Strategy
Macro & Equity Strategy Research
Chris Becker, Lead Economist & Strategist, +2711 214 8335, beckerc@africanalliance.com

Ghana is still on the road to fiscal and
monetary ruin
“As the inflation proceeds and the real value of the currency fluctuates wildly
from month to month, all permanent relations between debtors and creditors,
which form the ultimate foundation of capitalism, become so utterly disordered
as to be almost meaningless; and the process of wealth-getting degenerates into
a gamble and a lottery.”
John Maynard Keynes

“The first panacea for a mismanaged nation is inflation of the currency; the
second is war. Both bring a temporary prosperity; both bring a permanent ruin.”
Ernest Hemingway

“One of the fundamental facts of all social life, which all reformers must take
into account, is that men have their own thoughts and their own wills.”
Ludwig von Mises

“Never in the history of humankind have policymakers been lauded so much,
answerable to so few, and delivered so little.”
Jim Walker

Introduction
A government’s monopoly on legitimised violence to extract taxes from its
subjects—no matter the quality or quantity of its services or products rendered—
allows it to escape the harsh vicissitudes and discipline imposed by competition
and consumer choice in the market economy. When a consumer wakes up in the
morning and decides he prefers one brand of soft drink to another, he
immediately acts on that change. In the process his choices--and those of his
fellow consumers—are relentlessly rearranging the allocation of the factors of
production.
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Summary
We previously argued that the current
growth slowdown and macroeconomic
rebalancing was a healthy development
that would lay the foundation from where
another
growth
upswing
would
materialise
in
2017/18.
Incoming
information lead us to revise this view on
the bearish side. The government’s fiscal
and monetary policy errors are being
compounded, and the IMF bailout has
helped the government kick the can down
the road. A currency crisis likely lies in
Ghana’s future.
Investment Implications
Due to rampant monetary inflation, our
top Ghana bank pick (EBG) has merely
been a reasonable hedge against cedi
devaluation, barely outperforming USD
cash with much lower liquidity in the past
five years. The boost to consumer
company bottom lines in 1Q15 on the
recent cedi stabilisation is likely to prove
fleeting. If market and policy interest
rates fall this year, it won’t be by much,
or for very long, before they move higher
again. We recommend underweight
Ghana positions in all asset classes.

This means that companies in a competitive market economy are highly attuned
to, and sensitive to, these changes as their very existence depends on it. They
have to respond to changes in consumer preferences almost immediately to
ensure that owners don’t see the value of their property marked down, lost, or
change hands, and that staff retain their livelihoods. Interests are aligned to
ensure the most efficient allocation and use of resources, while consumers are
served at the lowest possible cost. Another way of putting this is that the costs of
failing to adapt to consumer demands are borne by the company’s staff and
owners, not the broader public.
The reality for government is the exact opposite. Governments are typically
monopoly providers of various state-rendered services and products. Consumers
are reduced to voters, which culminates with one party in charge of the allocation
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of state resources for a period of typically four years (and often eight—or more in
Africa). Instead of the intensity of consumer demand and spending capacity being
the final arbiter of resource allocation, all voters have an equal say in how
resources are allocated, whether they demand, use, or pay for the service or not.
Moreover, the reality that capitalist-entrepreneurs always tend to be in the
minority to their staff, the unemployed, and the aged, means that in a modern
democratic political system they will—as a voter group—always have less say over
how resources are allocated, despite contributing the most to the corporate and
personal income tax pool. In other words, taxes paid do not translate to benefits
received. It’s often the other way around. This antagonism then forces capitalistentrepreneurs to maintain favour with government through other means, often
political donations and bribes.
In addition, the costs of government failure are systemic. They are borne by all
taxpayers, ignoring for now the superior ability of capitalist-entrepreneurs to
anticipate these failures and to profit from them. Much profitable business in
Africa is conducted by capitalist-entrepreneurs who understand the shortcomings
of government service delivery, and position to provide consumers with back-up
solutions. However, when a central bank, treasury or other government
departments commit errors, the public at large bear the costs thereof. These
usually manifest through currency-, interest rate-, or economic crises where
government agencies follow highly expansionary monetary or fiscal policies, or by
nationalising the means of production through state entities that are not guided by
the profit motive.
Of course, not all governments are created equal, but policy errors and a stubborn
anti-market ideology have defined the Ghanaian government since independence.
This has set back the country’s economic development by many unnecessarily
long decades, and it doesn’t look like the economic environment is about to get
any better.

Ghana’s post-independence policy track record
Coming out of the second world war and into independence in the 1950’s, the
global economic environment was extremely favourable for Ghana. Cocoa prices
were in a bull market, and rainfalls were good across the sub-Saharan continent.
After the dollar’s link to gold was cut by US President Nixon in 1971, gold
embarked on a major bull market from USD 35 per ounce to USD 850 in 1980.
It would be very hard for a new independence leader to drop the ball in this
environment. But Africa’s first independence movement leader, Kwame Nkrumah,
had visions of adopting a new form of “African socialism” for Ghana, believing that
this would be the model that would accelerate the country’s progress after years
of ‘colonial exploitation’. Nkrumah was impressed by socialism’s potential after
witnessing the supposed success of the Soviet Union to bring about rapid
modernisation, and the success of socialist parties in Western Europe after WWII
in establishing welfare states.
The man who assumed the grand titles of ‘Man of Destiny’, ‘Star of Africa’, and
‘His High Dedication’ went about implementing this grand socialist plan. “A new
constitution in 1960, establishing Ghana as a republic, enabled him to rule by
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decree, to reject decisions by parliament, to dismiss any public or servant or
members of the armed forces or judiciary.” Moreover, writes Martin Meredith in
The State of Africa, Nkrumah “maintained a total grip over radio, television and
the press. He pursued critics and opponents relentlessly using the Preventative
Detention Act and other ‘security’ measures at will…In 1961 it became a criminal
offence for anyone to ‘show disrespect to the person and dignity of the Head of
State.’” Corruption exploded under Nkrumah’s dictatorial one-party rule,
described as “a howling monster threatening to wreck the whole nation” in the
memoirs of journalist Tawia Adamafio.
At the same time, Nkrumah went on a public investment and spending binge. It
soon became known that any business idea would fly with Nkrumah’s
administration, receiving public funds as long as the deal also came with a ready
bribe. After a trip to the Soviet Union, China, and other communist countries in
1961, Nkrumah returned home convinced that only a massive increase in stateowned and operated enterprises would help the economy industrialise rapidly.
One after the other SOE was launched during these years: The Ghana National
Construction Corporation, the State Steelworks Corporation, the State Gold
Mining Corporation, the State Fibre Bag Corporation, the Vegetable Oil Mills
Corporation, the Ghana Fishing Corporation, and the State Farm Corporation were
but a few SOE’s launched. By 1966, more than fifty such SOE’s had been
established, and many of them are still around today.
All badly run bureaucracies, cesspits of corruption, and running at a huge loss,
the burden these companies placed on public finances saw the government
receive its first IMF bailout under a Standby Arrangement in 1966 (see table 1).
This was followed by more Standby Arrangements in 1967, 1968, and 1969.
Table 1: Ghana’s history of lending arrangements with IMF
Facility

Date

Amount

Drawn

Outstanding Amount

(SDR, mn) (SDR, mn) (SDR, mn)

Amount drawn

(current USDmn) (% of GDP)

Standby Arrangement

1966

36

31

-

295

12%

Standby Arrangement

1967

25

25

-

197

11%

Standby Arrangement

1968

12

12

-

91

5%

Standby Arrangement

1969

5

5

-

36

2%

Standby Arrangement

1979

53

32

-

226

3%

Standby Arrangement

1983

239

239

-

626

15%

Standby Arrangement

1984

180

180

-

429

10%

Standby Arrangement

1986

82

82

-

216

4%

Structural Adjustment Facility

1987

130

41

-

331

2%

Extended Fund Facility

1987

245

98

-

625

5%

Extended Credit Facility

1988

389

389

-

1 093

21%

Extended Credit Facility

1995

164

137

-

373

5%

Extended Credit Facility

1999

229

176

-

458

5%

Extended Credit Facility

2003

185

185

26

321

4%

Extended Credit Facility

2009

387

387

381

657

3%

Extended Credit Facility

2015

664

83

83

921

0%

3 025

2 101

490

6 894

Total
Source:IM F,W orld B ank,A frican A lliance
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An appearance of fiscal stability set in during the 1970’s—a period when cocoa
prices quadrupled, and gold prices surged 2,250%--but even before the end of the
commodity bull market, the Ghanaian government was to receive another IMF
Standby Arrangement in 1979. More Standby Arrangements followed in 1983,
1984, 1986, 1987, and 1988 during the years of Jerry Rawlings’ military rule.
The cedi reflected this economic mismanagement. The cedi was first introduced
in 1965, replacing the Ghanaian pound. Following the coup that brought
Lieutenant General Emmanuel Kwasi Kotoka to power in 1966, the second cedi
was introduced in order to remove Kwame Nkrumah’s face from the currency.
The second cedi replaced the first cedi at a ratio of 1:1.2 in 1967, and was pegged
against the British pound at a rate of 2:1. Within months, the second cedi was
devalued to 2.45 against sterling.
During the 1970’s gold and cocoa bull market, the cedi operated under a fixed
exchange rate regime, but was still devalued in 1967, 1971, 1972, and 1976. On the
eve of its first fiscal crisis in a decade, the government in 1979 confiscated old
banknotes and replaced them with new banknotes at a rate of 10:7.
The 1980’s were disastrous for the cedi and Ghanaian economy. Inflation surged,
and the government imposed price controls in the early 1980’s, which had the
effect of driving commerce underground and store shelves ran completely empty,
causing the black market for goods to boom. In 1982 another currency
confiscation took place when the 50 cedi banknote was demonetized and
Ghanaians could exchange these notes for other newly issued smaller
denomination banknotes. The government believed that by removing the biggest
denomination banknote, it could cure inflation. However, this had the effect of
raising the expectation amongst Ghanaians that more banknotes would be
demonetized as a way to control inflation that was in excess of 100% at the time.
This fuelled distrust in the currency and led to a flourishing market for foreign
exchange. The exchange rate stood at 120 against the USD in 1983, while the
government stubbornly maintained the official rate at 2.80. By 1990 it took 9,500
cedi to buy one US dollar.
It was around this time that the third cedi was introduced at a rate of one third
cedi for every 10,000 second cedi’s. The government lobbed four zeroes off the
currency, and the cedi had lost more than 99% of its value against foreign
currencies in the 1980’s. The rate of cedi depreciation slowed slightly in the
1990’s, but the cedi still lost 99.1% of its value against the US dollar from 1992 to
early 2015 (see graph 1).
Supporting the currency during the boom years of the mid 2000’s was three Paris
Club debt deals. In December 2001, USD 199 million of debt was cancelled by the
Paris Club, followed by an additional USD 163 million in May 2002, and USD 1.6
billion in July 2004. This amounted to nearly USD 2 billion of external debt
cancelled in three years, a major tailwind for Ghana at a time when gold and
cocoa prices had again entered another powerful bull market. The combination of
external debt relief and gold and cocoa export boom helped the cedi stabilise for
nearly a decade from 2000 to 2008.
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Graph 1: Cedi has lost 99.1% of its value against USD in last 23 years

Rampant long-term cedi supply growth is the primary fuel for this constant
depreciation of the cedi. In 1992 there were 25.9 million cedi in circulation in the
country, as measured by M2 money supply. In 2002 there were 794 million cedi in
circulation, and 13.8 billion in 2012. The CAGR of cedi supply growth from 1992 to
2002 is 40.8%, a 2,976% cumulative increase. CAGR of cedi supply slowed
somewhat to 33.07% from 2002 to 2012, a cumulative increase of 1,641%. Cedi
supply would double again from 2012 to the start of 2015, and just as it seemed
cedi supply growth might enter a period of prolonged stagnation well below the 20
year CAGR of 36.9% after slowing to 14% y/y in mid-2013, the rate of M2+ growth
has again accelerated to 37% in December 2014.
To give an idea of just how inflationary the Bank of Ghana has been, we have
rebased the M2 money supplies of Ghana, South Africa (mid-level EM inflator),
and the United States (a modern-day developed economy quantitative easer), to
100 in 1990 and display the results in graph 2 on a logarithmic scale. When this is
plotted on a linear scale, Ghana’s M2 growth shoots the lights out.
The long-term trend of cedi supply growth is one that relentlessly marches the
currency toward ultimate destruction and high inflation (even hyperinflation).
Moreover, this rampant rate of money supply growth is a powerful force working
against economic progress. [John Maynard Keynes: “As the inflation proceeds and
the real value of the currency fluctuates wildly from month to month, all
permanent relations between debtors and creditors, which form the ultimate
foundation of capitalism, become so utterly disordered as to be almost
meaningless; and the process of wealth-getting degenerates into a gamble and a
lottery.”]
Every additional cedi that is created leads the purchasing power of the existing
stock of cedi to diminish. As a result, unless the rate of cedi supply growth can be
stalled below levels of 10% for a sustainable period of time, which is in line with
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money supply growth in other emerging market economies, and Europe and the
US, the cedi will continue to weaken and inflation will remain high. This will also
make it incredibly difficult for Ghanaian entrepreneurs to accumulate capital and
allocate scarce resources effectively (see Keynes quote above).
Graph 2: BoG monetary inflation dwarfs almost everything you’ve seen

Turning back to the cedi, when one looks at the cedi purchasing power relative to
the USD purely by measuring the rate of cedi supply growth since 1992, big losses
may lie ahead for the cedi in coming years. Graph 3 inverts both USD-GHS and
Ghana M2 money supply, and rebases both series to 1 in 1990. When these lines
fall, it indicates a loss of value of each.
Since capital inflows into Ghana have strengthened since the early 2000’s, the rate
of cedi depreciation has slowed relative to the rate at which its supply has grown
(see graph 3). Over the long-term the cedi has weakened in line with cedi supply
growth. However, during periods of foreign capital inflows such as the mid-1990’s
and during the 2000’s, rising foreign demand for the cedi neuter the depreciative
effect of ongoing cedi supply growth. However, as happened after the Asian crisis,
if demand for the cedi were to drop significantly in coming years for whatever
reason (implying a flight of capital from Ghana), the cedi could weaken very
sharply again. In fact, USD-GHS would have to rise to 26 for this widening cedi
supply vs cedi-dollar purchasing power gap to narrow again. For this reason,
restructuring government finances should be of urgent and critical importance to
the economy. Ghana cannot afford a string of IMF bailouts.
Yet the cracks in Ghana’s public finances continue to widen: Government received
an Extended Credit Facility of nearly USD 600 million in 2009, which is today full
drawn down, and of this it still owes an amount of USD 533 million. In April 2015,
the IMF approved another USD 930 million Extended Credit Facility of which USD
116 million has just been disbursed.
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Graph 3: Cedi’s race to the bottom

Where we previously believed the Ghanaian economy would enter a phase of
consolidation after offshore financing started falling into place again in Q3 2014
(see “Ghana: From poster-boy to fall out boy (and back?)”, August 2014), we’re
revising the outlook lower again. We believed that the government would be
forced to reform as the market brought on a fiscal crisis, and that the IMF would
help bring this reform about. However, the IMF is but merely bailing the
government out again as it has done so many times in the past, which historically
impeded reform progress. This, coupled with a weakening export sector, a still
high reliance on foreign capital to plug the rest of the budget deficit, going into an
election year where pressure will be on government to remain expansionary,
while money supply growth is again accelerating, leaves the Ghana economy
extremely vulnerable in both the near- and long-term.

Ghana economic liberalisation stalled a decade ago
Ghana and other sub-Saharan African nations achieved political independence
around the same time that Singapore achieved independence, but development
trajectories could not have been more different. Had Kwame Nkrumah not been
fooled by the communists and realised that their economic system was actually
fatally flawed and destined to collapse, he may have chosen a very different path
for economic policy, and Ghana would be a very prosperous nation today.
Nkrumah had a decade head start on Singapore’s first independent leader, Harry
Lee Kuan Yew (1923-2015), who founded the independent nation of Singapore in
1965. At the time of independence, Singapore’s GDP per capita was around USD
500. Today, it is one of the most prosperous societies on earth with an estimated
GDP per capita of over USD 83,000, according to the IMF (on a PPP basis). This
ranks it third in the world in terms of GDP per capita, behind Qatar and
Luxembourg. Since independence in 1965, Singapore’s path has been a relentless
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climb toward greater wealth and prosperity. In 1965, Ghana’s GDP per capita
stood at USD 265, where it effectively remained until 2001. Since then, Ghana’s
GDP per capita has climbed to USD 1,900.
The rapid liberalisation of Singapore led to a sound economic foundation from
where the Straits Times Index would achieve an USD annual compound gain of
9.7% in 50 years (dividends not reinvested). Outside of the collateral damage of
the Asian financial crisis in the late 1990’s, Singapore suffered few major
economic crises, and the currency has been strengthening against the US dollar
since 1980 (from 2.10 in 1980 to 1.34 today). Singapore has not had any
transactions with the IMF since 1984, and records before then aren’t available on
the IMF’s website.
Graph 4: The growth engine that Lee built

Source: Mark Galasiewski, Elliot Wave International
In our view, the environment that gave rise to such rapid progress in Singapore is
the market oriented economic policies that were put in place after independence.
This policy environment is captured by the Fraser Institute’s Economic Freedom
Ranking. Soon after gaining independence, Singapore ranked among the freest
economies in the world, scoring 7.2 points out of 10 on its level of economic
freedom in 1970. Nearly two decades after Ghana’s independence it scored 4.2
points out of 10 (a score of 10 is freest, 0 is least free). This placed Ghana 63rd out
of 72 countries in terms of economic freedom in the world, while Singapore
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ranked 7th freest. During Jerry Rawlings’ initial years that were characterised by
surging inflation, price controls, booming black markets, fiscal and currency
crises, and the start of the two decade bear market of gold and cocoa prices,
Ghana’s freedom score dropped even further, from 4.2 points in 1975 to 3.4 points
in 1985.
Meanwhile, from a level of economic freedom that Ghana would not reach by the
year 2015, Harry Lee continued liberalising throughout the 1980’s for Singapore to
become the second freest economy in the world by 1990, where it has remained
until 2015 (a score of 8.2 out of 10 on the Fraser Institute’s level of economic
freedom index).
It was only in the early 1990’s that Ghana made progress on the freedom
rankings, improving its score from 3.4 points in 1985 to 5.4 in 1995. From virtually
no freedom to trade internationally, Ghanaians were suddenly integrated into the
global economy in the 1990’s. Ghana’s score kept improving until it reached a
peak of 7 out of 10 in 2006. Since 2006, however, Ghana’s reform progress has
stalled.

Reform case study: A look at the cocoa sector
To understand this, we only need to reflect on the slow and partial liberalisation of
the Ghana cocoa market over the past seven decades, an industry that generates
more than a third of Ghana’s export revenues, in which Ghana is the second
biggest grower in the world.
“Chocolate lovers beware,” warned the Financial Times on May 21, 2015. “Delays
of shipments from Ghana, the world’s second-largest cocoa grower, have stoked
concerns among traders and chocolate manufacturers that a disappointing crop is
even worse than first feared.” Bad weather, pests, and smuggling have seen
Ghana’s Cocoa Board (Cocobod) revise crop estimates down by 15% for the 201415 growing year, reports FT. Traders and analysts reckon the shortfall could be up
to a third lower that the initial 1m tonnes crop projection for the period.
Question: Isn’t the term ‘smuggling’ reserved for the trade of illicit products?
It is. Ghanaian cocoa is deemed illicit if it is marketed and sold outside the state’s
“industry board”: Cocobod. Fetching a market price that’s higher than the one
fixed by the Cocobod makes criminals out of mostly small-scale cocoa farmers.
The CMB was established in 1947—during colonial years—with the intention to
protect local farmers from price fluctuations (CMB is today known as Cocobod).
To do so, the CMB each year set and guaranteed a fixed price for farmers and
acted as the sole buyer, grader, seller and exporter of cocoa. Once Kwame
Nkrumah took office as prime minister in 1951, he instructed CMB to keep the
price as low as possible. Then, “soon after the 1954 election,” writes Martin
Meredith in The State of Africa—and just before the massive bull market of global
cocoa prices when prices climbed from a low of USD 23 per tonne in 1954 to a
peak of just under USD 1,000 in 1958--“Nkrumah announced that the price paid to
farmers would be fixed for a period of four years at a level less than one-third of
ruling world prices.” Nkrumah argued at the time that inflation would result if the
farmers received the full market price for their produce. In reality, he was raising
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funds for development projects, and the CMB soon became notorious for
corruption, mismanagement and loot for Nkrumah’s political party, the
Convention People’s Party (CPP).
This move to set producer prices below market rates soon triggered Ghana’s
(then the Gold Coast’s) first internal political crisis under African rule. The Ashanti
region, where half of the country’s cocoa was farmed, lashed back at the “coastal”
government for this policy, accusing the government of swelling its party coffers.
“Cocoa price issue splits Gold Coast”, was the title over a 30 December 1954 New
York Times article about the political crisis. “In recent weeks, at least one political
assassination has occurred, numerous bloody clashes have given the city a mood
of riot at times and a curfew has had to be imposed,” reported the New York
Times.
This punitive cocoa regulatory and export duty environment, would give birth to a
booming cocoa smuggling industry for three decades. To avoid the costs of
operating in the government’s regulatory and tax ambit, the IMF reported in 1998
“that virtually all new cocoa plantings in Ghana in the 1970s and 1980s were made
in areas adjacent to Cote d’Ivoire and Togo in order to minimise the cost of
transporting smuggled cocoa.” IMF analysts estimate that smuggling reduced the
official cocoa supply crop by half in the 1970’s.
Graph 5: Ghana official cocoa output from 1950-1996 (‘000 metric tonnes, IMF)

After cocoa production halved from a peak of 500,000 metric tonnes in the early
1960’s to lows of 180,000 metric tonnes in 1982/83, the government was forced to
embark on a liberalisation path. In 1984/85 export taxes were lowered and
producer prices boosted. The 1987 Agricultural Services Rehabilitation Project set
out to move the producer price from around 30% to 55% of the long-run world
price by 1988/89, while Cocobod shed activities not directly related to purchasing,
marketing, extension and research. The 1989 Cocoa Rehabilitation Project set out
to improve producer prices and maintain them above 50% of international prices,
to reduce Cocobod’s operating costs, to support earlier sector reforms, and to
increase and stabilise cocoa production around 300,000 metric tonnes. In 1992,
the Agricultural Sector Adjustment Programme set out to reform agricultural
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pricing and marketing by improving resource allocation and fostering private
initiative and competition. The 1992 reform thrust also introduced, for the first
time, competition into internal marketing of cocoa through the Licensed Buying
Companies (LBC’s). The 1999 Cocoa Sector Strategy set out to raise the producer
price from 65% of FOB to 70% by 2004/5 and reduced the export tax from 25% of
FOB to 15% over the same period. In October 2000, Cocobod would allow the
LBC’s to export up to 30% of their cocoa purchases, if they meet certain
government conditions. LBC’s were initially intended to gain full autonomy to
export all or part of their produce, but this process stalled in 2003, just before
Ghana’s score peaked on the Fraser Institute’s level of economic freedom index.
Historically, there is a strong positive correlation between the cocoa price and
cocoa export duties. As the cocoa price boomed in the second half of the 1950’s,
the government jacked export duties sharply higher (see graph 6 for export duties,
and graph 7 for long-term cocoa price). As the cocoa price entered a bear market
from 1959 to the mid-1960’s, the export duty was gradually lowered. As the cocoa
price surged from 1965 to the late 1970’s, the duty rose nearly ten-fold from 5% in
1965 to 50% in 1979. When cocoa again stumbled into a bear market from 1980 to
the mid-1990’s, the duty fell from 48% to 4% in 1994. From there both cocoa and
export duties began to climb again. Farmers received a producer price of 78% of
FOB in 2012/13, so the duty has tracked the cocoa price higher again since the
mid-1990’s, but not as much as it did in prior cocoa bull markets.
Graph 6: As cocoa prices go, so do Ghana’s cocoa export duties (IMF)

Since 2000, the policy environment has been stagnant, but even a stagnant and
more predictable policy environment have been good for the sector. In addition,
the fact that duties have been raised more slowly during the current cocoa bull
market compared to prior bull markets, has also been supportive for the sector.
Cocoa output has surged from lows of 180,000 metric tonnes in 1984/85 to a peak
of 1,000,000 metric tonnes in 2010/11, but would drop back to a projected 700,000
mt in 2014/15.
Liberalisation of the sector is not complete, however, and might only be achieved
once another bear market in the cocoa price resumes. The government, i.e.
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Cocobod, still controls all external marketing. Apart from lower taxes and higher
producer prices, reforms have only extended to internal marketing, input
distribution (i.e. chemicals), and extension services. Internal reforms may actually
be harming cocoa farmers, according to the Overseas Development Institute.
“Intensive fieldwork undertaken with the Amsterdam Institute for Metropolitan
and International Development Studies (AMIDSt)”, reported the ODI in 2011,
“suggest that farmers are not benefitting fully from the system, and those
benefits they do see are not equitably distributed.” Moreover, “farmers are [also]
being exposed to new risks – such as rises in production costs and in costs of
living – as a result of [partial] reforms.”
Moreover, investigative journalist Anas Aremeyaw Anas showed through extensive
hidden camera video footage in his 2010 film In the Interest of the State that
various state agents from the Customs Excise Preventive Services, Ghana Police
Service, and Ghana Immigration Service were profiting handsomely from the
cocoa smuggling industry. Why would government officials be in favour of
liberalising the external marketing of cocoa if current laws allow them a virtual
monopoly in smuggling cocoa across the borders? [Ludwig von Mises: “One of the
fundamental facts of all social life, which all reformers must take into account, is
that men have their own thoughts and their own wills.”]
Graph 7: Long-term cocoa price trends

The power crisis
The current power crisis being experienced in Ghana and how this relates to the
lack of liberalisation and economic stagnation this causes is also worth a short
comment. Over the past three years, Ghana has experienced frequent power
outages. Unlike prior years where power cuts were cyclical, and due to droughts
that affected the main hydro-electric plant, the current crisis is a result of state
investment errors. The government has invested billions of dollars into power
generation such as the Aboadze Thermal Plant in recent years, but power
distribution has seen little to no investment. As power distribution infrastructure
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has failed in recent years, the duration of power cuts have increased to periods of
2-6 hours to periods of 12-24 hours today. Once again, a public investment
strategy has led to failure and is heaping the costs on the general population.
The former administration launched these investments around 2006/7, and the
current administration did not alter its course or adapt the strategy to avoid the
current crisis. Neither administration has identified that it is the inherent nature
of SOE’s and central planning of such complex initiatives that’s to blame for the
current failure. This is why the government has not come up with a solution to
resolve the power crisis, and all they keep talking about are power barges that are
due to arrive in September that will resolve the crisis. Meanwhile, they continue to
invest in generation companies to the neglect of power distribution.
Therefore, the massive upswing of public investment that we’ve seen in the most
recent commodity bull market and strong capital inflow environment to Ghana
since the early 2000’s may therefore have resulted in a big quantity of GDP
growth. However, we doubt this was good quality growth, and the power crisis
confirms this. This poor quality growth will actually be a drain on taxpayers and
productivity in the future. For example, has the lack of investment in power
distribution been factored into future borrowing plans? Will government need to
catch up on this front, pressuring the budget further?

General elections 2016
The general populace is seeking a change of leadership, as the ruling National
Democratic Party has lost its popularity on the back of the economic slowdown
and the way government has handled the energy crisis. However, the largest
opposition party, the New Patriotic Party, is bedevilled by internal wrangling. The
murder of a party regional chairman in May 2015 has been another factor causing
voters to lose faith in the party, in the belief that the murder is a sign of a party in
turmoil.
As a result, although the public want to see change, they are losing faith in the
political process. In the general public’s eyes, neither the ruling nor opposition
party seem proactive, able or willing to solve the many challenges facing the
economy.
Without necessarily knowing it, the public want entrepreneurs, not politicians, to
allocate scarce resources, but the democratic political system rules out the
possibility of a true market oriented leader like Singapore’s Lee Kuan Yew coming
to power in Ghana. Our Ghanaian colleagues do, however, believe an economy
under the New Patriotic Party is the country’s best chance of policy reform and
progress, as they have a good track record of good governance and policy reform.
The political divide is along ethnic lines, along the opposition Akan/New Patriotic
Party (“the southerners”), and the ruling non-Akans/National Democratic Party
(“the inlanders”). We assign an extremely low probability to the potential for
ethnic clashes to arise from the upcoming elections. According to our Ghana
colleagues, their nation has matured when it comes to electoral processes, and
although isolated skirmishes can’t be ruled out, they don’t expect anything more.
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The Ghanaian public has been promised, and have experienced, improving living
standards in recent years. A historical galvanising force of revolution or uprising
against a political system are a people whose aspirations and expectations for a
better life have been aroused, but find themselves in a phase of economic
regression or recession following a few cycles of fiscal and monetary
mismanagement. As a result, with expectations high that living standards will
continue to improve, and two political parties that are both likely to under deliver,
we would not rule out a Ghana tea party movement in the coming ten to twenty
years. Ghanaians are smart people, they deserve the freedom to let capitalistinvestors allocate already scarce resources in their economy along market-set
risk/return profiles. Although such a transition would come with terrible pain in
the near-term as malinvestments and economic imbalances built in the
mismanaged years are purged from the economy, the resulting transfer of
ownership of assets to more capable owners would set the country up for decades
of progress and growth. We aren’t at such a transition point yet, but we sense the
risk of such a market revolution in Ghana is high and rising.

Macro observations & Investment implications
If anything, the current macro stabilisation phase and potential rally of bank
stocks in USD terms are an opportunity to reduce Ghana exposures. We believe
that major macro troubles are brewing that could end in disaster in coming years.
A clear indication that the macro environment continues to worsen, is data
showing that the Bank of Ghana is again ramping up its purchases of government
debt (see graph 8).
Graph 8: Bank of Ghana monetisation of government debt continues to surge

BoG holdings of government debt rose 27% m/m to GHS 10.9 billion in December,
from GHS 8.6 billion in November. It was this trend that first indicated--and in due
course confirmed--a strike by local and foreign asset managers to buy more
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Ghana local currency government debt back in mid-2013. This helped catalyse the
currency crisis, and because investors remain on strike according to most
recently available data, we might be shaping up for another crisis again right now.
Under the IMF’s extended credit facility, it is programmed for BoG to finance GHS
1.3 billion of government securities in 2015 (see IMF Article IV 2015). In December
alone, the BoG bought more than double that (GHS 2.3 billion—see graph 8). The
IMF programmed for non-bank residents to double their purchases of
government debt from GHS 1.7 billion in 2014 to GHS 3.2 billion this year, which
we believe is very optimistic.
Facing the shortfall of non-bank resident purchases of government debt, the
government has dipped into the state pension fund for financing. Ghana’s Minister
of Employment and Labour Relations, Haruna Iddrisu, on May 28 told parliament
that the government has borrowed GHS 1.3 billion from the Pension Fund and will
be paying the money back through the issuance of bonds. The law does not allow
government to dip into pension monies to finance its expenditure, illustrating the
weak limits, controls, and safeguards of government financial management.
The interest bill jumped sharply in 2014, and in line with the risk that domestic
interest rates continue to rise from here, we expect interest expense could breach
10% of GDP in 2015/16. Meanwhile, wage growth continues unabated and leading
into an election period it will be incredibly tough for government to curtail
spending (both wages and capex). As a result, we expect the budget deficit will
remain wider than the IMF’s estimates for a narrowing from 10% of GDP in 2014
to 8% in 2015, and 6% in 2016.
Government debt now stands at nearly 65% of GDP, and is split equally between
foreign and domestic debt. The ownership of domestic debt is again split equally
between non-bank residents, deposit money banks, and the Bank of Ghana
(around 8.5% of GDP each), while the remaining 5% is held by non-residents. It is
important to note, however, that after doubling from 2011 to 2012, non-resident
holdings of domestic debt dropped in 2014.
Interest rates are not likely to fall in this environment. And if they do, it won’t be
for very long. General inflation trends have moderated sharply, in line with our
expectations, but this moderation might not be sustainable from here.
In August 2014 we argued that the policy interest rate could still rise 500bps from
19% to 24bps by August 2015 (see “Ghana: From poster-boy to fall out boy (and
back?)”, August 2014). Following the IMF deal we saw the potential for private
capital inflows to piggy-back on IMF cash, which would in turn place a ceiling over
interest rates, but we are revising this view. The policy interest rate may even rise
above our former target and toward levels of 25% that was last seen in 2003. We
maintain a bearish stance on the benchmark 3yr bond yield on high liquidity risk,
and the expectation of further cedi weakness and upside inflation risks
(purchasing power risk).
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Graph 9: General inflation has moderated sharply, but not likely to be sustained

The government has been an eager borrower in Eurobond markets since 2007,
tapping USD 750 million in 2007, and USD 1 billion in 2013. The 8 1/8% coupon
Eurobond maturing in 2026, through which the government raised another USD 1
billion in 2014, came at more punitive rates than before, and will be amortised
fully before maturity. We are told by sources and our colleagues in Accra that the
government has used some of the proceeds of last year’s Eurobond to again pay
civil servants salaries and other discretionary recurrent expenditures.
Moreover, the amount of multilateral financing that Ghana might require in
coming years could rise substantially if cocoa, gold and oil prices remain in a bear
market. During the 1965-1980 commodity bull market, the size of the actual
amounts that Ghana drew from IMF Standby Arrangements averaged 7% of GDP.
During the 1983 to 1999 commodity bear market, this climbed to 9% of GDP, but
the three loans since 2003 have averaged 2% of GDP. Are we approaching another
inflection point where Ghana will require much bigger external financing?
These risks—coupled with general macro risks—are not fully reflected in Ghana’s
Eurobond credit spreads, in our view. This is despite Ghana Eurobond spreads
over the benchmark US 10 year treasury yield trending higher since 2011. The
Ghana 2026 maturity Eurobond yield spread spiked from levels of 5.7% in
September 2014 to a peak of 7.75% in December, but has moderated back to
6.75% in May. We suspect this spread could widen sharply again in coming
months once more macro turmoil sets in.
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Graph 10: Eurobond yield spreads could widen sharply on more macro turmoil

Ghana’s export performance worsened sharply in 2014, and although we
anticipated an improvement coming into 2015, the trend of exports are likely to be
flat in 2015. More importantly, the slowdown of domestic credit growth and the
weakening of the cedi saw imports collapse 17% y/y to USD 1.25 billion in
December 2014. Exports in USD terms have been flat around an average of USD
1.1 billion a month since 2011, which suggests that GDP growth will continue to
face headwinds this year and next (no change to the view). The decline of the trade
deficit was supportive of cedi, and a key factor why we held the view in September
2014 that the cedi had overshot on the downside.
Graph 11: Imports collapse and exports decline in 2014
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Ghana’s gold and cocoa exports have been falling since 2011/12. Overall exports
are set to perform poorly again this year as well. Apart from a brief bounce of
exports in mid-2014 when 1) gold prices stabilised, 2) the oil price was forming a
top, and 3) cocoa prices bounced, gold is down 10%, oil is down 50%, and cocoa is
flat from mid-2014 respectively. The cocoa crop is seen declining by up to 30%
this year, and coupled with flat international cocoa prices compared with a year
ago, will see cocoa export receipts drop around a third. Overall, it’s a pretty bleak
outlook for Ghanaian exports in the near-term, keeping macro risks tilted on the
downside as well.
We expect the GHS will continue to lose ground from here at a rate between 2040% per year, until such a time that the government slows the structural rate of
cedi supply growth, and reduces its reliance on foreign capital to plug the budget
deficit and domestic savings shortfall.
When USD-GHS was exchanging around 4.02 in late May, the black market
exchange rate was at 4.15, a 3% premium over the interbank rate. The currency
market is not running a high fever, suggesting currency fundamentals are not as
negative as they were in 2013/14. In line with the analysis earlier that showed the
cedi has lost 99.1% of its value since 1992, we expect the cedi will eventually go to
naught [Voltaire (1694-1778): “Paper money eventually returns to its intrinsic
value --- zero”]. However, it is possible that the rate of cedi decline slows
somewhat this year compared with 2013 and early 2014. Ultimately, however, the
sky is the limit for USD-GHS.
Constant readers will recall the chart we produced in September 2014 showing
the annual rate of change of Ghana bank stocks in USD terms (see graph 12).
Graph 12: On the cusp of another tactical rally in Ghana banks?
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In the past 15 years, after a 30-50% drop of bank stocks, a rally of at least 50%
ensues off the lows (in USD terms). We may still see this type of move in the
coming year or two, but as argued above, such gains might again prove fleeting
and reverse swiftly. Indeed, to see five such market drops in the past fifteen years,
is indicative of a highly volatile and illiquid market. Failing the granny test, which
demands an investment should preserve capital and provide a low, but stable
return, Ghana banks aren’t for those who enjoy their sleep.
That said, with the exception of Standard Chartered (SCB GN: UNDER REVIEW),
Ghana banks have seen dividend yields re-rate higher across the board since mid2014. Ecobank Ghana (EBG GN: UNDER REVIEW) is now trading at a dividend yield
of 9%, and Ghana Commercial Bank (GCB GN: UNDER REVIEW) at 6%.
Graph 13: Ghana bank dividend yields driving towards 10%

A flight to quality has been evident amongst Ghana banks since the outbreak of
the recent currency and fiscal crisis, with Ecobank Ghana and Standard Chartered
Ghana’s P/B’s rising since early 2014, while the rest have been languishing (see
graph 14).
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Graph 14: …while P/B of quality banks are rising, and the rest are falling

All the banks within our universe have released 1Q15 results, except for UT Bank.
“Overall, earnings growth remained robust but the quality of the loan book has
deteriorated across the industry,” reported Accra-based senior banks analyst
Derrick Mensah a few weeks ago. “Ecobank Ghana (EBG) remains our top pick,
emerging once again as the most profitable and the only bank reporting a q/q
improvement in the NPL ratio. Standard Chartered Bank (SCB) was the weakest
performer as higher impairments resulted in earnings declining by 43.4% y/y.
That notwithstanding, the general performance across the industry has been in
line with expectations.”
Most notably, “bottom line growth was impressive across the board, as earnings
grew on average 26.8% y/y”, relates Mensah. The key earnings driver for the
sector was funded income that benefited from high government treasury yields,
while trading income boosted the likes of SCB in particular. CAL saw fees and
commissions rise through trades such as FX swaps with the BoG. Deposit growth
in the sector was a very weak 2.5% in GHS terms, while SCB and EBG recorded
growth of 12% respectively. Slow deposit growth saw the loan to deposit ratio for
the sector climb from 68% in FY14 to 70% in 1Q15. NPL’s in general climbed, with
only EBG reporting a declining NPL ratio to 2.9%.
The reality, however, is that our top bank pick (EBG), has but merely been a good
hedge against cedi weakness. In USD terms, EBG is flat since 2009 (see graph 15).
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Graph 15: Ecobank Ghana merely a (reasonable) hedge against cedi weakness?

Meanwhile, the consumer stocks have already seen the fleeting currency
stabilisation of H2 2014 translate to strong upside earnings surprises in Q1 2015,
in line with the view we promoted in August/September 2014 (see “Ghana: From
poster-boy to fall out boy (and back?)”, August 2014). “Unilever Ghana’s earnings
surged from a loss of GHS 0.0695 per share in 1Q14 to a profit of GHS 0.2026 per
share, while Fan Milk saw EPS increased 161.4% y/y to GHS 0.102,” reported our
Accra-based research associate David Marfo-Ahenkorah in late April. “The
underlying factors to these pleasant surprises in both stocks were revenue
growth and a well-capped expense line in the case of UNIL. UNIL’s revenue
growth was hinged on the commissioning of its EUR 4.4 million factory in 3Q14 as
well as improved routes to market. Management of FML also attributed improved
volume output to the top line growth. We are also of the opinion that cyclical
demand during the dry Harmattan season (December-March) could have
underpinned the reason to increase production.”
On revising lower our long-term macro outlook, it’s tough to argue for a
sustainable consumer recovery from here. We anticipate that the Ghanaian
economy will continue to consolidate and stabilise—at best—before macro’s turn
south again. Following the huge post-GFC credit boom in Ghana in 2009/10, when
real GDP growth briefly surged to levels of 14%, there are still major macro
imbalances that need to be worked out in the short- to medium-term. Export
performance remains weak, and that will weigh on economic growth this year and
next. Meanwhile, elections are coming up and there’s no certainty around who will
win at the polls and what policies we can expect going forward. Ghana is fighting a
very long-term track record of slow reform and fiscal and monetary policy
blunders and mismanagement. We need to see some major policy change to turn
bullish on Ghana from a long-term perspective, and in the current slow growth
environment neither political party will muster the political will to enact those
reforms right now.
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