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ABSTRACT
Over the past decade, planning in Ghana for investment has been a problem especially
with policy makers due to over-reliance on sources of finance other than domestically
generated funds. The sure solution therefore will be the need to mobilize domestic funds
and channeling those funds to capital formation through prolific investments. The
literature discloses a devastating agreement that a liberalized economy encourages
increased savings and promotes capital amassing and economic growth. This study
examined the determinants of savings mobilization and its role in promote economic
growth in Ghana. Data for the analysis cover the period between 1980 and 2010. Time
series characteristics of the data were investigated by applying unit root tests to examine
the stationarity of each variable. To determine the robustness of the Ordinary Least
Squares (OLS) regression coefficients, a test for serial correlation and heteroskedasticity
was performed. The demand for real bank deposits was then modelled using the OLS
technique. Results from the study show that exchange rate, inflation rate and money
supply (M2) significantly affect the mobilization of financial savings (deposit) in Ghana.
Deposit interest rate however, proofed to be a weak determinant of bank deposit
mobilization. This is because of the lack of confidence that people had in the banking
system. Successful mobilization of domestic resources requires a stable macroeconomic
environment in which inflation is under control and possible currency substitution is
tamed by a stable exchange rate. The functions performed by banks, especially their use
of deposits to allocate credit to the private sector for investment, promote growth to an
extent. However, government borrowing and other factors constrain the economy from
realizing the full growth benefits of functions performed by the banks. Financial policies
by government can also augment this development process by assuring greater amount of

information on credit worthiness of businesses and households in the economy.
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CHAPTER ONE

INTRODUCTION
Background to the study
A solemn limitation to the development and economic growth of developing
countries is the weak, under-developed and the relative undiversified financial
systems. Frail fiscal and monetary policies coupled with inefficient financial
intermediation have led to insufficient capitalization and volatile macroeconomic
environment. Loayza, et al, (2000), stresses that restructuring is painful and slow;
and successful financial deepening may still be a distant dawning. In other words,
financial systems in developing countries have lacked in undertaking the
necessary functions required to facilitate growth and to perform the essential
economic development functions required for speedy growth and capital amassing

efficiently.

Some African countries including Ghana are listed among the Highly Indebted
Poor Countries (HIPC), and it is very important that policy makers of these
countries adopt strategies to reduce their high dependence on external sources of
funding for their own growth plans. One of the ways this is possible is by turning
towards maximizing domestic savings. Agu (1994) posits that increasing domestic
sources of capital requires a wide range of well-organized, independent and
adapted financial institutions. It requires an institutional arrangement that
encourages savings (deposits in banks) on the one hand, and channels the
mobilized savings into capital formation for productive investments on the other.
Financial institutions, especially banks have the responsibility of mobilizing these

savings. The banks are the most capable institutions because of their capabilities
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in their widespread branch networks, which gather unutilized funds in a form of
savings. Fry (1997) emphasized that, banks as financial intermediaries bring
savers and investors, and/or lenders and borrowers together. According to him,

they create money and administer the payment system.

Consequently, banks in Ghana have been plagued with piles of problems
hindering the mobilization of savings or deposits and distribution of credit among
borrowers. This has particularly inhibited access to funds for investors requiring
long-term finance and for small businesses that contribute to the recovery of the
economy. Surplus funds of the majority of the populace are held in real assets like
land and buildings, ornaments etc, which are unproductive. One major problem of
developing economies seems to be the form rather than the amount of savings that
can be mobilized. One way banks can solve this challenge is to encourage capital
formation initiatives such as working capital financing and financial savings. In
order to continue having a sustainable economic growth, the emphasis should be

on the mobilization of domestic savings (Aryeetey and Udry, 2000).

Statement of the Problem

Ghana for the past decades has relied so much on external sources of funds for its
budget. By the end of June, 2011 for example, Ghana’s domestic debt increased
by 9.7 percent to GHc11,841.1 million (20.0 percent of GDP), the external debt by
7.2 percent to US$7,589.5 million (19.9 percent of GDP), and the total debt by
10.0 percent to GHc23,608.5 million (39.9 percent of GDP)'. From a low post

HIPC initiative and Multilateral Debt Relief Initiative (MDRI) level, Ghana’s debt

L IMF, IFS Data files, 2011
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has been rising as a result of more borrowing. Financial assistance from other
donor agencies like the IMF and World Bank have also come with some
conditionality attached to it. One problem is that these supports have been quite
unpredictable and fluctuating making it difficult to plan for investment in the
economy. The insinuation is that very little or no savings is made from domestic
budget revenue to promote economic growth. This underscores an urgent need for
raising the necessary financial support growth. The banks in this case have a
major responsibility to mobilize domestic financial savings (deposits) to reduce
Ghana’s dependence on external resources of funds. In order to increase domestic
sources of capital therefore, the banking sector of developing countries must
increase their deposits, hence the need to know the factors, which determine
deposit or financial savings. This study empirically investigates some
macroeconomic determinants of mobilizing financial savings in Ghana and

assesses the role of banks to economic growth through savings mobilization.

Objectives of the Study
The main objective of the study is to find out the determinants of deposit

mobilization and its role in economic growth in Ghana.

The specific objectives of the study therefore are to achieve the following:
1. To identify and estimate a model that explains the factors, which
determine bank deposit mobilization in Ghana.
2. To highlight the functional contribution of banks to economic growth

through domestic savings mobilization in Ghana.
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Hypothesis
The hypothesis of this study is to critically analyze if:
1. Ha: There is a relationship between inflation, exchange rates, money
supply (M2) and deposit rates on bank deposits in Ghana.
2. Ho: There is no relationship between inflation, exchange rates, money
supply (M2) and deposit rates on bank deposits.

Where Ha is the alternate hypothesis and Ho is the null hypothesis.

Scope and Limitations of the Study

Though World Bank in 1989 defined financial savings as the currency in
circulation and the demand and savings deposits at banks, this study did not
consider, currency in circulation, but considered financial savings to mean
demand, time and savings deposits at banks. Informal savings can take the form of
real goods, which may include items like livestock, precious metals, ornaments or
urban lands. The measurement of informal savings is therefore a tedious task since

they diminish with the expansion and development of the formal financial sector.

Similar studies like Aryeetey (1991) focused on the mobilization of domestic
resources in the informal sector for capital formation. He also researched in 2002
on the relationship between the formal and informal sectors of the financial
market in Ghana. However, this study differs from previous ones because it
focuses on financial savings in the banking sector. It also focuses on factors that

determine the mobilization of deposits by banks and its economic implications.
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The scope of the study is also limited to the Ghanaian context and does not
include an overview of individual banks. The study examines and quantitatively
assesses factors that influence the mobilization of deposits by banks. However, its
handling of the role of banks in capital formation is qualitative in approach. An
analytical framework of existing theory has been done to explain the contribution
of banks to economic growth through the mobilization of deposits. With possible
methodological weaknesses and data inadequacy, conclusions drawn from the

study, however, require caution and further qualifications.

Significance of the Study

Levine (1997) opines that the financial sector as a whole turns out to be
indispensable to economic growth. Though savings accumulation enhances capital
formation, it is regretting to state that much of government revenue is used to
service debt in Ghana. Ghana and most African countries must turn towards
raising finance from domestic sources due to the debt crises, which has bedeviled
them. External sources of finance are highly unpredictable and it is therefore not
reliable for any country to depend on. Countries, which therefore seek to sustain
their growth, must not depend entirely on external sources. The ideal way is to
mobilize domestic savings. This study will be useful for policymakers in efforts
to increase financial deepening and promote capital formation. Academicians and
researchers will equally find it handy in examining the relationship between
growth in banking and economic development as well as factors, which are

significant in promoting deposit mobilization.
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Organization of the Study

The study was organized into five chapters. Chapter one dealt with the
Introduction of the study. Chapter two reviews literature on both theoretical and
empirical studies on the link between bank deposits and economic growth. It
contains an assessment of researches done on savings and the variables that
influence its mobilization. An overview of banking in Ghana and the methodology
employed for assessing the quantitative significance of the determinants of
savings mobilization is presented in Chapter three. Chapter four presents the
results of analysis done and discusses findings made. Chapter five, finally, draws
some conclusions from the empirical findings of Chapter four and suggests

recommendations for policy consideration.
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2.1

CHAPTER TWO
LITERATURE REVIEW

Introduction

This chapter deals with a review of both theoretical and empirical literature on the
subject under study. It outlines a historical overview of banks in Ghana and
discusses the effect of the financial sector reform and the structural adjustments on
the Ghanaian economy. Different studies have offered different opinions on the
contribution of the financial sector to economic growth. For instance, Lucas
(1988) feels that the role of financial factors in economic growth has been grossly
overemphasized, while Chandavarkar (1992) feels that it is insignificant.
However, Levine (1997) presented adequate evidence in support of the
importance of the financial sector for economic growth. The financial sector
smooths the progress of mobilizing the necessary capital for technological
advancements. This is because it mobilizes and effectively distributes resources
for capital formation through productive investment. In view of this, existing
literature explains several macro and micro determinants of the mobilization of

these resources.

Theoretical Background on Financial Sector Development, Deposit
Mobilization and Economic Growth

McKinnon (1973) argues that investment in a typical developing country is lumpy
and self-financed and hence cannot be materialized unless adequate savings are
accumulated in the form of bank deposits. Shaw (1973) on the other hand, posits
that financial intermediaries promote investment, which, in turn, raises the level of

output.



According to Fry (1997) and World Bank (1989), a positive real interest rate
increases financial depth through the increased volume of financial saving
mobilization and promotes growth through increasing the volume of productivity

of capital.

According to Stiglitz (1996), the financial sector is the “brain” of the economy
since it harnesses savings and reallocates resources to entrepreneurs. He noted
that the financial sector plays an important role in a country’s economic growth
and development process and in order to ensure macroeconomic stability, the
sector ought to be strong. He analyzed growth in countries affected by crises in
the banking sector to those that did not experience the crises using international
data covering the period 1975 to 1994. He arrived at a conclusion that countries,
which were not hit by financial crisis, experienced a proportionate increase in
growth as compared to the countries, which experienced financial crisis. Those
affected by the crisis had a slow growth of 1.3 percentage points in the five years
following the crisis. According to him, in order to promote macroeconomic
stability, building a strong financial system was very important, and that
liberalization should not be confused to competitive market creation. Thus,
institutional infrastructure including competitive markets and regulatory bodies
should be in place while the sequencing and scope of privatization ensured before

it is done.

The facts of existing theory support the conclusions that the increase in the

number of financial institutions cannot be delinked from the economic



development process amidst varying opinions. This is consistent with Levine’s
(1997) statement that the level of financial development can predict future rates of

economic growth, capital accumulation, and technological change.

Bhattarrai (2000) observed that the overall growth and development of economies
is enhanced by financial sector liberalization, which gives support to the
distribution of income. The distribution then affects enterprise and business
growth. He maintained that these financial resources advance general economic
wellbeing, and favor households and small to medium scale enterprises for

accelerated growth in developing economies, including Ghana.

Bhattarai (2005) again observed that countries with higher savings and
investments ratios have grown faster than those with lower savings. He therefore
proposed that countries seeking faster rate of economic growth should adopt and
promote effective economic policies that have both home and international
effects. These policies should include higher savings rate, the right technology
development, the adoption and the promotion of effective economic policies that
have both home and international effects, should countries desire a higher and
faster rate of economic growth. Among these factors, include higher saving rate,
development of the right technology, which is achieved through capital

accumulation.

According to Hugh (1966), financial development leads to economic growth and
economic growth in turn enhances financial development. He termed these

phenomena as demand-following and supply leading respectively. When there is a



growth in the real sector, there is a consequential growth in the financial sector
and eventually leads to the demand-following occurrence. Because stakeholders
will demand better services from the financial sector in a real growing economy,
there will be a phenomenal growth in competition among various financial
institutions. This will lead to the establishment of more branches of banks and
new entrants into the sector. There will also be a phenomenal growth in their
assets and liabilities, hence a vibrant financial sector leading to a vibrant
economy. Higher growth in the real economy will promote financial deepening as
enterprises will need more of indirect than direct financing. Investment rationing
whereby the financial institutions direct funds to more productive enterprises will

also lead to efficiency in investments in the economy.

Robinson (1952) observed that economic growth necessitates particular types of
financial arrangements, and the financial system responds automatically by

creating products to meet demands.

Similarly, Gurley and Shaw (1967) analyzed the development of the financial
sector in support of the demand-followed phenomenon been dependent on the
growth of the real economy. According to him, any activity of the financial sector
that accelerates savings, promotes the allocation of savings to investment and
economizes costs in transmitting savings to investment implies that there has

already been an increase in stocks of real output.

In a supply-leading occurrence, growth in the financial sector implies growth in

the real sector. This occurs when the increase in the number of financial

10



institutions and the supply of financial services ahead of demand, leads to growth
in the real sector. In other words, given that there are available resources, there is
a transfer from the traditional (informal) to the formal sector. However, as
sustained real growth gets underway, a supply-leading force gradually becomes

less important and a demand-following financial development improves.

Greenwood and Jovanovic (1990) developed a model where the extent of financial
intermediation and economic growth are exogenously determined. They believe
in their model that, financial intermediaries can invest productively more than
individual investors because of the ability of their operations in identifying
investment opportunities. They stressed that financial intermediation induces
growth because it allows a higher rate of return on capital, and growth, which in
turn provides the means to put into practice costly financial structures. They
further emphasized that developments in the financial sector in terms of
improvements in their infrastructure, adherence to the rules of corporate
governance and proper disclosure of financial information, reduces the spread
between the cost of internal and external funds. The result is an improvement in
funds inflows, which leads to growth, especially for firms relying heavily on
external finance.

Hugh (1966, pp.174) observed that the lack of financial institutions in
underdeveloped countries is simply an indication of lack of demand for their
services. According to him, supply-leading financial development appears
peculiar to developing countries while demand-following financial development is

more associated with developed countries. This is because most African countries

11



including Ghana is still struggling to catch up with its developed counterparts,

where sustainability in terms of growth has long been established.

Levine (1993) assessed the quantitative importance of the financial system in
economic growth. His empirical evidence suggested a positive first-order
relationship between financial development and economic growth. He stressed
further that the level of financial development is a good predictor of future rates of

economic growth, capital accumulation and technological change.

According to Hyuya (1991), financial intermediaries play key role in Least
Developed Countries (LDCs) by encouraging development through the savings-
investment process. He emphasized the fact that banks have specialization of labor
as a core competence and must be encouraged to assist in the efficient allocation
of resources by pooling funds together into reservoirs from which investment
flows. He further emphasized that monetization of the economy leads to the
disappearance of the backward sector at the expense of the modern sector. He
wrapped up that financial institutions are essential for economic development.

Schumpeter (1934) started a classical work on the mobilization of scarce capital
funds through domestic financial market institutions. He asserts that financial
institutions are essential for economic growth. Similarly, Goldsmith (1969) argues
that economic history and theory show that the existence and development of a
superstructure of financial instruments and institutions is a necessary though not a

sufficient condition for economic development.

12



According to Abdi (1977), the role of banks and other financial institutions in
economic development could be understood from two main perspectives — the
structuralists, and the repressionists. The literature suggests a strong positive
relationship between financial sector development and savings mobilization. The
structuralists believe that the number and mix of the financial system directly
increase savings in the form of financial assets, thereby inducing economic growth
through capital formation. The financial repressionists on the other hand, led by
McKinnon (1973) and Shaw (1973) — popularly called the ‘McKinnon-Shaw’
hypothesis — holds that interest rate liberalization removes financial repression,
deepens intermediation and causes higher interest rates on savings. An
appropriate rate of return on real cash balances is a channel for promoting
economic growth through the mobilization of savings. For McKinnon (1973) the
relationship between capital and real money balances is one of complimentarity
and not substitutability. He was prompted by the fact to suggest that Least
Developed Countries (LDCs) suffer underdevelopment because their capital
markets are fragmented and beset with a large self-financed household sector.
Thus, the corporate sector is imperfectly financed. Most entrepreneurs with
potential productive ventures in most cases lack their own resources as well as
access to external financing, whilst those with own capital endowments lack
internal investment outlets with rates of return that match up to the prevailing
scarcity of capital. This necessitates a critical role for financial intermediaries in
capital formation. By effectively mobilizing resources for projects, the financial
system may play a crucial role in permitting the adoption of better technologies

and thereby encourage capital formation and hence, economic growth.

13



Shaw (1973) argues that LDCs are underdeveloped due to financial repression.
According to him, their economies are subjected to domestic financial policies
that miss the chance for financial deepening. Inept policies particularly affecting
the financial, fiscal and international sectors interrupt the nerves to economic
growth. Such repression sacrifices growth that could have been achieved through
financial deepening, improved fiscal performance and closer integration with
external markets. Instead of inducing growth in real amounts of money
demanded, financial repression increases nominal money at an excessive pace and
as a result uses the inflation tax to draw savings into investment. Inflation tax is
the decline in the purchasing power of reserve money due to inflation. If money
issued exceeds the willingness of the economy to hold money, the result is
inflation, which operates like a tax. Asset holders pay the tax by losing the

purchasing power of their money.

The financial system therefore matters in economic development. In Shaw’s
view, the removal of repression leads to a more efficient allocation of resources.
This is because the removal results in an increase in the real interest rate, which

provides greater incentives to save and invest.

The central theory of the McKinnon-Shaw is that lower or negative real interest
rates discourage savings, which reduces the availability of loans for investment,
which, in turn, slows down economic development. Thus, the model hypothesizes
that financial liberalization increases competition and interest rates and that, in
turn, cause savings and investment to increase. This promotes economic growth.

The difference between the hypotheses of the two authors is in the transmission

14



2.2

mechanisms through which they believe this process would occur. According to
Molho (1986), the hypotheses thus compliment rather than compete with one

another.

Determinants of Deposits- An Empirical Review

In order to increase the quantity of deposits in the banking industry, Schmidt-
Hebbel and Ozigbo (1999) recommend the dissemination of a banking habit. Agu
(1994) impressed on the governments to create special institutions that can
establish their presence in un-banked areas. Bhatt (1974) argued that the focus
should not only be on spreading branch network. In his view, the real return on
bank deposits should be attractive enough to induce savers to prefer this form of
financial assets to other physical assets. In support of this, Mauri (1977) held the

view that effective real interest rate will attract bank deposits.

In Rahman’s (1968) view, an increase in foreign funds would cause government
to relax revenue mobilization resulting in a decrease in average national savings
rate. Using data from 31 LDCs, he tested his hypothesis by regressing average
propensity to save against external aid/GDP ratio and supported his test with the
substitution hypothesis that views foreign savings as a substitute for domestic
savings. His inclusion of the substitution hypothesis tended to reduce savings and
cause consumption expenditure to rise. Griffen and Enos (1970) supported this
view when they found that foreign aid discourages savings and retards

development.

15



Levine (1997) maintains that countries having larger banks enjoy faster growth
and industries or firms that rely more on external financing grow
disproportionately faster in countries with well-developed banks than in countries

with weaker banking systems.

Zang and Kim (2007) used the ratio of liquid liabilities to GDP, ratio of deposit
money bank domestic assets to deposit money banks domestic assets plus central
bank domestic assets, and credit issued to private enterprise as a share of GDP in
panel analysis to examine 74 countries over the period 1961-1995. The study
found that economic growth precedes subsequent financial development. Guryay
et al (2007) proved that there is negligible positive effect of financial development
on economic growth of Northern Cyprus.

Giovannini (1985 and 1988) employed time series data and undertook cross-
sectional studies to show that there is little empirical support for the existence of
strong relationship between aggregate savings and positive real interest rates.
Tybout and De Melo (1986) and Yusif and Peters (1984) supported Giovannini’s
view in their study on domestic resource mobilization in Korea from 1965 to

1982.

Gupta (1987) examined the effects of real interest rates on personal savings of
rural and urban households in a survey of a group of Asian and Latin American
countries, using per capita aggregate savings as the dependent variable in a cross-
sectional model with alternate interest rates as independent variables. He
concluded that though per capita income levels were low, incentives such as

positive real interest rates could lead to higher savings especially from the urban
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sector. Gupta further observed that real interest rates have an effect on the
structure of savings. In his findings, financial savings as a percentage of total
savings increases with increases in deposit rates. These findings support the

financial repressionists’ view that interest rate liberalization encourages savings.

Sowa (1994) found that money demand is a function of interest rate, exchange
rate, income, inflation, and lagged money stock. Using data from 1960 to 1988,
price index, which served as a proxy for inflation, was found to be statistically
significant. However, exchange rate did not show any significant influence on
money demand. He equally found that interest rate was significant and attributed

its significance to the weak market in Ghana.

Kidane (1989) focused mainly on income and external capital flows as the
independent variables in his study of aggregate savings behavior in Ethiopia. He
regressed savings on GDP in the same study and concluded that contrary to
theoretical belief, GDP had a negative sign. Taking the period of review into
consideration, there was the implication that there were no savings from GDP and
the national income level was not enough to meet the current consumption.
Kidane also observed that one of the determinants of savings in the economy
could be structural change. Such change could be a change in monetary policy,
investment policy or interest rates. Such changes would constitute minor changes
whilst major changes would comprise changes in government or the economic
system. Ethiopia experienced the changes in 1974. Breaking the period into two
parts — 1960 to 1973 and 1974 to 1985 respectively, Kidane tested for structural

breaks using consumption instead of savings to test for the structural break. His
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conclusion was that a stable government with consistent policies is essential for

improving the savings rate.

Soyibo and Adekanye (1992) found a positive relationship between savings
mobilization and financial liberalization in Nigeria. They argued that the apparent
decline in some indices of financial liberalization during the era of relaxed
deregulation is due mainly to conflict of policies rather than the policy of
liberalization. Accordingly, they suggested that policy makers should attempt to
avoid conflicting policies in order to minimize their negative consequences. They
extended their research on financial liberalization and bank restructuring to cover
some selected countries in Sub-Saharan Africa and found that government control
of almost all sectors including the financial sector from the 1960s to the early 70s
was due to the failure of the market mechanism in resource allocation. Controls
stampeded growth of the private sector through financial repression, control of
foreign exchange allocations, large state and parastatal borrowing, heavy taxation

and government monopoly over foreign loans and grants.

In a study by Ghani (1992), it was concluded that the relationship between policy
and development of financial assets in some fifty developing countries using
average annual data for the period 1965 to 1989. His correlation results confirm
that repressive financial policies are associated with shallow financial markets and
limited intermediation. The estimates of their cross-country long-run growth
regression suggest that the initial levels of human capital stock are both positively
related and individually significant in explaining a country’s growth rate.

Examining the link between policy change and growth, Ghani found that policy
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reforms, which foster financial development, are positively associated with output
growth. A country, which starts with a more developed financial market and

fosters financial development, leads to faster growth.

The study by Ghani (1992) stressed that the ratio of central bank assets to GDP is
smaller in more developed financial markets and that the ration is inversely-
related to the importance of other financial institutions in the system. He arrived at
this conclusion by using the ratio of central bank assets to GDP as an alternative
for the structure of the financial system. He also identified indicators of financial
sector development to include the structure of the financial system, the depth and

size of financial markets and the extent of financial intermediation.

Asante (1992) identified in his study on financial reforms in Ghana, that there was
relative improvement in the efficiency of credit allocation in the financial sector.
According to him, real domestic savings rate has averaged about 7% over the
period 1983 and 1992, which is lower than the Sub-Saharan African average of
22% for the same period. Dordunoo (1995) equally observed in his study that the
financial institutional ratio (the ratio of sum of demand deposit, time, savings and
investment) to GDP between 1983 and 1994 was lower than the period covering
from 1970 to 1982. This was a study on the impact of interest rate reform on
private savings and investment. This finding denied the fact that the rate of
inflation was, on average, lower in the former period and comprehensive

economic reforms were implemented in the period.
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Maende (1992) examined the determinants of demand for commercial bank
deposits in Kenya obtaining time series data between 1968 and 1991 and using
Ordinary Least Squares, Two-Stage Least and the Granger test of causality. It
was revealed that the number of branch network and national income levels and
stability were the main determinants of deposits in the banking industry. He also
observed that there is a uni-directional relationship between volumes of bank

deposits and branch network expansion.

Baffour (1995) in his study on Ghana found that despite the measures undertaken
to bring about financial liberation under the Economic Reform Program (ERP),
both public and private savings have failed to respond positively. In his opinion,
Ghana’s financial depth, M2/GDP, was very low compared to countries like La

Cote d’Ivoire, Zambia, Kenya and Senegal where ratios were over 30%.

Asele (1997) attempted to find the relationship between real deposit rates and
financial savings in Kenya and found that real deposit rates do not significantly
affect savings mobilization. This was in relation to government control in setting
savings deposit rates below inflation. The country still had negative real savings
deposits in the 1980’s after the start of liberalization reforms. It was also revealed
that nominal exchange rate had a significant effect on the mobilization of deposits

by commercial banks. The period of devaluation resulted in currency substitution.

In their research, Mwega et al (1990) applied the money demand model of

McKinnon-Shaw to test the effect of real deposit rates in Kenya. Their hypothesis

was that real deposit rates increased aggregate financial savings significantly and
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that the increase in financial savings was reflected in increased credit flow to the
private sector. The results proved that real deposit rates do not significantly

influence the demand for real money balances in Kenya.

In a survey of savings behaviour under repressive and liberalized periods in
Ghana, Ayiku (1996) indicated that real deposit rates were negative for most of
the post-independent period of repression. This resulted in low and declining
savings rates throughout 1970-1993. He observed that the performance of savings
after liberalization was not initially positive. The inference was that policy
measures under the liberalization did not lead to positive real deposit rates for

most of the period.

Conversely, to conservative belief, the efficiency of Nigeria’s commercial banks
tended to decline quite significantly during deregulation compared to the period

before the Structural Adjustment Programme (SAP), (Sobodu and Akiode 1998).

Aghion and Howitt (1992), Grossman and Helpman (1994) etc., have developed
models focusing on technological innovation in which functions of banks affect
steady-state growth by influencing and/ or altering the rate of technological
innovation. According to Schumpeter (1914), well-functioning banks are a

catalyst for technological innovation.

In an attempt to investigate how financial sector reforms influenced bank

performance in Ghana, Antwi-Asare and Addison (2002) argue that financial

sector reforms have succeeded in enhancing financial development and causing an
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2.3

expansion in the size and diversity of the banking sector. They proved that the
specific policy reforms that improved the performance of the banking sector
include interest rate liberalization, freeing of credit allocation and removal of non-

performing assets.

The above literature review suggests the financial sector of any economy
contributes immensely to economic growth of that economy, despite the
difference in propositions among economist. The empirical review suggests that
there are great contributions that a well-developed financial system makes to
economic growth. Notwithstanding, Ghana’s financial system is battled with
numerous challenges, which have not allowed its liberalization policies to achieve
expected results in economic growth through financial savings. There is therefore
the need to assess the factors that determine savings mobilization and examine the
role that banks must play in order to contribute tremendously to the growth and

development of the economy.

Banking in Ghana- Brief Historical Perspective

Banking only works in a monetized economy. The British first attempted to
monetize West Africa with the introduction of silver coins in 1825 but failed. The
monetization of British West Africa succeeded five decades later and the first
bank, the Government Savings Bank, was set up in the Gold Coast in 1888. Banks
aid the circulation of financial resources that affect the volume of trade and
overall economic growth and development. This they do by advancing short term

and long-term loans to small traders. As these traders with access to financial
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2.4

resources multiply, competition increases and the circle continue. That is more

traders will demand financial resources to expand their business or trade.

Government Savings Bank was a branch of the British Bank of West Africa
(BBWA), then headquartered in Lagos, Nigeria and still operates in Ghana under
the new name of Standard Chartered Bank (Ghana) Ltd. In 1917, the monopoly
BBWA enjoyed was broken with the entry of Barclays Bank. After monopolizing
the banking environment for some time by these two banks, the Bank of Gold
Coast, which later became Ghana Commercial Bank entered the banking system
in 1953. By 2000, the number of banks grew to 17. Today, the number of banks

in Ghana stands at 25.

Confidence in the Ghanaian Banking System

The banking sector in Ghana faced countless challenges in the late 1970’s and
early 1980’s because of unstable policies around that time. The consequence was
the loss of confidence by the populace in the banking system. Overtime, savings

mobilization has improved especially from the 1990’s.

The reasons for the loss of confidence in the banking sector was among the
following: Firstly, there was high inflationary trends in the country, which
coupled with low savings rates, de-motivated people to save their money with
banks. In other words, most people preferred to invest their money in real assets
rather than saving it with a bank. Again, high illiteracy rate created the barrier to

the awareness of the useful role banks played in mobilizing savings and re-
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channeling them into profitable ventures as investment or facilitating commercial

transactions.

Another important reason for the loss of confidence in the banking system was the
continuous government intervention in the banking system. A case can be made
of March 1979, where there was a mop up excess currency in the system by
changing the cedi notes by the government of the Supreme Military Council
(SMC), which was led by Lt. General Fredrick Akuffo. The exercise was aimed at
only those with cash outside the banking system. This exercise affected the
citizens in the lower income brackets most. Nonetheless, the significance is the
fact that generally, the “poor’ in most cases keep money more for transactional

purpose that the rich hence the lost more than the ‘wealthy’ citizens.

One important principle in the code of ethics in banking is the oath of secrecy,
which is sworn by staff of banks in order that they will not expose a customer’s
account information unless for purposes of national interest. Governments of
Ghana, however, during military regimes ‘forced’ their way to obtain access to
customer account details. This put fear into the public and tarnished the
confidence the citizenry bestowed in the banking system. Though, confidence is
building back into the public on the banking system, the government machinery

has a major role to play in restoring it.

Ghana’s financial sector operated within rigid regulations through monetary

policies. This determined, interest rates charged by banks, and the volume of

credit in the period preceding the Structural Adjustment Programme (SAP). The
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2.5

Bank of Ghana (BOG) established interest rates administratively rather than
allowing the forces of demand and supply to act. The outcome was that interest
rates rose less rapidly than the rate of inflation. Not all, there was the
establishment of credit ceilings, specified in the form of both bank-specific and

sectoral limits on domestic asset creation by the banking system.

This policy limited credit and caused excess liquidity in the banking system. Very
wide margins existed between lending and borrowing rates as banks strove cover
costs and post passable profits. Banks were constrained by lack of investment
opportunities and therefore they could not mobilize resources. The non-bank
public increasingly held a higher proportion of money supply resulting in greater

demand for goods and services and, hence higher rates of inflation.

Financial Liberalization Policy in Ghana

Against the background of superficial and exploitive financial measures, the
Financial Sector Reform Program (FINSAP 1) was implemented between the
periods 1988 to 1990. This was introduced to achieve the following: to restructure
banks that were distressed; improve savings mobilization and enhance efficiency
in credit allocation; reform banking laws; restructure the regulatory framework
and improve banking supervision.; develop money, capital and securities markets;

and establish a non-performing assets recovery trust.

Between 1990 FINSAP Il was implemented to achieve the following agenda: to

continue and complete any unfinished business under FINSAP I; to divest state-

owned banks in accordance with financial liberalization and regulation; to reform
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the institutional structure of the Bank of Ghana; to promote and strengthen non-

banking financial institutions.

The financial sector reform saw the emergence of additional financial institutions
especially, those in the non-banking sector. Private individuals to accommodate
the rest of the unbanked in the economy established various categories of non-
banking financial institutions. The period also saw the introduction of different
products in the financial system such as equity finance, long-term credit for
industry and real estate, and small-scale savings. Largely, the small-scale and
medium-sized businesses still depend extensively on the bank intermediated debt

finance though self-finance remains the ideal way.

One notable reform in the Ghana’s financial sector is the passing of the Universal
Banking Law in 2003, This law authorized banks to engage in all types of
business including commercial banking, investment banking, merchant banking
and developmental banking. The liberalization process is successfully entrenching
a market-based financial sector. The central bank also abandoned direct monetary
controls, reduced the minimum reserve requirements for banks, introduced new
financial instruments, and managed the monetary policy to keep the liquidity in
the economy. The central bank’s requirement that every bank should raise its
minimum capital requirement to GH¢60 million before the end of 2012 was a step

to build more capital to finance the private sector and the oil business in Ghana.
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2.6

Link between Money Supply, Bank Deposit, Inflation, Exchange Rate and
Interest Rate

One key economic indicator that needs urgent attention for economic growth is
money supply. This is because the quantity of money in circulation in the
economy influences other economic indicators including bank deposits, inflation,

exchange rate, deposit rates among others.

The quantity theory of money indicates that there is a direct relationship between
the quantity of money in an economy and the level of prices of goods and services
(Friedman, 1956). Money Supply in Ghana consists of M1, M2, M2+ and the M3,
where M1 measures the coins, paper notes and cheques in the public. M2
measures M1 plus demand deposits and travelers cheques of non-bank issuers.
Economist to quantify money in circulation in an economy normally uses M2.
M2+ measures all currencies in circulation, demand deposits, quasi-money and
foreign deposits at the banks, while M3 measures large deposits , institutional
money-market funds, short-term repurchase agreements and other large liquid
assets. The relationship between the various types of money is shown in the table

below;

Table 2.0 The Categories of Money Supply in Ghana

Category Explanation

M1
M2
M2+
M3

Currency coins and notes
M1 plus demand deposits, traveler’s cheques and OCD’s
M2 plus foreign currency deposits

M2+ plus large time deposits plus institutional money-market funds

Source: Researcher’s Field Work, 2012
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The quantity of money supplied into the economy determines the level of deposit
mobilization, which is needed for capital accumulation. For example, the value for
Money and quasi money (M2) in Ghana wasGHS13,637,300,000 as of 2010. As
the graph below shows, over the past 31 years this indicator reached a maximum
value of 13,637,300,000 in 2010 and a minimum value of GHS198,795,055.00 in
19802 The growth was driven mainly by the Net Domestic Asset (NDA) of the
banking system. The NDA increased by 45.1% while the Net Foreign Asset

(NFA) increased by 23.1%.%(See Table 2.1 below).

2 Source: IMF, International Financial Statistics, 2011
3 Source: BOG Statistical Bulletin, Feb. 2011
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Table 2.1: Monetary Survey (Millions of Ghana cedis) in Ghana
Net Foreign Assets 2007 2008 2009 2010
BOG 2,466.50 1,926.20 | 3,260.20 | 5,292.53
DMBs 62.40 254.8 664.07 513.05
Net Domestic Assets
Claims on Govt 3,517.40 4,795.20 | 4,853.98 | 6,480.43
Govt.Deposits 2,413.50 2,397.47 | 1,684.76 | 2,217.87
Claims on private Sector 4,170.70 6,007.90 | 7,045.94 | 8,055.47
other Items(net) -2,052.76 | -2,525.46 | -3,906.81 | -4,348.15
Total Assets 5,750.60 8,061.20 | 10,233.08 | 13,775.46
Money supply M2+
Currency outside Banks 1,302.20 1,663.80 | 2,084.44 | 2,925.85
Demand Deposits 1,628.90 2,137.80 | 2,075.18 | 3,513.42
Savings & Time deposits 1,826.60 2,442.70 | 3,409.28 | 4,587.21
Foreign Currency Deposits 992.90 1,816.80 | 2,664.17 | 2,748.97
Total Liabilities 5,750.60 8,061.20 | 10,233.08 | 13,775.46
Money Supply M2+
Currency outside Banks 1,302.20 1,663.80 | 2,084.44 | 2,925.85
Demand Deposits 1,628.90 2,137.80 | 2,075.18 | 3,513.42
Savings &Time deposits 1,826.60 | 2,44.70 3,409.28 | 4,587.21
Foreign currency Deposits 992.90 1,816.80 | 2,664.17 | 2,748.97
Total Liabilities 5,750.60 8,061.20 | 10,233.08 | 13,775.46
Memorandum Items
Reserve Money 1,788.20 2,226.80 | 3,031.70 | 4,413.70
Currency/Deposit Ratio 0.29 0.26 1.26 1.21
Currency/M2+Ratio 0.28 0.21 0.20 0.21

Source: Bank of Ghana Statistical Bulletin, 2011

Inflation is a major economic indicator that is considered by economic partners in

dealing with a particular country. It is defined as the persistent increase in the

general prices of goods and services within an economy over a given period.

Consumer price index is used as a proxy for inflation. Inflation may influence

savings through several channels. First, theory postulates that greater uncertainty

should raise savings since risk-averse consumers set resources aside as a

precaution against possible adverse changes in income and other factor. Hence,
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inflation may increase precautionary savings by individuals. Second, inflation can
influence saving through its impact on real wealth. If consumers attempt to
maintain target level of wealth or liquid assets relative to income, saving will rise
with inflation. Finally, savings may rise in inflationary period if consumers
mistake an increase in the general price level for an increase in some relative
prices and refrain from buying (Deaton, 1991). The CIP is divided in Food and
Beverages and Non-Food items. The table below (Table 2.2) shows the

breakdown of the various components of CPI for the period 2007 to 2010.

Table 2.2 National Consumer Price Index and Inflation. (2002 Average = 100)

2007 2008 2009 2010

Overall Index 229.8 | 271.46 | 314.83 341.83
Food and beverages 211.3 | 246.68 | 274.98 288.33
Clothing and Footwear 173.2 | 202.43 | 239.89 273.8
Housing and utilities 351.78 | 386.11 | 392.64 451.87
Household Goods,Operations & Services 174.4 | 213.13 | 275.01 305
Medical Care and Health Expenses 308.8 | 385.85 | 513.91 571.21
Transport 397.29 | 441.11 | 487.2 499.75
Communications 257.03 | 2612 273 272.95
Recr,Enter,&Cultural Services 227.35 | 266.51 | 498.26 533.51
Education 234.24 | 271.67 | 279.81 282.51
Hotels,Cafe and Restaurants 249.1 | 395.43 | 465.29 534.94
Miscellaneous Goods and services 208.67 | 244.32 | 260.67 289.32
COMBINED

Monthly change(%) 1.8 2.42 1.59 1.13
Year-on year 12.7| 18.13| 15.97 8.58
Annual Average (%) 10.7 | 1652 | 19.25 10.71
Mininum Daily Wage(GH ¢) 1.9 2.25 2.65 3.11

Source: Bank of Ghana Statistical Bulletin, 2011

A large volume of money is remitted to Ghana by Ghanaians working