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1. Introduction

The aim of this study is to outline the criteria for macroeconomic policy convergence at con
tinental and subregional levels and its relations to macroeconomic policy frameworks at the
national level. In this context, the study examines the scope and constraints to macroeconomic
policy-making at national level and the extent to which it conforms to policy convergence art-
tena.

After assessing general trends in key policy variables at regional and subregional levels based on
aggregate data, the study uses a questionnaire to analyse expert opinion on the objectives, instru
ments and nature of macroeconomic policy and convergence in Africa. The study also provides
rive case studies to examine macroeconomic policy and convergence issues at country level



2. Overview of Macroeconomic Policy

and Convergence in Africa at Regional,

Subregional and REC Levels

There have been numerous efforts made by African decision-makers to promote macroeconomic
policy and convergence as a way to further regional integration. These efforts have been made
either at the regional groupings level (North Africa, East Africa, Southern Africa, Central Afnca
and West Africa) or at the Regional Economic Community (REC) level groupings (i.e. South
ern African Development Community (SADC), Common Market for Eastern and Southern
Africa (COMESA), Economic Community ofWest African States (ECOWAS), Central African
Economic and Monetary Community (CEMAC) and West African Economic and Monetary

Union (UEMOA).

In theory, convergence occurs when the macroeconomic policies pursued by countries move

toward being identical. This movement is believed to be instrumental in increasing trade and
economic growth by reducing the botder effects that lead to fewer trade disputes, thus lowering
transactions costs. In this regard, policy convergence is viewed as one of the essential elements
of fostering regional integration. Similarly, convergence in macroeconomic policies should also
lead to greater economic integration as it increases intra-regional trade in goods, services and
investment. However, misalignment of macroeconomic policy between member countries is
disruptive to economic integration, as it can lead to rent-seeking activities by governments and
private individuals and le legitimate investment opportunities. See the third issue of Assessmg

Regional Integration in Africa (ARIA-III, UNECA, 2008).

In Europe, studies on monetary policy convergence have emerged as the most popular type of
policy convergence research. These studies (for example, Orlowski, 2004; McDonald and Tay
lor 1991; Hagen and Fratianni, 1990) dealt primarily with the performance of the European
Monetary System (EMS) and sought to determine whether the EMS countries were capable of
maintaining the necessary currency peg by following similar macroeconomic policies. As stipu
lated in the Maastrichr Treaty of 1991 for the transition to the final stage of monetary union,

the European Union (EU) adopted some convergence criteria based on major macroeconomic

variables such as inflation rate, long-term interest rate, exchange rate mechanism government

budget deficit and government debt. Similarly, these variables have also been used to promote
macroeconomic policy convergence in Africa.

Several efforts have been made to investigate macroeeonomic convergence in Africa at regional
and REC levels over the recent past. Analysing macroeconomic convergence in Africa yields

two important observations. First, it is anticipated that integration cannot take p ace unless
the economies of participating countries deal with economic shocks harmoniously. Second
for the economies of a given integration area to deal with economic shocks in a coordinated
manner it is very essential that the macroeconomic policies of the major countries involved be
harmonized. A third additional complementary dimension of macroeconomic integration is to

work towards convergence of per capita income (ARIA-III, 2008).



Evidence of macroeconomic convergence

(a) At REC level

An investigation into macroeconomic convergence was undertaken (Ben Hammouda et al

pohcy and fiscal balance for fiscal policy. The study found some evidence of both monetary and
fiscal pohcy convergence in the various African RECs. First, the dispersion of inflation rates
across a Afr.can RECs achieved levels below 10 per cent. Similarly, the fiscal balance disperln
across all Afncan RECs was on the decline, approaching the 5 per cent level. Also observed Jasa
tendency for macroeconomic policy variables such as inflation and fiscal balance, to converge to
he regional mean of each of the RECs. However, this study concluded that despite evidence of
he tendency for macroeconomic convergence in various African RECs, this did not necessarily
lead to economic growth. ■»•"«/

According to UNECA (2008a), income per capita showed no convergence among the thir
teen countnes belonging to East, Central and Southern Africa (Botswana, Burundi, Kenya
Lesotho, Malaw,, Mozambique, Rwanda, South Africa, Tanzania, Uganda, Zambia and Zimba
bwe). Based on country data from these countries during the period 1980-2007, Weeks (2008)

toM^T^ 'T^ *Z (T " middIe-inC°™ —"ies (Botswana, Lesotho
South Africa and Swaz.land) compared to low-income countries (Burundi, Kenya, Malawi, Mo
zambique, Rwanda, Tanzania, Uganda, Zambia and Zimbabwe). Weeks (2008) argued that the
decline m the rate of population growth had partly contributed to the increLe fn per capha
income growth, more for the middle-income countries than for low-income countries '

UNECA (2008a) investigated the degree ofmacroeconomic convergence in the aforementioned
countr.es which are members of the main RECs: SADC (Botswana, Lesotho, Malawi, Mo
^mbique, South Afnca, Swaziland, Tanzania, Zambia and Zimbabwe); COMESA (Bu undi

a, Malawi, Rwanda, Swaziland, Zambia and Zimbabwe); and the East African CommunS
. The main macroeconomic variables used in this paper were inflation for monetary policy

and fiscal balance for fiscal policy. Weeks (2008) found a clear tendency ofpolicy conve 7

z:K5* refl;rd in a substantiai deciine in inflati°n *■ °- **£ *«both tor middle- and low-income countries of the subregion.

Regarding fiscal balance convergence, he assessed the trend in fiscal deficit for middle- and low-
mcome countries with or without development assistance. It was found that middle-income
countries had managed to eliminate their fiscal deficit over the past decades with or withou

WnToT ^^J^ °f **' considerable capacity to increase revenue. HoweCer
Wincome coun nes o each subregion managed to narrow their deficits over the decades onl
in the presence of development assistance. This paper, therefore, concludes that there was no

eTn^ h° 3 COmm°n reVenUe,ShaIe dUC W thC^^ °f—ic«- the sub-egion. Th,s has an important implication for low-income countries in that their priority is to
increase revenue to reduce dependency on development assistance. *

AWA-III, UNECA (2008) was the third in a series of reports that provides empirical evidence
on the progress and prospects of the African integration process, by measuring the level and rat
of convergence of the macroeconomic and financial components on the continent. The repo
investigated the tendency of macroeconomic convergence among the different African REC



and used such variables as inflation for monetary policy, fiscal balance for fiscal policy and per
capita income as criteria. The tests used were the sigma test on the changes in the dispersion^ of
inflation, fiscal balance and per capita income; a unit root test to test for the robustness.of h
convergence; and a co-integration test to examine the existence of any long-run co-movement

of the variables under consideration, across countries within a REC.

According to ARIA-III, UNECA (2008) African countries overall were making tremendous
efforts towards sound macroeconomic policy convergence in areas including inflauon, budget
deficits and economic growth rates. It also noted that integration blocks already in existence as
monetary unions tended to do better in terms of macroeconomic policy convergence. This was
consistent with the idea that macroeconomic convergence was very^^"^'""
gration, especially when that integration included monetary union (Weeks, 2008).

However, ARIA-III found very little evidence of income convergence among countries in the
different RECs, except for UEMOA, which was consistent with the findings of Ben Hammouda
71, 2007b. It argued that the empirical evidence in UEMOA showed a tendency of income
conv rgence where countries in this REC were more compact in terms of their econom.c growth
and income, implying that countries with low initial per capita incomes were grow.ng fester
han those with high initial per capita incomes. Ben Hammouda associated the tendency of slow
or Lited convergence in per capita income among the different RECs, to slow output growth
» Zy African countries^ result of the slow accumulation of factors of production and low
total factor productivity (TFP) was the failure of African RECs to .mprove mtrar,:g>ond rade
and the limited inflow of foreign direct investment (FDI) to the subregion^ For UNECA (2008)
the remarkable diversity of economic growth in African countries contributed to the prevailing

lack of income convergence in Africa.

(b) At regional grouping level

A more recent study by UNECA, (2008b) assessed evidence of macroeconomic convergence in
Afl b s 1 on regUal groupings as opposed to the REC, Due to contiguity there was more

that the countries in these regional groupings would tend towards homogeneity m

ment, this study attempts to extend the review of macroeconomic convergence m Africato the
five regional groupings based on geographical location, namely, North Africa, Southern A&ica,
Eat A&la Central Africa and West Africa. The macroeconomic variables used were inflation,
growth in money supply, public expends (as percentage of GDP) and per capita income.

Similar to other studies, UNECA (2008) applies the common methods for convergence test

nTsuch as the sigma test and unit root test on a series of differences both for mdividua and
piled observation Here, convergence was captured both by using the «B™££^
L regional mean as bench marks for convergence. Given their perceived economic influence
£ eXubregion, five regional leaders were chosen: Egypt for North Africa, Sout> Africa for
Southern AfrL, Kenya for East Africa, Nigeria for West Africa and Cameroon for Centtal Af
rica. A summary of the results of this study is presented below.

(i) Per capita income, As mentioned earlier, this study applied both the sigma test and unit
Lot test (Ac first test to the regional leader and the second test to the regional mean). Both test
; aTed Lost similar results'that is, no convergence in per capita income in the five reg.cW

groupings. According to the results from the sigma test, the incomes In the five subregions had



steadily been diverging for about 20 years from 1986-2006 as shown from their standard de

viations. The divergent incomes were more profound in East Africa, Central Africa and North

Africa. Dispersion of incomes in East Africa increased from $US1, 376 in 1986-1990 to $2,081

in 2000-2006, whereas the average incomes ranged from $85 to $7,019 during the period 2000-

2006. In that same period, income gaps in Central Africa widened from $1,631 to $2,761 with

average incomes ranging from $223 to $6,954. For Central Africa, the profound divergence in

income only occurred in the 2000s when income in Equatorial Guinea increased significantly

from the oil boom. Moreover, in the same period, dispersion of incomes in North Africa in
creased from $594 to $2182.

The unit root tests somewhat confirm the lack of convergence from the sigma test for income

in the African regional groupings. However, limited convergence in income was observed for

Central Africa using the difference series with respect to the regional leader and the pooled dif

ference series with respect to regional mean. This result reflected the fact that before the 2000-

2006 period, incomes in Central Africa were less diverse. In West Africa, limited convergence

in income was also observed using pooled data difference with respect to the regional mean, but

only with the assumption of a common unit root process. In Southern Africa, countries such as

Angola, Lesotho, Mozambique and Swaziland tended to have income convergence, with South
Africa chosen as regional leader.

In fact, this confirmed earlier findings, albeit based on REC classification, where no income con

vergence was traced within the different RECs (ARIA-III, UNECA, 2008) and limited income

convergence was observed (Ben Hammouda et al., 2008). In contrast, UNECA (2008b) traced

the tendency of macroeconomic convergence in all the five regional groupings. This study cited

the recent improvements in macroeconomic environment in most African countries in relation

to low to moderate inflation, low to moderate growth in money supply and small budget defi

cits, as evidence for the prevalence of convergence in both monetary and fiscal policy variables.

(it) Inflation: Unlike the previous results, all tests ofconvergence for the inflation series showed

a tendency for monetary policy convergence among African countries in all five regional group

ings, due to the overall improvement in the macroecpnomic environment in many African

countries. It was observed that the standard deviations of inflation series in all regional groupings

had declined remarkably from the periods 1986-1990 to 2001-2006. During the 1986-1990

period, the estimated standard deviations of the inflation series for Southern Africa, East Africa

and West Africa were all above 20 per cent, with East Africa having the highest at 40 per cent.

During the 2001-2006 period, the dispersion on the inflation series came down to less than 5

per cent for Southern Africa and East Africa and to 6 per cent for West Africa and Central Africa,

which showed strong convergence in monetary policy, as the distribution of the inflation series

varied only by 1.8 per cent. This result was expected since the countries in Central Africa were
members of CEMAC, a monetary union (IMF 2008).

The convergence in the inflation series was supported by the unit root tests using both the

individual series deviation from the regional leader and regional mean. For most countries,

deviations from the regional leader and from the regional mean exhibit stationary behaviour.

This suggests that the differences in their inflation series diminished over time. Convergence

in the inflation series was further supported by the unit root tests on the pooled observations.

Using the series differences from the regional leader, the countries in all the five regional group

ings converged as a group to their regional leaders. For the series deviation from the regional

mean, only North African countries as a group did not tend to converge to their regional mean.



However, as mentioned earlier, almost all the individual countries in North Africa showed con

vergence to the regional mean.

(in) Money supply: Money supply was used as a target variable to stabilize prices. Reserve mon

ey targeting was then a common practice in Africa. The monetary authorities used it to achieve

a target growth rate for a monetary aggregate such as reserve money, Ml or M2. The rationale

for using a monetary aggregate as the intermediate target was the existence of a stable demand

for the monetary aggregate that depended on economic activity and the price levell.

The sigma test of convergence showed that four African regional groups (Southern Africa, East

Africa, West Africa, and North Africa) had a tendency to converge in terms of the growth in

money aggregates. North Africa represented the most homogenous group as shown by its money

aggregates standard deviation of only 3.8 per cent during the 2001-2006 period. Moreover, the

growth in money supply aggregates in North Africa had been relatively stable compared to the

other African subregions. From the mid-1980s to the mid-1990s, Southern Africa and East Af

rica were characterized by their uncontrollable growth in monetary aggregates. This was also true

for West Africa but only extended until the beginning of the new millennium. In the 2000s,

there was moderate growth in money supply in many countries and therefore, the distribution of

growth in money supply series also became smaller, thus, the tendency of countries to converge.

The unit root tests on the growth of money aggregates series deviations from both the regional

leader and regional mean supported the above results. Individually and as a group, the coun

tries in Southern Africa, East Africa, West Africa and North Africa, with one or two exceptions,

showed a tendency to converge to their corresponding regional leader and the regional mean.

Meanwhile countries in Central Africa showed no clear tendency to converge in terms of their

growths in monetary aggregates. The standard deviation of the growth in the money aggregates

series remained relatively stable, ranging between 12 and 14 per cent in the 1991-2006 period

but much higher than the standard deviation of about 4 per cent in the 1986-1990 period. In

terestingly, however, this was contradicted by the results of the unit root tests conducted on the

individual country series deviations from regional leader and regional mean, which showed no

inherent tendency for each country to diverge from their regional leader and regional average.

This was further supported by the unit root tests on the pooled observations.

(iv) Budget expenditure (as percentage ofGDP): The study observed a tendency towards fis

cal policy convergence in four African regional groupings. The only subregion where countries

were diverging in fiscal policy was shown to be Central Africa. It could also be observed that the

divergence in this subregion was very profound with the standard deviation of 22 per cent-in the

2001-2006 period. In that same period, the lowest budget expenditure was 17 per cent while

the biggest was 75 per cent of the GDP. East Africa and North Africa had narrower distributions

with the standard deviations of 4 and 5 per cent, respectively.

Due to insufficient information or lack of data, this study was not able to conduct the individual

unit root tests on the series deviations except for Southern Africa and East Africa, using series

deviations from the regional leader and pooled observations for North Africa. For Southern

Africa, a few countries such as Namibia and Zambia were converging to South Africa while

for East Africa, among the countries tested for fiscal convergence, there were three countries,

1 This derives from the quantity theory of money, which implies that the price level is proportional to the

money supply (Mankiw, 2000).



namely Mauritius, Rwanda and Uganda that tended to have fiscal convergence with Kenya. The

unit root tests on pooled observations on Southern Africa provided weak evidence on fiscal

convergence while no evidence was found for East Africa. The unit root tests on the pooled

observations on the series deviations from the regional leader and the regional mean for North

Africa, suggested a fiscal convergence in the subregion, making the earlier results more robust.

Based on these important findings, this study further recommends that African countries should

form integration groups purely on the basis of their geographical location. It also tries to articu

late the possible advantages African countries can enjoy from such integration. These benefits

include lower transaction costs after formation of trading blocks, due to proximity, and a boost

to economic growth particularly for landlocked countries. Such integration will help foster

growth and minimize income disparity, thereby enhancing income convergence. This will, to

a large extent, depend on the commitment and will of African governments to improve trade,

build infrastructure and encourage free mobility of resources.



3. Survey-based Evidence on

Macroeconomic Policy and Convergence

in Africa

Pro-poor macroeconomic policies: reflections and views of

African countries

In recent years, the debate between proponents of macroeconomic stability as the ultimate goal

of macroeconomic policy and those who advocate pro-poor growth alternative macroeconomic

policies has intensified. The recent growth recovery in Africa has been attributed partly to im

proved macroeconomic stability. However, higher growth has not been translated into employ

ment creation and poverty reduction. Thus, African countries are confronted with the challenges

of both raising and sustaining the growth trend and increasing the impact of growth on poverty

reduction. Against this background, UNECA conducted a survey of countries to capture the

views and reflections of Africans on the design and implementation of macroeconomic policies.

This chapter summarizes the result of the survey.

(a) Characteristics of respondents

Africa hosts a diverse group of countries such as oil rich, mineral rich, island and landlocked

economies. Given this heterogeneity, the survey covered as many countries as possible from

each group. Respondents of the questionnaire included representatives from governments

(central banks, ministries of finance and economic development), and research and civil society

(research institutions, universities, non-governmental organizai'ons (NGOs) and private sector

organi2ations.

The survey was conducted from May to September 2008. Most of the respondents were

contacted via e-mail while some of the questionnaires were filled during the UNECA workshop

convened in Pretoria, September 2008. In total, 140 questionnaires were completed representing

38 countries and covering the four categories: island economies - 2; landlocked economies

- 13; least developed countries (LDCs) - 22; highly indebted poor countries (HIPCs) - 25;

and oil-producing countries - 10. Of the 14 countries that use the CFA as common currency,

the responses from 11 countries were obtained. The majority of the responses came from

government ministries and central banks (56.7 per cent) and the remainder from research

institutions and civil society (43.3 per cent).

The questionnaire was divided into three main parts: Part I dealt with general questions on

national development policies. The focus was on national policy objectives; key national

development strategies; participatory nature of the policy-making process; areas of country

progress in achieving the Millennium Development Goals (MDGs); levels and trends of

poverty; inflation and unemployment; sectors with high potential to spur growth; constraints to

FDI inflows, domestic savings as well as mobilization of domestic resources; and relevant policy

responses to the rise in food and oil prices. Part II analysed the specific macroeconomic policies

and respondents were asked to assess the efficiency, targets and constraints of monetary, fiscal

as well as financial policies in their respective country. Part III dealt with regional integration,



as respondents were asked for their views on the objective, benefits and constraints of

macroeconomic convergence.

(b) Overview of the results

(i) National development policies

According to the sample survey, the three most important objectives of the national development

policy were poverty reduction (79.5 per cent); high growth (64.6 per cent); and macroeconomic

stability (55.1 per cent). Disaggregated responses by different economies (i.e. LDCs, landlocked,

HIPC and CFA-using countries) also reflected similar policy objectives consistent with the overall

sample. However, for oil-exporting countries, the objective of employment and macroeconomic

stability seemed to have the same weight (figure 1).

When asked about the key national strategy, the majority of respondents (64.4 per cent)

identified Poverty Reduction Strategy Papers (PRSPs) as their key national development strategy,

while 28 per cent and 22 per cent of them respectively indicated MDGs and the Medium-term

Expenditure Framework (MTEF) as elements of key strategy. Four respondents did not indicate

their key strategy while only one country specified that it had launched a national strategy other

than that mentioned (i.e. Black Economic Empowerment).

Figure 1: Objectives of national development policy by economies (per cent)

Oil Exporting LDCs Land Locked HiPC Overall Sample

n Poverty Reduction ■ High Growth ■ Employment a Macroeconomic Stability 5 Low Inflation □ Industrial Development D Social Equity

Source: ECA survey ofAfrican countries on macroeconomic policy and convergence, 2008.

The majority of respondents (63.2 per cent) stressed that the national development strategies

had only partly succeeded in ensuring adequate employment-creation opportunities. It was

noted by 27.1 per cent of the respondents that the national development strategy of their

country fully integrated employment- creation opportunities, while for others (9.8 per cent) the

integration was not at all satisfactory.

In most parts of Africa, according to the survey result, the Ministry of Finance and Economic

Planning (MoFEP), was effectively in charge of implementing national strategies using PRSPs

(61.4 per cent) and MDGs (57.5 per cent). In some cases, it was found that the Office of

the President (13.8 per cent) and the Prime Minister (12.4 per cent) were fully in charge of

the PRSP. However, some respondents noted that the Central Bank (6.7 per cent) and other



government agencies (6.7 per cent) were in charge of the PRSP. Similarly, some respondents

indicated that the Office of the President (16.7 per cent) and the Prime Minister (10.8 per cent)

were executing effective control over the MDG strategy. Only very few respondents noted that

the Central Bank (6.7 per cent) and other ministries (10.9 per cent) were in charge of the MDG

strategy (table 1).

Table 1: Implementing body of national development strategy (per cent)

Who is effectively in Office of the The Prim© MoFEP Central Other

- -rf: President Minister Bank ministries

PRSP 13.8 12.4 61.4

MDGs 16.7 10.8 57.5

Source: UNECA, Survey 2008.

Regarding the nature of policy-making process, 46.8 per cent of the respondents rated it as ad

equately participatory, while 35.3 per cent and 15.1 per cent stated that it was not participatory

enough and highly participatory, respectively. Only 2.9 per cent rated it as not participatory at

all. In addition to government ministries, various institutions were involved in elaboration of the

main development strategies. The most important international institutions included the World

Bank (WB), United Nations Development Programme (UNDP) and the European Union (EU)

(32.6 per cent); followed by national research institutions (21.9 per cent), NGOs (21.4 per

cent), and business associations (20.9 per cent). The results indicated that the involvement of

international institutions was more profound for HIPCs as opposed to the whole sample.

(ii) Poverty, inflation and unemployment

Overall, 36.4 per cent of respondents claimed that the statu; of poverty in their country had

been declining; 32.9 per cent said the opposite, while 30.7 per cent noted that poverty had been

stagnant. On the other hand, 60.7 per cent of respondents expected poverty to decline (as most

countries set poverty reduction as a priority in their development agenda) over the next 5 to 10

years; while 17-9 per cent expected poverty to increase. Still 21.4 per cent of respondents antici

pated poverty to stagnate over the specified period.

According to the results, 62.9 per cent of respondents said that inflation was at a reasonable

level, while 37.1 per cent indicated that inflation was too high. As the integration of employ

ment creation into national development strategy was only partial, 68.1 per cent of respondents

pointed out that unemployment had been increasing over the past decades. However, 47.5 per

cent expected unemployment to decline over the next 5 to 10 years, with 28.8 per cent claiming

the contrary.

Identifying the mostrelevant economic activity that can spur growth and employment opportunity

is imperative. A relative majority (51.9 per cent) of respondents ranked the agriculture sector

as having the most potential to spur growth and employment, while services (25 per cent) and

manufacturing (24.8 per cent) were ranked second and third respectively. While attracting FDI is

very important to support economic growth, most respondents argued that political instability,

underdeveloped financial markets and the perceptions of foreign investors about Africa were

the three most important constraints discouraging FDI inflows. Respondents identified three

significant constraints in order of importance: low income, low deposit interest rates and little

access to financial institutions.



African governments need to focus on identifying the relevant policy interventions in order to

prevent the possible negative effects of global inflation. In this regard, respondents identified

the three most important policy responses to the increase in food prices. The first policy

response should emphasize agricultural research expansion, while the second and third policy

responses should focus on reducing domestic taxes on food and building strategic grain reserves,

respectively. Regarding the rise in oil prices, the three policy responses noted by respondents in

order of importance focused on: international support for oil-importing countries; subsidizing

oil imports; and pursuing restrictive monetary policy to contain inflation.

(c) Specific macroeconomics policies

(i) Institutional aspects

African countries have been undergoing public sector reforms in various areas such as

taxation, expenditure management, corruption, privatization and a public sector performance

management system. The survey result revealed that tax structure and administration (26.5

per cent), expenditure management (24.5 per cent), combating corruption (24 per cent) and

privatization (21.6 per cent) were essential areas for public sector reforms. Only 3.4 per cent

included a public service performance management system in their reform.

It is believed that policy coordination among different government ministries is imperative

to make policy effective. In this regard, most respondents (50.4 per cent) noted that the level

of cooperation and coordination among government agencies was effective, while 30.1 per

cent pointed out that the level of coordination was not effective and 19.5 per cent found it

effective. When asked to explain about the division of labour among ministers with regard

to the formulation and implementation of national development plans, only 30.1 per cent of

respondents said that it was clear enough, while 50 per cent felt that it was somewhat clear; and

19.9 per cent noted that it was not clear. This implies that African governments should promote

policy coordination among ministries, and also make the division of labour among ministries

clearer.

(ii) Monetary policy

An -autonomous Central Bank is believed to be essential to effective implementation and

monitoring of macroeconomic policies. In the survey, 92 per cent of the respondents believed

that the Central Bank had exercised effective control over monetary policy. Only 1.6 per cent

of respondents noted that the Office of the President controlled monetary policy, while 2.4

per cent believed it was controlled by the Prime Minister and 4 per cent by the Ministry of

Finance and Planning. In relation to the main targets of monetary policy, 42.2 per cent of the

respondents identified controlling inflation as top priority, while 29.5 per cent believed the

main goal to be exchange rate stability; whereas 21.8 per cent, and 6.5 per cent, respectively,

maintained that economic growth and employment creation should be the main objectives of

monetary policy (figure 2).



Figure 2: Main targets of monetary policy (per cent)

Source: UNECA, Survey 2008.

For many African countries, food prices (42.5 per cent) constitute the main components for the

increase in overall inflation. The second important cause of inflation is energy prices (27.5 per

cent) while in the third case, respondents view inflation as imported inflation (19 per cent). To

reduce inflation, Central Banks use various tools such as money supply, interest rate and exchange

rate. Controlling the money supply was ranked first (51.2 per cent) as the most effective tool

in controlling inflation, followed by interest rate and exchange rate adjustments. However, only

32.1 per cent of respondents claimed that the Central Bank was very successful in controlling

inflation, while 54.5 per cent viewed the Central Bank as only somewhat successful, and 13.4 per

cent noted that it was not successful at all.

It seemed that national currencies in most African countries were reasonably valued, as confirmed

by 69.5 per cent of the respondents. Some 19.1 per cent of the respondents pointed out that

their national currency was overvalued; a phenomenon which according to respondents were

caused by external factors (47.8 per cent), the regulation of Central Bank (21.7 per cent); and

external resources inflows (26.1 per cent). On the other hand, only 11.5 per cent of respondents

believed that national currency was undervalued largely due to weak economic performance

(46.7 per cent), external factors (33.3 per cent) and Central Bank regulation (20 per cent).

Our analysis indicated that most countries imposed restrictions on capital flows as confirmed

by a relatively large number (53 per cent) of respondents. However, 59.4 per cent stressed that

the restrictions on capital flows should be maintained.

Regarding the transparency of monetary policy, 57.8 per cent believed that monetary policy was

somewhat transparent, while only 22.2 per cent and 20 per cent viewed it as very transparent

and not transparent, respectively.

(Hi) Fiscalpolicy

As 77.2 per cent of the responses revealed, the Ministry of Finance, Planning and Economic

Development was fully in charge of implementing and monitoring fiscal policies. About 17.9 per

cent of the respondents also indicated that the Central Bank controlled fiscal polices. However,

according to respondents, the Offices of the President and Prime Minister had no significant

control over fiscal policies. Some 37.8 per cent and 32 per cent of respondents believed that



maintaining fiscal balance and ensuring growth was the main target of fiscal policy in African

countries. About 15.6 per cent of respondents indicated that employment creation and curbing

inflation were also considered important under fiscal policy objectives.

Our results indicated that 51.1 per cent of respondents viewed fiscal policy as somewhat

transparent. For 30.4 per cent, fiscal policy was hardly transparent, while only 17.8 per cent

claimed that it was very transparent. Nearly half (47.4 per cent) of respondents pointed out that

the parliament was not effective at all in formulating budget or at monitoring the functioning

of public finances. However, 45.2 per cent of respondents claimed that the parliament was

effective and only 7.4 per cent of them noted that it was very effective. Based on the survey

result, it was also learned that many African countries had started gender-sensitive budgeting,

with 62.7 per cent of respondents noting that their governments had started gender-sensitive

budgeting, but only in some sectors; and 7.5 per cent of them indicated such budgeting for

all sectors. In contrast, 30 per cent of them argued that their governments had not yet started

gender-sensitive budgeting programmes.

Fiscalposition: According to the survey results, the three priority sectors in planning and al

location of government expenditure in order of importance were education, health and social

infrastructure. On the other hand, respondents noted that the three main sources ofgovernment

revenues in order of importance were VAT, income taxes and profit taxes. While it is imperative

for African governments to strengthen their domestic revenue bases and reduce dependency on

foreign aid, only 11 per cent of respondents argued that their governments were very successful

in domestic revenue mobilization; whereas 23.5 per cent of respondents said they have not been

successful at all. The results also showed that 47.1 per cent of the respondents claimed that bud

get deficit was somewhat a problem in their countries, while 22.8 per cent said it was very much

a problem and 30.1 per cent thought it was not a problem. The respondents noted that the main

causes of budget deficit were excessive spending by governments (52.8 per cent) and insufficient

revenues (42.3 per cent). Only 4.1 per cent believed that budget deficits occur due to external

factors. As a way to reduce budget deficits, respondents identified three recommendations, the

most important measure being: Reduction in government spending followed by scaling up for

eign aid; and borrowing from both external and domestic sources respectively.

Figure 3: Fiscal policy objectives by economies (per cent)

Oil-exporters LDCs Land-Locked HIPC CFA Whole sample

Fiscal Balnce C Inflation tn Growth 0 Employment

Source: UNECA, Survey 2008.



Many African countries have undertaken measures to improve their tax policy and administration

in order to broaden their tax base. However, the progress of such reforms has been only

somewhat effective as noted by most respondents (63.4 per cent); while it was effective for

some (11.2 per cent), for others it was not effective at all (23.9 per cent). The survey result

revealed that the prevalence of corruption, impunity of tax evasion and low income respectively

were identified as the three most important constraints against ensuring effective tax revenue

mobilization.

Externalposition: The external position had weakened for most African countries. It was found

that the level of domestic debt was high (38.2 per cent), reasonably high (30.1 per cent), low

(13.2 per cent) and very high (11 per cent). Only 7.4 per cent of respondents pointed out that

this was not a problem. Results showed that 26.7 per cent of respondents indicated that the level

of external debt for their country was high, reasonably high (25.2 per cent), very high (20.7 per

cent), low (20 per cent) and not a problem (7.4 per cent). Excessive borrowing and low growth

rate was identified as the first and second main causes of external debt problem (24.5 per cent),

whereas an equal proportion of respondents noted that the third problem was related to matu

rity mismatch and a volatile exchange rate.

(iv) Financial sector policies

The lending interest rate turned out to be too high in Africa as confirmed by most (56 per

cent) of respondents. For 40.3 per cent of them the interest rate was reasonably high but only

3.7 per cent of them claimed that it was too low. On the contrary, the majority (64.4 per cent)

of respondents emphasized that deposit interest rates were too low while 28 per cent of them

noted that it was at a reasonable level. Only 7.6 per cent of them viewed deposit interest rates

as too high (figure 4).

Figure 4: Level of lending vs. deposit interest rates (per cent)

H Lending interest rates ■ Deposit interest rates

Source: UNECA, Survey 2008.

According to respondents, the three most important causes of high interest rates, in order of

importance, were lack of competition in banking sectors; high credit risk; and macroeconomic

instability and uncertainty.
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Numerous banks in many African countries have been constrained by various factors in trying

to extend loans. The survey result revealed that the first most important factor constraining

bank lending was the perception of high credit risk, followed by lack of competition in the

banking sector. Respondents assessed the Central Bank in terms of supervision and regulation

of financial institutions and noted that it was somewhat effective (60.9 per cent), effective

(30.1 per cent) and ineffective (9 per cent). The three most important obstacles to effective

banking supervision and regulation of financial institutions in order of importance included

lack of technical capacity (at the Central Bank); political interference; and inadequate rules

and procedures (obsolete, not adapted to circumstances). Respondents also identified the three

most important causes of bank failure. These, in order of importance, were high credit risks,

inadequate lending strategies and political interference. Regarding impediments to access to

credit, the three substantial constraints identified, in order of importance, were high collateral

requirements, high interest rates and low income.

Regional integration: The survey result confirmed that macroeconomics convergence was a

necessary condition for successful integration, as supported by the overwhelming majority (91.7

per cent) of respondents. When asked about the objectives in relation to macroeconomic con

vergence in the subregion, 31*6 per cent of respondents cited inflation, followed by fiscal deficit

(27.7 per cent), exchange rate stability (18.6 per cent) and interest rate (15.3 per cent). It is

important to note that the monetary policy target for each respective country (mostly inflation

controlling) and fiscal policy target (mostly fiscal balance) were consistent with the objectives of

macroeconomic convergence in the subregion (figure 5).

Figure 5: Objectives of macroeconomic convergence (per cent)

Inflation Fiscal Deficit Exchange rate

stability

Interest rate Tarrife

Source: UNECA, Survey 2008.

The benefit of regional integration among regional groupings in Africa is beyond doubt. This

was confirmed by respondents as the majority (56.7 per cent) of them found regional integration

as very beneficial to their countries and 40.3 per cent of them said it was somewhat beneficial.

Only 3 per cent noted that regional integration was not beneficial to their countries. The three

most important constraints to successful regional integration identified by respondents, in order

of significance were inadequate infrastructure; poor technical and administrative capacity; and

inconsistent regulatory systems. '



4. Case Studies of Macroeconomic Policy

and Convergence in Africa

(a) Macroeconomic policy and convergence in Botswana

(i) Introduction

Botswana, a middle-income country with enormous mineral resources, has been perceived and

praised by the international community as a beacon of stable democracy; strong macroeconomic

performance and transparent and prudent management of its resources. Empirical evidence

shows that there has been significant structural transformation of the economy for the last three

decades. The high dependence on the capital-intensive diamond mining sector, has contributed

very little to improve the high levels of unemployment in the country. The Government remains

the largest employer in the economy, reaching about 42 per cent of formal employment by the

end of 2005 (Botswana Statistical Appendix, IMF, 2007).

In the last three decades, the rapid economic expansion of Botswana has been attributed to

good governance, a stable political climate and sound management of its wealth of diamond

deposits. Diamond revenue allowed the Government to become the largest employer with an

average wage rate well above those in the informal and private sectors, which contributed to

tilting the preferences of workers toward limiting job searches in the public sector. In addition,

the government has provided various types of social safety nets, which in some cases also

provided a disincentive to seek further job opportunities for those currently unemployed. As a

consequence, unemployment has been relatively high for long periods. In addition, HIV/AIDS

infection rates are amongst the highest in the world and threaten the impressive economic gains

of Botswana, over the last few decades.

The purpose of this paper is to review the overall macroeconomic policy framework of

Botswana, to outline key regional convergence benchmarks, assess their adherence to those

benchmarks and to investigate whether or not achieving such targets will improve or constrain

future macroeconomic performance. In particular, the paper will try to analyse how convergence

guidelines affect macroeconomic policy, what are the challenges and how those challenges are

addressed. The paper will also analyse the long-term economic situation of the country and

contrast it with SADC as a whole in the context of macroeconomic convergence.

(ii) Background of macroeconomic policies

Historically, Botswana has consistently performed in terms of growth for almost three

decades. The country has maintained one of the world's highest economic growth rates since

independence in 1966. After growing to an average annual rate of almost 10 per cent between

1980 and 2000, there has been a significant slow down in growth since 2000. Real GDP growth

averaged 4.8 per cent per year between 2001 and 2008, well below the 7.5 per cent it averaged

since 1980. Incidentally, there was a sharp decline in the growth rate of mining sector, which

went from an average annual growth of 9 per cent for the period 1980-2008 to 4.5 per cent

between 2001 and 2008, which could explain the relative slow growth performance, given the

high share of the sector in GDP (56 per cent of GDP since 1980).

The Government's main planning document is the National Development Plan (NDP), which



outlines the development priorities for the plan period and the policies, programmes and

projects the Government will implement in pursuit of these priorities. The Ministry of Finance

and Development Planning has the task of implementing, directing and coordinating NDPs.

The latest completed NDP, NDP-9, covered the period April 2003 to March 2009 and served

as the basis for preparation of NDP- 10, which covers the period April 2009 to March 2015.

In 1997, the Government, in concert with Parliament, adopted Vision 2016, which is a long-term

commitment to achieve key macroeconomic and development goals by year 2016. Vision 2016

calls for efforts to improve education, foster competition through innovation in production,

improve transparency, democracy, security and safety, as well as to promote economic and social

justice (NDP-9).

The Government established two key agencies to help promote entrepreneurship and private

initiative. In August 2001, the Citizen Entrepreneurial Development Agency (CEDA) was

established to help support business development and promote citizen entrepreneurship by

offering low cost financing to support existing small and medium enterprises (SMEs) and

the creation of new ones; and also by providing management skills training, monitoring and

mentoring. The Local Enterprise Authority (LEA) was established in 2003 by the Ministry of

Trade and Industry to complement CEDA. The main mandate of LEA was to provide guidance

and training for existing and new SMEs; and technical assistance to improve operational

efficiency and competitiveness in existing and new firms.

Botswana has had an impressive economic performance the last two decades. Diamond mining

has fuelled much of the expansion and currendy accounts for more than one-third of GDP

and for 70 to 80 per cent of export earnings. The extractive industries sector grew at an average

of 8.41 per cent between 1980 and 2008. However, the industry has slowed down significantly

since 2001, averaging less than 5 per cent. The services industry has also shown significant

growth potential, following a growth pattern almost similar to the extractive industries sector,

averaging 9 per cent for the 1980-2008 period; but slowing down to 5.6 per cent since 2001. In

addition, the share of value-added tax (VAT) in the services sector increased from 35 per cent
in 1980 to almost 50 per cent in 2008.

Fuelled by the strong growth performance recorded since 1980, real GDP per capita increased

207 per cent, reaching $6,072 in 2008, up from $1,653 in 1980. The Government has remained

the largest employer given the low level of development in the private sector; and the fact that

the mining industry has accounted for only 3 per cent of formal employment Between 1970

and 2005, about 55.5 per cent of the population lived below the national poverty line (around
$1.23 a day).

Botswana has one of the highest HIV/AIDS infection rates (roughly 35.4 per cent of adult

population), and HIV prevalence (up to 32 per cent) in the world. Addressing the HIV issue has

put tremendous pressure on social development (Human Development Report 2007/2008) and

has certainly had an impact on population growth, which went down from an average of 2.8

per cent between 1980 and 2000, to an average of 1.3 per cent between 2001 and 2008 (HDR
2007/2008).

In Botswana, unlike many newly industrialized economies, non-mining manufacturing has not

been a dynamic labour absorber. Rather, its share in GDP has been declining. The proximity to

its neighbouring giant South Africa may also have deterred efforts to build the manufacturing



sector. South Africa, with its large domestic market and abundant labour supply, has a strong

competitive advantage over Botswana; it may be cheaper for Botswana to import from South

Africa than to manufacture goods domestically. The large diamond endowment and subsequent

reliance on natural resources may have diminished its need to coordinate labour supply and

demand, which can slow down industrialization. Further, rich natural resources have lessened

political incentive to pursue difficult policies to build a non-mining manufacturing export sector.

Experiences from emerging market countries show that resource-poor countries tend to grow

through internationally competitive industrialization. Their governments tend to abandon closed

trade policies at a low per capita income. Also, since commodity exports are limited, labour-

intensive manufactured exports expand rapidly and soon absorb excess labour. This allows

the economy to diversify within the skill-intensive manufacturing sector and later to enter into

competitive capital-intensive industries so that the economy becomes more resilient to external

shocks (World Bank, 1993).

(iii) Recent economic developments and achievements of SADC

macroeconomic convergence targets

Botswana is a member of SADC, whose goals are economic cooperation and integration, as

well as political and security cooperation among the 15 member States. Member States agree

that in order to achieve and maintain macroeconomic stability, they need to converge on

stability-orientated economic policies implemented through a sound institutional framework.

Macroeconomic stability is a desirable outcome of macroeconomic convergence in the

subregion, which is measured and monitored by the following indicators:

• The rate of inflation

• The deficit/GDP ratio

• The ratio of public and publicly guaranteed debt to GDP

• The balance and structure of the current account.

The Committee of Ministers for Finance have established a collective surveillance procedure to

monitor macroeconomic convergence in the Southern Africa, determine specific targets, assess

progress relative to thesetargets and provide advice on corrective actions (table 2). To promote

cooperation among members, each country is expected to formulate, implement and maintain

fiscal and monetary policies that are transparent and consistent and that contribute towards

macroeconomic convergence while minimizing negative spill-over effects on other member

States.

Table 2: Macroeconomic convergence targets for SADC, 2008-2018

Convergence Indicators (%)

Annual Inflation Rate

Deficit/GDP

Debt/GDP

Current Account Deficit/GDP

Source: (insert details)

2008

<9.5

<5

2012

<3

2018

<3

<3



Inflation

Historically, inflation has been relatively high in Botswana, averaging double digits annually

between 1980 and 2008. Annual inflation averaged 11 per cent between 1980 and 1996, but

since 1997 it has gone down to 8 per cent. From 1990 to 2000, inflation varied between 6 and

12 per cent. With the exception of 2006 (11.5 per cent) and 2008 (12.62 per cent), Botswana

has generally met the SADC convergence target. Increased inflation in 2006 was mainly due

to the 2002 introduction of the value-added tax (VAT) and the 2005 devaluation of the Pula

(Botswana's currency). The 2008 inflation was due to the spike in commodity prices recorded

by the middle of 2008. The main driver of inflation in SADC as a whole and in Botswana in

particular, was South African inflation, as nearly half of the consumer price index (CPI) basket

was comprised of imports, of which over two-thirds originated in South Africa.

One possible explanation for the difficulties encountered in bringing the inflation in Botswana

down to average international or regional levels is productivity differences. There is evidence

that Botswana has suffered from negative TFP growth in recent years (Leith, 2005, pp. 109-

112). Assuming that other countries have experienced higher, positive productivity growth,

the productivity story provides a structural explanation for persistent inflation in Botswana.

Bringing it down will therefore require concerted initiatives to bring about structural change in

the economy through improved productivity growth (SADC, 2006).

In 2008, Botswana did not meet the convergence target, but there was growing optimism that

targets could be met for 2012 (5 per cent) and 2018 (3 per cent) given the tight monetary

policies pursued by Botswana and the Central Banks of South Africa; and easing of worldwide

inflationary pressures due to the global downturn.

Deficit/GDP ratio

Botswana has a long history of budget performances, with surpluses recorded for twenty of the

last 29 years, with an annual average of 6 per cent of GDP since 1980. With increased diamond

production, increased earnings from foreign exchange reserves at the Bank of Botswana; and

increased revenues from the Southern African Custom Union (SACU) as a share of GDP

averaged around 41 per cent between 1980 and 2008. However, the last four years have seen

revenues as a share of GDP decrease from 41 per cent in 2005 to 34 per cent in 2008 as a result

of decreasing diamond production, especially in 2008, coupled with slumping world demand.

In terms of convergence of the fiscal balance/GDP, Botswana has consistendy met the target

of a deficit of less than 5 per cent of GDP since 1980, except for 1998 when the deficit was 6

per cent of GDP.

The current economic crisis has put tremendous pressure on the overall budget balance.

Increase in revenue from high commodity prices during the first half of 2008 was not enough

to compensate for the loss of revenue, as global commodity prices and demand plummeted by

the end of 2008. The overall budget surplus/GDP declined to 3.9 per cent in 2008, down from

4.77 per cent in 2007 and was expected to worsen during 2009 to a 12 per cent deficit/GDP

ratio. Without proactive measures from the Government, Botswana will fail to meet the 3 per

cent target for the 2012-2018 period.



Debt/GDP ratio

Botswana's external debt position has been relatively favourable for the last three decades or so.

Their overall debt stock has been very low and has consistently been exceeded by government

balances at the Central Bank for many years. At their peak in 1998, Botswana's Government

balances at the Bank of Botswana represented 110 per cent of GDP. That amount has been

declining since 1998 but was relatively still high in 2008, at 70 per cent of GDP.

High government balances at the central bank combined with surpluses on the budget balance

and the current account of the balance of payments (BoP) have eliminated the need to borrow

either domestically or internationally, resulting in relatively low levels of debt. Total debt/GDP

has averaged around 12 per cent between 1980 and 2008, and even lower since 2000 when it

averaged only 5 per cent. The country has consistendy met the SADC debt/GDP ratio target

of less than 60 per cent, and is expected to continue to meet those targets for the 2008-2012

period, despite an expected increased of debt/GDP ratios of 19 per cent and 25 per cent in

2009 and 2010, respectively.

Current account deficit/GDP

The current account to GDP ratio has remained in surplus since 1995 and has increased even

faster since 2004, reaching a level of 19 per cent in 2007, before decreasing to 7 per cent in

2008. Export performance, the main determinant of the current account, has been relatively

impressive for the past two decades. Exports grew at an annual average of 9 per cent between

1980 and 2008, while imports were growing at a relatively slower pace of 4 per cent. Increasing

earnings from diamonds have supported a trade surplus for over two decades and made it easy

for Botswana to run a surplus on the current account.

However, one other important sector is services trade. In 1995, services receipts represented 10

per cent of merchandise export receipts, but by 2005, the share of services had almost doubled

to 19 per cent, although it had decreased to 15 per cent by the end of 2008. In particular, most

services receipts came from travel and tourism, which combined, have become the second

largest export commodity, after diamonds. While the structure of exports has significantly

changed, the overall structure of exports, including services has become more diversified.

As the current slowdown continues to unfold, exports earnings are expected to decline

significantly and will put pressure on the country's external position. The current account

balance per GDP is expected to decrease further in 2009 but will remain positive to allow

Botswana to continue achieving the SADC current account deficit/GDP target of less than 9

per cent of GDP for the 2008-2012 period.

(iv) Government finances, fiscal policy effectiveness and macroeconomic

convergence

One of the main challenges for Botswana's overall development strategy is to restrain the growth

of Government expenditures, ensure budget sustainability, while at the same time meeting key

macroeconomic convergence targets as a member of SADC. Some of the key recommendations

of the various NDPs require increasing government revenues, while at the same time reducing

expenditures. However, the expenditure nature of many of the key goals of Vision 2016, which



calls for increased spending on infrastructure, productive capacities, as well as social services,

make it relatively challenging to meet the SADC budget balance convergence target. Ensuring

budget sustainability without significandy cutting spending would require broadening the tax

base and diversifying revenue sources.

To promote transparency and sustainable economic growth, NDP-9 called for accountability

in the management of mineral resources and the use of those revenues for investment in

production instead of consumption. By keeping the level of non-mineral revenue higher

than the level of non-investment recurrent expenditure, the Government could then ensure

that non-mineral revenue can finance current consumption, thus easing pressures on the

country's external balance position and its ability to meet the current account convergence

target. Notwithstanding, the anticipated slowdown in growth as well as production of diamond

exports, in achieving the medium- to long-term current account target of less than 5 per cent

deficit per GDP, will require diversification of exports.

Government efforts undertaken were all aimed at improving the overall macroeconomic

conditions, meeting the macro convergence targets, while at the same time achieving the main

goals of Vision 2016. However, despite all the initiatives to diversify the economy, it is still highly

dependent on revenues from sales and profits in the extractive industry. Diamond revenue

accounted for more than 70 per cent of exports and 37 per cent of total revenues in 2008. The

increase in commodity prices recorded by mid-2008 created a windfall in foreign reserves, which

allowed the country to be well equipped to mitigate the impact the global downturn.

Table 3: Public finances (current prices as a per cent of GDP)

Total revenue and grants 34,58 37.1 42.82 36.17 34.90 26.91

Tax revenue 23.12 27.5 39.71 35.44 32.43 25.39

Total expenditures 34.62 39.11 35.66 31.12 38.8 38.90

Current expenditures 20.27 17.37 25.54 28.71 27.1 23.74

Capital expenditures 14.48 16.57 10.18 9.22 9.14 7.46

Overall budget balance -0,02 -1^74 8.87 4.77 -&9 -12

Source: "The Bank of Botswana; EIU; and authors calculations.

The economic crisis had a significant impact on diamond sales and global trade. Enormous

pressure was placed on the Government to maintain fiscal sustainability, given its commitments

to increase spending in support of social support programmes, and at the same time, reign in

spending, given the decline in government revenues. Tax revenues as a share of total revenues

increased considerably since 1980, going from 23.12 per cent to 32.43 per cent in 2008. During

this period, total expenditures as a share of GDP also increased from 34.62 per cent to 38.8

per cent in 2008 (table 3). Some of the factors that contributed to worsening the overall budget

balance per GDP ratio were: continued high spending for major infrastructure projects; the 15

per cent salary increase across the board in public administration; and the decline in revenue

from SACU.

Maintaining fiscal sustainability requires containment of the long-term upward expenditure

trend. The policy framework laid out in the mid-term review of NDP-9 contained a commitment

to maintain fiscal stability, a balanced budget and to cap public spending at 40 per cent of GDP

through to 2009. The 40 per cent expenditure target was related to the medium-term expected



level of government revenues. If this objective could be achieved, the result would be a balanced

budget, placing Botswana comfortably within the SADC deficit target of 5 per cent of GDP.

There are very high levels of expectations regarding the ability of government to provide

services to the population, which may make it difficult to contain expenditure growth. Indeed,

a very high dependence upon government is one of the major challenges facing Botswana,

as it attempts to diversify the economy and maintain macroeconomic stability. Variations in

government spending tend to have a considerable effect on the growth rates of other sectors

of the economy and if other areas of the economy are growing slowly, demands for higher

government spending increase.

SACU revenues are likely to decline as trade liberalization generally leads to reduced tariff levels.

Mineral revenues are also likely to grow slowly as production from the three main diamond

mines reach a plateau. Therefore, as the economy diversifies away from dependence upon the

diamond sector, the medium- to long-term revenue is likely to decline as a share of GDP. If so,

expenditure will eventually need to be reduced as a percentage of GDP below 40 per cent, if

overall budget balance is to be maintained.

(v) Monetary policies and macroeconomic convergence

The Bank of Botswana (the country's independent Central Bank), conducts its monetary policy.

Since its inception, the main objective of the Bank has been price stability. Monetary authorities

use the interest rates and exchange rate policies to control the overall price level and demand for

goods and services. The Bank uses interest rates and open-market operations to affect demand

conditions in the economy and, ultimately, the rate of price changes. In this regard, changes

in interest rates and the availability of funds that can be given as a loan influence choices with

respect to credit demand and savings and in turn, the determination of aggregate demand.

Domestic demand conditions, along with other factors such as foreign inflation, the exchange

rate, and changes in administered prices and taxes contribute to the level of inflation. Controlling

inflation will help Botswana maintain competitiveness but specifically maintain stability of the

real effective exchange rate.

To prevent currency overvaluation and the potential devaluation that could ensue, Botswana's

Central Bank sets the objective of keeping inflation below or close to the weighted average

of the inflation rate of its major trading partners. The Bank also uses intermediate targets to

influence domestic demand. Given the impact of expenditures on public consumption and

investment on domestic demand, the rate of growth of government expenditures is also used as

intermediary targets. Since 1980, government expenditures have increased at an annual average

of 18 per cent, an increase that was even more pronounced between 2006 and 2008, with an

annual average increase of 23 per cent.

Overall, the Bank has maintained relatively tight interest rate policies for the last three decades,

with its lending rate averaging 14 per cent annually. One of the main objectives of its interest rate

policy was inflation control, which needed to be balanced with saving and investment decisions

by keeping real interest rates high enough to provide positive return to savers, while at the same

time preventing them from being so high that they would discourage private borrowing to

finance viable investment projects. However, reaching the target for inflation convergence may

impede its support to stimulate domestic demand in response to the global downturn, which

could limit its space for further rate increases.
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The Central Bank adopted a tight monetary policy between 2005 and 2006, increasing its

lending rate by 25 and 50 basis points in 2005 and 2006 respectively. In 2008, the lending rate

was increased by 50 basis points each in May and June 2008 to 15.5 per cent. In response to a

more positive inflation outlook toward the end of the year, the bank rate was reduced by 50

basis points to 15 per cent in December 2008. Open-market operations were also supportive of

monetary policy by absorbing excess liquidity in the banking system and maintaining the desired

level of interest rates. In 2009, the Bank of Botswana embarked on a set of aggressive rate cuts

to increase the availability of credit and boost domestic demand and private investment. By the

end of June 2009, the Bank's lending rate stood at 13 per cent. Inflation looks set to fall further

in the short term and more rate cuts are expected, if only to prevent real interest rates from
rising too high.

In terms of exchange rate policy, the Bank of Botswana maintained a fixed peg since its inception

until after the 2005 devaluation of the Pula. Since 2005, the Bank has been implementing the

crawlingband exchange rate mechanism that is aimed at maintaining international competitiveness

of domestic producers. Attaining inflation equal to that prevailing in trading partners, would

indicate that the country would maintain price competitiveness at a given level of the exchange

rate. However, in the event that the inflation objective is higher than the forecast inflation in

trading partner countries, a downward crawl of the Nominal Effective Exchange Rate (NEER)

would be required to maintain international competitiveness of the domestic industry.

(vi) Conclusion and way forward

During the last three decades, Botswana has risen from an underdeveloped, low-income country

to become semi-industrialized and attain middle-income status. Large diamond resources have

led the country to unprecedented economic growth and relative improvements in the living

conditions of average citizens. However, the country's dependency on the capital-intensive

mining industry has done little to improve the historically high levels of unemployment. Sizable

revenue from diamonds have given the government little incentive to diversify the economy

despite numerous initiatives; and made it difficult to follow through on painful labour market

reform. Instead, the Government has been the largest employer both in size and in wages as a
share in the economy.

The global economic downturn, which started in the United States of America and parts

of Europe, affected international capital movements and global demand in commodities. In

particular, the diamond sales which led Botswana's real GDP growth by a meagre 2.9 per cent,

was expected to shrink by 10.42 per cent according to recent International Monetary Fund

(IMF) forecasts. Slow economic growth will make it difficult to meet the medium- and long-term

macroeconomic convergence targets (2012 and 2018) laid out in SADC convergence guidelines.

In terms of macroeconomic convergence, Botswana has had mixed results. The country has

consistently met the targets for budget deficit/GDP (less than 5 per cent in 2008), but would

not meet the target for the 2012 and 2018 period with the deficit/GDP ratio expected to rise to

12 per cent in 2009. The debt/GDP target has also been met consistently. Despite projections

that it would increase to 19 per cent and 25 per cent in 2009 and 2010, respectively, it was

expected to remain well below the 60 per cent target. The current account per GDP target of

a deficit not more than 9 per cent was also met for 2008, but Botswana may fail to meet the 9



per cent and 3 per cent targets for 2012 and 2018 with current account per GDP forecasted to

reach 10 per cent and 8 per cent for 2009 and 2010 respectively.

Inflation has remained relatively high for the past three years, averaging around 10.5 per cent.

After meeting the less than 9.5 per cent target for 2007, Botswana failed to meet the target for

2008, given the 12.6 per cent inflation rate recorded. Slow economic growth and the reduced

imports projected in 2009 and 2010 eased the inflationary pressure and helped to bring down

inflation into single digits. However, it remains unlikely that the 5 per cent and 3 per cent targets

for 2012 and 2018 will be met

Overall, Botswana is well in line to meet the majority of the targets, despite the current economic

crisis and major challenges with regard to meeting most of the key goals of its NDP However,

overall macroeconomic policies have to be conducted in a way that ensures low inflation, low real

effective exchange rates that support international competitiveness, and encourages investment.

These key goals have to be balanced with regional policy guidelines so that they do not impede

achievement of SADC macroeconomic convergences.

(b) Macroeconomic policy and convergence in the

Republic of Congo

(i) Introduction

The Republic of Congo, by its history and its choice of "non-capitalist" development policy,

is very unique in francophone Africa. At independence, the country inherited economic and

institutional structures characterized by deep inequalities such s disparities between urban and

rural areas. The choice of industrialization-based development heightened disparities in terms

of population, labour force and training.

Several key initiatives were undertaken to meet the MDGs. In 2001, the National Committee

to Fight Poverty (NCFP) was created specifically to help reach the goals set by the 2001

United Nations Millennium Declaration. Among others, the Five-year Development Plan,

the Programme of Action for Social and Economic Recovery and the Social and Economic

Development Plan were also initiated to complement the NCFP In 2000, the Government

initiated the Post-Conflict Interim Programme, which was designed from its inception to

improve the social and economic situation of the country and rebuild the basic infrastructures

needed to improve the living conditions of the population.

Unfortunately, the political and social disruptions of the mid- to late-1990s contributed

to deepening the already precarious economic and social situation. In addition, the lack of

financing, the destruction of private and public properties and the laying off of public servants

also contributed to the social and economic crisis that affected the country.

The purpose of the current paper is to review the overall macroeconomic policy framework of

the Republic of Congo, in particular the fiscal, monetary and national trade policy frameworks,

and their impact on social and economic indicators such as poverty, growth and regional

integration. The paper will outline the key convergence benchmarks and assess whether or not

the Republic of Congo was successful in adhering to those guidelines. The paper will further

analyse the impact of convergence guidelines on macroeconomic policy effectiveness and



investigate whether or not national macroeconomic policies are conducive to convergence at

regional level.

(ii) Background and monitoring of macroeconomic policies

The Republic of Congo experienced a long economic and social crisis that contributed to

destruction of its main infrastructure and increased poverty among the already impoverished

population. The Government adopted an initial PRSP (PRSP-I) in September 2004. However,

the lack of credible statistical data, absence of targeted sectoral strategies, lack of input from

local development partners and the low level of participation of civil society in the design and

implementation of policies all contributed to an overhaul of PRSP-I. It was later replaced by

a final PRSP (PRSP-II) in 2006. Adoption and implementation of the key recommendations

of PRSP-II helped Republic of Congo in late 2006 to reach the decision point of the HIPC

Initiative (HIPC-I) under the Poverty Reduction and Growth Facility (PRGF).

In 2007, the Government initiated the National Project for the Congolese People to help

reform the agriculture, manufacturing and services sectors; on one hand, to promote economic

diversity and on the other hand, to help reduce poverty; given the labour-intensive nature of

those sectors. The implementation of the above mentioned policy strategies was monitored

within the national institutional coordination framework for the implementation of the PRSP

and other donor-financed programmes. The Directorate General for Planning and Development

(DGPD), a unit of the Ministry of Economy, Finance and Budget and the National Centre for

Statistics and Economic Surveys (CNSEE) responsible for PRSP monitoring and evaluation,

produced annual reports on the Country Strategy Paper (CSP) indicators.

In terms of performance of real GDP per capita, there are three key periods that need to

be examined to have a better understanding of the current state. The 1970-1984 period was

characterized by strong and consistent growth (an average of 14.3 per cent over the period).

Real GDP per capita almost doubled during that time. Such an extraordinary performance was

made possible by expansion of the non-oil sector along with a steady increase in oil prices as

well as by increased public investment.

The 1985-1999 period was, on the other hand, a period of stagnation with real GDP growth

averaging 0.18 per cent annually and real GDP per capita decreasing -2.5 per cent annually.

Oil prices slumped to an average of $18/barrel, down almost 50 per cent from the 1970-

1984 average price of $33/barrel. The civil war, which started in 1994, certainly contributed to

worsening of an already precarious economic and social situation.

Finally, since 2000, the overall macroeconomic situation has improved considerably, given

normalization of the political situation, reforms in the banking sector, improvement of the

country's debt position and terms of trade subsequent to the increase in oil prices. Between 2000

and 2008, real GDP and real GDP per capita increased 4.2 per cent and 2 per cent respectively,

while total reserves for the months of imports of goods and services increased from 0.5 for

the 1985-1999 period to 3 months. The country's external balance improved also as the current

account balance increased from an annual average deficit of -18 pet cent of GDP during 1985-

1999 to an annual average surplus of 6 per cent of GDP between 2000 and 2008.



(iii) Recent economic developments and achievements of CEMAC

macroeconomic convergence targets

The Republic of Congo is a member of CEMAC, whose member countries have to meet the

following four main macroeconomic convergence criteria:

• An annual inflation rate of 3 per cent or less

• Positive or zero overall budget balance as a share of GDP

A debt/GDP ratio of less than 70 per cent

• No domestic or external arrears.

In addition to the above main convergence criteria (primary criteria), each member country has

to meet an additional set of convergence guidelines (secondary criteria), whose main goal is to

assess the short- to medium-term economic and financial position of individual countries more

deeply. The following five criteria were chosen by member countries to complement the four

main convergence guidelines:

• A ratio of foreign reserves2 to total commitments of the Bank of Central African States

BEAC of 20 per cent or more

• Positive or zero primary budget balance

• Non-oil revenues must exceed current expenditures less debt services

• The growth rate of public revenues must be greater than the growth rate of the public wage

bill, and

• Current account balance as a share of GDP must be positive or zero.

Primary targets

Inflation (£3 per cent)

Inflation has remained relatively low for the past two decades (average of 5 per cent for the

period 1988-2008); and even lower since 1998 with an average of 2.4 pet cent, which is well

below the 3 per cent convergence benchmark. The highest inflationary period spans from 1994

to 1997, which incidentally coincided with the first civil war, with an annual average inflation of

19.56 per cent. However, in assessing yearly convergence guidelines, the Republic of Congo met

the target each year between 1998 and 2007, except for 1999, 2004 and 2006, when inflation was

3.6 per cent, 3.7 per cent and 4.7 per cent respectively.

In 2008, however, the country failed to meet the target, with 5.3 per cent inflation nationwide,

though it was higher for major urban centres such as Brazzaville (15 per cent) and Pointe

Noire (8 per cent). High inflation rates in those two cities were mainly due to bottlenecks in

transportation, particularly a malfunctioning and outdated railway system still being used as the

main medium of transportation for merchandise and to major shortages of electricity supply.

The decrease in international food and energy prices observed in the second half of 2008

contributed to lowered inflation during the first quarter of 2009 in Brazzaville (8.9 per cent) and

Pointe Noire (7.5 per cent).

Another key factor that contributed to reducing upward pressures on prices during the first

quarter of 2009 was the slight appreciation of the CFA franc relative to the US dollar, especially

with regard to imports of food, energy and other consumption goods. BEAC forecasted

2 Including gold holdings and Special Drawing Rights (SDR) holdings.



moderate inflation for the remainder of 2009, given the decrease in the imported components

of inflation (worldwide decrease in oil and food prices). Despite growing domestic demand due

to increased salaries in the public sector, average annual inflation was still predicted to be around

4 per cent, as the Republic of Congo was again expected to fail to meet the target.

Overall budget balance/GDP (3 0)

Since 1997, the Republic of Congo has had mixed results with regard to meeting the overall

budget balance/GDP convergence target. Between 1997 and 2002 (except in 2000), the overall

budget was in deficit each year, thus failing to meet the target for five of the six years during

that period. However, after 2000, all efforts undertaken by the Government to improve revenue

collection, promote accountability in oil revenue management and broaden the tax base started

to pay off. Since 2003, the overall budget balance/GDP ratio has been positive, increasing from

1 per cent to reach 28.2 per cent in 2008. Owing to declining oil prices and slumping global

oil demand, the overall budget balance/GDP ratio lessened significantly in 2009 but remained
positive at around 5 per cent.

Debt/GDP ratio (£ 70per cent)

For more than three decades, the Republic of Congo has not met the debt/GDP convergence

target, with debt/GDP averaging almost 80 per cent between 1978 and 2007 and even higher

between 1985 and 1994 when it averaged an astounding 194 per cent However, in recent years,

the country's debt position has improved significantly as it benefited from significant debt relief

when it attained the decision point of HIPC-I in March 2006. In 2006 and 2007, debt/GDP

averaged 79 and 77.6 per cent, respectively, a great improvement from the preceding decade
when it averaged 178 per cent.

In 2008, the Republic of Congo met the debt/GDP convergence target for the first time, which

was 44.82 per cent, thanks in part to unprecedented spikes in oil prices from the beginning to

mid-2008 and increased production and exploration. With IMF approval in December 2008 for

a three-year arrangement as part of PRGF, the Paris Club agreed to provide the country with

new debt relief, which resulted in cancellation of $643 million and rescheduling of $119 million

of debt (Annual Economic Outlook, 2009). With government commitment to implement

measures for continued attainment of the decision point of HIPC-I and with real GDP expected

to grow by 7.2 per cent, the external debt position further improved, allowing the country to
again reach the debt/GDP target in 2009.

Domestic or external arrears (no arrears)

The Republic of Congo has been carrying arrears on both domestic and external debt for over

two decades and has not met the convergence criteria for arrears since 1982, with total arrears

positive since then and averaging around %2 billion per year. The stock of arrears has been

declining since 2006, but the country was still expected to fail to meet the target for 2009 and

subsequent years. Debt relief under HIPC-I was also expected to further improve the country's

external debt position for the near future, which would free up revenues to continue paying the

internal debt. However, the overall position in terms of arrears is that there is no expectation

of change in the short term, resulting in the country's failure to meet the target for the next few
years.



Secondary targets

Ratio offoreign reserves to total commitments to BEAC (3 20 per cent)

Since 1997, the Republic of Congo has been able to meet the target for the ratio of foreign

reserves/to'tal commitments to BEAC, except for 1998 and 2003 when the ratios were 5.4 per
cent and 16.4 per cent respectively. The ratio significantly increased since 2004, going from

29.3 per cent to 99.5 per cent in 2008. Foreign reserves increased in 2009 as the economy

expanded and oil production increased. At the same time, commitments to the BEAC decreased

as continued debt relief made resources available for poverty reduction programmes and

improvement of social services. The country was expected to achieve the convergence target in

2009 and in so doing, would not require any significant change from established policies already

focused on achieving macroeconomic stability.

Positive or zero primary budget balance (3 0)

The primary budget balance/GDP has remained positive since 1997, averaging 12 per cent

between 1997 and 2008. The primary budget position of the country since 1997 was a direct

reflection of the overall performance of revenue collection and declining expenditures. Between

1997 and 2008, growth in total revenue far exceeded the growth of total expenditures, as did the

share of total revenue in GDP with respect to total expenditure in GDP.

The Government stepped up efforts to increase production to counter the effect of the slumping

oil prices by increasing exploration and adopting cost-reducing technology. These efforts had

significant impact by boosting oil revenues, which in 2008 represented over 80 per cent of total

government revenue. The Government also took some initiatives to improve the fiscal balance

and as a result, the primary surplus. By 2008, the primary budget surplus/GDP reached 31.5

per cent but was expected to decrease significantly in 2009, for which the forecast of 7.1 per

cent was still positive for enabling the Republic of Congo to continue meeting the target in that

category.

Non-oil revenues minus current expenditures less debt services (3 0)

The Republic of Congo has not managed to meet the convergence in this category since

1997. Current expenditures less debt services far exceeded non-oil revenues between 1997 and

2008, by an average of around $400 million. Since 2007, however, non-oil revenues increased

significantly, owing to efforts by the Government to diversify revenue sources, broaden the

tax base in the non-oil sector, decrease growth of current expenditures (averaging 3 per cent

growth) and reduce the debt burden as a direct consequence of the 2008 debt relief. In 2009,

non-oil revenues increased by about 5.2 per cent, while current expenditures decreased by 23

per cent. However, the country did not meet the target in 2009 as non-oil revenues fell short of

current expenditures less debt services.

The growth rate ofpublic revenues minus the growth rate ofthe public wage bill (>0)

The Republic of Congo's achievement of the convergence target in this category since 1997

has had a mixed result. The rate of growth of public revenues exceeded that of the public wage

bill for eight out of thirteen years since 1997, failing to meet the target in 1998, 2001, 2002 and

2007. Declining revenues and a rising wage bill owing to a 17 per cent increase in public salaries



in previous years put tremendous pressure on the country to meet the convergence target for

2009, as the growth rate of revenues were expected to fall short of the growth rate of the wage
bill by 49 per cent

Current account balance as a share ofGDP (30)

The current account balance has remained negative since 1985 except between 2000 and 2006,

then negative again from 2007. The situation of the current account balance was exacerbated by

slumping aid as a per cent of GDP, which dropped to less than 4 per cent in 2008, down from

almost 18 per cent in 1995. Coupled with that, workers remittances which reached a high of 0.5

per cent of GDP in 1999, decreased dramatically since then to reach 0.1 per cent in late 2008.

Export performance, the main determinant of the current account balance, had been very weak.

The trade balance was in deficit for most of the time from 1980 to 1995, except briefly between

1989 and 1990. Since 1995, the country has had an increasing trade surplus that reached a peak

of 45 per cent of GDP in 2000 but this has declined significantly since then. In 2008, the trade

surplus as a per cent of GDP stood at 19.4 per cent but was expected to shrink in 2009 with the

global downturn. The current account balance per GDP at that time was expected to decrease

from -18.7 per cent to -3.7 per cent in 2008. Thus, the country was expected to fail to meet the
convergence target.

(iv) National macroeconomic policies and regional convergence

In terms of public finance, the Government started implementing a plan that calls for procedural

reforms and follow-ups on information gathering, the training of staff and computerization of

records to improve monitoring of government activities by consolidating Treasury finances into

a single account with BEAC Congress voted the Reform of Finance Law in 2008, which set

new rules for new economic classifications, addressed planning and simplification of medium-

term spending, established a single window at the Pointe-Noire entry port to increase non-oil

revenues, and put certification of oil revenues in place to strengthen transparency in the sector.

To improve efficiency and transparency of oil revenues, the Reform of Finance Law called for

the respect of agreements between the Government and the national oil company (SNPC),

which urged SNPC to deposit all oil proceeds and profits to the Treasury within a maximum

period of eight days. This in turn increased auditing of oil prices in oil firms by internationally

renowned auditing firms and enforced the prohibition of government use of future oil price

increases as collateral for the issuance of new debt instruments. The reform also called for

installation of a scanner at the Pointe-Noire port of entry, along with training for specialists

involved in its operation, as well as revision of tax exemption and preferential tax treatment of
public officials and certain firms.

Despite all the efforts undertaken by the Government to diversify the economy, it still remains

highly reliant on the oil sector. Total government revenues as a per cent of GDP (excluding

grants) was 57.91 per cent in 2008, up from 42.9 per cent in 2007 and 17 per cent in 1981 (table

4). The oil sector still dominated the economy as oil revenues accounted for 48 per cent of

GDP in 2008. That figure declined significantly in 2009 given the global decline in demand and

oil prices. Figures indicated that by the end of the first quarter of 2009, government revenue

was around $583 million, down almost 36 per cent from the same time the previous year, when
it was around $908 million.



Table 4: Public finances (current prices as a per cent of GDP)
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9.8
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27.6

11.8

35.4

19,8

15.6

7.1

5.3

Total revenue and grants

Oil revenue

Non-oil revenue

Total expenditures

Current expenditures

Capital expenditure

Primary budge balance

Overall budget balance

Source: The Bank of Central African States (BEAC) 2009.

In 2008, revenue collected through custom duties was 1.22 per cent of GDP, down from 2.82

per cent in 1998 and 5.42 per cent in 1988. The broadening of the tax base was expected to

certainly improve mobilization of non-oil revenues, which would then increase the country's

chances of meeting the target for non-oil revenues, minus current expenditures and less debt

services. However, increasing non-oil revenues alone would not have been enough to accomplish

the task if measures had not been taken to reduce growing government expenditures.

In 2008, fiscal policy was overall expansionary, given the actions taken by Government to

increase'salaries in the public sector (17 per cent increase in salaries in January 2008), mitigated
increases in oil and food prices (subsidies on fuel and some essential food items such as rice and

maize), and the building of a new hydroelectric dam.

Overall, government reforms made noticeable progress in improving the efficiency and

transparency of their operations and diversification of revent; sources. Those improvements

are expected to help the Republic of Congo meet the convergence targets for both the overall

and primary fiscal balances. Improvements in revenue mobilization could also indirectly improve

the overall debt position of the country and help it meet the debt/GDP target in the long

term. Industrial development is expected to improve competitiveness and the country's external

balance position, thereby helping the country achieve the convergence target for the current

account balance per GDP

(v) Monetary policies and macroeconomic convergence

The Republic of Congo, like all countries that are members of the CEMAC, does not have

an independent policy. The BEAC, in collaboration with each country's monetary committee,

determines monetary policy. The key functions of the Central Bank is to issue the currency

(CFA Franc), control credit, manage international reserves, process financial transactions with

international'financial institutions (IMF, African Development Bank [AfDB], WB) on behalf
of member countries; and to monitor the monetary system throughout the union. Since its

establishment in 1972, the main goal of BEAC has been price stability within member countries.

From 1980 to 1990, interest-rate spread was comparatively low, averaging less than 5 per cent

for the period, making credit relatively affordable for the investment projects of firms. Not

surprisingly, during the same period, domestic credit to the private sector as a per cent of GDP

and domestic credit provided by the banking sector as a per cent of GDP increased to 34 per

cent and 27 per cent respectively, up from 22 per cent and 16 per cent. Between 1990 and 2001,

interest-rate spread increased from less than 5 per cent to 17 per cent, despite the move by



the Central Bank, to cut mterest rates. After 2001, however, the interest rate spread decreased

sasr-1"per cent'but tWs was not h Ltd3s:;
Overall, the Central Bank adopted a policy almost in line with the central banks of developed

1mtoTooVtr!C TTT I™?' Bank 3nd *" Umt6d Stat6S Federal R—^ From1980 to 2000, the Central Bank adopted, almost exclusively, a tight monetary pel™ wlth high
nommal mterest rates rangmg from 4 per cent to 7 per cent. However, since 2000, interelS
decreased consistently from 7 per cent to 5.25 per cent in 2007. Due to the globd financ a

Z eXPanS1°natyT^^^ hY Centtal bankS m E-°Pe A» -dNor^"
, theclalBankTT / r ^ ^'Central Bank has pursued a policy of aggressive rate

cuts.

By the end of June 2009, the Central Bank had reduced ,ts lending rate by 25 basis pomts to

deL^ooTrsr cutr?5 Kbasis pomts °n 3o Ma-hL^4~December 2008. It was also cut further by about another 50 basts pomts by the end of 2009
H h

y ut another 50 basts pomts by the end of 2009
However, such cuts m mterest rates were not expected to have any significant macroeconornk

1 he Central Bank increased reserve requirements from 5 per cent in 1995 to 6 per cent in 2000

HZ^m 2003> 10'25 m^ 2°07' U PeI C6M *W 2°08> 'lTir;raise the reserve requirements to help sterilize the financial sector.

llTTX f I 8'^P°Uaes of b°* the Central Bank and member countries
have not had much success. The situation was exacerbated by the fact that inflationZZ
subregion was mainly driven by external factors such as increased energy prices which

on pnces made -

(vi) Financial sector developments and regional integration

Overall, the private banking sector, as in many sub-Saharan African countries has not been
direcuy affected by the globa! financial ens, given its limited integration to and hT
for credit on international financial markets and the strict rcgulJons under

S5£STfMtr°H dmmg *■last ten yeats to help reforffl *» —'->^a) a rec ass.fication of credit mstitaUons to meet the demands of an mcreasmgly sophisticated
and evolvmg financia. sector; (b) definition of some clear rules and regulation under wS
each type of mstitation must operate (international banks, national bant, specialized clnks
commercial banks, investment banks); and (c) creation of the Central Afric n Financ.Il M S
Monitormg Commission (COSUMAF, 2001), whose mam functions are to enforce emulation
and monitor operations in the sector. icgmanons

There is widespread consensus that regional integration can help create conditions for sustainable
economic growth and poverty reduction if it is conducted fa^y and efficiently. How" e
a e several key challenges and constraints that affected many of the previous efforts m A

- TokP tIT! thCffl fr°m ylddmg ^ feSUltS *- ™M h- ***** *e Xonwhole. Those key constramts are: (a) Lack of coordination of macroeconomic polLs



the subregion; (b)
trade and industrial poUcies; (c) lack of convergence of key

nationalistic sentiments.

Integration within CEMAC is fairly advanced m the area of monetary policy
^oncurrency.muldateralconvergenceframeworks andharmon^edexchangere

butTterms of commercial integration, there has been little progress. Less than 1 per cent of
the exports (7 per cent of exports excluding oil) of the RepubUc of Congo are .tended for the
oler five CEMAC countrtes'which represent approximately 3.5 per cent of the overall^
o the country. Given to geographical position, the country can play a strategtc role by serving
„ Lsit pL for the landlocked countries of the subregion. In addition development of
the maritime-Congo-rivet transport chain is faceting transport to the northern part of the

Democratic Republic of Congo.

(vii) Conclusion and way forward

The RepubUc of Congo emerged from a long period of economic stagnation in the 1990s
™red with internal armed confUct, There has been noticeable progress in terms of structural
Xns given the recommendations of several PRSPs, national programmes and convergent

SXfwMch clearly denned pnonties in growth recovery, P°-yed™ "C
djversrfication^provedgovernanceand transparency m the od sector and government finances.

The spike in oil
recorded from the begmmng to mid-2008 was a great opportumty for the

effects of the global economic downturn. However, the country's favourable economic

and debt reUef obtained under H!PC have not yet translated .to improvement in

poverty reduction.

In terms of primary convergence targets, it was set to meet the targets in 2009 for debt/GDP
and"" aU budget balance and in do.g so did not require any significant change in established
LTcroeconomifpoHcies. However, it would most certainly have failed to meet those of inflation
Tnd domesuc an'd external arrears. Further, the current macroeconomlc poUcies were not
expected to change that outcome in the short term.

With regard to secondary convergence targets, the country's performance has not been
SLTL consistency failed to meet three of the five targets. These included: non-oil

current expenditures less debt services; the growth rate of pubUc revenue

heTowth rate of the pubUc wage bill; and the current account balance as a sha e of
gTp Government poUcies to promote economic diversity could have, m the medium term
SpedZ around L current account position during that period, but the country continued
failing to meet the remaining two targets.

Reforms in public finances played a key role in RepubUc of Congo with
targets for the primary budget balance and ratio of foreign reserves to total BEAC commitments.

That trend continued in 2009.



(c) Macroeconomic policy and convergence in Egypt
(i) Introduction

A stable macroeconomic environment is critical to achievement of rapid
sustainab e economic growth. It i. also imperative to enhance macroeconomic '

and

2 r ^ «** - based on a number o
mac oeconomic vanables such as; inflation, long-term interest rate, exchange rate mechanism
fiscal balance and government debt. mecnanism,

The purpose of this paper a to examine the macroeconomic policy and convergence of
relation to the COMESA targets. The paper attempts to revie'w the macroeconoJc
pursued over the recent years and assess the current status of Egypt towards achJ
convergence targets of COMESA. It also presents some ms,ghts on^gional integratio

(ii) Socio-economic background, macroeconomic developments and
convergence

Socioeconomic background

2007 *""**?2006 average annual per of LEI
• ^man development index
in 2007/2008; and

to

curren

Smce 1991, the Government of Egypt (GoE) initiated the Economic Reform and Structural

2rntLszT^mArand imf support ths ™m -P-e ;tthe Egyptian economy dunng the 1986-1990 period, coupled with massive fiscal and
account deficits, high inflation, negative real interest rates, a high external debt l^S

ssrr these f°T ^iegacy °f centtaWon -d p^-^tssof Ae economy was over and market forces were given maximum potential to dnve growth and
employment. The success of these reforms was most reflected m:

ic stability

-ing to double-digit levels by 2009, mainly due to the financial crisis. Moreovc gLht
mcreasmgly broad-based, which contributed to a substantial reduction in unemployment

Increasingshare of,heprivate sector in total investment. The i

rise in
25 1 bmion 46 7 n tu ^ * °f^ tOtaJ inVe"ment) in FY 2007/2008.O.I bjllion (46.7 per cent of the total investment) during FY 1991/1992.

increase in investments over the

LE



Favourable business climate: The investment climate in Egypt has shown significant improve-
mTdto comprehensive reforms to improve the business climate property registranon,

« "border trading and dealing with licenses and access to credit for^Jg^^
fied as one of the top ten reformers in the subregion and worldwide (see World Doing Business
Z Reports for 2008 and 2009). This enabled the country to enjoy large FDI inflows over

£PtIrrz^^^^&» s ^^
billion in FY 2005/2006, $11.1 billion in FY 2006/2007 and $13 2 ^
albeit it declined to $8.1 billion during 2008-2009 on account of the global downturn.

Eeypt made significant progress over the past decade toward achieving the MDGs, with
2 nil imp^ements^'infant mortality rates, school enrolmentimr—on coverag
and access to safe drinking water. However, poverty remains a problem, especially in Upper
Elt aLttng the health education and well-being of chUdren. Although Egypt has already
KI proportion of the population living in extreme poverty (based on the internationally
a eptd sLd'ards of SI per day), 42.8 per cent of Egyptians are living on 2 or less a day
compared to 39.4 per cent in 1990. Moreover, based on the national poverty line, one out of
Zz^L (19.6 per cent) has consumption expend^ below the £-»»£«> ?«**
unable to obtain basic food and non-food needs, compared to 24.3 per cent in 1990.

the period 1990-2005, the poverty rate declined at an average

f3r£^rfJ5SM£ x^
The Lon being that poverty is a highly sensitive issue and officials deny the existence of
Tr^''Ty, 2003). Thus, there is no poverty reduction strategy per s«^

hh th rall Economi
poverTrE^tHebaEl-LaTthy, 2003). Thus, there is py ^
St rather^overty reduction fa addressed in its broader sense through the. overall Economic

and Social Development Plan.

Macroeconomic policy frameworks and convergence

Macroeconomicpolicyframeworks

The GoE is currently implementing the Sixth FYP covering the ,™»
2011/2012 It replaced the Fifth FYP that covered the period 2002-2007. The Sixth tJl
provides a comprehensive framework comprising socio-economic deve opment goals, strategie
and relevant policies in order to realize the predetermined objective of the long-term nation

l'vision of 2022. The plan embraces both investment l**^£rK

its targets.



Table 5: Macroeconomic policy objectives and targets
Indicator

Average annual GDP growth rate

Annual real per capita income growth rate

Investment/GDP

Saving/GDP

Average annual export growth rate

Average annual import growth rate

Balance of trade ($ billion)

Current account balance ($ billion)

Inflation rate

Unemployment rate

Poverty ratio (of total population)

Source: MoP, Sixth FYP (2007/2008 - 2011/2012).

g

End of Sixth FYP, 20f2 By 2022

Conservative Optimistic
8 per cent

6 per cent

24 per cent

12 percent

1.8 per cent of GDP

6 per cent - 7 per cent

5.5 per cent

15 per cent

6 per cent

9 per cent

5 per cent

-3.7

6.1

3 per cent

5 per cent

10 percent

8 per cent

6 per cent

30 per cent

25 per cent

12 percent

7 per cent

5

16.8

5 per cent

3 per cent

6 per cent

The role of macroeconomic policies in realizing the NDP is explicitly presented in the Sixth
tYP, with specific targets towards realizing Egypt's Vision of 2022 (table 5). These targets
are meant to achieve high and sustainable growth and poverty reduction through containing
mflaion, reducing the budget deficit, improving the BoP, reducing the interest rate spread
maintaining mternational reserves capable of covering at least nine months of imports'

encouraging bank mergers to form strong economic entities, and expanding investment funds'
with flexible schemes for mobilizing saving and promoting investment.

Macroeconomic policy convergence

It is envisaged that the achievement of convergence will contribute to sustainable growth
improved effectiveness of growth oriented policies, and better spread of the benefits of
regional integration to all member States. To this end, macroeconomic convergence criteria are
established so as to ensure country participation in the integration process. LAe a number of
regional economic groupings such as SADC and COMESA, the criteria for convergence centres
on the following: price stability, fiscal and current accounts sustainability; limiting of deficit
financing^by the Central Bank; and maintammg sufficient foreign reserves. For COMESA
the specific targets are classified into primary and secondary criteria. Table 6 shows what was
achievable during the first stage (2005-2010).

Table 6: Revised macroeconomic convergence criteria for COMESA

2005-2010Convergence criteria

Primary criteria

Inflation rate (annual) < 5

Rscaf deficit/GDP (excl. grants) <5 per cent

Central Bank financing of the budget Minimize to 0 per cent
deficit

External reserves (in months of > 4

To be achieved and

maintained

To be achieved and

maintained

> 7 per cent

Secondary criteria

Stable real exchange rates

Market-based positive real interest
rates

Sustainable growth
rates of real GDP

20fi-2G12

<3 per cent

<4 per cent

Eliminate

as

To be achieved and

maintained

To be achieved and

maintained

> 7 per cent

2016-2018

<3 per cent

<3 per cent

Eliminate

To be maintained

To be maintained

> 7 per cent



Convergence criteria
2005-2010

Public debt/GDP

Total domestic revenue/ GDP

Current account/GDP

(excluding grants)

Domestic investment rate

Source: ARIA-III, 2008.

To be kept at sustain

able level

Not < 20 per cent

To be reduced at a

sustain level

;> 20 per cent

To be kept at sustain

able level

£ 20 per cent

To be maintained and

sustained

a 20 per cent

2016-2018

To be sustained

2 20 per cent

To be maintained

and sustained

a 20 per cer

(Mi) Recent macroeconomic performance and Egypt's status of
convergence against the COMESA target

Fiscal policy and public sector development

The consolidated fiscal operations of general government have shown substantial improvement

in the overall budget deficit on the back of ambitious reforms since 2004 from around_JO5
per cent in 2002/2003 to 6.9 per cent during 2008/2009, meeting the target for FY 2008/2009.
According to preliminary data obtained from the Ministry of Fmance, the overall deficit as
percentage of GDP stabilized at 6.9 per cent, reaching LE 71.6 billion compared to LE 61.1
billion in 2007/2008. However, during 2008/2009, the primary deficit (overall deficit less interest

payments) as per cent of GDP increased to 1.8 per cent (slightly higher than the target of 1.7

per cent) compared to 1.2 per cent in 2007/2008.

During 2008/2009, total revenues increased (25.8 per cent) to LE 278.6 billion reaching £8
per cent of GDP compared to 24.7 per cent in 2007/2008 and 20.7 per cent - 2001/2002. The
rise in total revenue during 2008/2009 was due to an increase in tax revenues by 118.9 per cent
(LE 163 2 bfflxon) and non-tax revenues by 37 per cent (LE 115.4 billion). Grants increased
nearly fivefold to LE 7.6 billion compared to LE 1.5 billion in 2007/2008. Also other revenues
grew by 30.2 per cent to LE 107.7 billion compared to LE 82.7 bUlion during the previous year.

On the other hand, government expenditures grew by 23.2 per cent to LE 347.7 b^n (334
per cent of GDP) during 2008/2009, compared to LE 282.3 bUlion (31.5 per cent of GDP)
Ling 2007/2008. The r.se m expenditure came as a result of 11.4 per cent increase in subsidies
to LE 93.8 billion, accompanied by a surge in social benefit payments by more than sevenfold
reaching LE 28.5 bUlion, compared to LE 4.1 billion during 2007/2008. Moreover wages^and
salaries increased by 19.7 per cent to LE 75.2 bilHon compared to LE 62.8 bJHon in 2007/2008

(table 7).



Table 7: Government fiscal operation (per cent of GDP), 2001/2002 -
2008/2009; fiscal year ending June

20.7

19.5

13.4

6.1

1.1

30.5

8.1

4.8

0.2

21.4

20.6

13.3

7.3

0.8

30.5

8.1

4.9

10.5

,;;

21

20

13.8

6.1

1

30.1

7.7

5.1

9.5

20.6

20.1

I 14.1

6

0.5

30

7.7

5.5

9.6

24.5

23.9

15.8

8.3

0.4

33.6

7.6

11.2

8.2

24.2

23.7

15,3

8.3

0.5

30.4

7.0

7.8

7.5

24.7

25.6

15.3

9.2

0.2

31.5

7.0

10.3

6.8

26.8

25.6

15.7

9.8

0.8

33.4

72

12.4

6.9

Total revenue and grants

Total revenues

Tax revenues

Other revenues

Grants

Total expenditure

Wages & salaries

Subsidies, grants & social benefits

Overall deficit

Source: MOF, various issues.

Note: Dam for 2008/2009 are based on preliminary estimates.

Public debt: Although Egypt's public debt has shown substantial improvement over the last few
years the debt is predominantly domestic and long term. Ue ratio of domestic debt to GDP
has fallen rapidly from 80 per cent in 2003/2004 to 60 per cent during 2007/2008 In the third
quarter of 2008/2009, domestic debt was 60 per cent of GDP. Adopting more prudent expen
diture management along with efficient tax reforms helped reduce the ratio of public domestic
debt to GDP. On the other hand, in 2007/2008, external debt as a per cent ofGDP fell to 20 1
per cent from 38.2 per cent during 2003/2004. During the third quarter of 2008/2009 there
was a further decline of external debt to GDP to 16.7 per cent. The debt rescheduling of the
1990s, followed by a cautious borrowing policy and prudent external debt management explain
why Lgypt maintained sustainable external debt/GDP ratios.

External positions: Egypt's external position has been improving on the back of a current ac
count surplus sustained since 2001/2002, due to rising export earnings and surplus in the service
account (as tourism and Suez Canal revenues recovered), as well as a surge in foreign invest
ments, mostly in Greenfield investments. For instance, exports of goods as a share of GDP
increased from 8.2 per cent in 2001/2002 to 18.1 per cent during 2007/2008. As a result, there
was an improvement of the overall BoP position, which remained in surplus from 2004/200=i
to 2007/2008.

However, with the global economic slowdown, Egypt recorded deficits both on the current ac
count and overall fiscal balances. During 2008/2009, the BoP recorded a deficit of $3 4 billion
down from a surplus of $5.4 billion (3.3 pet cent of GDP) in 2007/2008. The BoP deficit was'
driven mainly by the current account deficit of $4.4 in 2008/2009 (against the surplus of $8 9
blUion during 2007/2008) and a net inflow of $1.4 billion m the capital and financial accounts
Ine current account deficit came as a trade deficit increased by 7.5 per cent to $25 2 billion in
the same year, compared to $23.4 per cent during 2007/2008.

During 2008/2009, exports of goods decreased by 14.3 per cent to reach $25.2 billion com
pared to $29.4 billion in 2007/2008. Petroleum exports decreased by 24 per cent to $11 billion
(on account of the fall in oil prices) against $14.5 billion in 2007/2008, while other export cate
gories decreased by only 4.8 per cent to stand at $14.2 billion against $14.9 billion in 2007/2008
Similarly, import payments declined by 4.7 per cent to $50.3 billion against $52.8 billion in the



previous year. The decline reflected a 26.4 per cent fall in oil imports, while non-oil imports

remained near their previous level.

Monetary, exchange rate and financial policies

Since 5 June 2005, the Central Bank of Egypt (CBE) adopted a tight monetary policy and
the operational target of monetary policy became the overnight interest rate on «iter-bank
transactions The CBE established the Monetary Policy Committee (MPC), which was scheduled

to meet every 6 weeks to set the comdor range. The MPC set the outer bounds of a corridor
within which the ceiling was the overnight lending interest rate from the Bank, and the floor
was the overnight deposit interest rate in the Bank. During 2008/2009, the CBE contmued
tightening its monetary policy with the aim of containing inflation.

Annual inflation for urban areas continued to decline reaching an 18-month low of 9.9 per cent
(9 8 per cent in overall Egypt) in June 2009, compared to 10.2 per cent in May 2009, down from
the 23 6 per cent peak recorded in August 2008 (the highest figure since 1992, where inflation

was 26.1 per cent in January 1992). This decline in inflation came on the back of the fall in
domestic food inflation, which fell from 31 per cent in August 2008 to 12.2 per cent in June

2009.

In light of the recent cumulative decline in inflation and deceleration in real economic growth
the MPC decided to cut Its overnight deposit and lending rates for the fifth time in a row on 30
July 2009 by 50 bps to 9 per cent and 10 per cent respectively. Prior to 2009, Egypt* last interest
rate cut was in April 2006. The cut was intended to stimulate demand and enhance economic

growth.

Financial sector development

The financial sector reforms of the early 1990s in Egypt undoubtedly contributed to the
significant increase in the fonds available to the private sector. As a result, bank credit: to the
private sector as a share of GDP has increased significantly since the beginning of 1990s. The
Lde and services sector benefited from the largest share of total bank credit available to the
private sector. However, credit in the agriculture sector accounted for a very low percentage

of total credit, representing only 2 per cent in 2003 down from 16 per cent in 1991. Domestic
credit increased by LE 39.6 billion or 7.5 per cent during 2007/2008 (against LE 21.8 billion or
4.3 per cent in 2006/2007), posting LE 570.9 billion at end of June 2008.

Credit to the private sector during 2007/2008 increased by 12.6 per cent, up from 4.5 per cent

in 2003/2004. This increased private sector debt to LE 291.7 billion or 51.1 per cent of total
domestic credit during 2007/2008 from LE 233.5 billion in 2001/2002. Of the total credit
available to this sector during 2007/2008, trade received 45.3 per cent of the extended loan
followed by manufacturing (34 per cent), and services (29.6 per cent). Credit to die household
sector rose by LE 18.4 billion or 30.7 per cent, compared to LE 6.8 billion or 12.7 per cent in
2006/2007 on account of an increase in the bank retail services and consumer cred.t activities

(particularly personal and car loans). Official data revealed that non-government credit, by
economic activity, by end of March 2009, reached 32.2 per cent for the manufacturing sector

27.0 per cent for services, 15.1 per cent for trade, 1.7 per cent for agriculture and 24.0 per cent

for the unclassified sectors (including the household).



The Egypaan banking sector proved to be standing on solid ground maintaining abundant
kquidity amid the financial crisis that hit mternational markets in late 2008, accord™ to the
Global Investment House Report (2009). This was the result of the 2004 economic reforms
that created a favourable investment climate m Egypt to attract FDI, and the robust economic
performance that followed.

Exchange rate policy

Egypt made the transition a unified, flexible exchange rate regime in 2004. The parallel market
rate, which had a premium of over 15 per cent in late 2003, converged with the banking rate in
the second half of 2004 as confidence was restored, leading to strong current account mflows
furthermore the GoE moved closer to greater exchange rate flexibility since mid-2007 which
has enhanced the coherence of macroeconomic policies.

According to CBE, the Central Chamber for FX Statistics, the weighted average of the $US
exchange rate m the inter-bank foreign exchange market (launched in December 2004) reached
LE 5.6396 at the end of March 2009, agamst LE 5.3331 at end of June 2008, appreciating by 5 7
per cent. The Egyptian pound continued appreciating over 2008, supported by high oil revenues
as the average monthly exchange rate in July 2008 stood at LE 5.32 per $1:00. However with
the start of the financial crisis, fore>gn investors began selling their stakes in the Egyptian stock
market to compensate for the losses incurred in their local markets. The increased demand on
the US do"" resulted m «s appreciation against the Egyptian pound, where the exchange rate
averaged LE 5.508 per $1:00 in December 2008.

On account of the global economic slowdown and the current account deficit, the Egyptian
pound depreciated duringJuly/March 2008/2009 by around 5.4 per cent vs-a-vis the US dollar.
Moreover, a number of major currencies depreciated agamst the Egyptian pound: the pound

S™ V7^ Td *:euro hy 10J per cent As °f j™ 2oo9> ^ «*-£ »tc^E/$US) reached 5.591, down from 5.623 in March 2009. It was expected that the domestic
currency would appreciate once the demand on the US dollar by foreign investors lessened.

Egypt's progress towards convergence against COMESA targets

As a COMESA member country, Egypt takes into account the agreed macroeconomic
convergence targets in the COMESA subrepon while formulating its economic policy. Its

performance with respect to convergence targets in the first stage (2005-2010) is presented

Primary convergence criteria

^ t1,,r ^d£dined from 21-2 P« cent in
to a singk-diglt level dunng 1993/1994-2003/2004 and 2005/2006 and 2 4 per

cent in 2000-2002; and then moved up to a double-digit level in 2004/2005 (11 7 per cent)
and during 2006/2007-2008/2009, reaching 16.2 per cent in 2008/2009, the highest figure

ZS& m° Jt SeCmS th3t the an™B«"* "end exhibited during 1993/1994-
2SSr ;; . ^ * -^iv^ Egypt WOuid m«t
the U)MESA target of less than 5 per cent by 2010, although the drastic decline in oil prices
would improve the situation. F



Budget deficit (excluding grants) as per cent of GDP: Fiscal deficit as per cent of GDP de
clined from 20 2 per cent in 1990/1991 to 6.9 pet cent during 2008/2009. Egypt maintained a
fiscal deficit below 5 per cent during 1992/1993-1999/2000, but the deficit per GDP increased
and remained above 5 per cent during 2000/2001-2008/2009. Although the fiscal deficit could
be considered as manageable, the trend manifested that the deficit would remain above the
COMESA target of less than 5 per cent by 2010.

Central Bank financing of the budget deficit: During 2008/2009, Egypt was on track with
respect to the criterion on Central Bank financing of fiscal deficit, posting a negative central

bank financing.

Criterion on gross reserves/import cover: Net international reserves (NIR) have steadily risen
over the past two decades, on the back ofincreased capital inflows originating from various sourc

es, with the most important being the proceeds from tourism and the Suez Canal in addition to
remittances Egypt managed to maintain an NIR that covered on average more than 10 months
of imnorts during 1991/1992-2008/2009, with a maximum of 18.8 months in 1993/1994 and
a minimum of 7 3 months ($31.3 billion) coverage of imports during 2008/2009. Indications
were that Egypt would meet the COMESA target of greater than 4 months of imports coverage

by 2010.

Secondary convergence criteria: It is very apparent that performance «^.«
vergence criteria largely reflected the outcome on the primary criteria. During.
2007/2008, Egypt recorded a 7 per cent average GDP growth. However, in 2008/2009 GDP
rowthIwed'down to 4.7 per cent, which feU short of the 7 per cent COMESA target for the
2005-2010 period. It was expected that Egypt wotdd not meet the 7 per cent GDP growth tar
get by 2010. Total domestic revenue (both taxes and non-taxes) has been within the COMESA
Let of not less than 20 per cent of GDP during the 2002/2003-2009 period reaching 25.6
per cent of GDP in 2008/2009. Egypt has managed to meet the COMESA target and sustain
th current account surplus (as a per cent of GDP) during 2000/2001-2007/2008 on account

of rising export earnings and surplus in the service account (i.e. Suez Canal and tourism, wel
as a surge in FDI. During 2008/2009, the current account defic.t per GDP was 0.7 per cent
but it was still at a manageable level and was still recoverable to its surplus status, as the global

slowdown eased during 2010.

Regarding mterest rate, Egypt was in a position to sustain market-determined positive-.«*
JLst rates during the period, when it had contained smgle-digit inflation level, espec. lly
durins 1996/1997-2003/2004 and 2005/2006. However, owing to the inflationary P«*su«8.

ttl8untty faced double-dig* inflation ievels in 2004/2005 and 2006/2007-2008/2009 with
real interest rates of 5.93 per cent in 2008/2009. However, it managed to restore inflation
back to its single-digit level and maintained a positive real interest rate as the global slowdown
eased in 2010. On the other hand, although the Egyptian Pound depreciated during 199 , the
exchange rate stabfced between LE 5.79 -5.59 to $1:00 during 2005-2009, in the fiscal year

ending in June,

(iv) National macro-policies and regional integration

Regional integration is about increasing the efficiency of utilization of resources by reducing
barriers to business transactions and freeing the movement of goods, capital, and hbour among
member countries. Harmonization of laws, regulations, procedures and standards is essential



Free Trad t ^t^r ^ ^ "^ '"t^™^ °f ^°nal "«««»*» ™ludeFree Trade Areas (FTAs), Customs Umons and Common Markets. The route adopted by
most regional groupings, including COMESA, is to integrate by progressively liberalizing trade
relations between members of the grouping. The ultimate objective of COMESA is to establish
a common market by 2025, which would ensure free movement of all factors of production
(capital and labour). Towards mis end, COMESA succeeded in establishing a FTA (31 October
2U0U) and a Custom Union (7 June 2009).

Egypt joined the COMESA FTA in 2000. This has contributed a lot to the increased rate of
growth in trade between Egypt and other member States. Trade increased substantially in recent
years. Egypt, exports increased from $114 million in 2000 to $1.62 billion in 2008 Imports
also increased to $1.15 billion in 2008 from $239 million during 2000. Total exports exceeded
total imports since 2003, which resulted in a substantial improvement in the trade'balance "able

T T pO"S tO the Um£ed States °f A—ca during
, Egypt s export constituted about $2.4 billion, next to Libya, w,th $4.2 billion. Similarly

during the same year Egypt managed to consume nearly 71 per cent ($6.0 bffion) of United
States exports to COMESA ($8.4 billion), accord^ to the Office of the United States Trade
Representatives (4 August 2009).

Table 8: Egypt's trade intra-COMESA, 2000-2008

Total exports

Total imports

Trade balance

114 113 127 239 231

239 276 635 230 188

-125 -163 -508 9 43

Source: COMESA (2006), Egypt Country Profile, American Chamber of Com
August 2009.

431 506 1620

299 266 1150

133 239 470

merce in Egypt, Business Monthly,

In addition to the FTA rules, member countries have set common external tariffs on goods
and services from third countries and share the customs revenue accordmg to the destination
of the imports. On 7 June 2009, the COMESA Custom Union was formally launched which
signalled a strong political message that there would be no policy reversal on trade liberation

COMFSA°n t IT8 ;malket fM 8°°dS' hh°m and CaPItaL U ak° CO"^d * ^ssage thatCOMESA, with 400 million people, and a GDP of $350 billion, constitutes an emerging Lket
for trade and mvesrmen, It ls also beWd^^COMESA^^^ ^

things, facilitate speedy reaction of the COMESA macroeconomic convergence programme
and exchange rate convertibility and, ultimately, the establishment of a single currency.

(v) Conclusion and way forward

Since the pro-business economic reform programme was initiated in mid-2004 Egypt's
economy has been labelled one of the fastest- growmg among emerging markets,'and^n
of the leading economies of the African continent and the Middle Easfon account of such

r™ESA;? f7/ reC°tded a ? P£I C6nt GDP gr°Wth fM Ae te^^-clung
Jom T , % f, P"rW P" annUm fM 201°- Ec°nOImc 8rowth—d— by strongdomestic and external demand and by the substantial role played by the private sector.

Despite the strong economic performance, the GoE is still confronted by a number of challenges,



including sustaining the 7 per cent growth rate, reducmg unemployment, curbing inflaUon down
to a singl-dig* level, and reducmg the public debt and pubhc defiat Moreover, Egypt h not
immune to the global financial crisis, which started to impact its economy since the second half
of 2008. The .mpact became more profound during 2008/2009 whenGDP'growth s owed
to 4 7 per cent, down from 7.2 per cent in 2007/2008, and missed the COMESA target of 7
per cent per annum for 2010. The slow progress was due to poor performance in me country s

exports, with FDI inflows, tourism receipts, Suez Canal proceeds, as well as remittances.

In order to mitigate the effects of the crisis and boost growth, the GoE took the following
measures: a fiscal stimulus package of LEI 5 billion; cutting the overnight deposit and lending
rates by 50bps to 9 per cent and 10 per cent respectively; cancelling taxes on exports; postponing

plans to cancel subsidies on electricity and natural gas for energy-intensive indusmes such as
cement, fertilizers, and petrochemicals and reducing imports of finished goods and commodities.

It is highly imperative for the GoE to implement the following policy reforms in order to help
nummL the effects of the global crises and lay the foundation for sustainable growth. The

GoE should exert more efforts to:

. Further deepen its economic reforms such as strengthening the domestic financial sys
tem and promoting private investment to attract better FDI and enhance private sector

. StimubteThe economy by accelerating capital spending and implementing countercyclical
monetary policy;
Support job creation as well as at-risk sectors;

. Restore consumer confidence and stimulate demand by supporting local producers through
well-targeted initiatives and reforms to ensure that they meet local demand at affordable

. Expand social safety nets by extending in-kind or cash transfers to low-income households,
moving from blanket subsidies to more targeted subsidies and reforming public-aid deliv
ery and distribution programmes to ensure that aid reaches those who need it most.

(d) Macroeconomic policy and convergence in Ghana

(i) Introduction

Ghana intends to become a middle-income country with a pet capita GDP of at least $1000 by
2015 outlined m the Growth and Poverty Reduction Strategy (GPRS-II) pubhshed m 2005 It
also ^ms at reducing poverty through employment creation. As Ghana is one of the few African
ounces that have achieved MDG-1 of hahnng poverty by 2015, It is of interest to review it

macroeconomic framework and policies and to analyse whether they have been supportive of

reaching this goal.

Smce the begmning of the new Millennium, the macroeconomic environment ^hanged
fundamentalizm GDP growth increasing from 3.7 per cent in 2000 to 6.3 per cent in 2007
and 7.4 per cent in 2008. However, growth rates need to increase to around 8 per cent to achieve

the goal of becoming a middle-income country.

Despite generally good progress with respect to growth, macroeconomic stabilization and
poverty reducnon, Ghana is facing a number of challenge, One of the biggest is inadequate
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infrastructure with frequent electricity cuts in years with low rainfall, leading to a decline
in manufacturing output in 2007. The recent oil findings have the potential to boost GDP

and government revenue considerably. However, there is also the risk that they will increase
inequality and rent seeking. Overall, many macroeconomic indicators including growth fiscal
and external balance, inflation and exchange rate remain highly vulnerable to external shocks
including weather-related shocks, commodity price fluctuations and political events.

Ghana's progress with respect to poverty reduction has been impressive from a poverty
headcount rate of 51.7 per cent in 1991 to 39.5 per cent in 1999 and 28.5 per cent in 2006
Extreme poverty has been reduced by half from 36.5 per cent in 1991/1992 to 18.2 per cent
by 2005/2006. However, despite this progress, rural poverty is still much higher and large gaps
with respect to access to water and sanitation, education and health remain.

This paper reviews the country's macroeconomic framework including the main policy
documents as well as the main implementing agencies. It then discusses the performance of
macroeconomic policies and their effects on such socioeconomic indicators as growth and

poverty. It concludes with an oudook on the likely effects of the recent oil discoveries and some
policy recommendations.

(ii) Macroeconomic policy frameworks

Basis for macroeconomic policies

The Growth and Poverty Reduction Strategy (GPRS-I) was the main policy document from
2003 to 2005. It focused on macroeconomic stability, production and gainful employment
human resource development and provision of basic services, good governance and special
programmes for the vulnerable and excluded.

It was followed by the Growth and Poverty Reduction Strategy (GPRS-II) for 2006 to 2009 The
focus shifted from poverty reduction to transformation of the structure of production and trade
to achieve higher growth and for Ghana to become a middle-income country by 2015 Strategies
to achieve higher growth included development of the agro-industrial sector, especially agro-
processing, promotion of regional and global integration, and export diversification.

The MTEF for 2005 to 2009 was included in the GPRS-II and was updated yearly. However
the MTEF did not currendy play a key role in government planning as the information provided
was not used appropriately. Reforms of MTEF have started but had not resulted in improved

implementation as of mid-2009. The yearly budget discussed the main external assumptions
and was based on a comprehensive and consistent quantitative macroeconomic framework.

The Bank of Ghana Act in 2002 gave operational independence to the Central Bank allowing
establishment of an "implicit" inflation-targeting regime, where monetary and fiscal institutions
jointly committed to price stability as the main goal of monetary policy. In May 2007 Ghana

formally adopted the innation-targeting framework, announcing price stability as the'central
Bank^s primary objective. However, the Bank of Ghana (BoG) had conflicting objectives, as the
Gl Kb-11 stated that the monetary policy management would continue to focus on price and
exchange rate stability.

The numerical target range for inflation was announced in the annual budget. BoG communicates
on a regular basis with the public and the markets about its goals and decisions.



Ghana was the first African country to undergo the peer review of progress under theA&can
PeerReviewMechanism(APRM).In2005,theGhanaNationalProgrammeofActton(GNlOA

was agi.ed based on a national self-assessment undertaken by four independent national
technical research institutes. Macroeconomic frameworks and policies played a prominent role

in the GNPOA The main goals related to macroeconomic policy goals included:
. Hastening the decentralization process to create opportunities for citizen-participatlon

in

local governance and to promote sustainable local development;

• Redoubling the efforts of the Government to curb corruption;

. Promoting efficiency and effectiveness in the use of public resources and improving

service delivery;

. Building capacity in the areas of macroeconomic planning and policy analysis for

efficient macroeconomic framework;

• Addressing the weak coordination between economic planning and budget formulation;

. Reducing dependence on external resources for socioeconomic development to mitigate

external shocks; and

• Improving collection, collation, and analysis of macroeconomic data.

A National African Peer Review Mechanism Governing Council (NAPRM-GC) was established
asthe national APRM focal point, to monitor implementation of the GNPOA.

Ghana is a member of ECOWAS ar.d of the West African Monetary Zone (WAMZ), a subgroup
of ECOWAS The five WAMZ members agreed to commence a monetary union to introduce a

common currency by the end of 2009. In line with this, the establishment of the West African
Central Bank (WACB) with a decentralized structure was foreseen. The primary convergence

criteria of WAMZ was single-digit inflation, a fiscal defiat excluding grants of below 4 per cent
of GDP, Central Bank financing of fiscal deficits of less than 10 per cent of the previous year s

tax revenue and gross external reserves of more than 3 months of imports. As Ghana did not
finance fiscal deficits through the Central Bank it always met at least one of the four cntet*.
In recent years, it also met the external reserves requirement but did not meet the inflation and

fiscal deficit targets.

There are also secondary convergence criteria and the country met three of them m recent

years namely, a ratio of tax revenues to GDP of more than 20 per cent, public mvesttnents

from domestic receipts of more than 20 per cent, and stability of the currency against other
WAMZ currencies. The other criteria of government wages of less than 35 per cent of total tax
revenue and a positive real interest rate have not been met. For the criteria of non-accumulation
of domestic arrears, there are insufficient data, but there are indications that efforts to clear

outstanding arrears have intensified.

Implementing agencies: The main government actors responsible for macroeconomic policies
in Ghana are the Ministry of Finance and National Planning (MoFNP), the BoG and the Na

tional Development Planning Commission (NDPC).

The NDPC which was established in 1994, is anchored in the constitution and advises the
President on development planning. Its main responsibilities are related to the implementation

of the GPRS This includes coordination of the formulation of medium- and long-term
developmentplans,alignmentofthebudgetand sectoral policies with Apriorities of theseplans

and monitoring and evaluation of the implementation. Mainly representatives of government



and regional representatives are part of the commission, e.g. the Minister of Finance and the
Governor of the BoG.

MoFEP has the role of implementing the GPRS-II through the annual budget, using also a
3-year MTEF. NDPC and MoFEP collaborate in the allocation of the budget toward pnol
areas in the preparation of budget hearings and in capacity budding in ministries and agencies
In die budget process, NDPC is involved at all stages from preparation of budget guidelines
drafting of budget lines by the ministries to the technical and political budget hearings and
realization of the budget for approval by parliament.

Measuring Progress and participation: The indicators and targets for measuring progress in
implementation ofGPRS-II have also been agreed in a consultative process including ministries,
district assemblies, civil society and donors. The indicators do not only measure quantitative
progress such as number of pupils in school but also qualitative ones such as scores of students
It .s foreseen that most data will come from the district level, which will also strengthen trans
parency and capacity at the local level. For the 2007 progress report, about half of the districts
delivered relevant data for monitoring progress. The progress reports noted gaps in data but also
gave a clear p.cture of which targets had not been achieved and for which there had been steadv
progress. For example, for 2007, only 9 per cent of the targets in the area of good governance
and civic responsibility were achieved, whereas for macroeconomic and economic governance it
was 41 percent.

The NAPRM-GC publishes annual progress reports in implementation of the National Plan
of Action. Their focus is more on the implementation process but the section on economic
governance and management also covers macroeconomic policies and outcomes. The governing
council is made up of a majority of non-state actors (mainly researchers) but also includes
representatives of the Government. As GPRS-II went up to 2009, discussions about a new
long-term development plan had started in early 2008. The Strategy has continued to focus on
reaching middle-income status by 2015 and on transforming the structure of the economy.

(iii) Performance of macroeconomic policies

Fiscal policy

Government revenues (excluding grants) increased from 12.5 per cent in 1990 and 18 per cent
in 2001 to 26 per cent of GDP in 2007 and 28 per cent in 2008. Tax collection has improved
significantly since revenue-collecting agencies were allowed to retain 3 per cent of their receipts
in 2004. A reform of the Ghanaian tax legislation has been undertaken in order to enhance the
revenue system, especially by broadening the tax base.

Import duties (mcluding VAT and excise duties on imports) make up the bulk of government
revenue. Duty collection increased due to simplified tax structures and customs procedures
Indirect taxes, especially VAT, made the largest contribution to total tax revenues in recent years'
However, the contribution of petroleum taxes, which used to have a high share in domestic tax
revenues of 38 per cent of indirect taxes, declined to 25 per cent of indirect taxes and even in
absolute terms. That was mainly due to the reduction in rates to smocthen the sharp increase in
oil prices. Indirect taxes were growing fastest because of improved momtonng of obligations
and the increasing number of registered self-employed taxpayers.



The Government has also txied to change agreements with large mining companies to increase its

share of mining revenue of less than 6 per cent In addition, mining firms have been benefiting

from highly subsidized electricity tariffs.

Divesnture receipts have been lower than expected in past years as fewer firms were privatized.
In the medium run, these receipts were expected to increase but after 2010, not many companies

were left that could be sold profitably. As from 2010, high increases of government revenues

from oil exploration were expected, making it sensible to divest enterprises with no strategic

role, before 2010, to smooth revenues.

Donor grants have been increasing since 2000 but remain unpredictable and volatile. For
example, for 2008, grants of 5.2 per cent of GDP were expected in the budget but only grants
of 4.7 per cent of GDP were received. This led to a significant decrease in total revenues, which

was only partly offset by divestiture proceeds.

Table 9: Central Government budget (per cent of GDP)

Total revenue and grants

Revenue

Direct taxes

Indirect taxes

Trade taxes

Grants

Total expenditure

Recurrent expenditure

Wages and salaries

Energy subsidies

Capital expenditure

Source: IMF, 2008.
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4.9

37.7

23.7

9.7

3.9
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Expenditure increased faster than domestic revenue from 31 per cent in 2005 to 35 per cent of
GDP in 2006 to 47 per cent in 2008. This was driven by government consumption but mainly
by capital expenditure. The mam issues in terms of government expenditure in Ghana were

the regular occurrence of higher-than-planned wage bills and relatively high subsld.es for utility
tariffs These issues caused the abandonment of the IMF programme in 2002 and have been a
major issue in discussions with the IMF and other donors ever since. In addition, special events
such as the Golden jubilee in 2007 as well as the Africa Cup and national elections m 2008

mggered higher than anticipated spending. In 2008, the budget ceiling to^exP«f*"
exceeded by more than 20 per cent. These issues are regularly discussed with the IMF and other

donors.

There is considerable deviation between planned and actual expenditure by type of expenditure^
For example, in 2006, the spending for GPRS-related activity was 71 per cent of planned
expenditure. The higher than budgeted expenditures for wages were mainly due to higher than
anticipated increases in wage levels. Due to the energy crises driven by low water levels in the
hydropower dams and high fuel costs, government expenditure in 2007 mcreased more than
anticipated. Fuel subsidies as well as investments in energy infrastructure accounted for a large
share in government expenditure. Tariff-related energy subsidies were around 2 per cent ot

GDP in 2008.



Reform of the public sector wage structure, which started in 2006, amed to improve the
efficiency of the public sector and to attract more qualified personnel. Between 2002 and 2008
the Government of Ghana (GoG) spent on average 65 per cent of total tax revenue on wages'
with an mcreasmg trend. A Fair Wages and Salaries Commission was established to revise the'
pay structure and ensure equity in the government payroll. In the medium term, the wage bill
was expected to increase as wages in education and especially m health were not attractive
enough to prevent skilled personnel from emigrating.

The reduction of leakages and the fight against corruption made some progress but relatively
slowly. Comprehensive reports on tax exemptions and revenues generated within ministries
are published to increase transparency. Other reforms are aimed at improvmg the efficiency
of public spending, e.g. a "Value-for Money" Unit in the MoFEP to ensure proper selection
of projects and jmprovements in the Public-Private Partnership policy. Expenditure tracking
systems have been introduced, for example, in the health and education sectors to identify
factors contributing to spending inefficiencies.

In recent years, the focus on pubUc mvestment has been increasing. Capital expenditure increased
ftom 9 per cent of GDP in 2000 to 14 per cent fa 2007 and 15 per cent in 2008, especially the
Ghanaian Eurobond which was supposed to be used for large investment projects. In the 2008
budget, there was a strong focus on rural investment, for example, 15 km of tarred road and 5
communities with good drinking water and electricity for all 166 districts.

The fiscal deficit reduced from around 10 per cent in 2000 to 7 per cent in 2006 but increased
agam to around 8.5 per cent in 2007 and 14 per cent in 2008, mainly as a result of the increasing
expenditure described above. The GoG then proposed introduction of a fiscal responsibility
aw and formulation of stricter fiscal rule, There were already some fiscal rules in place, such Z
restriction of the deficit financed by the Central Bank to 10 per cent of revenue in the previous

7f w!mCv W" °De °,^ Cntem UDder WAMZ- The B°G- aS WeU as Ae Convergence Council
of WAMZ supported the fiscal responsibility law as it boosted achievement of inflation targets
The new Government announced that it was planning to reduce the budget deficit to sustamable
levels, mainly through reduction in unproductive recurrent expenditure and unprovement in
revenue generation. r

Financing and debt

FnT T^™0 "T^ m ^ ^ h3S en^d debt —^tions under the
Enhanced HIPC initiative and the Multilateral Debt Relief Initiative (MDRI). Thus public debt
deckned significantly from almost 200 per cent of GNI in 2000 to 119 per cent end-2003 and
further down to 42 per cent by end-2005. It then increased to more than 50 per cent in 2008
In addition, the domestic debt portfolio was restructured by extending the maturity profile'
diversifying the investor base and promoting development of the domestic capital market. In

z^fir'veTeargovernment bonds d **

In 2007 Ghana raised $750 million on the Eurobond market. The ten-year bond with a yield
rate of 8.5 per cent was oversubscribed by $3 billion and attracted a wide range of investors
indicating confidence in the economic and political stability of Ghana. The proceeds from this
bond were meant to be used for investment in infrastructure. Thus, it was planned to more than



double public investment in energy in 2008. The GoG was under much pressure to spend the
money fast as interest started to accumulate from the issuing of the bond.

The issuing of the bond also led to a shift from domestic to foreign debt. The stock of domestic
debt at the end of 2007 was 26.5 per cent of GDP, with an increasing tend and very high costs
of debt servicing. A share of HIPC funds was used to reduce domestic debt and thus^future
interest payments. The stock of external debt was at a similar level, at 25 per cent of GDP at

end-2007 and 28 pet cent at end-2008.

Monetary policy

In the 1980s inflation was high and volatile and reached more than 100 per cent for several
years After Ghana adopted the implicit inflation targeting in 2002, the following years saw a

more moderate inflation of around 11 to 15 per cent, down from around 20 per cent in previous

years and from the volatile hyperinflation during the early 1980s. Restaunt of fiscal policies
and government borrowing has allowed the BoG to reduce interest rates at the same tome as
inflation declined. This has also allowed credit to the private sector to increase substantially. In

September 2007, the inflation rate reached a low of 10.2 per cent.

However there was an increase of the CPI to 18 per cent at the end of 2008, driven first by
increasing international prices for oil and food and then by imported inflation due to depreciation
of the cedi. This development occurred against an inflation target for 2008 of 7 per cent and a
medium-term target of 5 per cent. This showed that Ghana was still vulnerable to shocks from

weather and commodity prices.

To bring down inflation towards target levels, the BoG purs, =d a tight monetary policy and
increased interest rates several times from 13.5 per cent at the end-2007 to 17 per cent at end-
2008 and 18.5 per cent by February 2009. Inflation continued to increase to more than 20 per
cent in April 2009, leaving the real interest rate close to zero. This was an indication that the
effectiveness of monetary policy was limited as the inflation was driven by external factor.
However the high interest rates had a negative impact on economic activity. Given the high
discrepancies of inflation targets and outcomes it is questionable if inflation targeting was the

best strategy for monetary policy in Ghana in the medium term.

The increasing fiscal deficits together with high imports of investment goods have been
widening the current-account deficit, leading to a downward pressure on the cedi. Other mam
factors living the nominal exchange rate are the level of remittances donor inflows and export
earnings versus unport costs. The cedi was re-denominated inm« with 1000 old ce<Js
equalling 1 new Ghana cedi. Ghana's real effective exchange rate (REER) declined until 2004
and subsequently started to increase. Recent IMF analysis stated that the REER was close to its
equilibrium based on relative productivity, terms of trade and real interest rate differential vis-

a-vis its trading partners.

Financial sector

In the past few years, credit to the private sector increased significantly by almost 70 per cent
in 2007 and by more than 40 per cent in 2008. Bank assets shifted from government papers

to loans to the private sector,, especially to consumers but also to the services, secto. However
only a relatively small and declining share of bank credit (less than 5 per cent in 2007) went to



agriculture. Despite the financial crisis, credit availability to SMEs has continuously increased
as result of reforms of the finanaal system. In 2008, the pubUc share of disbuLd credit
increased again to more than 20 per cent of all bankmg credit.

have been stepping up their efforts to mobilize depos.ts through the opening of new

rtrd;rof new products-H— *■-— i3
Effects of macroeconomic policies on the economy

■

In 2004, Ghana got a B+ credit rating from both Standard & Poors and Fkch, which gave it
better access to international capital markets. However, the increase in external debt tnLred
some warnings from rating agencies. *SStiCU

The Ghana Stock Exchange (GSE) has been expanding with new listings and high gains for

cZZStnuT I ? <ankmg and Par% Stat£-°Wned -*rpnses,LludmggGhana OH
Company (GOIL) and the State Insurance Company (SIC). In 2008, the GSE All Share index
produced a return of 26 per cent in US dollar terms, virtually the same performance as in 2007.

Export rece>pts have increased partly because of the increase in prices for cocoa and gold. Non-
traditional exports also registered relatively high growth since 2001, especially for processed
and semi-processed goods. The share of NTE in total exports .creased from 3 per cent in tne

in series,) r y e GoGP"*-^ in series, espe^
services and information and communication technology (ICTl These efforts were

r"to**"* **BoP but*°W m ff ir:

However, the increase in the oil pnce between 2006 and mid-2008 more than offset these gains
increasing the trade deficit. The current account deficit was, in addition, driven by impofts of
capital equipment for oil exploration and mining, financed by increasing FDI. Gross Lternationa
reserves increased sigmficandy to 3 months of imports at end-2007,up from 2 weeks in 2000
but declined to 1.8 months at end-2008.

Since 2000, Ghana's economy has experienced growth rates of around 5.5 per cent on averaee
In recent years, growth m Ghana was maujy driven by demand, both consumer demand
through remittances and credit, and firm demand through better access to credit The TFP of
Ae economy as a whole increased by around 2 per cent; especially the large increase in cocoa
production of up to 20 per cent in the 2007-2008 season was driven by productivity growth

Employment data for Ghana are very scarce. In 1999, 55 per cent of the labour force was active
in agriculture, 14 per cent in industry and 31 per cent in services. The BoG relies on vacancy
advisements in newspaper as the best available indicator for developments in the laboul

^T ? tO mt"CatOI demand fot hh°mmd^ *2008^T ? mt"CatOI> demand fot hh°m mCreaSed ^ more *»» 30 per cent in
TimlnrZTw ™-h°-d that they planned to create jobs for 30,000 Ghanaians
forma P ^ ' ~' " ^^^^"^^^Seems to be * P°** ^nd in
S P^^^ 77"' m 8eneIa1' -^P10^"' -d underemployment remain major

economc srowth to generate sufficlent fMmaI ^



Thus the GoG has started to implement some employment-creation irntiatives. The National
Youth Employment Programme, which was established in 2006, faceted employment of
108 000 youth in 2006 and a total of 200,000 jobs in 2007. However, most of these job. were not
L he prlate sector but in temporary government programmes such as aforesta.on and came
Z a higl cost. In addition, there were compos about lack of transparency in the distribution

of jobs and long delays in payments.

(v) Outlook and policy recommendations

Ghana has not been affected as much as other African countries by the effects of the financial
and economic crisis in 2008/2009. This was mainly due to the fact that gold and cocoa prices
emLd high, whereas oil prices fell. However, the crisis affected the Ghanaian economy
through lower demand for exports, lower tax revenues, and lower remittances and other capi
Mows. The scope for the GoG to react to the effects of the crrsis was very limited as the fiscal
and external deficits had been relatively high before the crisis, partly because of the food and
oil price increases in 2007 and the first half of 2009. In addition, the depreciation of th ed,
contributed to a relatively high inflation rate. Thus, Ghana has remained vutaerable to external
Lcks and needs to preserve adequate levels of international reserves as a buffer agamst such

shocks.

The oil exploitation that began in 2010 could produce some 10 bfflion barrels of oil. The
ejected revenue for government would be up to the amount of the current domestic
—rnent revenue. Thus, the GoG could afford to maintain a deficit in 2009 to deal with the
fffects of the financial crisis as the expected proceeds would be used to repay the resulting debt.

One of the measures to deal with some of these challenges was extension of ^Extractive
Industries Transparency Initiative to the oil sector. The GoG has also-designed a Stabfcation
Fundfor oil revenues, whichhelped to smoom government expenditure and make precautionary

savings for coping with future external shocks.

To improve macroeconomic forecasts and management, better data are needed especially on
element The Labour Market Information System, which has been under consideration
Z 2000 should be implemented as soon as possible. The National Identification Scheme
Thlch started registration of all citizens in 2009, is likely to save costs for tax administration and
contribute to easier access to services by the Government, the banking sector, etc.

An increase in domestic resource mobilization provided an opportunity to reduce fiscal deficit*
to sustainable levels. Some new taxes such as the taxation of the informal sector were a step m

the right direction. A review of agreements with extractive industries in order to benefit more
rom higher commodity prices would also increase fiscal space. However, there should be more
^undertakenoi effects of new taxes, for example, on communication and transport
Thele assessments should not only take into account the effects on growth but also on different

groups of the population.

The global crisis provided a good opportunity for prioritising expenditure. The d-l^the
share of poverty reduction expenditures in 2008 had to be reversed. Especially the review of
operations by sTate-owned enterprises and the tax exemptions announced in the 200 budget
Ih were expected to help to improve the fiscal balance without reducing service delivery.



A revision of utility subsidies, which has been under discussion for the past decade should be
unplemented as costs are very high and targeting is poor. Instead of subsidizing utility tariffs
for all users there should be targeted subsidies for poor consumers. However, as there ,s a dose
relationship between utility tariffs and inflation, the increase of tariffs to cost-covemg levels
should be done gradually and inefficiencies of utility provision need to be reduced to parallel.

The strict BoG inflation targeting should also be reviewed. There is no evidence that an inflation
target of 5 per cent will have any benefits for long-term economic growth. As the announced
targets are rarely met, it k also not dear whether the announcement of targets leads to lower
expectations. Thus more flexibility, especially when inflation is driven by supply-ride shocks is
needed. '

(e) Macroeconomic policy and convergence in the United
Republic of Tanzania

(i) Introduction

A stable macroeconomic environment is critical to the achievement of rapid, inclusive and
sustainable economic growth. It is also imperative to enhance macroeconomic convergence
as a way to foster regional integration. Convergence criteria are based on a number of
macroeconomic variables such as inflation rate, long-term interest rate, exchange rate mechanism

government fiscal deficit and government debt. This paper reviews the macroeconomic policy^

and convergence performance of Tanzania vis-a-vis the SADC macroeconomic convergence
targets agreed for 2008. The paper also attempts to give some insights into regional integration.

(ii) Socio-economic background, macroeconomic developments and
convergence

Socio-economic background

Tanzania has shown significant improvement m real GDP growth over the last decade on the
back of stable and successful macroeconomic management through a combination of prudent
fiscal and monetary (e.g. low and stable inflation) policies. Real GDP growth increased from 3 3
per cent in 1997 to 7.4 per cent In 2008; inflation was reduced from 16.1 per cent in 1997 to 7 0

pet cent in 2007, and was contained at single-digit levels between 1999 and 2007. In 2008 the
global financial crisis caused high food and oil prices; the inflation rate reached 10.3 per cent.

Moreover, significant measures were taken to liberalize the economy along market lines and

ZZ*tt? f°mgn aDd d°meStiC pdVate investaent- As * result, FDI mflows increased in
2008 to J695 million, compared to $653.4 million in 2007 and $597 million in 2006 This was
due to continued Government efforts to encourage foreign investors by creating a favourable
chmate toward FDI. The 2007 WB/IFC Report on Doing Business identified Tanzama as one
of the top ten reformers worldwide in reducing bureaucracy and unnecessary duplication in
registering a new business, among other measures.

However, Tanzania still remains one of the lowest-income countries in the world, with an annual
per capita income of $425 in 2008. The 2008 Human Development Report ranked Tanzania at
152 out of 179 countries (HDI value of 0.503). Strong growth performance did not translate



into significant reduction in the poverty level. Accordmg to the Household Budget Survey
(HBS) 2007, the proportion of people living in poverty has only slightly decreased by 2.4 per
cent from 35 7 per cent in 2001 to 33.3 per cent in 2007. The HBS also showed mixed results in
terms of the extent to which public expenditure reached poor people, with good performance
on education and health, but poor results for water and electricity. This has obvious implications
for gender relations, as women and girls continue to spend a disproportion^ part of their Ume
in collecting water and fuel. Tanzania scored relatively well in terms of the adult literacy rate and

of school enrolment.

The agriculture sector represents about 25 per cent of GDP and employs about 80 per cent
of the population but continues to lag behind in terms of growth rates. The importance of
agriculmre has fallen since the mid-1990s, going from over 40 per cent of GDP to around 25
per cent of GDP in recent years, partly due to a falloff in clover export earnings and partly
because of an mcreasmg focus on tounsm and industrial activities. The agriculture sector was

hard hit during the 2002-2003 drought and again in 2005-2006 by pers,stent power shortages

caused by low ramfall in the hydroelectric dam catchment areas^The share of «**£"*
construction to GDP picked up from below 20 per cent in the mid-1990s to 21.3 m 2008. This
led to an increase in non-traditional exports. The share of the service sector has also increased

over time, from around 45 per cent in 1999 to 47.8 per cent in 2008.

Macroeconomic policy frameworks

The Government of Tanzania (GoT) has been implementing its second National Strategy for
Reduction of Poverty (NSGRP-2)) commonly known by its Kiswamli acronym, MKUKUTA
(2005-2010)) It was the result of extensive consultations among government, parliament, civM

society, and other stakeholders. The strategy included three mam pfflars (clusters): Growth
and Reduction of Income Poverty; Improvement in Quality of Life and Socia WeU Bemg;
and Governance and Accountability Unlike the previous PRSP (2000), the MKUKUTA was
broader more inclusive and more outcome-based. It focused on economic growth, supported by
a scaling up of expenditures that would support this objective. Sectoral strategies were generaUy
clear and coherent and gender-specific indicators were included. However, cross-sector links

were sometimes weak.

The NSGRP elaborated macroeconomic policies with clearly spelled out mstruments on

how they would be pursued. It explicitly specified that macroeconomic management required
sustained actions that maintained a stable and predictable macroeconomic environment.

During the year 2008/2009, the macroeconomic policy objectives of the GoT were to promote

growth and reduce poverty through strengthening of operational efficiency and enhancement

of strategic resource allocation for infrastructure development and other priority projects that
had a high multiplier effect on the economy, and consequently on poverty reduction.



Box 1: Macroeconomic projections and policy targets (2008/2009 -

The macroeconomic projections and policy targets for the medium term (2008/2009 - 2010/2011)
are indicated as follows: '

°C™ P" "" *^ "-1 P" "" * 2°°9> ° P" Cent in 201°
An annual inflation rate of not more than 7.0 per cent by June 2009;

TT""' lId f 'n 2008/2009 19.0 per cent in

Contain the growth rate of M2 within a band not exceeding 23.9 per cent in 2008/2009 and 22 9
per cent m 2009/2010, consistent with GDP growth and inflation targets;

Mamtam adequate official foreign exchange reserves of a value sufficient to cover 5 months of im-
ports or goods and non-factor services;

Maintain a market-determined realistic exchange rate, with the Bank of Tanzania's interventions
exclusively hrmted to smoothing wide fluctuation for liquidity management purposes; and

rivateTctor ^ " '^^M regUlatOTy framew°* *» enhancing access to credit by the

Source: Ministry of Finance and Economic Affairs, May 2008. '

Macroeconomic policy convergence in SADC

Achieving convergence wnl contribute to sustainabllitv of growth, effectiveness of growth-
oriented policies, and a better spread of the benefits of regional integration to all member
States. Having signed the Finance and Investment Protocol (FIP) in 2006, SADC member States
have shown their commitment to co-operate and harmonize polices in the areas of finance
mvestment, and macroeconomic policies. The mechanism to achieve convergence focuses on
four macroeconomic variables: inflation, fiscal balance, public debt, and the current account
balance. SADC member States estabHshed specific targets for macroeconomic indicators to
be met by 2008, 2012, and 2018 (table 10). In addition to the primary convergence targets
other macroeconomic targets are also considered in order to supplement the &amework for
macroeconomic convergence.

Table 10: Macroeconomic convergence criteria for SADC

Indicators

Macroeconomic convergence targets
Inflation rate (annual)

Fiscal deficit/GDP

Public debt/GDP

Current accountfGDP

Other macroeconomic targets

< 9.5 per cent

<5 per cent

<60 per cent

<9 per cent

<5 per cent

<3 per cent

<60 per cent

<9 per cent

<3 per cent

<1 percent

<60 per cent

<3 per cent



Economic growth

External reserves (import cover, months)

Central bank credit to

Domestic savings/GDP

Domestic investment/GDP

Source: SADC Secretariat, 2007.

7 per cent

3

0 per cent

25 per cent

30 per cent

7 per cent

6

5 per cent

30 per cent

30 per cent

7 per cent

6

5 per cent

35 per cent

30 per cent

As a SADC member, Tanzania has agreed to these targets. The country has shown cor^tment

to designing and implementing its macroeconomic policy m accordance with the SADC

agreement.

(iii) Economic performance and assessment of the status of Tanzania's
convergence against SADC targets for 2008

Recent tnacroeconomic performance

Fiscal performance . .. A

Although Tanzania continued to implement a tight fiscal policy while trying to taise domestic and
foreign revenues, the consolidated fiscal operations of general government have shown that the
overall budget deficit declined but still remained high over the last few years. Total expenditure
increased steadily while total revenue rose at a slower pace. The increase in expenditure reflected
the continued GoT efforts to spend on pro-poor growth sectors, which were supported by loans
and grants from development partners. Particular attention is given to government commitment

to renew and expand national infrastructure in support of private sector growth. The gap was
financed by grants. Tanzania is excessively dependent on external assistance to fund its recurrent

and development budget and foreign assistance will remain important, at least in the immediate
future because the country's needs far exceed its domestic financing capacity. Nearly 20 per cent
of the recurrent and 90 per cent of the development expenditure are financed by foreign aid.

Fiqure 6: Government revenue, expenditure and budget deficit ratios to
5* ———■—m—mm

GDP

Domestic Revenue 12.6

Total Expenditure 17.4

Overall Balance before -2.3

Grants

Overall Balance after 0.2

Grants

Source: Ministry of Finance, May 2008; CBE, January 2009

National debt developments: Ue total national debt stock declined by 2^0 per^centin.2007
from $7188.4 million at end December 2006 to $7041.3 million at end of December 2007- The
decline was mainly due to a fall in the external debt under HIPC and MDRI, albeit the demesne

debt increased in 2007.

Tanzania reached the completion point under HIPC in 2001 and since then it has enjoyed
SstTnal debt relief. As a result of HIPC assistance, according to IMF (2009), external debt
service payments were cut significantly - by an average of nearly 50 per cent, averaging about
$65 million annually for 2000/2001-2005/2006 (about 0.5 per cent of GDP).



On the other hand, domestic debt increased by 4.3 per cent in 2007, rising from TZS 181 95
bilkon in 2006 to TZS 1894.6 billion m 2007. This increase was due to the sale of treasury bills
to absorb excess liquidity in the economy. The commercial banks have remained the leading
domestic creditors accounting for 43.1 per cent of total credit provided, followed by pension
funds (29.8 per cent), and the Bank of Tanzania (18.7 per cent).

External sector developments: Tanzania's current account balance has continued to worsen due
to an increase in imports. In 2008, the country's current account deficit widened to $3 103 0

mtnn7a^ f0Se tO l\\ T Cem °fGDP fr°m $1'859"2 milJion (about U-° P°™ ofGDP)
m 2007. The increased deficit was primarily driven by a sharp increase in international oil prices
coupled with increased demand for oil used in thermal power. During 2008, imports of goods
and services grew by 31.7 per cent while exports increased by only 28.9 per cent. Nevertheless,
the overall BoP remained within the target level on account of continued strong capital inflows
in the form ofprogramme and project assistance, FDI and debt relief received under the MDRI
Despite the deficit, foreign reserves increased by 3-9 per cent to $2,869.7 million in 2008, from
$2 761 million in 2007. By the end of 2008, foreign exchange reserves had increased to $2 89
billion, enough to cover about 4.3 months of import of goods and services. The BoT intended
to increase foreign exchange reserve to 5 months of import by June 2009.

Table 11: Current account balance (per cent of GDP at current prices)

Trade balance

Export of goods (f.o.b)

Import of goods (f.o.b}

Services

Factor income

Current transfer

Current account balanceflrtcl.
grants)

-7.0

8.1

-15.0

-0.6

4.3

-7.5

9.0

-16.5

2.8

-2.0

4.2

-4.9

9.1

-14.0

2.7

-0.8

2.7

-6.1

10.5

-16.6

1.9

-1.2

4.4

-7.8

11.5

-19.4

1.2

-0.9

4.6

-9.3

11.9

-21.2

0.4

-0.7

3.5

-13.6

13.4

-27.0

1.9

-0.4

4.1

-15.6

13.2

-28.5

2.7

-0.3

3.9

■mat

-16.1

14.3

-29.9

2.7

-0.6

2.9

-5.3 -2.5 -0.3

Source: BOT, July 2009; QEB, December 2008.

Monetary policy performance

Over the past decade (1999 - 2007), the GoT has been very successful m contammg inflation
at angle- digit levels because of the combmation of tight monetary policy and fiscal di.dplme
mamly by the use of a cash budget system that restricted government expenditures. However'
the increase in oil and food prices recorded by mid-2008 was the mam driver of mflation in

^nm T COUnttif•lD 2008' mflati°n m Tan2alm St°°d " 103 P« cmt- "P &om 7 per cent
m 2007. The rise in food mflation (which accounted for 55.9 per cent of the CPI basket) was
due to shortage of food in ne<ghbouring countries. Following a fall in mternational food and

^«gyurlueSLannUal mflati°n d6Clmed tO 10J Pet Cent mJ™e &om 13-5 P« cent in December
2008, the highest smce the millennium began: It was expected that overall inflation would fall
back to a single-digit during 2009.



Figure 7: Annual headline, food and non- food inflation
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Overall Inflation Food Inflation ^tan-RxxMntation

Source: BoT, Monetary Policy Statement, June 2009.

In order to contain mHation over the medium term at the targeted level, the GoT has continued
to mamtam prudent fiscal and monetary polides such as cautiously programming public
expenditure in a way that does not affect the aggregate demand. In addition, the Bank of
Tanzania (BoT) continues to tighten monetary policy to prevent high inflation. More specifically,
in order to contain food inflation, the GoT continues its effort to ensure self-sufficiency in

food In the short term, it is distributing food from surplus areas to those with shortages. In
the medium term, strategies are being initiated to increase agricultural output and ensure food
sufficiency by carefully re-engineering agricultural activities in the context of Agriculture First.

Financial sector development

Financial intermediation in Tanzania has sustained good performance as reflected by the increase
m bank deposits and strong growth of credit to the private sector. SubstanUal expanston in the
financial sector was registered after implementation of the Second Generation Financial Sector

Reform in 2004.

The growth in the banking sector has led to expansion of credit to the private sector, growing

35 per cent per annum. Credit to the private sector grew at 47 per cent in 2008 compared to 422
per cent in 2007. Private sector credit started from a very low base at 3.8 per cent of GDP in 1)JH
but increased to almost 20 per cent in 2008 (Rabobank, 2009). Reduced domestic borrowing,
mcreased number of credit-worthy borrowers, sustained moderate negotiated lendmg rates,

existence of credit guarantee schemes, availability of syndicated loans to corporate customers,

and implementation of the ongoing second generation financial sector reforms contributed to
the growth of credit to the private sector. There was a decline in the interest rate spread after

2003.

Exchange rate policy

Currently the BoT has continued its policy of allowing the exchange rate to fluctuate freely in
response to market forces, limiting its intervention in the foreign-exchange market to liquidity



management and smoothing temporary fluctuations. BoT fore.gn exchange operations have
contmued to be guided by the need to promote an orderly market daracterjd b/stable mark"
determined exchange rates, without jeopardizing the country's external sector competitive""
and the targeted level of foreign reserves. competitiveness,

depreciated 104 per cent between March 2008 and March 2OO9.The significant dL e
die second half of 2008 was caused by the collapse of global commoTty prices and
which led to a decline in the country's export earnings, increasing presIL on the
Despite th,s, the existing restriction on capital account transactions enabled the GoT to r
forelgn exchange reserves of $2.5 billion, which was about 4.4 months of import coveT

Assessment of the status of Tanzania against the SADC convergence targets, 2008

As Seated earlier me GoT is committed to the SADC macroeconomic convergence
programme towards improvuig overall economic performance in the subregion, by promoting
fast growth, raising per capita income, reducing poverty, attaming the MDGs deepen!
regional integration and ultimately, establishing a monetary union. This section revieTtnl
status of macroeconomic policy convergence of Tanzania in line with the SADC targets on
major macroeconomic indicators (table 12). B

>: Performance of Tanzania in relation to 2008 SADC convergence

Indicators Inflation

deficit

/GDP

Reference value (2008) <9.5 % <5 %

Tanzania's status (2008) 10.3% 4J

Source: MOF, May 2009.

<60 %

balance/GDP growth reserve

(monthsl

(a) Macroeconomic convergence targets

end of 2008 would improve the s.tuation and that Tanzania would meet the 5 per cent target

(ii) Fiscal deficit (as percentage of GDP): Tanzania's fiscal deficit per GDP was 4 1 per cent
m 2008, within the SADC convergence target of !ess than 5 per cent for 2008Ink to dono
grants, which accounted for 40 per cent of the budget



(Hi) Public debt (as percentage of GDP): For 2008, Tanzania's national debt was 32 4 per
cent of GDP and within the SADC convergence target. However, public debt per GDP had

increased from 31.8 per cent in 2007.

(iv) Current account balance (as percentage of GDP): Tanzania's current account drfch per
GDP worsened from 13.1 per cent in 2007 to 13.9 per cent in 2008 (provis1Onal data This wa,
^"wolning gibal economic conditions, which led to a large import bill for Wh

food during 2008. On the back of development assistance, Tanzaniamanaged to n row

Xwever, it was expected that Tanzania would meet the SADC target of less than 9 per cent by
2012, as a result of declining oil prices.

(b) Other macroeconomic targets

Regarding the supplementary macroeconomic convergence targets, the country met the SADC
SetsTor GDP growth and external reserves while it missed other targets. Despite the global
ZLn it recorded a 7.4 per cent GDP growth rate in 2008, sbghtly above the SADC con

criteria of 7 per cent for 2008. During the same year, Tanzania's foreign exchange
remled well (enough to cover 4.3 months) in excess of the SADC target of 3 months

of import cover.

According to UNECA (2008a), the likelihood of meeting the investment«^^~
ing reinvestment designed to 'crowd-m' private investment. Weeks 2008), was ako very
doubtful mat a common target for all countries would be appropriate, claimmg that the va«-
IZ countries had different internal dynamics. The GoT will have to revise its macroeconomic
poUde"o Ilffl the relatively strict SADC targets by 2012 (Kurz, 2007). This demands strong
£rfs to"improve pohcy formulation and implementation, structural and institutional reforms,
trade openness, trade performance as well as debt relief.

(iv) Assessment of national policy and regional integration

Regional integration is expected to promote economic policy lmkages between member
entries andList in the development of regional benchmarks for economic and governance
performance. Tanzania is a member of EAC and of SADC.

East African Community

Tanzania Kenya and Uganda were founding members of EAC, which was established in 2000,

regional integration.

Many businesses have undertaken cross-border investments in neighbouring EACmembet
States in order to take advantage of a broader market. A number of issues, such as the
h«a«on of tax laws, and L movement of labour, goods and services are perceived as
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Hie Southern African Development Community

and competitiveness o/:ts members
to acMeve Hgher growthnJ^^
SADC cormmtted kself to estabUshme a fTA hvMT
market by 2015, a monetary umon bTIo 6 Trl " ' ,"
that about 85 per cent of SA^ tad j! T

and deeper cap.ta! markets, a transpl' aL harrnon^ed SAD^
macroeconomic converEence harmoni^d 2 'latmom2ed SADC

agreements set up

nBuiet
* 2M°'

2°18- The FTA
f

policy

mtrareg.onal trade ,done ^t

(v) Outlook and policy recommendations

-nomy, was charactered

==?
-*■

The fall in export revenues, remittances, and foreign investment led to „ hi.h
defiat and ruing infladon. Further, depreciation o/the shi W"atst h WS Z"Z
to an .ncrease in inflation. Overall, the global financial cri^X^fsoltf I"
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used, could benefit Tanzania. These include: improving

at
the Tanzania Investment Bank (TIB).



5. Conclusion and Policy Implications

benefits of

policies to be content with S
tevealed that Afacan countries h

in the case

showed that develo^fnt
current account defied

OveraU, macroeconomic policies have to be
low budget deficit, low pubhc debt as ^
mternational competitiveness and encourage
-nv countries has proved, i L

and

poncy

for
fiscal

™nvetgence targets. Our analysis

, the countries

*"* ^ tar8etS for budS««* and

has been at best
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