraitioal challenge to

the new Kufuor Administration. A full pagbrough of the cost in cedi terms to
consumers was seen as likely to cause sharp upward price hikes tpdnet® new

Administration.

The preferred option called for sizeable price subsidies, which in turn led to a ballooning
of the budget defici tripping an important quantitative performance criterion in the
PRGF programme with the IMF. The deficit hadbe financed by recourse to massive
domestic borrowing including the issuance of TOR bonds to cover losses of the Tema Oil
Refinery. As a result, the stock of public domestic debt rose sharply to 22.7 percent of
national income by the end of December 200 almost equaling the allme peak first

reached at enbecember 2000.

These developments signaled an urgent need for policy change and in particular for a
more effective public expenditure management system in order to regain and sustain
macroeconomictability. GPRS | consequently made macroeconomic stability its main
objective. In February 2003, prices of petroleum products were raised by an average of
80 percent and the previous subsidies were all remdweatidition, a debt recovery levy

(DRL) wasinstituted to finance the debt servicing charges in respect of the TOR bonds.
The combined effect of these measures, as feared, was an immediate jump of the headline

(yearonryear) rate of inflation by some 12.0 percentage points in March 2002. In the
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subsequent period, the adverse seuoaditical reaction with its potentially destabilizing

consequences became much evident.

Consequently, continued international petroleum price increases in 2004 had to be once
again absorbed through price subsidies inesmf the automatic price adjustment
mechanism that had been agreed with the IMF. As had happened previously, the budget
deficit again widened and public expenditure management became problematic.
Moreover, there were social concerns with the inequithefsubsidy regimé with the
disproportionate share of the subsidies accruing to the relatively-b#ttmnsumers of
petroleum products. So it was that the subsidy policy was reviewed and for all intents and
purposes ended in 2005. With the domestid telisDP ratio as fiscal anchor, improved
public expenditure management and fiscal discipline, the main objective of GBRS |

the regaining of macroeconomic stabildy was deemed largely achieved, setting the
stage for the successor GPRS Il with its folsergond stability to stability with growth.

GPRS I for the period 2006 to 2009 therefore retains the stability objective of its
predecessor but places high emphasis on accelerated economic growth (relative to
welfare measures) as the principal vehicle poverty reduction and prosperity. The
experiences gained and lessons learnt made effective public expenditure management a
central element of the current strategy, as it is deemed necessary if macroeconomic

stability is to be maintained and at the sammeteconomic growth accelerated.

An external review of the Public Financial Management (PFM) carried out by the UK
Department for International Development (DFID) and the World Bank in 2006
concluded as follows:

fAssuming the Government maintains its prescommitment to sound economic
and fiscal policies, Ghana can expect similar growth in incomes in the near
future. If the business environment can be further improved, m@uralic
investments made more efficiemtonomic growth in the medium term couddirtp

the 68 percent range. In turn, this would improve Government revenues, which
together with the savings in the fuel subsidy and reduction in domestic debt
repayments should create the fiscal space necessary to accommodate further
povertyreducing expeditures, the pressure for which is growing, particularly in

the education and health sectors. Strong growth would also facilitate the

Government 6s program ¢MapwmbIReposeéct &/rolr ef
9).
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