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Abstract

The paper reviews the frameworks used for monetary policy and inflation management 
in Ghana. The paper finds that inflation has generally been high and this is partly due to 
the fact that its management has been challenged by a supply-constrained economy, fis-
cal dominance, and an underdeveloped financial sector, among other factors. The paper 
argues that while monetary aggregates and the exchange rate remain important determi-
nants of inflation, the strict forms of monetary targeting and exchange rate targeting do 
not appear to be viable options for monetary policy currently. The paper concludes that 
despite the teething problems of the inflation-targeting (IT) framework that has been in 
place since 2007, its effectiveness can be enhanced by overcoming the initial challenges. 
Important requirements for effective IT include: fiscal discipline, sufficient flexibility in 
the exchange rate, improved financial intermediation, increased transparency of the pro-
cess, improvement in the forecasting framework, and an institutional commitment to and 
accountability for achieving inflation targets. 
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Executive Summary

After achieving political independence in 1957, Ghana set up its own central bank to conduct 
independent monetary policy, among other functions. Since then, various frameworks have 
been adopted to deliver price stability as the principal goal of monetary policy.

Evidence shows that Ghana has had higher rates of inflation compared to most of its Afri-
can peers during its history. This unenviable record can be attributed to both the causes and 
management of inflation. The causes have received considerable attention in the literature. 
High domestic demand fuelled by expansionary fiscal policies and accommodating monetary 
policies and the high proclivity of the economy to supply shocks—particularly with respect to 
food, which commands a large weight in the consumption basket—have been identified as the 
principal causes of the high rates of inflation. The effectiveness of monetary management, has, 
however, not been sufficiently investigated. 

This paper fills this gap in the literature. The effectiveness of monetary policy depends to a 
large extent on the framework chosen to conduct it. From this standpoint, the paper under-
takes a critical analysis of monetary policy frameworks used in Ghana and makes suggestions 
regarding the options going forward.

Ghana’s system for delivering price stability has evolved from essentially a monetary-targeting 
approach to an inflation-targeting approach. 

The monetary-targeting approach was in place up to 2006 and had two variants. The first was 
a credit-control approach, which was in place up to 1991. This approach targeted domestic 
credit directly in order to achieve money supply targets as an intermediate variable and finally 
inflation targets. The credit targets were mostly violated largely from higher budget financing, 
leading to breaches of the money supply and inflation targets. The second variant of monetary 
targeting, in place between 1992 and 2006, used open market operations (OMO)—involving 
the sale and purchase by the central bank of financial instruments—as the operating instru-
ment and money supply as the intermediate target.  Because of the persistence of excess liquid-
ity in the economy, OMO was invariably unidirectional, involving the sale of instruments. 
OMO was, however, undermined by a lack of clear separation between the sale of instruments 
to mop up liquidity and the sale to raise money to finance the budget.  OMO was further un-
dermined by the fact that in order to reduce cost, there was some interference with the market 
process to set both quantity and price (interest rate) targets. Apart from these operational 
difficulties, the relationship between money supply and inflation supposedly became increas-
ingly tenuous. This phenomenon usually occurs during financial and other structural changes 
in an economy. In fact, over the period, monetary growth rates have been much higher than 
inflation rates, presumably because of growing money demand amid the structural changes in 
the economy.    

Against the backdrop of limited success in achieving inflation targets under the monetary 
targeting framework, including due to the apparent weakening of the link between monetary 
aggregates and inflation, in 2007, the monetary authorities decided to shift from monetary- to 
inflation-targeting (IT). Under IT, the central bank uses its Policy Rate (PR) to target inflation 
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directly without using monetary aggregates as a route. The PR is transmitted by banks through 
their own rates to the economy. In practice, the transmission of the PR has been tenuous and 
slow due to low competition in the banking industry, other structural weaknesses in the finan-
cial system, lack of safety nets in lending, and persistence of excess liquidity in the economy. 
This situation has somewhat undermined the IT process. Further, IT has been undermined by 
fiscal dominance, inadequate exchange rate flexibility, inadequate transparency and possible 
shortcomings with data and forecasting.   

Monetary policy implementation in Ghana has faced major challenges. In general, inflation 
rates have been generally high and targets have more-often-than-not been missed. This has 
cast doubts on the effectiveness and credibility of monetary policy. 

The empirical literature shows that inflation has had a close relationship with monetary ag-
gregates. Large-scale deficit financing was a major source of monetary expansion and, conse-
quently, inflation. As noted above, in the credit control era, ceilings on credit to government 
were invariably breached, which consequently affected money supply targets. Under the OMO 
era, the capacity to control liquidity was undermined by a lack of clear separation between 
OMO and government debt operations (GDO). Compounding this difficulty was the growing 
breakdown in the link between money supply and inflation in the face of structural changes 
in the economy. 

Notably, inflation rates have been generally lower under the IT regime. This performance, 
however, cannot be attributed entirely to the effectiveness of IT, as several favorable factors 
have played a role. First, macroeconomic management has generally improved, including fis-
cal policy, although there is still scope for further consolidation. Second, food inflation has 
been much lower than in previous periods and has contributed to drive down headline in-
flation. In fact, the maintenance of single-digit inflation in the past two years or so has been 
made possible exclusively by food inflation, as nonfood inflation has remained at double digits 
for the entire period. Third, major items of the CPI, including fuel and utilities, have enjoyed 
subsidies, which have kept their prices below market prices. Fourth, close management of the 
exchange rate has also prevented it from time to time from exerting its full impact on prices. 
Finally, the inflation-targeting period has generally been one of subdued global inflation fol-
lowing the 2007-08 financial crisis and attendant recessionary conditions in major countries, 
from which Ghana has also benefited.   

A rundown of monetary policy practices has revealed important lessons that can be taken 
forward. 

The first lesson is the difficulty in managing inflation in a supply-constrained economy like 
Ghana’s, where food alone commands 45 percent of the CPI basket. Food supply is subject to 
natural and man-made bottlenecks and, consequently, to shocks. Added to this is the effect on 
inflation of items like energy and utilities whose prices are subject to exogenous factors and 
government policies unrelated to normal demand and supply factors. In the circumstance, 
targeting headline inflation is like chasing a mirage. In other jurisdictions, the monetary au-
thorities usually select the broadest measure of inflation, which they can effectively control. 
It is still necessary, however, to monitor the headline measure while the authorities indicate 
that they stand ready to take measures as needed to stem the second-round effects likely to 
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emanate from the influence of the exogenously-influenced items in the consumption basket.

The second lesson is the difficulty in managing inflation in the face of persisting fiscal domi-
nance in the economy as Ghana has experienced in its history. Ghana’s peers that opted for 
currency boards and monetary unions insulated from fiscal interference have been more suc-
cessful in controlling inflation. Fiscal dominance that also spills over into central bank financ-
ing of the deficit renders monetary policy incapable of effectively controlling inflation. The 
solution is of course restoration of fiscal discipline that complements rather than opposes 
monetary policy. Further, the autonomy of the central bank needs to be strengthened such that 
it can use its instruments freely and also be able to resist arbitrary use of its funds to finance 
the budget. 

The third lesson is the difficulty in managing inflation, especially using a market-based ap-
proach like inflation-targeting, in an environment of low final intermediation and shallow 
financial depth. In such an environment, the financial sector is incapable of transmitting mon-
etary policy signals to the real economy. There is no easy solution to this problem, which 
requires time but also a little bit of push as necessary to transform the financial sector and 
orientate it more towards economic development.

On the question of choosing among the monetary policy frameworks, the country seems to 
have long moved away from the system of credit controls or fixed exchange rates, which were 
plagued by considerable operational difficulties. The pure forms of monetary- and exchange 
rate-targeting approaches to monetary policy do not, therefore, appear to be viable options 
currently. However, monetary aggregates and the exchange rate remain important determi-
nants of inflation in Ghana and must be taken into account under any approach that is used.

Despite the teething problems of the current inflation-targeting (IT) framework, some of 
which have been enumerated above, the IT framework has potential and must be given the 
chance to work while overcoming the initial challenges. The importance of complementary 
fiscal discipline—anchored on prudent and sustainable financial management—for the effec-
tiveness of IT cannot be overemphasized. Sufficient flexibility in the exchange rate is also a 
prerequisite as it helps to absorb shocks and take some of the pressure off monetary policy. The 
problem is that often we set multiple targets like inflation and the exchange rate and then run 
out of instruments to achieve them. Financial sector development and deepening should be 
a priority to enhance intermediation and transmission of monetary policy signals to the real 
economy. There is room to improve the transparency of the IT process by providing informa-
tion on the setting of inflation targets and the decisions behind changes in the Policy Rate. 
The forecasting process can be enhanced by improving the timeliness and reliability of data 
as well as the information-content of the forecasting model. Finally, an institutional commit-
ment to and accountability for achieving inflation targets would enhance the credibility and 
confidence in the IT process. 

Some commentators, including the IMF, have suggested that the central bank should initially 
focus on “inflation forecast targeting” in which it seeks to make its inflation forecast equal to 
the inflation target. This is in view of the initial problems with IT when inflation targets may be 
difficult to achieve, thereby eroding policy credibility. The authorities could give consideration 
to this proposal as a transition arrangement while trying to institute firm targets as IT matures.   
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1.  Introduction

After achieving political independence in 1957, Ghana set up its own central bank to conduct 
independent monetary policy, among its other functions. Since then, various frameworks have 
been adopted to deliver price stability as the principal goal of monetary policy.

The evidence shows that Ghana has had higher rates of inflation compared to most of its Af-
rican peers during its history. This unenviable record can be attributed to both the causes and 
management of inflation. The causes have received considerable attention in the literature. 
High domestic demand fuelled by expansionary fiscal policies and accommodating monetary 
policies and the high proclivity of the economy to supply shocks—particularly with respect to 
food, which commands a large weight in the consumption basket—have been identified as the 
principal causes of the high rates of inflation. The effectiveness of monetary management, has, 
however, not been sufficiently investigated. 

The purpose of this paper is to fill this gap in the literature. The effectiveness of monetary 
policy depends to a large extent on the framework chosen to conduct it. From this standpoint, 
the paper undertakes a critical analysis of monetary policy frameworks used in Ghana and 
makes suggestions regarding the options going forward.

The paper is structured as follows: Following this introduction, Section 2 reviews the theoreti-
cal literature on monetary policy frameworks in terms of the monetary-, exchange rate-, and 
inflation-targeting approaches. This is followed in Section 3 with a historical overview of the 
monetary policy frameworks used in Ghana. Section 4 assesses monetary policy record in 
Ghana based on the key objective of achieving price stability. Section 5 assesses the relative 
merits of the monetary policy frameworks and posits on the appropriate approach for Ghana. 
Section 6 concludes the paper.
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2.  Literature review

Monetary policy is the process by which the monetary authority of a country controls the 
availability or cost of money to attain a set of objectives oriented towards price stability pri-
marily but also growth of the economy.

Monetary policy rests on the relationship between the rates of interest in an economy, that is 
the price at which money can be borrowed, and the total supply of money. Monetary policy 
uses a variety of tools to control one or both of these, to influence outcomes like economic 
growth, inflation, exchange rates with other currencies and unemployment. Where currency 
is under a monopoly of issuance, or where there is a regulated system of issuing currency 
through banks which are tied to a central bank, the monetary authority has the ability to alter 
the money supply and thus influence the interest rate (to achieve policy goals).

A policy is referred to as contractionary if it reduces the size of the money supply or increases 
it only slowly, or if it raises the interest rate. An expansionary policy increases the size of the 
money supply more rapidly, or decreases the interest rate. Furthermore, monetary policies are 
described as follows: accommodative, if the interest rate set by the central monetary authority 
is intended to create economic growth; neutral, if it is intended neither to create growth nor 
combat inflation; or tight if it is intended to reduce inflation.

There are several monetary policy tools available to achieve these ends: increasing interest 
rates by fiat; reducing the monetary base; and increasing reserve requirements. All have the 
effect of contracting the money supply; and, if reversed, expand the money supply. Since the 
1970s, monetary policy has generally been formed separately from fiscal policy. Even prior to 
the 1970s, the Bretton Woods system still ensured that most nations would form the two poli-
cies separately.

Within almost all modern nations, special institutions (such as the Federal Reserve System 
in the United States, the Bank of England, the European Central Bank, the People’s Bank of 
China, and the Bank of Japan) exist which have the task of executing the monetary policy and 
often independently of the executive. In general, these institutions are called central banks 
and often have other responsibilities such as supervising the smooth operation of the financial 
system.
The primary tool of monetary policy is open market operations. This entails managing the 
quantity of money in circulation through the buying and selling of various financial instru-
ments, such as treasury bills, company bonds, or foreign currencies. All of these purchases or 
sales result in more or less base currency entering or leaving market circulation.

Usually, the short term goal of open market operations is to achieve a specific short term inter-
est rate target. In other instances, monetary policy might instead entail the targeting of a spe-
cific exchange rate relative to some foreign currency or else relative to gold. For example, in the 
case of the USA, the Federal Reserve targets the federal funds rate; the rate at which member 
banks lend to one another overnight. However, the monetary policy of China is to target the 
exchange rate between the Chinese renminbi and a basket of foreign currencies.
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The other primary means of conducting monetary policy include: (i) Discount window lend-
ing (lender of last resort); (ii) Fractional deposit lending (changes in the reserve requirement); 
(iii) moral suasion (cajoling certain market players to achieve specified outcomes); (iv) “Open 
mouth operations” (talking monetary policy with the market).

2.1 Monetary targeting

In the 1980s, several countries used an approach based on a constant growth in the money 
supply. This approach was refined to include different classes of money and credit (M0, M1 
etc.). This approach is also sometimes called “monetarism” to the extent that inflation was 
attributed almost entirely to excess money supply. While most monetary policy focuses on a 
price signal of one form or another, this approach focuses on monetary quantities.

The classical quantity theory of money provides the theoretical basis for targeting monetary 
aggregates in order to control inflation. The theory states that the quantity of money in the 
economy multiplied by the number of times the money is spent in a period must be equal to 
the value of all transactions in the economy (Tait, 1989).

The classical proposition of using money and monetary aggregates as a monetary policy tool 
was again made popular by McCallum (1988, 1993, 2000) in what has become known as the 
“McCallum Rule”. In the McCallum Rule, the policy objective is an inflation target, which may 
coexist with a concern to avoid volatility in the real economy. The intermediate target is the 
growth rate of nominal GDP. The policy instrument is the growth in reserve money, which is 
related to the intermediate target as in the financial programming approach, via assumptions 
about the path of velocity. The McCallum Rule determines the growth rate of reserve money 
as a function of program targets and observable variables.
 
Interest rates have largely replaced monetary aggregates as a monetary policy tool (See infla-
tion targeting below). This new approach emanated largely from what has become popularly 
known as the “Taylor Rules.” Taylor Rules are simple monetary policy rules that prescribe 
how a central bank should adjust its interest rate policy instrument in a systematic manner 
in response to developments in inflation and macroeconomic activity. They provide a useful 
framework for the analysis of historical policy and for the econometric evaluation of specific 
alternative strategies that a central bank can use as the basis for its interest rate decisions.

The broad appeal of the Taylor Rules comes from its simplicity, intuitiveness and focus on 
short-term interest rate as an instrument of monetary policy. The rule is simple in that it 
relates the policy rate directly to the goal of monetary policy-minimizing fluctuations in in-
flation relative to its objective and output relative to potential output. In addition, the rule 
requires knowledge of only the current inflation rate and output gap.

2.2 Exchange rate targeting

Exchange rate targeting is based on maintaining a fixed exchange rate with a foreign currency. 
Targeting the exchange rate provides a vehicle to anchor domestic inflation. There are vary-
ing degrees of fixed exchange rates, which can be ranked in relation to how rigid the fixed 
exchange rate is with the anchor nation.
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Under a system of fiat fixed rates, the local government or monetary authority declares a fixed 
exchange rate but does not actively buy or sell currency to maintain the rate. Instead, the rate 
is enforced by non-convertibility measures (e.g. capital controls, import/export licenses, etc.). 
In this case there is a black market exchange rate where the currency trades at its market/unof-
ficial rate.

Under a system of fixed-convertibility, currency is bought and sold by the central bank or 
monetary authority on a daily basis to achieve the target exchange rate. This target rate may be 
a fixed level or a fixed band within which the exchange rate may fluctuate until the monetary 
authority intervenes to buy or sell as necessary to maintain the exchange rate within the band. 
In this case, the fixed exchange rate with a fixed level can be seen as a special case of the fixed 
exchange rate with bands where the bands are set to zero.

Under a system of fixed exchange rates maintained by a currency board, every unit of local 
currency must be backed by a unit of foreign currency (correcting for the exchange rate). This 
ensures that the local monetary base does not inflate without being backed by hard currency 
and eliminates any worries about a run on the local currency by those wishing to convert the 
local currency to the hard (anchor) currency.

Under dollarization, foreign currency (usually the US dollar, hence the term “dollarization”) 
is used freely as the medium of exchange either exclusively or in parallel with local currency. 
This outcome can come about because the local population has lost all faith in the local cur-
rency, or it may also be a policy of the government (usually to rein in inflation and import 
credible monetary policy).

These policies often abdicate monetary policy to the foreign monetary authority or govern-
ment, as monetary policy in the pegging nation must align with monetary policy in the anchor 
nation to maintain the exchange rate. The degree to which local monetary policy becomes 
dependent on the anchor nation depends on factors such as capital mobility, openness, credit 
channels and other economic factors.

2.3 Inflation targeting

Under this policy approach, the target is to keep inflation within a desired range. The inflation 
target is achieved through periodic adjustments to the Central Bank’s interest rate target. The 
interest rate target is maintained for a specific duration using open market operations. This 
interest rate target is usually reviewed on a monthly or quarterly basis by a policy committee.
Changes to the interest rate target are made in response to various market indicators in an at-
tempt to forecast economic trends and in so doing keep the market on track towards achieving 
the defined inflation target. For example, one simple method of inflation targeting called the 
Taylor Rules adjusts the interest rate in response to changes in the inflation rate and the “out-
put gap.” The rule was proposed by John B. Taylor of Stanford University. 

The inflation targeting approach to monetary policy was pioneered in New Zealand. It is cur-
rently used in Australia, Brazil, Canada, Chile, Colombia, The Czech Republic, Hungary, New 
Zealand, Norway, Iceland, India, The Philippines, Poland, Sweden, South Africa, Turkey and 
the United Kingdom. In general, inflation targeting is deemed to enhance transparency and 
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accountability in inflation management.

According to Mishkin (2001), inflation targeting encompasses five main elements:

1. The public announcement of medium-term numerical targets for inflation; 
2. An institutional commitment to price stability as the primary goal of monetary policy,  
 to which other goals are subordinated;
3. An information-inclusive strategy in which many variables, and not just monetary 
 aggregates or the exchange rate, are used for deciding the setting of policy instruments;
4. Increased transparency of the monetary policy strategy through communication with  
 the public and the markets about the plans, objectives and decisions of the monetary  
 authorities; and 
5. Increased accountability of the central bank for attaining its inflation objectives. 

Inflation targeting has several advantages as a medium-term strategy for monetary policy. In 
contrast to monetary targeting, inflation targeting has the advantage in that a stable relation-
ship between money and inflation is not critical to its success. The strategy does not depend 
on such a relationship, but instead uses all available information to determine the best settings 
for the instruments of monetary policy. Also in contrast to exchange rate targeting, infla-
tion targeting enables monetary policy to focus on domestic considerations and to respond to 
shocks to the domestic economy. Inflation targeting also has the key advantage of being easily 
understood by the public given its enhanced transparency.

Critics of inflation targeting have noted several major disadvantages of this monetary policy 
strategy. Some of those disadvantages—that inflation targeting is too rigid; that it allows too 
much discretion; that it has the potential to increase output instability; and that it will lower 
economic growth—have been discussed in Mishkin (1999) and in Bernanke et al. (1999), and 
are in reality not serious objections to a properly designed inflation targeting strategy, which 
is best characterized as a constrained discretion. Another proposed disadvantage—that infla-
tion targeting can only produce weak central bank accountability because inflation is hard to 
control and because there are long lags from the monetary policy instruments to the inflation 
outcome—is an especially serious one for emerging market countries. Two other disadvantag-
es—that inflation targeting cannot prevent fiscal dominance; and that the exchange rate flex-
ibility required by inflation targeting might cause financial instability—are also very relevant 
in the emerging market country context.

In contrast to exchange rates and monetary aggregates, the inflation rate cannot be easily con-
trolled by the central bank. Furthermore, inflation outcomes that incorporate the effects of 
changes in instrument settings are revealed only after a substantial lag. This requires that the 
central bank engage in what Svensson (1997) has described as “inflation forecast targeting”; 
in which the central bank seeks to make its inflation forecast equal to the inflation target over 
the relevant policy horizon. The difficulty of controlling inflation creates a particularly severe 
problem when inflation is being brought down from relatively high levels. In those circum-
stances, inflation forecast errors are likely to be large, inflation targets will tend to be missed, 
and it will be difficult for the central bank to gain credibility from an inflation targeting strat-
egy, and for the public to ascertain the reasons for the deviations. This suggests that, as noted 
by Masson et al. (1997), Bernanke et. al. (1999) and Mishkin and Savastano (2001), inflation 



Key Issues In The Choice Of An Appropriate Monetary Policy 
Framework For Ghana

12

targeting is likely to be a more effective strategy if it is phased in only after there has been some 
successful disinflation.

Yet another shortcoming of inflation targeting is that it may not be sufficient to ensure fis-
cal discipline or prevent fiscal dominance. Governments can still pursue irresponsible fiscal 
policy with an inflation targeting regime in place. In the long run, large fiscal deficits will cause 
an inflation targeting regime to break down: the fiscal deficits will eventually have to be mon-
etized or the public debt eroded by a large devaluation, and high inflation will follow. Absence 
of outright fiscal dominance is therefore a key prerequisite for inflation targeting, and the set-
ting up of institutions that help keep fiscal policy in check are crucial to the success of the strat-
egy (Masson et al., 1997 and Mishkin and Savastano, 2001). Similarly, a sound financial system 
is another prerequisite for successful inflation targeting because when financial systems blow 
up, there is typically a surge in inflation in emerging market countries. However, as pointed 
out in Mishkin and Savastano (2001), a sound financial system and the absence of fiscal domi-
nance are also crucial to the sustainability and success of any other monetary policy strategy, 
including a currency board or full dollarization. Indeed, inflation targeting may help constrain 
fiscal policy to the extent that the government is actively involved in setting the inflation target 
(including through the coordination of future adjustments to government-controlled prices).

Finally, a high degree of (partial) dollarization may create a potentially serious problem for 
inflation targeting. In fact, in many emerging market countries, the balance sheets of firms, 
households and banks are substantially dollarized on both sides, and the bulk of long-term 
debt is denominated in dollars (Guillermo Calvo, 1999). Because inflation targeting neces-
sarily requires nominal exchange rate flexibility, exchange rate fluctuations are unavoidable. 
However, large and abrupt depreciations may increase the burden of dollar-denominated debt, 
produce a massive deterioration of balance sheets, and increase the risks of a financial crisis 
along the lines discussed in Mishkin (1996). This suggests that emerging market countries 
cannot afford to ignore the exchange rate when conducting monetary policy under inflation 
targeting, but the role they ascribe to it should be clearly subordinated to the inflation objec-
tive (See Mishkin and Savastano, 2001).
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Table 1: Monetary policy framework of a sample of nations 

1. Australia – Inflation targeting 
2. Bangladesh - Inflation targeting 
3. Brazil – Inflation targeting 
4. Canada – Inflation targeting 
5. Chile – Inflation targeting 
6. China – Monetary targeting and targets a currency basket 
7. Colombia – Inflation targeting 
8. Czech Republic – Inflation targeting 
9. Hong Kong – Currency Board (fixed to US dollar) 
10. India – Multiple indicator approach 
11. New Zealand – Inflation targeting 
12. Norway – Inflation targeting 
13. Singapore – Exchange rate targeting 
14. South Africa – Inflation targeting 
15. Sri Lanka – Monetary targeting 
16. Switzerland – Inflation targeting 
17. Turkey – Inflation targeting 
18. United Kingdom – Inflation targeting, alongside secondary targets on 'output and 

employment'. 
19. United States – Mixed policy dedicated to maximum employment and stable prices (and 

since the 1980s it is well described by the "Taylor Rule," which maintains that the Fed 
funds rate responds to shocks in inflation and output)   
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3. Historical account of monetary policy implementation in Ghana

Implementation of monetary policy in Ghana can be divided into two main phases: the mon-
etary- targeting phase and the inflation-targeting phase. 

3.1 Monetary targeting era (up to 2006)

Up until 2006, Ghana’s monetary policy implementation was based on the monetary-targeting 
framework. Under this framework, monetary aggregates were targeted in order to control the 
objective variable, inflation. Two variants of this approach were used in terms of the key oper-
ating instruments. Up to 1992, the key operating instrument was domestic credit whereas be-
tween 1992 and 2007, (quantitative) open market operations (OMO), was the key instrument.   

3.1.1 Domestic credit control era (up to 1992)

Under the domestic credit control approach that was in place up to 1992, a target was set for 
money supply based on inflation as a primary goal (and growth as a secondary goal). The 
domestic source of the money supply was determined after estimating the external source 
based on the balance of payments. Aggregate domestic credit, which was the main domestic 
source, was then determined. The government portion of the aggregate domestic credit was 
determined from the public sector borrowing requirement (PSBR), while the remainder was 
allocated to the private sector. The latter component was shared among the banks based on 
their previous year’s lending relativities. Aggregate and industry-specific (sectoral) lending 
ceilings were set for the banks.    

The central bank monitored the banks’ lending on a monthly basis. Often, however, it author-
ized requests by banks to vary their sectoral limits as necessary to meet lending deemed to be 
a priority. The ceiling set for government credit was also often violated as the budget did not 
perform as planned. Often the central bank had to provide additional accommodation for 
the PSBR. Altogether, the overall domestic credit ceiling was often exceeded. This in turn led 
to violation of the money supply targets. The money supply targets could also be affected by 
different outcomes in the external source or the balance of payments. With the money supply 
target subject to these unanticipated outcomes, the inflation targets were often compromised. 
Historically, larger domestic credit outcomes, emanating mostly from higher-than-projected 
PSBRs, formed the most common source of higher-than-targeted monetary growth and, con-
sequently, inflation.     

3.1.2 Open market operations era (1992-2006)

From 1992 to 2007, the monetary policy framework also targeted money supply as a path to 
achieving the inflation (and growth objectives). It was therefore, in principle, a monetary tar-
geting framework. However, open market operations (OMO) replaced domestic credit as the 
operating instrument. OMO in principle involves the sale and purchase by the central bank 
of its own instruments and/or treasury securities. These operations aim directly at achieving 
a target for reserve money on the central bank’s balance sheet. Reserve money is related to 
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money supply through the money multiplier. By making assumptions about the multiplier—
such as assuming it to remain constant in the forecast period—the reserve money target that 
would ensure the attainment of the pre-determined money supply target, can be ascertained. 
Although in principle OMO can be used to decrease or increase liquidity in the economy as 
necessary, in the case of Ghana, the former was invariably the norm. This is because of the 
persistence of excess liquidity in the economy, which emanated mostly from large-scale deficit 
financing and occasional high levels of external inflows. In addition to conducting pure OMO 
for monetary policy purposes, the central bank also sold treasury securities to raise funds for 
the PSBR. 

The capacity of OMO to contain liquidity in the economy was somewhat undermined by a 
lack of clear separation between these two activities. While OMO proceeds were in principle 
to be sterilized, in practice they often found their way into financing the budget, thereby de-
feating its monetary policy purpose.  OMO was further undermined by the fact that in order 
to reduce cost—including the cost of budget financing—the authorities often intervened in the 
market process to set both quantity and price targets. As a result, the quantity (or liquidity-
withdrawal) targets were often missed as the authorities-dictated prices. Moreover, the gov-
ernment often resorted to tapping into the pool of supposedly-sterilized OMO funds, or to 
direct financing from the central bank. The consequence was that money supply targets were 
almost invariably missed, which in turn caused inflation targets to be missed as well. 

Apart from these operational difficulties with the conduct of OMO, the authorities contend 
that the relationship between money supply and inflation became increasingly tenuous. This 
phenomenon usually occurs during financial and other structural changes in an economy. In 
fact, over the years, monetary growth rates have been much higher than inflation rates, pre-
sumably due to growing money demand in the economy amid the structural changes taking 
place.    

3.2 Inflation targeting era (2007--)

Against the backdrop of limited success in achieving inflation targets under the monetary 
targeting framework and the apparent weakening of the link between monetary aggregates 
and inflation, in 2007, the monetary authorities decided to shift from monetary- to inflation-
targeting (IT). IT directly targets inflation without using monetary aggregates as a route. The 
key instrument used in IT is the interest rate, defined in one form or another. For Ghana, 
the central bank has used the Policy Rate (PR), which represents the base rate for lending to 
banks and thereby serves as the benchmark for other interest rates in the economy. Under 
the IT approach, the central bank determines its forecast of inflation based on a broader set 
of economic indicators, including real economic activity, business and consumer confidence, 
external factors, the fiscal stance and even money supply. Based on its forecast of the balance 
of risks between inflation and economic growth, the other objective of monetary policy, the 
central bank adjusts its PR as necessary. 

The signal from the PR is, in principle, reflected in banks’ interest rates, including the cost 
of credit, which influences borrowing, money supply and, eventually, inflation. In practice, 
however, transmission of the PR to banks’ rates has been tenuous and slow. This is due to sev-
eral factors, including low competition in the banking industry, other structural weaknesses 
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in the financial system, lack of safety nets in lending, and persistence of excess liquidity in 
the economy. In practice the central bank sets wide inflation targets, but these are invariably 
missed, often by wide margins. 
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4. Monetary policy record in Ghana

Monetary policy implementation in Ghana has faced challenges. In general, inflation rates 
have been relatively high for most of the review period, casting doubt on the effectiveness of 
monetary policy. As can be seen from Chart 1, inflation performance has been uneven dur-
ing the period, with rates being generally lower in recent years, although other factors have 
contributed to this outcome. 

 
Chart 1: Inflation 
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Chart 2: Inflation vs. Domestic Credit Growth 
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Chart 3: Inflation vs. Money Supply Growth 
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Inflation has had a close relationship with monetary aggregates, including domestic credit and 
money supply, which were used as operating instruments and/or intermediate targets under 
the monetary-targeting regime that was in place till 2006 (See Charts 2 and 3).2 Money supply 
affects inflation with a lag, so one must take this into consideration in interrogating the plots. 
The plots are extended to the inflation-targeting (IT) period (2007) in recognition of the fact 
that even though monetary aggregates are not directly targeted under IT, they still form part of 
the operating framework, including the forecasting model, which uses varied information in 
the economy. As explained in the preceding sections, large-scale deficit financing was a major 
source of monetary expansion and, consequently, inflation. In the credit-control era (up to 
1991), ceilings on credit to government were invariably breached, which consequently affected 
money supply targets. Under the open market operations (OMO) era, where money supply 
was an intermediate target, the capacity to control liquidity was undermined by a lack of clear 
separation between OMO and government debt operations (GDO). Compounding this dif-
ficulty was the growing breakdown in the link between money supply and inflation in the face 
of structural changes in the economy.

2  During the earlier part of the period, 1980-86, inflation appeared to have much larger amplitudes than monetary 
growth rates. This suggests that other factors played a major role. According to the empirical literature, these factors were 
largely supply shocks, including food supply shocks. 
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Chart 4a: The Policy Rate vs. Banks’ Lending Rates 
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Under the inflation-targeting framework adopted in 2007, the Policy Rate that became the key 
instrument of monetary policy is transmitted slowly through banks’ lending rates as can be 
seen in Charts 4a and 4b. Banks’ lending rates responded to the PR with some lag. It appears 
that when the PR was increased, banks increased their lending rates faster and reduced them 
more slowly when the PR was reduced. This somewhat increased the lending rate-PR spread.3 

The slow response of banks’ rates to PR changes would, of course, reduce the effectiveness of 
monetary policy.

3  It is known that banks also tended to increase their lending rates faster than their savings rates following PR increases, 
thereby also widening the lending-savings rate spreads.
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The limited effectiveness of the Policy Rate as a monetary policy tool as a result of slow re-
sponse of banks’ rates is further depicted in Chart 6 which plots the PR against the final ob-
jective variable, inflation. One cannot discern any clear influence of the PR on inflation, even 
taking account of possible lags. 

As noted in Section 3.2 above, under the inflation-targeting (IT) framework adopted since 
2007, the transmission of the policy rate (PR) to banks’ rates tends to be tenuous and slow 
due to the several factors enumerated. The transmission of monetary policy via the PR rate 
to inflation and the real economy is, therefore, somewhat inhibited. Given the transmission 
rigidities and other uncertainties associated with the conduct of IT, the central bank sets wide 
inflation-target ranges. In spite of this, the targets are invariably missed, often by wide margins. 

Notably, inflation rates have been generally lower under the IT regime. This performance, 
however, cannot be attributed entirely to the effectiveness of IT as several favorable factors 
have played a role. First, macroeconomic management has generally improved, including, in 
particular, the maintenance of relatively lower fiscal deficits. Second, food inflation has been 
much lower than in previous periods and has contributed to drive down headline inflation. In 
fact, the maintenance of single-digit inflation in the past two years or so has been made possi-
ble exclusively by food inflation as nonfood inflation has remained in double digits for the en-
tire period. Third, major items of the CPI, including fuel and utilities, have enjoyed subsidies 
which have kept their prices below market prices. Fourth, close management of the exchange 
rate has also prevented it from exerting its full impact on prices from time to time. Finally, the 
inflation-targeting period has generally been one of subdued global inflation following the 
2007-08 financial crisis and attendant recessionary conditions in major countries, from which 
Ghana has also benefited.   
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5.  The relative merits of the monetary policy frameworks as used in       
     Ghana

Pooling together the mass of information gathered above on the various policy frameworks as 
they were implemented in Ghana, some inferences can be drawn regarding their relative mer-
its and shortcomings. These should lead on to drawing some conclusions regarding the most 
appropriate regime (or regimes) for the country.  

5.1 Monetary targeting

Inflation control was challenging under the monetary targeting framework (in place up to 
2006), whether domestic credit or money supply was used as the operating or intermediate 
target. In theory, monetary aggregates should be relatively easy to control. In the case of Ghana 
however, fiscal dominance and lack of full autonomy for the central bank undermined the 
capacity of the monetary authorities to control monetary aggregates. In the later years of ap-
plication of the monetary-targeting framework, control of the monetary aggregates and their 
link with inflation were allegedly complicated by the effects of structural changes in the real 
and financial sectors of the economy. 

It must be said, however, that although the empirical literature on Ghana has found a strong 
link between inflation and money supply for the period in question, some evidence also points 
to the significant role played by structural factors, in particular food supply shocks, which 
were not under the direct influence of monetary policy. Because monetary policy cannot effec-
tively control all the items in the consumer basket used to measure inflation, particularly those 
that are susceptible to supply shocks or other exogenous factors, some central banks choose 
to define various core measures of inflation that are more amenable to monetary policy. The 
Bank of Ghana, however, resisted this temptation and continued to target headline inflation, 
which remained an elusive target.    

5.2 Exchange rate targeting

Exchange rate targeting has not been used as an official monetary policy tool. The Ghanaian 
currency was, however, pegged to the dollar through 1983 and has since been closely managed 
both for political and economic reasons. To that extent, the exchange rate has for long periods 
acted as a de facto nominal anchor for inflation, together with the officially-designate anchor. 
Like monetary aggregates, the exchange rate is relatively easy to control and, therefore, can be 
a potential instrument for monetary policy. 

There is not enough empirical evidence on the pass-through of the exchange rate to domestic 
prices through import prices in Ghana. In reality, however, it is widely believed and known that 
the effect is substantial, and that any lags involved in the pass-through may be pretty short. In 
fact, it is typical for the prices of foreign items to be adjusted speedily in line with exchange rate 
movements, particularly in the upward direction. Many times, this spills over into local items 
as well. An exchange rate target may serve as a useful nominal anchor for inflation. However, 
a rigid peg could also have adverse effects on economic growth by eroding competitiveness. 
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Variants of pegged regimes are available for use as nominal anchors. Normally, adjustments 
can be made based on chosen economic criteria in order to minimize possible adverse con-
sequences, particularly relating to competitiveness. Managing pegged regimes can, however, 
challenge the limited administrative and technical capacities of monetary authorities.        

5.3 Inflation targeting

Under IT that has been in place since 2007, inflation rates have been lower and it may be 
tempting to credit the framework with this apparent success. However, as noted previously, 
other factors have played a role. In general, availability of information on the conduct of mon-
etary policy has improved under IT, with the central bank providing period public briefings 
on the deliberations of the Monetary Policy Committee (MPC). There is, however, room for 
improvement in this regard. 

Some conditions for effective IT may not be fully in place yet. These include fiscal discipline 
and a sufficiently-flexible exchange rate regime, conditions that do not fully prevail in Ghana. 
IT also thrives on a developed financial sector capable of transmitting interest rate pulses 
through the economy; here also,  there may be shortcomings. Full central bank autonomy to 
conduct monetary policy is a pre-requisite for effective IT, a condition that may not be fully in 
place. Effective IT requires adequate and reliable data and a robust and comprehensive fore-
casting model; these conditions may not be fully satisfied. Thus, obviously, Ghana’s IT faces 
teething challenges that need to be overcome to improve its effectiveness.

5.4 The options

The rundown of monetary policy practices has revealed important lessons that can be taken 
forward. 

The first lesson is the difficulty in managing inflation in a supply-constrained economy like 
Ghana’s, where food alone commands 45 percent of the CPI basket. Food supply is subject to 
natural and man-made bottlenecks and, consequently, to shocks. Added to this is the effect 
on inflation of items like energy and utilities whose prices are subject to exogenous condi-
tions and government policies unrelated to normal demand and supply factors. In the cir-
cumstances, targeting headline inflation is like chasing a mirage. It would probably be best for 
the authorities to select the broadest measure of inflation which they can effectively control. 
They should however monitor the headline measure, and indicate that they stand ready to take 
measures as needed to stem the second-round effects likely to emanate from the influence of 
the exogenously-influenced items in the consumption basket.

The second lesson is the difficulty in managing inflation in the face of persisting fiscal domi-
nance in the economy as Ghana has experienced in its history. Ghana’s peers that opted for 
currency boards and monetary unions insulated from fiscal interference have been more suc-
cessful at controlling inflation. Fiscal dominance that also spills over into central bank financ-
ing of the deficit renders monetary policy incapable of effectively controlling inflation. The 
solution is of course restoration of fiscal discipline that complements rather than opposes 
monetary policy. Further, central bank autonomy needs to be strengthened such that it can use 
its instruments freely and also be able to resist arbitrary use of its funds to finance the budget. 
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The third lesson is the difficulty in managing inflation, especially using a market-based ap-
proach like inflation-targeting, in an environment of low final intermediation and shallow 
financial depth. In such an environment, the financial sector is incapable of transmitting mon-
etary policy signals to the real economy. There is no easy solution to this problem, which 
requires time but also a little bit of push as necessary to transform the financial system and 
orientate it more towards economic development.

No monetary policy framework can be effective in the presence of the foregoing challenges. 
In terms of choosing among the monetary policy frameworks, it can be said that there is no 
appetite in the country currently to return to controlled regimes whether in terms of credit 
or the exchange rate, which caused considerable operational difficulties. The pure forms of 
monetary- and exchange rate-targeting approaches to monetary policy, do not, therefore, ap-
pear to be viable options currently. However, it has to be said that monetary aggregates and 
the exchange rate remain important determinants of inflation in Ghana and must be seriously 
considered in whatever approach is adopted.

Despite the teething problems of the current inflation-targeting (IT) framework, some of 
which have been enumerated above, the IT framework has potential and must be given the 
chance to work while overcoming the initial challenges. The importance of complementary 
fiscal discipline—anchored on prudent and sustainable financial management—for the effec-
tiveness of IT cannot be overemphasized. Sufficient flexibility in the exchange rate is also a 
prerequisite as it helps to absorb shocks and takes some of the pressure off monetary policy. 
The problem is that often we set multiple targets like inflation and the exchange rate and then 
run out of instruments to achieve them. Financial sector development and deepening should 
be a priority to enhance financial intermediation and transmission of monetary policy signals 
to the real economy. There is room to improve the transparency of the IT process by providing 
information on the setting of inflation targets and the decisions behind changes in the Policy 
Rate. The forecasting process can be enhanced by improving the timeliness and reliability of 
data as well as the information-content of the forecasting model. Finally, an institutional com-
mitment to and accountability for achieving inflation targets would enhance the credibility 
and confidence in the IT process. 

Some commentators, including the IMF, have suggested that the central bank should initially 
focus on “inflation forecast targeting” in which it seeks to make its inflation forecast equal to 
the inflation target. This is in view of the initial problems with IT when inflation targets may be 
difficult to achieve, thereby eroding policy credibility. The authorities could give consideration 
to this proposal as a transition arrangement while trying to institute firm targets as IT matures.   
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6. Conclusion

Ghana has come a long way since independence in institutionalizing a system for delivering 
price stability to the economy.  The system has evolved from a monetary-targeting framework, 
which involved first the use of credit controls and then quantitative open market operations as 
operating instruments, to the current inflation-targeting framework. 

Inflation management has been challenged by a supply-constrained economy, fiscal domi-
nance, and underdeveloped financial sector, among other factors. Thus on the whole, inflation 
rates have been historically high. They have come down in recent years, but other mitigating 
factors have helped this outcome. Without addressing the challenges, no one framework can 
be entirely successful.

There is no appetite currently for monetary targeting especially if this means returning to 
the use of rigid credit controls or fixed exchange rates, in view of the operational challenges 
associated with them, and in view of the fact that the country has long moved away from a 
controlled system. The pure forms of monetary- and exchange rate-targeting approaches to 
monetary policy, do not, therefore, appear to be viable options at this time. However, mon-
etary aggregates and the exchange rate remain important determinants of inflation in Ghana 
and must be considered in whatever approach is adopted.

Despite the teething problems of the inflation-targeting (IT) framework that has been in place 
since 2007, it seems to have potential and must be given the chance to work while addressing 
the initial challenges. The importance of complementary fiscal policy for the effectiveness of 
IT cannot be stressed enough. Sufficient flexibility in the exchange rate is also helpful as it ab-
sorbs shocks and takes some of the pressure off monetary policy. The process of financial sec-
tor development and deepening should receive attention to enhance financial intermediation 
and transmission of monetary policy signals to the real economy. There is room to improve 
the transparency of the IT process by providing information on the setting of inflation targets 
and the decisions behind changes in the Policy Rate. The forecasting process can be enhanced 
by improving the timeliness and reliability of data as well as the information-content of the 
forecasting model. Finally, an institutional commitment to and accountability for achieving 
inflation targets would enhance the credibility and confidence in the IT process. 

There may be merit in the central bank initially focusing on “inflation forecast targeting” in 
which case it makes its inflation forecast equal to the inflation target. This is in view of initial 
problems with IT when inflation targets may be difficult to achieve, thereby eroding policy 
credibility. The authorities could give consideration to this proposal as a transition arrange-
ment while trying to institute firm targets as IT matures.   
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