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Abstract

Exchange rate policy in Ghana was more of a political issue than economic. For fear
of the perceived political repercussions of devaluation successive governments in the country
did little to maintain the exchange rate at its realistic level. This resulted in an extremely
overvalued exchange rate, leading to a complete collapse of the export trade and an extensive
expansion of import trade and production for the domestic market. Since April 1983, however,
the government of Ghana has embarked on a structural adjustment programme in which
exchange rate adjustment has been a major instrument of export promotion, especially for the
promotion of nontraditional exports. This study investigates the effects of the exchange rate
adjustments on the nontraditional exports supply. The investigation is done on the basis of an
estimation of both a macro- and microeconomic models of export supply. The macro-model
examines the supply response of nontraditional exports to exchange rate adjustments indirectly
through relative prices. The micro-model, on the other hand, investigates the nontraditional
export supply response directly by incorporating exchange rate variables in the export supply
model. Our results show that the level of the exchange rate had a positive effect on the supply
of non-traditional exports during the 1960 - 1993 period while volatility (movements) in the
exchange rate had a negative effect. In all cases, however, the supply response was not

particularly strong.



Chapter One
Introduction

In the early 1960s, Ghana had a vibrant export sector that provided the country about

three months import cover and contributed more than one quarter of her total gross domestic
product (Huq, 1989). Although the country’s export composition showed a high ratio of
commodity concentration with primary products, such as cocoa, timber and minerals,
accounting for more than three-quarters of her total export revenue, it nevertheless enjoyed
a degree of economic prosperity, which was unrivalled in the West African region at the
time. The country’s annual economic growth rate of about 4% and per capita income level
of £50 made it some two and a half times richer than its nearest rival, Nigeria (Roe et al,
1992).
The Nkrumah government, which lasted until 1966, sought to reduce the country’s
dependence on the outside world by embarking upon import substitution industrialisation,
increased investment in public activities and expansion and diversification of agriculture and
international trade. These policy initiatives underlined the big-push approach adopted by
government. The government’s programme was to be implemented within a framework of
a seven year development plan (1963/64 - 1969/70). This plan, involving a total gross
investment outlay of £1016.5 million, sought to shift emphasis away from the provision of
social overhead capital towards directly productive activities spearheaded by the state (Kusi,
1991a). The strategy led to a considerable expansion in the size of government, with pﬁblic
investment averaging some 22% of GDP in 1960 - 1965.

The high import requirements of the development plan were to be financed by the
country’s own foreign reserves which, although substantial, were inadequate. As the foreign

reserves became increasingly exhausted, the government resorted to deficit financing by
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borrowing from the central bank. The government also sought to mobilise more funds
domestically via a de facto taxation of cocoa export proceeds by creaming off the difference
between the world price paid on the international market and the much lower domestic
producer price. As a result, the proportion of the world price of cocoa paid to the domestic
producers declined from 72% in 1960 to 44% in 1965, while the index of the real cocoa
producer price fell from 100 in 1960 to 37 in 1965 (Killick, 1978; Kusi, 1991a). The
excessive taxation of exports and high marketing margins played havoc with producer
incentives, causing a sharp decline in the real cocoa export earnings from C94.1 billion in
1961 to less than C50 billion in 1965. Further, the government embarked upon the
maintenance of a fixed exchange rate system which together with fiscal and monetary
expansions led to an appreciation of the real exchange rate.

The economy began to deteriorate in the 1970s, with increased intensity in the early
1980s. Between 1970 - 1979, for instance, the country’s income terms of trade fell by an
annual 0.8%, compared to an average growth of 0.6% for the whole of Africa. By 1981,
Ghana’s exports earnings as a percentage of world exports had declined to 0.05% compared
t0 0.15% in 1970, while export volumes fell to less than one half of their 1975 levels (World
Bank, 1984). The 1980-1983 period in particular was characterised by a grossly imbalanced
fiscal account, excessive trade and price controls, an overvalued real exchange rate, severe
shortages of food and foreign exchange, a mushrooming black market, poor export
performance, declining economic growth, high rates of inflation, a worsening income
distribution, growing unemployment and political instability. Discouraged by the economic
decline in the country, foreign donors gradually withdrew their support, further worsening
the balance of payments problem (Kusi, 1991b).

A major cause of the deterioration of the economy was the firm belief in the efficacy
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of state controls as opposed to the free market system. To this end, successive governments,
barring one or two, relied excessively on administered allocative mechanisms. The resultant
proliferation of state marketing and development boards created serious distortions in the
economy, which contributed immensely to the crisis. The need for exchange rate adjustment,
for example, had long been apparent but was not undertaken because of the perceived
political consequences. In the 1970s, for example, the government refused to adjust the
nominal exchange rate to reflect the economy’s economic decline. The rate was fixed at
C1.15 = US$1 from 1973 to 1977, and again at C2.75 = US$1 from 1979 to 1982. Using
1973 as a base year World Bank (1984) shows that the cedi was overvalued by 816%
between 1973 and 1981. As the cedi became increasingly overvalued a flourishing black
market developed. In 1982, for example, the degree of divergence between the official and
parallel exchange rates, expressed as a percentage premium, was 4264% compared to 8%
in 1967 (Dordunoo, 1993). By 1983, the market rate of the cedi was 22 times the official
rate and 27 times the equilibrium (purchasing power parity) rate, making Ghana the country
with the most seriously distorted exchange rate regime on the continent (Stryker et al, 1990).
The overvalued exchange rate further led to an erosion of comparative advantage in the
export sector, especially in the production of cocoa, minerals and timber, by implicitly taxing
official exports while making imports cheaper. The black market soon expanded to cover
about 40% of the national economy as the divergence of the black market rate of exchange
from the official exchange rate widened to such an extent that it became cheaper to import
anything than to export through official channels. This made the imports business a lucrative
activity vis-a-vis export production since traders could import at the low. official prices and
sell at the exorbitant black market rate, a practice referred to locally as ’kalabule’ (Kusi,

1991b).
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Apart from the overvalued exchange rate and flourishing black market activities, the
deterioration in the country’s terms of trade, poor pricing policy, declining incentives, lack
of export credit and foreign exchange to purchase raw materials and imported capital inputs,
a breakdown of the transportation system and the severe drought and bush fires (which hit
the nation in 1978/79 and 1982/3) together worked against the export sector. In addition, the
domestic inflation rate rose from 3.0% in 1970 to 122.8% in 1983, making it even more
profitable to produce for sale on the domestic market rather than for export. The result of
all these developments was that the exports trade collapsed and the share of exports in GDP
fell from 24% in 1960 to 2% in 1983 (Hug, 1989). The resultant balance of payments
difficulties demonstrated the need for a major adjustment programme.

In response to the economic crisis, the government introduced in April 1983 an
economic recovery programme (ERP) to reverse the economic decline and lay the
foundations for a sustained economic growth and the achievement of external payments
viability. The main thrusts of the programme were to re-align relative prices in favour of
production and exports, reduce government budget deficits and the underlying pressures and
to facilitate the flow of imports to ease the acute shortages in the economy. The policy
measures initiated to achieve these objectives included, among others, the exchange rate and
trade reform. This was aimed at promoting efficiency in export production, tapping economic
rent and improving the country’s international competitiveness (Kusi, 1991b). The exchange
rate reform was also aimed to attract resources to the official market from the large black
market, thereby improving the recorded balance of payments and the tax base. The emphasis
at this stage was on export diversification through the prorﬁotion of nontraditional exports,
such as pineapples, wood and wood products, fish and processed foods.

The exchange rate reform began with a move to rectify the hitherto misaligned
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exchange rate through a series of devaluations. The authorities believed that the general
public needed some time to understand and accept the implications of a large straightforward
exchange rate adjustment. As a transitional arrangement, therefore, the authorities adopted
a multiple exchange rate based on a system of bonuses and surcharges on the official
exchange rate, which resulted in two rates - C23.375 per US$1 and C29.975 per USS$1.
These adjustments effectively resulted in a devaluation of the cedi, on a weighted average
from C2.75 = US$1 to C25 = US$1, i.e., by 809% in terms of local ;urrency (Johnson et
al, 1985). To minimise the administrative problems in operating the system, the bonuses and
surcharges were applied to the authorised dealers of foreign exchange.

Another important decision taken by the authorities was to follow an exchange rate
policy whereby the two effective exchange rates were adjusted periodically so that the real
purchasing power of the weighted average exchange rate in terms of the currencies of the
country’s major trading partners would be maintained (World Bank, 1984). It was also the
intention of the authorities to unify the multiple rates at a realistic level, which was
accomplished in 1987. In response to the exchange rate devaluations, the value of total
export revenues rose from C6.0 billion in 1983 to C82.2 billion in 1987 and then to 105.9
billion in 1993, after declining slightly to C74.4 billion in 1990. Nontraditional exports also
rose from C85.98 million in 1983 to C3.2 billion in 1988 and then to C6.8 billion in 1993,
Apart from the recovery of the export sector, the exchange and trade reforms also helped to
ease the inflow of imports for the domestic industry. The country’s import volumes increased
by about 100% between 1984 and 1990, while that of the sub-Sahara African region hardly
showed any significant growth pattern (Kapur er al, 1992).

The purpose of this study, therefore, is to examine the effects of the exchange rate

adjustments on the growth of nontraditional exports in Ghana during the period 1960 - 1993.
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The examination is undertaken on the basis of the estimation of both macro and
microeconomic models of export supply. In the macro-model, the supply of nontraditional
exports is specified to relate to the ratio of the foreign price of nontraditional exports to
domestic prices, imports and capacity utilisation in the nontraditional export sector. The
model thus captures the effects of the real exchange rate indirectly through the price incentive
structure. In the micro analysis, the effects of the real exchange rate on the nontraditional
export growth is investigated directly by specifying a model in which the supply of
nontraditional exports is related to the level and changes in the real exchange rate, export
credit and capacity utilisation.

The study is organised as follows: Following the introduction in chapter one, chapter
two presents a theoretical review of exchange rates and its links with the balance of
payments. The emphasis here is on the effectiveness of exchange rate adjustments in
promoting exports. Chapter three examines the export sector of Ghana, while chapter four
deals with export promotion in Ghana. The fifth chapter provides a framework for analysing
the effects of exchange rate adjustments on nontraditional exports. The findings of the study
and the discussions on them are presented in chapter six. Chapter seven concludes the study

with some policy recommendations.



Chapter Two
Theoretical Issues of Exchange Rates

2.1 Introduction

The exchange rate of a country’s currency is the price of that currency in terms of
foreign currencies. This rate may be pegged to a single currency or a basket of currencies,
or alternatively, it may be floated independently.

Pegging the exchange rate to a single currency seems suitable for domestic stability
in developing countries, especially where that country’s currency is pegged to a stable major
currency. Apart from boosting foreign confidence, the higher stability of the major currency
may also facilitate bilateral trade arrangements by reducing uncertainties. A single currency
peg would also allow for discretionary interventions in the foreign exchange market in
pursuance of domestic policy objectives (IMF, 1970).

One problem with the single currency peg, however, is that economic stability in the
pegging country may be vulnerable to any disturbances which might occur in the country to
which its currency is pegged. The disturbances may take the form of unanticipated
fluctuations which do not reflect conditions in the domestic foreign exchange market, but
which emit counter-productive forces. An exogenous depreciation of the major currency, for
instance, may work against the pegging country’s commitment to export promotion by
lowering the marginal revenues from exports, while an independent appreciation may lead
to domestic inflation in the pegging country through higher import costs. In addition, where
a developed country’s currency keeps fluctuating against that of a smaller country, the
developed country, due to its :v»tronger market position, may try to raise prices in order to
compensate for the increased uncertainty in trade. This may force its smaller trading partner

to pay higher prices for her imports. Again, if sub-regional developing countries peg to



different major currencies, intra-regional trade may be hampered by the intricacies involved
in cross-rate transactions. In such cases, foreign exchange arbitrage, rather than trade, may
be promoted (Crockett and Nsouli, 1977).

Despite its negative externalities, developing countries may still enjoy the advantages
of pegging, by aligning their currencies to a trade-weighted basket of other currencies. Such
a composite exchange rate system may be in the form of an export or import-weighted index!
or a bilateral trade index®. Of these indices, the export weighted index allows for the least
instability in export prices and earnings because by weighting the shares of the country’s
trading partners, excessive oscillations in their rates of exchange will to a large extent cancel
out, bringing the average spread within a relatively comfortable range. So long as export
sales are fairly regular, the country becomes less susceptible to erratic export earnings and
a relatively consistent flow of foreign exchange for development expenditures will be
forthcoming.

Although these indices do allow for a certain desirable pattern of bilateral trade, they
do not ensure a stable equilibrium in the foreign exchange market, hence they may give rise
to an excessive use of reserves. To achieve a more continuous adjustment, greater flexibility
through a clean float may be recommended. Such a flexible exchange rate regime will not
only preclude the need for interventions, but will also obviate the extra adjustment costs

associated with discrete changes in the exchange rate as well (Crockett and Nsouli, 1977).

2.2 Real Exchange Rates Determination
The real exchange rate (RER), defined as the relative price of a basket of tradeables
to non-tradeables (Hally-Djoussou and Ayemou-Angoran, 1994) is a notional rather than an

explicit price. Consequently, its definition and measurement sometimes generates
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controversy. Frenkel and Goldstein (1988) have, however, identified three different concepts
and measurements of equilibrium RER that have been employed over time.

First is the Purchasing Power Parity (PPP) doctrine. Under this approach, if one can
identify a base period in which the country was in external balance, then the equilibrium
value of the nominal exchange rate in the current period is given as the base period value
adjusted for the inter-country differences in inflation rates between the current and the base
period. An immediate drawback to this approach, however, is its contingency upon the
identification of an appropriate base period. Another inherent weakness is that the approach
considers the equilibrium real exchange rate as fixed. However, in a world in which domestic
and foreign goods are imperfect substitutes and there are real shocks to the system,
deviations from the PPP may be desirable in order for the real exchange rate to be able to
adjust to the shocks. This requires movements in the nominal exchange rate, domestic prices
and foreign price levels (Balassa, 1964; Flood, 1981; Mussa, 1982; McGuirk, 1983; Baldwin
and Krugman, 1987). In addition to these defects, the PPP doctrine does not seem to hold
very well in the short run and probably in the long run too (Dombusch, 1980a; Dornbusch
and Frankel, 1987; Ogun, 1994).

The second approach defines the equilibrium real exchange rate as that rate which
makes the underlying current account (i.e., the actual current account adjusted for temporary
factors) equal to the normal net capital flows over the next two to three years, given
anticipated real output and inflation paths and the delayed effects of past exchange rates. The
problem here is in the calculation of normal net capital flows. Since the normal net capital
flows of a country are closely tied with the savings and investment trends in its trading
partners (such trends are in themselves determined by various economic, social and legal

factors), the determination of a general equilibrium rate of the type suggested is quite
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daunting. In addition, the current account of the balance of payments does not seem to
explain actual exchange rate changes better than the other factors (Frenkel and Goldstein,
1988).

The third approach is the sustainability approach. As explained by Krugman (1985),
the idea here is to identify the market’s implicit forecast for the future path of the exchange
rate, based on the current exchange rate, interest rate differentials and other data, and to
assess the consequences of this forecast exchange rate path for the balance of payments and
external indebtedness. Thus, if the stabilization lag of the debt/GNP ratio can be established
(though the eventual debt-GNP ratio will be high when it does stabilize), then the market’s
implicit exchange rate forecast is judged to be unsustainable (Ogun, 1994),

The major criticism of the sustainability approach is that it is less ambitious than the
others, since it does no more than identifying an unsustainable rate which by implication is
the likely future direction of the exchange rate changes. Secondly, the approach disregards
the difference between sustaiﬁability and optimality and hence, can at best only yield a less
than optimal outcome for the domestic economy (Frenkel, 1987).

In his contribution to the literature on equilibrium real exchange rates, Edwards
(1989a) advances a profound exposition on the determinants and misalignments of real
exchange rates in which he differentiates between equilibrium and non-equilibrium exchange
rates. He defines equilibrium real exchange rates as the relative price of tradeables to non-
tradeables, which for given equilibrium or sustainable values of other relevant variables, such
as trade taxes, international prices, capital and aid flows and technology, results in the
simultaneous attainment of both internal and external balance. Further, Edwards explains
that equilibrium movements in the real exchange rate could be occasioned by real events,

such as technological progress, movements in external terms of trade, changes in taxation
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e.r.c. in the economy. Such equilibrium movements do not require policy intervention.
Contrariwise, non-equilibrium movements in the real exchange rate, which are otherwise
known as misalignments, are usually provoked by erroneous policies, such as import tariffs,
quotas and export taxes, exchange and capital controls, subsidies and other taxes and the
composition of government expenditure. According to Ogun (1994), eliminating the
inconsistent policies in this context is a way of returning the real exchange rate to

equilibrium.

2.3 Theories of Exchange Rates

It is no simple matter to construct a set of criteria for a consistent taxonomy of
exchange rate theories. While some theories distinctly resort to a specific school of thought,
others do not readily lend themselves for classification. Despite this, theories of exchange

rate can be put inte four major categories:

i) Traditional theories

The traditional theories, i.e., the elasticity and absorption approaches, are legacies
of the fixed exchange rate era. Initially formulated to describe adjustments towards balance
of payments equilibrium under fixed exchange rates, the elasticity and absorption approaches
were adapted to provide for automatic balance of payments equilibrium (a zero overall
balance) under flexible exchange rates (Ogawa, 1987).

The elasticity approach emphasizes the role of goods (domestic and foreign) rather
than the asset market, hence the assumption of the absence of international capital flows. The
Keynesian multiplier extension of this (elasticity) approach is particularly concerned with the

necessary conditionalities for an improvement in the current account of the balance of
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payments-to be achieved through a currency depreciation. The model is thus set within the
framework of a partial equilibrium analysis in which the price elasticity of demand for
exports and imports are the two main forces at work. The price elasticity of supply of
imports and exports are, however, assumed to be infinite and incomes are also assumed to
be constant. Within this scenario, a devaluation could be used to rectify deficits on the
current account only if the Marshall-Lerner condition holds, i.e., if the sum of the price
elasticity of demand for exports and imports (as measured in a common numeraire) exceeds
unity. Ogawa (1987), inter alia, adapted the approach for exchange rate determination and

arrived at the following equation for the equilibrium exchange rate:
E = E(a;8;a*;8%) 2.1)

with « the shift parameter for domestic import demand, 8 the shift parameter for domestic
export supply and the asterisk denoting the foreign counterparts of o and 8. The impact of
a change in a shift parameter on the exchange rate depends on the relevant elasticity. But
again, exchange rate stability requires that the Marshall Lerner condition holds (Brink, 1993),

The main criticism of this approach is the unrealistic assumptions upon which it is
built. First, Thirlwall (1982) argues that devaluation does not only alter the relative price of
traded goods, but it also raises income by a multiple of the net expa_nsion of aggregate
demand if the devaluation switches domestic demand from tradeable to non-tradeable goods.
Second, the model is confined to a partial equilibrium analysis, which focuses on the trade
sector alone, thus ignoring the other sectors of the economy. It may be expected, however,
that the price changes in the traded goods sector will have spill-over effects on the rest of the

economy, which may feed back into the export and import sectors. Third, monetary
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consequences of the balance of payments are ignored in this approach.

Due to the weaknesses of the elasticity approach, the absorption approach was
developed by Harrod (1947) and expounded by Alexander (1952) and Johnson (1958). The
absorption approach is applicable to both the current account (ie. the difference between
national income and national expenditure) and the balance of payments as a whole. The basic
argument of this approach is that a deficit in the balance of payments can only be rectified
by a policy measure which either reduces domestic absorption relative to income (ie.
expenditure-reducing policies), or increases national income relative to expenditures (ie.
expenditure-switching policies). But expenditure-switching policies are effective only in an
economy operating below full employment. Once full employment is obtained a non-
inflationary adjustment mechanism does not exist. One then has to complement the
expenditure-switching policies with expenditure-reducing policies, which are designed to
reduce domestic absorption in order to release more resources to meet the increased demand
for tradeable goods (Thirlwall, 1982).

Whereas the elasticity approach focuses on the domestic and foreign goods markets,
the absorption approach relies on total expenditure (absorption capacity) of the economy as
a whole. But both approaches, however, ignore capital transactions - perhaps understandably,
since they were developed in a period when international flows were subject to severe
controls. Besides, neither the elasticity nor the absorption approach allows for an explicit
involvement of the monetary sector, althoilgh Johnson (1958) tries to incorporate the stock
. market in his exposition.

According to Johnson’s analysis, a stock deficit exists where there is an excess of
payments by residents to foreigners for foreign assets such that the stock of privately held

money balances diminishes. Assuming away any monetary expansions, an automatic
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stabilization process is triggered off by a rise in interest rates, leading to a fall in the demand
for loanable funds and, consequently, a fall in domestic absorption. Equilibrium is restored
as domestic absorption falls by the extent of the excess payments to foreigners. Johnson thus
assumes stock deficits to be temporary phenomena. Thirlwall (1982), however, argues that
this might not well be the case if the demand for foreign assets is prolonged, or if the
monetary authorities respond to the depletion of stocks by extending credit to residents. In
such cases, a payments deficit will persist. Secondly, even if the self-correcting mechanism
does work, there may be a severe loss of resources before the deficit is rectified. There could

also be unemployment if the deficit was not caused by excess money supply.

(ii) The monetary model

There are three versions of the monetary model. First, is the flexible price version
of the monetary model (FLPM). This model is in many ways an extension of the purchasing
power parity (PPP) view of exchange rates. Essentially, the model links the theory of price
determination with a PPP equation to explain the behaviour of the exchange rate, The main -
features of the FLPM are summarised as follows: The country is assumed to be small and
faces an exogenously determined foreign interest rate and price level. A tradeable good,
which is a perfect substitute for the foreign good, is produced, thus preserving the PPP. The
central bank issues money (a non-traded good) and domestic bonds, which are perfect
substitutes for foreign bonds. Asset holders adjust their portfolios instantaneously after a
disturbance, maintaining capital mobility and uncovered interest parity (UIP). The money
supply is exogenously determined and the money market constantly clears. A set of equations
reflecting the above characteristics leads to a reduced form of the exchange rate equation,

which may be written as:
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S$= m-ay + i 2.2)

with m denoting the natural logarithm of the domestic money supply, y, the natural log of
income, and i the interest rate. According to equation (2.2), the full extent of an increase
in m is reflected by an exchange rate depreciation: an increase in income appreciates the
exchange rate (an apparent contradiction of the results of the traditional models) and a rise
in the interest rate leads to an exchange rate depreciation (once again conflicting with the
traditional balance of payments models).

The second version of the monetary approach is the sticky price monetary model,
which is attributed to Dornbusch (1976). The sticky price model is similar to the FLPM
except for the relaxation of the PPP assumption in the short-run. The original Dornbusch
work has been summarised by Brink (1993) as follows. Product markets adjust gluggishly
while financial markets do so almost instantaneously. Consequently, financial markets have
to over-adjust to disturbances to compensate for the sluggishness of prices in the goods
market. Given that prices are initially fixed, changes in the nominal money supply amount
to changes in the real money stock. The demand for real balances has to adjust instantly to
clear the money market (a liquidity effect) - an adjustment which could only be effected by
a movement in interest rates. Domestic interest rates can revert to world levels as product
prices start their lagged response (uncovered interest parity is maintained via changes in
exchange rate expectations). The change in the real money stock reverses itself, driving
interest rates, aggregate demand and the real exchange rate back towards initial values.
Ultimately, the real variables conclude the process at exactly the levels from where they
commenced, with the nominal exchange rate moving to a new long term level to reflect the

proportionate change in the money supply. According to Copeland (1989), the performance
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of the model in explaining the facts is undeniably poor, spurring on a number of derivatives
and extensions of the model as well as the development of other approaches to exchange rate
modelling;

The third version of the monetary model is the portfolio balance model. The portfolio
balance model (PBM) adopts the assumption of the Dornbusch model, i.e., that the real
sector adjusts more gradually than the financial markets, but departs from the Dornbusch
approach in a number of respects. First, uncovered interest parity is assumed to be
inoperative: investors are predominantly motivated by risk aversion in their choice between
domestic and foreign bonds. Financial markets will therefore be characterised by large risk
premiums. Second, the financial sector is modelled in much greater detail than in the
Dornbusch model.

Under the PBM model, it is assumed that domestic residents hold only three types of
assets, viz. domestically issued bonds and money, and foreign currency bonds issued by a
foreign govemment or central bank. Goods prices are regarded as fixed in the short run.
Assuming that financial markets clear at all times, short run equilibrium is established when
the exchange rate and the domestic interest rate are at such levels that demand equals supply
for two out of the three assets. Long run equilibrium is characterised by a zero balance on
the current account, static prices, interest rates and exchange rates.

The portfolio balance model is difficult to apply and has been unsuccessful in
explaining the facts. Nevertheless, the model has been influential in shaping the thought on
asset markets, "not least because it is the most general model of exchange rates - by

comparison, most other models can be regarded as ’special cases" (Copeland, 1989).
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(iii) The Mundell-Fleming model.

The origin of the Mundell-Fleming (M-F) model coincides with the Bretton Woods
era of fixed exchange rates. The model is distinguished from the traditional theories in its
recognition of an interaction between the real and monetary sectors (Ogawa, 1987).

The M-F model adheres to the Keynesian tradition that the price level is fixed by the
horizontal aggregate supply curve, whilst the role of income determination is arrogated to
the aggregate demand schedule. A distinctive feature of the model is its specification of the
external sector: the current account is determined independently of the capital account, with
the determinants being the real exchange rate and real income (Copeland, 1989). According
to this model, the key variable determining the capital account is the interest rate differential.
Two versions of the role of interest differentials emerge from the literature. Copeland (1989)
suggests that capital mobility is less than perfect due to both limited availability of arbitrage
funds and risk-averting behaviour - the flow of funds into a country is an increasing function
of the risk premium offered on securities denominated in the country’s currency. Interest
rate differentials could in this case provoke finite flows of capital. Ogawa (1987) and
MacDonald and Taylor (1989), however, maintain that perfect capital mobility is a
characteristic of the M-F model. According to MacDonald "the integration of ...capital
mobility into open economy macroeconomics was a major innovation of the Mundell-Fleming
model. ..."

Whatever the position regarding capital mobility may be balance of payments
equilibrium should hold at all times under a flexible exchange rate regime, thus the capital
flow should just finance the deficit on the current account, or absorb the surplus. An
increase in income deteriorates the current account, necessitating a capital inflow to be

brought about by an increase in the domestic interest rate to preserve overall balance of
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payments equilibrium. A depreciation in the exchange rate improves the current account and

lessens the burden on the capital account.

(iv)  Asset market approach

The asset market approach was proposed by Frankel (1983). The most important issue
here is whether or not domestic and foreign bonds are regarded as perfect substitutes in the
portfolios of asset holders. The proponents of the asset market approach argue that the
exchange rate should be viewed as an asset price, since it is by definition the price of one
national money in terms of another. An exchange rate is therefore determined by the
intersection of the Marshallian demand and supply schedules.

Regarding the exchange rate as an asset price clarifies a number of empirical
regularities observed. For example, due to the role of expectations, it could be expected that
the spot rate and contemporaneous forward rate will be closely linked (MacDonald, 1988).
Asset markets are generally viewed as efficient markets in the sense that participants exploit
every profitable trading opportunity, forcing the current price to reflect all available
information. This implies that exchange rates could, under specific circumstances, follow a
random walk. Given the role of the forward rate as the expected future spot rate in an
efficient market, any actual divergence is labelled as the unexpected change in the exchange
rate. Should a great deal of new information become available within a period, the spot
exchange rate could move dramatically with a corresponding increase in the unexpected

change in the exchange rate (Brink, 1993).

2.4  Exchange Rate Policy and Balance of Payments Adjustments.

Balance of payments crises have been a major motivating factor in the macroeconomic
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adjustment programmes undertaken in many countries in the sub-saharan African region.
Maintaining balance of payments deficits indefinitely or for very long periods of time is
impossible. The economy has to adjust in some way to the deficits. The adjustment process
can come about automatically through direct income effects (reduced real income and
spending) and indirectly through monetary effects (loss of foreign exchange reserves reducing
the monetary base, thus causing a fall in the money supply and an increase in interest rates,
which in turn produces a decline in investment and consumption expenditures). This
automatic adjustment process may work, but very slowly, and a protracted recession may be
required to achieve the necessary reduction in income and absorption (Kusi, 1993).
Alternatively, deliberate policylmeasures can be carried out to move the economy rapidly
towards the desired balance. One major policy initiative that can be pursued in this direction
is the exchange rate policy. Others include expenditure-reducing (or demand management
measures) and supply-side (or structural) policies.

The expenditure-reducing policies are mainly designed to restore balance between
demand and supply by reducing aggregate domestic absorption. By reducing domestic -
expenditure, demand for imports and tradeable goods (exportables and import substitutes)
will fall. This will simultaneously reduce outlays on imports and free domestically produced
goods for export, thereby improving the trade balance. Even if total domestic output can be
sustained, cuts in domesﬁc real expenditure (real consumption and investment) would have
to be made in a way that responds to the deficit and the Characteristics of the economy. The
two main instruments for controlling aggregate domestic demand are monetary (or domestic
credit) policy and government tax and expenditure policies.

Expenditure-reducing policies have the advantage of producing relatively immediate

effects. However, to the extent that domestic demand is cut, costs are involved. While
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output in the tradeable goods sector of the economy might not decline as domestic absorption
is reduced (since tradeable goods freed by the decline in domestic demand can be exported),
output in the non-tradeable goods sector will fall if prices are inflexible downward. The
result will be excess capacity, unemployment and in most cases, reduced investment and
growth (Kusi, 1993). The adverse impact of expenditure-reducing policies implies that they
should be resorted to as a short term measure pending a more fundamental adjustment in the
structure of the economy.

The supply-side policies are mainly directed at increasing the supply of goods and
services, particularly tradeable goods and services, by either improving the efficiency of
resource allocation and/or increasing the level of the economy’s productive capacity. Supply-
side policies thus put more emphasis on investment incentives and growth. If output can be
expanded more rapidly than domestic demand, and if the structure of growth favours exports
or import substitutes, the external position will improve. Prominent among the supply-side
policies aimed at improving the efficiency of resource allocation include the various measures
to remove market distortions caused by price controls, taxes, subsidies and trade restrictions.
The removal of such distortions is seen as a way of shifting the aggregate supply schedule
outwards and increase output without reducing consumption through reductions in the
incremental capital-output ratio (Tarp, 1993). Supply-side policies aimed at expanding the
productive capacity of the economy, on the other hand, focus on the balance between savings
and investment as well as on the nature and quality of the capital stock added. Such policies
include interest rate adjustments, granting of incentives for investment in new capacity for
export and import substitutes production, changes in the composition of public investment
towards directly productive activities in the traded goods sector and infrastructure/services

which complement expansion of these activities.
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The transmission mechanisms through which exchange rate changes may be used to

effect changes in the balance of payments can be analyzed within the framework of the

equilibria can be influenced within the fabric of a set of output and expenditure switching
policies. From this viewpoint, exchange rate adjustment as a policy response to balance of
payments crises has both demand as well as supply-side effects. By increasing the prices of
tradeable goods relative to the prices of nontradeable goods, exchange rate depreciation can
Cause resources to be reallocated or switched from the nontradeable goods sector (where
there is excess supply resulting from the reduced aggregate demand) to the tradeable goods
sector where increased production for export and import replacement are needed. Similarly,
there will be a shift in domestic demand away from the higher priced tradeable goods to non-
tradeable goods. With complete switching, the decline in output in the non-tradeable goods
sector will be full_y offset by the increase in output in the tradeable goods sector (Kusi,
1993).

Figure 2.1 illustrates the effects of exchange rate adjustments on the balance of
payments. In this figure, we assume a small developing country that produces and consumes

homogenous tradeables (exportables and importables) and nontradeables (all goods and

the vertical axis and nontradeables on the horizontal axis and assuming increasing costs of
production, the country’s transformation curve may be presented as QQ, together with the
tangential social welfare curves at A, Cand D.

An initial general equilibrium situation exists at point A, reflecting productive and
consumptive efficiency, together with internal and external balance, An exchange rate

depreciation, which switches prices in favour of tradeable goods, can be shown by a change



Figure 2.1 Effects of Exchange Rate Depreciation on the
Balance of Payments.
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Source: Strydom et al (1987)
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in the terms of trade from T;T, to T,T,. The new terms of trade will give rise to production
substitution in favour of tradeables, towards point B. Unilateral income and substitution
effects in consumption, shown as N;N, and N,N; respectively, lead to an excess demand for
nontradeables, of the order FC. The real balance effect of the exchange rate depreciation will
reduce real incomes along the Engel curve OE to point D, leading to a trade surplus of the
order BD iq the short run. In the long run, however, the receipts from exports will raise
incomes and subsequently aggregate demand. The price of non-tradeables will also rise in
response to the increased demand to restore the terms of trade and finally bring the economy
back to initial real equilibrium at A, a higher price level proportional with the rate of
devaluation.

Monetary pessimists such as Robinson (1937), Alexander (1952), and Johnson (1958)
are sceptical about these innate adjustments. They believe instead in economic re-stabilization
through output and expenditure switching mechanisms which direct the economy towards
equilibrium. According to them, output switching forces, for example, would be released
with the change in the terms of trade. These would exert pressure on resources to be
transferred from the relatively less profitable nontradeable goods sector to the tradeable
goods sector. Such a transfer will continue for as long as the relative price differentials exist,
and this would ultimately result in a continued rise in export production. They further believe
that the export expansion could also take place through enhanced capacity if the devaluation
induces foreign capital inflows, a higher national savings rate or improved efficiency in
investment. The use of extra capacity would not only provide a vent for extra production
but would also provide opportunity to overcome technical indivisibilities. This would allow
for the exploitation of scale and scope economies which could lead to lower domestic costs

and prices relative to those abroad. Domestic nontraded goods would thus become cheaper
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than internationally traded goods and this would enhance the relative profitability of
production for export.

Switching would, however, be affected by the degree of prolongivity of the relative
price changes. Since the movement of resources from the non-tradeable sector to the
tradeable sector involves "Penrose effects” and other re-allocation costs and risks, exporters
will only respond if they are assured of a reasonable degree of commitment to the exchange
rate policy. Response may therefore be sluggish if exporters have reason to believe that such
incentives are only ephemeral (Fosu, 1992).  Where exporters operate cartels, or
international price agreements specified in domestic currency terms, the fear of a loss of
market shares may compel them to avoid incessant price vacillations and instead maintain
sticky prices despite the scope for discretionary pricing provided by the exchange rate
changes (Dohner, 1984; Kravis and Lypsey, 1978). Also, where export prices are
controlled by marketing boards, the exchange rate depreciation pass-through will be limited
to the extent to which the regulated export prices are revised by government. If government
guaranteed prices remain invariant albeit a devaluation, or where they are revised by an
insignificant margin, export response may be quite poor. To realise the full effect of the
exchange rate adjustments, in this case, will require that direct pricing policies be employed
to raise the producer price of the affected export commodities by the full extent of the
devaluation. In other words, the responsiveness of exports to exchange rate adjustments
would be determined by the extent to which the nominal devaluation alters the real exchange
rate.

The success of the switching effect thus depends on a series of critical price and wage
relationships, which are in themselves the product of complex economic and political forces

and institutional constraints. According to Corden ( 1985), where there is "cost plus" pricing
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in the nontradeables sector together with capital immobility and rigid wages in the economy
as a whole, the devaluation will raise per unit profits in the tradeable goods sector by the full
margin of the depreciation in local currency, while profits in the nontradeable sector remain
unchanged. These higher profits will draw labour from the nontradeables sector, leaving
capital in that sector with less than optimum levels of labour to work with. Both profitability
and prices of nontradeables will fall, and this will reinforce the price disparities to the
advantage of tradeable (export) goods, ultimately increasing their production, and hence
incomes in that sector.

The scenario outlined above would, however, be slightly different if the capital
immobility assumption is relaxed, and instead, we assume perfect factor mobility, a labour
intensive nontradeable sector, a capital intensive tradeable goods sector, and factor price
equalities between both sectors. Here, a devaluation may be accompanied by a transfer of
capital to the tradeable goods sector to increase profits and prices in that sector. However,
because factor prices are equal for both labour and capital the rate of profit per unit capital
may rise by similar margins in both sectors; but since the non-tradeable goods sector is less
capital intensive, the price rise in that sector will be less. Relative price disparities due to the
devaluation are, therefore, reduced and so will be the switching effect and the relative
profitability of export production (Tarp, 1993).

The effects of wages on the real exchange rate cannot be over-emphasised either.
Ceteris paribus, the more real wages rise in response to a devaluation the less will be the
export supply response. A devaluation may, therefore, back-fire if wage-earners, for
example, gear their wage demands to anticipated progressive tax rates or inflationary
expectations over and above their actual levels (Thirlwall, 1982). However, if wages in all

sectors rise equally by a margin less than or equal to the rise in consumer prices, then the
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real wage may fall by a greater margin in the tradeable goods sector, since relative prices
in that sector would have risen. Consequently, resources may move into export production.
Nevertheless, in an economy characterised by active income bargaining and mark-up pricing
policies, the rise in wages coupled with higher import costs could generate an inflationary
spiral, leading to a vicious circle of real exchange rate re-appreciations. In addition,
imported inflation, following a devaluation, may spark off contractionary shifts in aggregate
supply.

A devaluation can also compound fiscal problems such as debt servicing, especially
where the said debts are to be paid in foreign currency terms, as is often the case with most
developing countries. (More domestic currency is required to purchase the necessary foreign
exchange for the amortization of public loans). Market penetration may also dampen the
extent of export expansion. Within a highly competitive market, a devaluing country may
gain by price-shaving. If, however, her rivals also adopt "beggar-thy-neighbour" policies,
such as competitive devaluations or ad valorem subsidizations, then the effective price
advantages that the initial devaluing country had would be eroded, leaving the real exchange
rate unchanged (Caves and Jones, 1981).

The main dichotomy between the real and monetary theorists is that, while the
monetary approach purports an automatic compression in domestic absorption, the real
theorists believe that (especially in an economy where resources are fully employed)
stabilization could only be achieved by the use of complementary expenditure-reducing
instruments, such as export subsidies, import tariffs and quotas, and other price and quantity
adjustment mechanisms in order to reduce imports, eliminate some domestic consumption of
tradeable goods, and free more resources for export production. The efficacy of these

expenditure-switching policies would, however, be subject to the magnitude of the marginal
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propensity to absorb in the devaluing country. Where the extra consumption and investment
per unit increase in income (marginal propensity to absorb) is greater than one, a devaluation
may worsen the trade balance instead. Equally plausible is the argument that the effect of a
devaluation on the trade balance would be dependent on the arithmetic sum of the price
elasticities of demand for exports and imports in the devaluing country, i.e., on the Marshall-
Lerner condition. The immediate implication of this condition is that, if the country exports
raw materials and other primary goods for which the elasticity of demand is close to zero,
then devaluations will improve the trade balance only if her demand for imports is of at least
unitary elasticity. Similarly, where the country is virtually dependent on imports for the
smooth running of the economy, then the demand for her exports would have to be very
elastic if the balance of payments position is to be improved (Thirlwall, 1989).

The Marshall-Lerner condition has, however, been criticised on the grounds that the
elasticities refer to long term responses, which allow for long run adjustments. In the short
run, export supply elasticities, for instance, may be smaller, especially for the agricultural
and other sub-sectors which face capacity constraints, rudimentary technology, poor extension
services and lengthy gestation periods. Marketing constraints (e.g. storage bottlenecks),
recognition, decision, production and delivery lags as well as forward contracts may also
drive a wedge between the desired and actual responses to price increases in the short run.
Similarly, the highly open and import dependent nature of many developing countries may
reduce the elasticity of demand for imports, leaving import levels undeterred by a
devaluation. These dual effects could lead to stagflation in the devaluing country, forcing
the current account to worsen in the short run, but improve as the economy adjusts in the
long run. The current account may thus experience the J-curve effect. Within such a

scenario, exchange rate depreciation is recommended only for long term export promotion
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targets (Kenen, 1985; Thirlwall, 1982).  In general, the short-term impact of exchange rate
adjustment on output hinges on whether its negative effects on aggregate demand outweigh
its positive impact on supply. As Corden (1985) and Tarp (1993) have pointed out, this
depends on whether output is close to full capacity or not, the short term constraints, the
relative price elasticities of imports and exports, and the shares of tradeable and non-

tradeable goods in total production.



29
Chapter Three

The Ghanaian Export Sector

3.1 Introduction

Ghana’s exports accounted for some 24 % of GDP in 1960. This figure rose to nearly
27% in 1961 before declining steadily to 12.2% in 1966. Thereafter, the share of exports in
GDP rose steadily, averaging some 18.5% in 1971 - 1975 The period between 1975 and
1983, however, witnessed a precipitous decline in the exports share in GDP. During this
period, exports as percentage of GDP declined from 14.5% in 1976 to 2.1% in 1983. The
rising cocoa prices in the late 1970s could not even stave off the decline in exports relative
to GDP. Between 1980 - 1982, for example, the value of exports declined by almost 15 %per
annum. In response to the adjustment measures initiated by the government in 1983, exports
resumed growth, with its share in GDP jumping to 7.2% in 1984 and averaging 15.3% in

1984 - 1993 (Table 3.1)

3.2 The Composition of Exports

Ghana’s exports consist of both agricultural and semi-manufactured goods, which may
be classified as traditional and nontraditional export commodities, respectively. The
traditional export commodities are those which have been produced primarily for the export
market and for which a formal government policy existed in terms of their production and
marketing. They comprise agricultural produce, such as cocoa beans and timber; minerals,
such as gold, diamond, manganese and bauxite; and forestry products, including logs and
sawn timber. Others include aluminium?, coffee and sheanuts. Of the traditional exports,

cocoa alone accounts for more than 60% of total export earnings. Together with the other
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traditional exports they contributed over 96% of total export receipts in the first half of the
1960s, 95% in the 1970s and about 98% in the 1980s. Their share however, declined to
about 93% in the early 1990s. Despite their dominance in the export trade, the share of
traditional exports in GDP declined steadily from an average of 20% per annum in

the 1960s to 2.5% in 1982. The share ranged between 14% and 22.5% of GDP in the early
1990s.

Like the traditional exports, nontraditional exports also suffered from a serious decline
for most part of the 1960 - 1983 period. The share of nontraditional exports in GDP
increased from 0.7% in 1960 to 2.7% in 1969. Thereafter, the share declined steadily,
reaching under 0.1% in 1983. After 1983, however, nontraditional exports resumed growth,
with its share in GDP increasing to 1.6% in 1993.

The decline in the exports/GDP ratio during the 1960 - 82 period was due to several
factors. Prominent among these were the unattractive producer price paid to cocoa farmers,
high domestic costs of production, a breakdown in the road and transport network and the
maintenance of an overvalued exchange rate. The extremely overvalued exchange rate of the
cedi served as an implicit tax on all exports, especially those that could be sold on the
domestic market at a relatively higher price. In addition, exporters were often required to pay
various kinds of levies by the marketing boards and other authorities. Timber exporters, for
example, were required by the Ghana Timber Marketing Board to pay a 3% levy on all
export consignments, a 2% ad valorem fee for the running of the Board’s London office and
another 4% agency commission payable to foreign agents in respect of the value of any
export consignment. These charges, regardless of how necessary they might have been,
raised the costs of production to high levels and tended to discourage exports. Apart from

these policy-induced disincentives, other external factors such as the declining world
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prices and unfavourable weather conditions also had a detrimental effect on export
production.

The recovery in exports after the mid-1980s was mainly the result of the structural
adjustment programme which sought to remove the structural and other bottlenecks that were
responsible for the dismal performance of the export sector and of the economy as a whole
in the 1960 - 1982 period. The economic policies which had direct positive effects on export
performance included changes in exchange rate, restructuring of the marketing boards
including the upward revision of cocoa producer prices, and the granting of various fiscal,
financial and other incentives to encourage producers to move back into the official exporting
activities. Other factors included the rehabilitation of the existing feeder roads, ports and
harbours, improvement in the information network, renovation of existing mines and the

sinking of new ones as well as the inculcation of an export awareness in the general public.

3.3 Traditional Exports

As mentioned earlier, cocoa is the most important traditional export crop, accounting
for about two-thirds of the total export proceeds and almost 30% of total government tax
revenue. In spite of the role of cocoa in the country’s development it was this sector that
suffered the most decline. Cocoa exports’ contribution to GDP fell from more than 16% in
1961 to 1.3% in 1982 (Table 3.2). In volume terms, cocoa exports declined from some 500,
000 tonnes in 1965 to just under 150,000 tonnes in 1984 (Kafe, 1993). The main reasons
for the decline in cocoa production and exports in the 1970s and early 1980s include the low
producer price paid by the Cocoa Ma