
UNIVERSITY OF CAPE COAST 

 

 

 

 

 

 

FINANCIAL DEVELOPMENT, PUBLIC DEBT AND MONETARY 

POLICY EFFECTIVENESS IN GHANA 

 

 

 

 

BISMARK ANOKYE 

 

 

 

 

 

 

 

 

 

 

2023

 University of Cape Coast            https://ir.ucc.edu.gh/xmlui

Digitized by Sam Jonah Library



 

 

 

 

 

 

 

 

 

 

 

@ Bismark Anokye 

University of Cape Coast 

  

 University of Cape Coast            https://ir.ucc.edu.gh/xmlui

Digitized by Sam Jonah Library



UNIVERSITY OF CAPE COAST 

 

 

 

 

FINANCIAL DEVELOPMENT, COMMERCIAL BANKS 

RESPONSIVENESS AND MONETARY POLICY EFFECTIVENESS IN 

GHANA 

 

 

 

BY 

BISMARK ANOKYE 

 

 

 

 

Thesis submitted to the Department of Economic Studies of the School of 

Economics, College of Humanities and Legal Studies, University of Cape 

Coast, in partial fulfilment of the requirements for the award of Doctor of 

Philosophy degree in Economics 

 

 

 

NOVEMBER 2023

 University of Cape Coast            https://ir.ucc.edu.gh/xmlui

Digitized by Sam Jonah Library



 

ii 

DECLARATION 

Candidate’s Declaration 

I hereby declare that this thesis is the result of my own original research and 

that no part of it has been presented for another degree in this university or 

elsewhere. 

 

 

Candidate’s Signature…………………………...  Date: ……………………. 

Name: Bismark Anokye 

 

 

Supervisors’ Declaration 

We hereby declare that the preparation and presentation of the thesis were 

supervised in accordance with the guidelines on supervision of thesis laid down 

by the University of Cape Coast. 

 

Principal Supervisor’s Signature: ……………………..      Date: ………………. 

Name: Prof. James Atta Peprah 

 

Co–Supervisor’s Signature: ………………………..         Date…………………. 

Name: Prof. Camara Obeng 

 

 

  

 University of Cape Coast            https://ir.ucc.edu.gh/xmlui

Digitized by Sam Jonah Library



 

iii 

ABSTRACT 

This study examines the relationship among financial development, public debt 

dynamics, commercial banks’ responsiveness and monetary policy 

effectiveness in Ghana. The objectives (1) examined the role of financial 

development in the effectiveness of monetary policy, (2) assessed the effect of 

public debt on financial development, and (3) determined the responsiveness of 

commercial banks to the monetary policy rate. The study utilizes Structural 

Vector Autoregression (SVAR), Autoregressive Distributed Lag (ARDL) and 

Dominance Analysis to analyse monthly  data spanning from 2002 to 2020.  A 

purposive sampling procedure was used to select eight (8) participants for the 

qualitative dimension of the study. The first objective reveals that the interaction 

between financial development and monetary policy significantly influence 

inflation, trade openness, and output gap. The study emphasises the importance 

of a well-developed financial sector in enhancing the transmission mechanism 

of monetary policy in order to make monetary policy effective. The second 

objective revealed total debt exhibits a positive long-run association with 

financial development. However, in the short run, total debt demonstrates a 

negative relationship. The disaggregated analysis highlights the significant 

influence of external debt on financial development, emphasizing the 

importance of prudent international borrowing practices. The third objective 

suggests that changes in the monetary policy rate have a lasting impact on 

lending rates, with commercial banks considering clients’ ability to pay and 

assessing monetary transactions in their responses. Ministry of Finance and 

bank of Ghana should prioritize the development of a robust financial sector, 

adopt prudent borrowing practices.  
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CHAPTER ONE 

INTRODUCTION 

Monetary policy transmission and its effectiveness have been an 

important area of interest in the whole wide world, especially in Africa since 

the financial crisis in 1990 (Akinsola & Odhiambo, 2017; Bleaney et al., 2020; 

Effiong et al., 2020; Savvides, 1998; Tule et al., 2019). This has piqued the 

interest of both policymakers and the academic community in exploring the 

conduit through which monetary policy operates and transmits. 

 Monetary policy is effective when it can affect both inflation (sustained 

stable inflation) and output (reduction in output gap) positively (Cantah et al., 

2023; Effiong et al., 2020; Wiafe et al., 2022). This infers that the effectiveness 

of monetary policy rests on the rate at which output, and inflation respond to 

changes in the monetary policy rate (MPR) by central banks.  It is a bare fact 

that the transmission of monetary policy is a financial phenomenon (Cantah et 

al., 2023). No wonder the countries that suffer under development of the 

financial sector are faced with challenges of the ineffectiveness of monetary 

policy or delay in transmission of policy rate set by the central banks (Ayadi et 

al., 2015; De la Torre et al., 2013; Yalçinkaya et al., 2021).  

The study focuses on financial sector development and financial sector 

responsiveness as plausible determinants and thus examine whether the 

financial development (FINDEV), as well as responsiveness of commercial 

banks significantly impact the efficacy of monetary policy, particularly in 

shaping output and inflation dynamics in Ghana. This study also examines the 

determinants of FINDEV with specific focus on public debt and disaggregated 

public debt (domestic and external debt). 
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Background to the Study 

An effective monetary policy and a well-developed financial sector is 

an important factor for economic management which requires an eagle eye from 

December 2000, when the West African Monetary Zone (WAMZ) was 

established which considers single-digit inflation as a contingency for becoming 

a member state (Gyamfi et al., 2019; Ilyas et al., 2022; Tule et al., 2019; 

Tweneboah & Eshun, 2023). Notwithstanding the level of improvement in the 

financial sector, the responsiveness of the financial institutions to monetary 

policy rate is also important to consider when talking about monetary policy 

effectiveness (Cantah, 2018; Iheonu et al., 2020; Lindgren et al., 1996). 

Part of the reason for regulating and fixing monetary policy, is to fix 

short-term interest rates in order to have an impact on prices and/or output 

(McKinnon & Pill, 1998; Najimu, 2019; Nene et al., 2022; Takyi & Obeng, 

2013). When short-term interest rates fluctuate, agents change their 

consumption and investment patterns depending on how borrowing and lending 

rates, credit availability, market liquidity, and asset prices are influenced by the 

monetary policy position (Abradu-Otoo et al., 2003; Aimola & Odhiambo, 

2021; Hosono, 2006; Leith & Wren-Lewis, 2009; McKinnon & Pill, 1998). 

However, no matter how low the MPR or strict regulations and rules of the 

central bank are, without prompt responsiveness, the MPR will not transmit to 

have an impact on the economy (Iheonu et al., 2020; Lindgren et al., 1996). This 

implies that much of the effectiveness of monetary policy depends on the 

responsiveness of commercial banks in Ghana to MPR (Cantah, 2018).   

The commercial banking industry is involved in the business of 

providing financial services to the Ghanaian economy and the world as a whole 
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(Kwashie et al., 2022).  In playing this intermediation role, the sector acts as the 

main channel for the economy's monetary policies to be transmitted and at the 

same time, earns income for its shareholders (Akosah et al., 2017, 2020a). These 

banking sectors operate under the general guiding principle provided by the 

monetary authority (the central bank) (Akanyonge et al., 2023; Ofori & Obeng, 

2023; Sena et al., 2021; Takyi & Obeng, 2013). This implies that most policies 

by the central banks are transmitted to these commercial banks and therefore, 

the failure of the commercial banks to respond to the policy directives of the 

central banks will affect monetary policy effectiveness and the economy as a 

whole (Ahiakpor et al., 2019; Akosah et al., 2021; Effiong et al., 2020; Valogo 

et al., 2023; Wiafe et al., 2022). This emphasizes how dependent financial 

intermediaries are on the success of monetary policy. 

Financial intermediaries' function, particularly that of commercial banks 

cannot be over emphasised. Akinsola and Odhiambo (2017) argues that the 

presence of commercial banks will not necessarily result in effective 

transmission of monetary policy but rather a well-developed financial sector to 

complement the functions of commercial banks with regard to monetary policy 

transmissions. Thus, it is important to understand commercial banks as an 

effective conductor of monetary policy. Several studies have posited that banks’ 

balance sheet is one of the methods by which monetary policy implemented 

affects the financial operations of agents (Abradu-Otoo et al., 2003; Alpanda & 

Aysun, 2012; Brissimis & Delis, 2022; Dale & Haldane, 1995; Ghazali & 

Rahman, 2020; Hosono, 2006; F. Mishkin, 1996; F. S. Mishkin, 1995). 

According to this view, a monetary contraction forces a contraction in banks’ 

assets and thus a reduction in banks’ loans (Brissimis & Delis, 2022). If bank 
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lending plays a unique economic role in financial intermediation, this reduction 

in bank loans may be the primary mechanism whereby the result of monetary 

contraction is a decline in the overall level of economic activity (Alpanda & 

Aysun, 2012). It is then indisputable that the size of the banking institution 

matters in the transmission channel (Alpanda & Aysun, 2012; Cetorelli & 

Goldberg, 2012).  

Therefore, it is expected that revision of central bank short-term nominal 

interest rates should result in a similar change or co-movement in the 

commercial banking lending rates (Abradu-Otoo et al., 2003; Cristiano, 2016; 

Frimpong, 2022). Nevertheless, it is generally acknowledged that the lending 

rate is considerably high even during periods of low/single-digit inflation, as 

argued by the business community in Ghana (Adu & Marbuah, 2011; Akosah 

et al., 2017; Asamoah & Adu, 2016; Nchor & Darkwah, 2015). Available data 

on average lending rate (market-based rate) and monetary policy rates affirms 

the trending lamentation among the business community in Ghana (Figure 1). 

 

Figure1: Graph of Average lending rate and Monetary policy rate 

Source: Author’s Construction 
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Figure 1 covers the period from January 2015 to December 2020 and 

includes two key interest rates: the MPR (%) and the Average Commercial 

Banks Lending Rate (ACBL) (%). The MPR represents interest rates that the 

central bank determines, while the ACBL reflects the average interest rate on 

loans from commercial banks to customers. Key observations from Figure 1 

include the stability of the Monetary Policy Rate during the earlier years, 

ranging from approximately 21% to 25%, with occasional changes over time. 

In contrast, the ACBL displays more variabilityThis suggests that commercial 

banks may have their own considerations and factors influencing the rates they 

offer to borrowers.  

 A careful look at Figure 1 reveals a consistent diverging of the two basic 

interest rates over the period. The second observation is a slight increase in the 

MPR results in a rise of commercial bank rates. Thus, changes in the MPR can 

influence lending rates offered by commercial banks. For example, MPR hikes 

by the central bank may lead to higher lending rates, making borrowing more 

expensive for individuals and businesses. Conversely, MPR cuts can result in 

lower lending rates, potentially stimulating borrowing and economic activity. 

Yet, it is unclear how the extent of the effect and length of time taken for 

commercial bank rates to respond to monetary policy. Hence, part of this study 

examines commercial bank responsiveness to monetary policy rate and to what 

extent can the FINDEV aid the responsiveness of the commercial banks to 

monetary policy rates? And finally, how long does it take for changes in money 

market factors and monetary policy to cause shocks to bank lending rates? 

There has been an ongoing debate regarding the fundamental 

mechanism behind the effectiveness of monetary policy (Cantah et al., 2023; 
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Effiong et al., 2020; Wiafe et al., 2022). Theoretically, the monetary approach 

places much emphasis on the liquidity channel which posits that an increased 

money policy causes a decrease in the interest rate which in the long run affects 

private spending (Abradu-Otoo et al., 2003; Alpanda & Aysun, 2012; Cooley 

& Quadrini, 2004). Although the responsiveness of financial institutions to the 

monetary policy rate is paramount, but the degree of the institution's 

development to promoting smooth transmission is very important. Not only the 

development of the financial sector, but rather how it also promotes and affects 

how well financial system works. 

Since 1970s, a lot of empirical works have used the ratio of private credit 

to GDP known as financial depth to GDP and stock market valuation expressed 

as a percentage of GDP to evaluate FINDEV.  (Alnaa & Matey, 2022; Cole & 

Shaw, 1974; Najimu, 2019; Ofori & Obeng, 2023; Quartey, 2008; Sena et al., 

2021; Takyi & Obeng, 2013; Tweneboah et al., 2019; Ziorklui et al., 2001; 

Ziorklui & Barbee, 2003). Dabla-Norris and Srivisal (2013) also in their 

empirical work, used private credit to GDP from banks and other financial 

institutions to approximate FINDEV and found that FINDEV plays a significant 

role in dampening the volatility of output, consumption, and investment growth, 

but only up to a certain point. This may have affected the result due to its limited 

in representation or because of the proxies used. Functionally, FINDEV 

encompasses the amalgamation of depth: which pertains to the size and liquidity 

of markets, access: reflecting the ability of individuals and companies to avail 

financial services, and efficiency: encapsulating the institutions' capability to 

furnish financial services at a low cost with sustainable revenues, alongside the 

activity level of capital markets.  

 University of Cape Coast            https://ir.ucc.edu.gh/xmlui

Digitized by Sam Jonah Library



 

7 

This broad multi-dimensional method to defining financial growth 

follows the matrix of financial system characteristics developed by (Cihák et 

al., 2012). Irrespective of the significance of FINDEV, there are other factors 

that affect it which in effect contribute to the prompt responsiveness of 

commercial banks to the monetary policy rates. A lot of studies have been 

conducted in Ghana and beyond to assess the determinants of monetary 

advancement (Ayadi et al., 2015; Najimu, 2019; Takyi & Obeng, 2013). This 

current study singles out public debt. Public debt management is a crucial aspect 

of fiscal policy in any economy. In Ghana, as in many other countries, public 

debt has been on the rise, partly due to infrastructure development and fiscal 

deficits (Aimola & Odhiambo, 2021; Gomez-Gonzalez, 2021; Hauner, 2009; 

Ismihan & Ozkan, 2012; Jiménez-Sotelo, 2023; Kutivadze, 2013; Ndikumana 

& Boyce, 2003; Neaime, 2015; Pedersoli & Presbitero, 2023). While public 

debt can serve as a tool for financing development projects, its sustainability 

and implications for FINDEV need to be examined. 

Thus, high levels of public debt can crowd out private sector borrowing, 

thereby limiting access to credit for businesses and individuals (Demetriades & 

Rousseau, 2010; Shahe Emran & Farazi, 2011; Takyi & Obeng, 2013). This, in 

turn, can hinder the growth of the financial sector. Additionally, servicing public 

debt requires a significant portion of government revenue, potentially reducing 

resources available for investment in the financial sector’s improvement (Ayadi 

et al., 2015; Bui, 2018; Ismihan & Ozkan, 2012). 

The relationship between FINDEV and public debt is intricate and 

multifaceted (Ayadi et al., 2015; Bui, 2018; Demetriades & Rousseau, 2010; 

Hauner, 2009; Ismihan & Ozkan, 2012; Jiménez-Sotelo, 2023; Sağdiç et al., 

 University of Cape Coast            https://ir.ucc.edu.gh/xmlui

Digitized by Sam Jonah Library



 

8 

2021; Shahe Emran & Farazi, 2011; Takyi & Obeng, 2013). It involves factors 

such as the structure of debt (external vs. domestic), the terms of borrowing, 

and the government’s capability to manage debt effectively. Demetriades and 

Rousseau (2010) investigated the influence of government expenses on the 

FINDEV of England from 1960-2010. They also spread their analysis to 84 

countries and found that in the short run period government borrowing crowd 

out FINDEV. In addition to these findings, Shahe and Subika (2008) 

investigated how government borrowing impacts greatly on private credit. To 

make informed decisions regarding debt management and financial sector 

development, it is imperative to investigate the influence of public debt on 

financial development in the Ghanaian context and also other macroeconomic 

variable responsible for increase in financial development.  

There are not enough strong priors about what the relationships will be 

as has been generally uncovered (Akinsola & Odhiambo, 2017; Cantah et al., 

2023; Castro, 2011; Effiong et al., 2020; Ghazali & A. Rahman, 2020; Iddrisu 

& Alagidede, 2022; International Monetary Fund, 2011; Sena et al., 2021; 

Yalçinkaya et al., 2021). It could be that a more developed financial sector 

would negatively affect monetary policy effectiveness, and this could be a result 

of the fact that as financial innovation proceeds, the improved set of tools 

enables private agents to insure themselves and also cushion against unexpected 

monetary shocks, thus reducing the negative implications of their expenditure 

patterns (Akinsola & Odhiambo, 2017; Ghazali & A. Rahman, 2020; Wiafe et 

al., 2022).  Also, when the financial sector is not well developed there will be 

lack of competition (Effiong et al., 2020; Hosono, 2006; Takyi & Obeng, 2013). 

Therefore, as changes in monetary policy will take longer period to influence 
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Banks credit amounts or lending and borrowing rates, MPR could be less 

effective, or its impact might come after a long-time lag. 

Previous studies have argued that effective financial opposition to 

inflation is relevant in order for monetary policy institutions to successfully 

achieve stabilization objectives (Akinsola & Odhiambo, 2017; Ghazali & A. 

Rahman, 2020; Wiafe et al., 2022). They posited that central bank decisions not 

only reflect its institutional competencies and legal constraints but that such 

determinations also respond to the political environment. This means that the 

central bank can guarantee price stability only as long as the financial sector is 

ready to support policies associated with reducing inflation. This also implies 

that when the financial sector is developed there is the likelihood that monetary 

policy would be more successful in stabilizing the economy especially in the 

developing economies (Effiong et al., 2020; Hosono, 2006; Takyi & Obeng, 

2013). 

Cecchetti (1999) finds evidence suggesting that an increase in the depth 

of the monetary sector and the intermediation process contribute to the reduction 

in inflation and output variability. At the very least, monetary policy has a short-

term impact on the actual economy. (Effiong et al., 2020; Wiafe et al., 2022). 

Empirical research posit that monetary strategy steps affected the actual result 

of the economy within two years or more  (Abradu-Otoo et al., 2003; Ahiakpor 

et al., 2019; Akinsola & Odhiambo, 2017; Akosah et al., 2017; Bleaney et al., 

2020; Caporale et al., 2018; Dabla-Norris & Floerkemeier, 2006; Effiong et al., 

2020; Ghazali & A. Rahman, 2020; Hosono, 2006; Peek & Rosengren, 1995; 

Sena et al., 2021; Wiafe et al., 2022). Markedly, monetary strategy is extremely 
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important as a tool for macroeconomic policymaking and macroeconomic 

management (Mbilla et al., 2021; F. Mishkin, 1996; F. S. Mishkin, 1995).  

Furthermore, over the past 20 years, financial systems in the majority of 

economies have seen tremendous progress.(Chinn & Ito, 2006; Effiong et al., 

2020; Ha et al., 2022; Iheonu et al., 2020; Jiang et al., 2021; Sena et al., 2021).  

This advancement is accompanied by a significant evolution in business and 

policy practices. While FINDEV brings forth numerous positive economic 

effects, rapidly expanding financial systems also give rise to concerns. 

(Akanyonge et al., 2023; Effiong et al., 2020; Ghazali & A. Rahman, 2020; Ha 

et al., 2022; Iheonu et al., 2020). Most notably, it has immediate impact on the 

monetary policy set by central banks (Akinsola & Odhiambo, 2017; Effiong et 

al., 2020; Ghazali & A. Rahman, 2020; Sena et al., 2021). Commercial banks 

are considered a crucial component of the transmission of monetary policy 

(Abradu-Otoo et al., 2003; Akosah et al., 2020b; Alper et al., 2017; Brissimis & 

Delis, 2022; Dabla-Norris & Floerkemeier, 2006; Hosono, 2006; F. Mishkin, 

1996; Pruteanu-Podpiera, 2007). These intermediaries would obtain their 

interest income from the range of the lending rate charged to borrowers and the 

cost of funds and credit channels (Amidu, 2006; Ghazali & A. Rahman, 2020). 

Recognisably, the corelation between FINDEV and the effectiveness of 

monetary policy stands as a critical focal point within the broader context of 

Ghana’s economic landscape (Akosah et al., 2020b; Amidu, 2006; Bleaney et 

al., 2020; Cantah et al., 2023; Iddrisu & Alagidede, 2022; Sena et al., 2021; 

Sowa & Abradu-Otoo, 2009). This study acknowledges that monetary policy, 

formulated and executed by the central bank, is intrinsically linked with the 

financial system. This nexus is the conduit through which the policies and 
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strategies of the central bank are transmitted to the broader economy. Therefore, 

any shifts or alterations in the structure, circumstances, or robustness of the 

economic system can significantly impact the transmission mechanism, thereby 

affecting the value of monetary policy (Wiafe et al., 2022). 

This fundamental association between monetary policy efficacy and 

FINDEV is not merely a theoretical construct; it carries profound implications 

for economic policymaking, particularly within economies undergoing rapid 

FINDEV. This current study draws from a lineage of scholarly work that traces 

back to the seminal contributions of (BIS, 1995; Brownbridge, 1995; Clark et 

al., 1999; Haldane & Quah, 1999; F. Mishkin, 1996; Montoro et al., 1998; 

Peersman & Smets, 1999; Savvides, 1998). A more contemporary focus has 

converged around the diverse monetary policy channels (Akosah et al., 2020b, 

2020a; Bleaney et al., 2020; Cantah et al., 2023; Dorn, 2020; Effiong et al., 

2020; Emam, 2021; Ghazali & A. Rahman, 2020; Iddrisu & Alagidede, 2022; 

Katagiri, 2022; Mbilla et al., 2021; Rubbo, 2023; Sena et al., 2021; Small & 

Sinha, 2022; Wiafe et al., 2022; Yalçinkaya et al., 2021). 

The claim that financial frictions enhance the monetary policy 

transmission mechanism lies at the heart of the credit channel hypothesis. 

(Koch, 2011; F. Mishkin, 1996; Pruteanu-Podpiera, 2007). Dale and Haldane 

(1995) lend support to this idea by demonstrating that the impact of monetary 

policy on lending behaviour is more pronounced for banks with less liquid 

balance sheets, underlining the significance of the bank lending channel. This 

study seeks into the dynamic relationship between FINDEV and the 

effectiveness of financial policy in Ghana. By analysing important measures of 

FINDEV, including bank assets, credit availability, and market sophistication, 
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the study will shed light on whether the effectiveness of monetary policy has 

evolved in tandem with the financial sector’s development. Understanding these 

dynamics is vital for both policymakers and the broader economic community 

in Ghana as it can lead to more informed decisions, ensuring the continued 

stability and growth of the nation’s economy.  

Moreover, public debt is a significant component of a country’s 

financial landscape, and its implications for FINDEV are multifaceted (Aimola 

& Odhiambo, 2021; Jiménez-Sotelo, 2023; Pedersoli & Presbitero, 2023). In 

the Ghanaian context, where the government has incurred varying levels of debt 

to fund infrastructure projects and address fiscal deficits, the connection 

between FINDEV and public debt is an area that warrants thorough 

investigation (Aimola & Odhiambo, 2021). 

Public debt, when managed effectively, can be a source of financial 

stability and development (Ayadi et al., 2015; Bui, 2018; Hauner, 2009; Ismihan 

& Ozkan, 2012; Jiménez-Sotelo, 2023). It provides a pool of savings for 

investments in critical sectors, and the issuance of government securities can 

contribute to the development of financial markets. On the other hand, high and 

unsustainable levels of public debt can strain financial markets and crowd out 

private sector credit, impeding FINDEV (Pedersoli & Presbitero, 2023; Sağdiç 

et al., 2021). 

The nature and structure of public debt in Ghana, encompassing both 

domestic and external components, raise questions about how different types of 

debt may impact financial intermediation, credit availability, and the overall 

health of the financial sector (Aimola & Odhiambo, 2021; Hauner, 2009; 

Ismihan & Ozkan, 2012; Kutivadze, 2013; Pedersoli & Presbitero, 2023). Public 
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debt, when managed prudently, can positively impact financial sector 

development. When the government borrows from domestic sources (domestic 

debt), it can enhance financial sector development by providing a stable source 

of funds to banks and financial institutions. These funds can be channeled into 

loans for businesses and individuals, promoting economic growth. According 

to the Loanable Funds Theory, an increase in government borrowing may lead 

to higher interest rates, which can attract more funds from savers. This, in turn, 

can stimulate financial intermediaries to increase lending activities, thereby 

promoting financial sector development. Understanding the relationship 

between public debt dynamics and FINDEV is pivotal in guiding debt 

management strategies and fostering a sustainable financial environment. 

Domestic debt, issued in the local currency, can get a significant impact 

on financial sector development (Altayligil & Akkay, 2013; Sağdiç et al., 2021). 

It can provide a benchmark for the pricing of various financial instruments. 

Furthermore, it can increase liquidity in the financial markets by creating a 

liquid asset class for investors. The Domestic Financial Intermediation Theory 

suggests that a well-developed domestic debt market can enhance financial 

intermediation by providing banks and other financial institutions with a variety 

of investment options, reducing liquidity constraints, and improving overall 

financial sector development (Jiménez-Sotelo, 2023). External debt, often 

denominated in foreign currencies, can have both positive and negative effects 

on financial sector development (Bouraoui, 2019; Moazzam, 2023; Saheed et 

al., 2015). When managed properly, external debt can bring in foreign exchange 

reserves, which can be used to stabilize domestic currency and fund various 

economic activities. However, excessive external debt can lead to exchange rate 
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risks and financial instability. The Twin Crises Theory highlights the interplay 

between external debt and financial sector stability (Chauhan & Ramesha, 

2016). High levels of external debt can increase a country’s liability to financial 

crises, as abrupt changes in exchange rates or global economic conditions may 

strain the financial sector.  

The financial sector in Ghana has undergone a transformative evolution, 

with a surge in the number of banks, changes in regulatory frameworks, and 

technological advancements (Najimu, 2019; Ofori & Obeng, 2023; Takyi & 

Obeng, 2013). This evolving landscape has implications for how commercial 

banks respond to monetary policy decisions, particularly the Monetary Policy 

Rate set by the Bank of Ghana (Sena et al., 2021; Tweneboah et al., 2019). 

Commercial banks, as noted earlier, are pivotal in the spread of monetary policy. 

Their reactions to changes in the MPR influence lending rates, credit 

availability, and ultimately, the broader economy (da Silva et al., 2022; 

Yalçinkaya et al., 2021). In an environment of financial sector development, it 

is essential to understand how these institutions navigate the intricate 

relationship between monetary policy and their operations. 

As Ghana’s financial sector continues to adapt, questions arise about the 

responsiveness of commercial banks to the MPR. Do they transmit monetary 

policy changes to lending rates effectively? How do their strategies align with 

evolving monetary policy tools and market dynamics? Moreover, the effective 

pass through of monetary policy rate hinges on the extent to which commercial 

banks adjust their lending rates in response to alterations in the Monetary Policy 

Rate (MPR). This dynamic relationship between central bank policy and the 

behavior of commercial banks plays a pivotal role in influencing broader 
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economic conditions. As commercial banks respond to changes in the MPR, 

their lending practices have a cascading impact on various facets of the 

economy, influencing investment, consumption, and overall economic stability. 

Therefore, understanding the nuanced dynamics of this relationship is crucial 

for policymakers seeking to craft effective monetary strategies. This study 

aligns with the Sustainable Development Goals (SDGs), particularly those 

pertaining to economic growth, financial inclusion, and economic stability, all 

of which are paramount in the Ghanaian context (Maphiri et al., 2021). The 

study is specifically related to SDG 8, which is to support full and productive 

employment, decent work for all, and sustained, inclusive, and sustainable 

economic growth. The goal of the study is to provide guidance for policies and 

strategies that are in line with Ghana's particular economic challenges and goals 

by looking at the effects of public debt on FINDEV, the relationship between 

FINDEV and monetary policy effectiveness, and the responsiveness of 

commercial banks to monetary policy in the country. 

Statement of the Problem 

The evolution of monetary policy approaches, ranging from direct 

control to inflation targeting, has been a subject of extensive research and 

discussion worldwide (Abango et al., 2019; Bleaney et al., 2020; Iddrisu & 

Alagidede, 2021; Klutse et al., 2022; Ryczkowski, 2021; Sakyi et al., 2017; 

Tweneboah & Alagidede, 2019; Wasserfallen, 2019). This evolution reflects the 

ongoing pursuit of stable inflation rates and the reduction of output gaps, 

prompting fundamental questions about the efficacy of monetary policy across 

diverse economic contexts. Several factors, including excessive deficit 

financing, financial sector development, and the responsiveness of commercial 
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banks to policy rates, have raised questions about the efficacy of monetary 

policy in most economies and Ghana’s distinctive economic landscape is no 

exception (Aimola & Odhiambo, 2021; Akanyonge et al., 2023; Amberger et 

al., 2017; Gross & Semmler, 2019; Lai, 2017; Mahawiya, 2015; Ofori & Obeng, 

2023; Takyi & Obeng, 2013). 

The transitions from one monetary policy regime to another, such as 

Ghana’s shift towards inflation targeting, have been prompted by the need to 

regulate inflation and mitigate volatility in output gap  (Abango et al., 2019; 

Iddrisu & Alagidede, 2021; Sakyi et al., 2017; Tweneboah & Alagidede, 2019). 

However, in many developing economies, including Ghana, the impact of 

various monetary policy regimes on price levels and output gaps has been mixed 

(Akosah, 2015; Bleaney et al., 2020; Sowa, 1994; Umar & Dahalan, 2017). 

While empirical evidence in advanced economies suggests that monetary policy 

can significantly affect real economic activities in the short run and prices in the 

long run (Ghazali & A. Rahman, 2020; Haldane & Quah, 1999; Kallmes, 2018; 

Meade & Thornton, 2012; Mizen, 2003; Nguyen et al., 2018; Pruteanu-

Podpiera, 2007), the same may not hold for developing economies (Akinsola & 

Odhiambo, 2017; Al Hajj et al., 2015; Alagidede et al., 2012; Alichi et al., 2018; 

Alper et al., 2017; Bleaney et al., 2020; Effiong et al., 2020; Houssa et al., 2010; 

Iddrisu & Alagidede, 2022; Tule et al., 2019).  

The effectiveness of monetary policy directly impacts economic growth, 

as highlighted in Sustainable Development Goal 8 (SDG 8) which is one of the  

fundamental aspirations for any economy, including Ghana (Maphiri et al., 

2021). When monetary policy is ineffective, it can lead to economic instability, 

high inflation, and reduced economic growth-hindering the creation of decent 
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work opportunities and sustainable economic development (Akinsola & 

Odhiambo, 2017; Bleaney et al., 2020; Cantah & Ahiakpor, 2017; Effiong et 

al., 2020; Ghazali & A. Rahman, 2020; Haldane & Quah, 1999; Houssa et al., 

2010; Meade & Thornton, 2012; Mizen, 2003; Nelson, 2003). Most work done 

to gage the financial development (private credit to GDP and others) were seen 

as underrepresentation for financial development. 

FINDEV is a critical component of economic growth and job creation. 

However, the complex link between the effectiveness of monetary policy and 

FINDEV remains understudied, particularly in the context of developing 

economies like Ghana (Akinsola & Odhiambo, 2017; Brissimis & Delis, 2022; 

Cantah et al., 2023; Effiong et al., 2020; Ghazali & A. Rahman, 2020; Pruteanu-

Podpiera, 2007; Sowa & Abradu-Otoo, 2009; Yalçinkaya et al., 2021). Hence, 

understanding the relationship between FINDEV and monetary policy 

effectiveness is essential for achieving SDG 8’s objectives in Ghana. 

A clear indication of understanding how crucial FINDEV is to monetary 

policy's efficacy is shown in Figure 2. The USA has a higher level of FINDEV 

than Ghana as indicated in Figure 2 hence a very effective monetary policy 

transmission compared to Ghana as posited in previous studies (Caporale et al., 

2018; Meade & Thornton, 2012). Mishkin (1996) posited that the financial 

sector plays a key role in the channels of monetary policy rate transmission like 

the traditional interest rate channel or the newer credit channels where lending 

is a key component. 

 

 

 

 University of Cape Coast            https://ir.ucc.edu.gh/xmlui

Digitized by Sam Jonah Library



 

18 

Figure 2: Trend of Financial Development 

Source: Auther’s construction 

 

In recent years, Ghana has witnessed a substantial increase in its public 

debt levels, driven by various fiscal challenges and government borrowing 

initiatives (Aimola & Odhiambo, 2021; Ismihan & Ozkan, 2012; Ndikumana & 

Boyce, 2003). This surge in public debt raises significant concerns about its 

potential consequences for the country’s FINDEV (Abdel-Halim & Al-Assaf, 

2022; Gomez-Gonzalez, 2021; Kusairi et al., 2019; Pedersoli & Presbitero, 

2023). As the government borrows extensively from domestic and international 

sources to finance its budgetary needs and development projects, questions arise 

regarding how these rising debt levels affect the overall health and vibrancy of 

the financial sector in Ghana (Aimola & Odhiambo, 2021; Dafe et al., 2018). 

Therefore, assessing the impact of public debt on FINDEV is crucial for 

aligning fiscal policies with the goal of promoting economic growth. This 

problem also seeks to shed light on the channels through which public debt 
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dynamics may affect FINDEV and the potential trade-offs or synergies between 

government borrowing and the broader financial sector’s performance. 

The responsiveness of commercial banks to changes in the monetary 

policy rate is another pivotal aspect. Specifically, understanding the 

responsiveness of commercial banks, as key intermediaries in the financial 

system, to changes in the monetary policy rate is crucial for ensuring that 

monetary policy remains an effective tool for achieving the country’s most 

important economic objectives (Akinsola & Odhiambo, 2017; Brissimis & 

Delis, 2022; Cantah et al., 2023; Effiong et al., 2020; Ghazali & A. Rahman, 

2020; Pruteanu-Podpiera, 2007; Sowa & Abradu-Otoo, 2009; Yalçinkaya et al., 

2021). In terms of financial institutions’ responsiveness to monetary policy, 

Commercial banks play an important role in the economy, impacting access to 

credit, interest rates, and overall economic stability. The problem at hand 

centres on the assessment of the responsiveness of commercial banks in Ghana 

in adjusting their lending as well as deposit rates in reaction to fluctuations in 

the monetary policy rate set by the central bank. It involves investigating 

whether changes in the policy rate have the intended impact on commercial 

banks’ behaviour regarding interest rates, credit provision, and liquidity 

management. Examining their behaviour in response to monetary policy 

adjustments is essential for ensuring that the financial sector actively contributes 

to Ghana’s economic growth and the creation of enabling environment for 

economic growth. In order for the monetary policy rate to be transmitted to 

affect the economy, the question therefore to be asked here is, how effective are 

the commercial banks in Ghana in responding to the MPR? 
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Thus, the study delves into the complexities of monetary policy 

effectiveness, the study seeks to find out the relevance of FINDEV in the 

effectiveness of MPR, how public debt can influence the level of FINDEV and 

commercial banks’ responsiveness to MPR in Ghana. These issues have direct 

implications for SDG 8, as they affect the country’s ability to foster economic 

growth, achieving price stability, and create decent work opportunities. By 

addressing these issues, this study aims to offer evidence-based 

recommendations and policy insights that can contribute to Ghana’s progress as 

well as effective and prompt transmission of monetary policy rate to reduce out 

gap and inflation. 

Purpose of the Study  

The aim of the study is to examine the relationship among financial 

development, public debt dynamics, commercial banks’ responsiveness, and 

monetary policy effectiveness in Ghana. 

Research Objectives 

The aim of the study can be achieved through the specific objectives. The 

objectives are to: 

1. examine the role of financial development in the effectiveness of 

monetary policy in Ghana  

2. assess the effect of public debt on financial development in Ghana. 

3. find out the responsiveness of commercial banks to the monetary 

policy rate given development in the financial sector in Ghana. 
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Research Hypotheses 

 Following are the research hypotheses:) 

1  𝐻0: The level of financial development in Ghana does not significantly 

influences the effectiveness of monetary policy  

𝐻1: The level of financial development in Ghana significantly 

influences the effectiveness of monetary policy  

2 𝐻0: public debt does not have influence on financial development in 

Ghana . 

𝐻1: public debt has influence on financial development in  Ghana.  

3 H0: commercial banks do not respond monetary policy in Ghana.  

 𝐻1: commercial banks respond to monetary policy rate in Ghana.  

Significance of the Study 

The significance of this thesis is rooted in its endeavour to unravel the 

intricate web of relationships among FINDEV, public debt dynamics, 

commercial banks’ responsiveness, and monetary policy effectiveness in the 

specific context of Ghana. 

The study’s primary aim is to explore the influence of FINDEV on the 

effectiveness of monetary policy in Ghana. This aspect is of paramount 

significance because it directly impacts the central bank’s ability to achieve its 

single-digit target for inflation which is a requirement for the member state by 

understanding how FINDEV affects monetary policy outcomes, this research 

can offer valuable insights to policymakers and central bank authorities, helping 

them craft more effective and targeted monetary policies which has been 

ignored in literature. 
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The thesis also assesses the effect of public debt on FINDEV in Ghana 

and identified its substantial importance. Given the increasing reliance on public 

debt and also increasing level government debt every year for financing 

government operations and development projects, comprehending how public 

debt dynamics shape the financial sector’s development is crucial. 

Notwithstanding the prudent attempt by government to manage public debt, 

government debt increased to GH₵575.5 billion as of June 2023, representing 

71.9% of Gross Domestic Debt (GDP). According to the Bank of Ghana’s 

Summary of Economic and Financial Data for September 2023, the country’s 

public debt has increased by GH₵27.7 billion since January 2023.   Again, 

policy makers are informed based on the results of the dominance analysis to 

direct policy towards the most important determinants of FINDEV. Thus, the 

findings of this study can guide fiscal authorities, policymakers, and debt 

managers in making informed decisions about borrowing strategies and debt 

management practices that align with the objectives of financial sector growth 

and stability. 

Assessing the responsiveness of commercial banks to changes in the 

monetary policy rate within the evolving financial sector landscape is also a 

significant aspect. Commercial banks are pivotal intermediaries in the 

transmission of monetary policy, making their behavior a critical determinant 

of policy effectiveness. This work brings to bare the relevance of the views of 

the stakeholders of the monetary policy rate transmission as the appropriate 

heads of the commercial banks are interviewed regarding the workings of 

monetary policy transmission and responsiveness. This implies that the results 

of the study would help to understand monetary policy effectiveness in Ghana 
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and how best it could be promptly transmitted to affect the purported real 

economic activities. Understanding the factors that influence commercial 

banks’ responsiveness can assist central banks and regulators in refining their 

strategies and regulations to ensure a more effective transmission mechanism.  

The study’s focus on Ghana, a developing economy with its unique 

challenges and opportunities, enhances its significance. Ghana’s policymakers 

and central bank authorities grapple with specific macroeconomic issues that 

require tailored solutions. This study provides locally relevant insights that can 

directly inform policy decisions and actions in Ghana, contributing to the 

country’s economic development and stability.  

The research expands our corpus of knowledge by examining the 

interplay of FINDEV, public debt, commercial banks’ responsiveness, and 

monetary policy effectiveness within a specific economic context. This 

contributes valuable empirical evidence and insights that can further enrich the 

global discourse on monetary policy and financial sector development. 

Delimitation of the Study 

The scope of the study is to examine the effectiveness of monetary 

policy in Ghana using mixed methods approaches. First, the study employs 

Structural Vector Autoregression (SVAR) to examine the impact of FINDEV 

on the effectiveness of monetary policy in Ghana using data obtained from the 

IMF database from 2002 to 2020. The linear Autoregressive Distributed Lag 

(ARDL) model was employed to ascertain the impact of public debt on 

FINDEV in Ghana. The study also divided government debt into two categories: 

external and domestic to examine its effect on FINDEV. In the same objective, 

dominance analysis was used to rank the variables employed in the study based 
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on their effect on FINDEV. Finally, the study employed linear ARDL approach 

to assess the responsiveness of commercial banks to the monetary policy rate 

given development in the financial sector in Ghana. In the same objective 

interviews were conducted with heads of risk department of the eight selected 

commercial banks (Absa Bank Ghana Limited, GCB Bank Ghana Limited, Eco 

Bank Ghana Limited, Zenith Bank Ghana Limited, Prudential Bank Ghana 

Limited, Fidelity Bank Ghana Limited, Standard Chartered Bank Ghana and 

Consolidated Bank Ghana Limited) at headquarters to find out their expert 

opinions on how their respective banks respond to MPR. The variables included 

in the study are monthly series. These were selected because they were based 

on empirical and theoretical reviews (Ministry of Finance, 2022; United Nations 

Conference on Trade and Development, 2021). Nonetheless, the variables 

included in the study can provide a general solution to the problem under study.  

Limitations of the Study 

The study is robust but restricted in some forms. Quantile ARDL 

estimations could also provide detailed findings due to the heterogeneity in the 

data.  Also, the study could have decomposed the series to provide frequency-

dependent asymmetric results for the ARDL estimations. Nonetheless, the 

inference techniques employed in the study provide short- and long-term results 

and minimise the data’s noise, which is detailed based on the discussions. Also, 

the first two objectives of study are strictly quantitative, ignoring the qualitative 

aspect of the variable that could have provided additional information to the 

results and discussions. The conversion of some of the data like financial 

development which was an annual series to monthly series was seen as a 

challenge.  However, the quantitative results are reliable and objective. 
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Organisation of the Study 

The thesis is structured into seven distinct chapters, each serving a 

specific purpose within the research framework. In Chapter One, the study 

commences with an introduction, encompassing key elements such as the 

background, problem statement, research objectives and questions, significance 

of the study, and an outline of the organizational structure. In Chapter Two, the 

research delves into an extensive review of pertinent literature. This chapter 

presents a synthesis of both theoretical and empirical perspectives, directly 

aligned with the research objectives.  

Chapter Three provides an intricate exploration of the research methods 

adopted in the study. It elucidates the processes involved in model specification 

and the methodological approach applied. Additionally, this chapter expounds 

on data sources and measurement techniques utilized. Chapters Four, Five, and 

Six are dedicated to the presentation and analysis of research findings, each 

corresponding to a specific research objective. These chapters meticulously 

examine and elucidate the results, offering valuable insights and interpretations. 

In Chapter Seven, the thesis culminates by encapsulating the research journey. 

It furnishes a concise summary of key findings, draws conclusions, provides 

recommendations based on empirical evidence, and extends suggestions for 

prospective areas of study.  
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CHAPTER TWO 

LITERATURE REVIEW 

Introduction 

The study examines the relationship among FINDEV, public debt 

dynamics, commercial banks’ responsiveness, and monetary policy 

effectiveness in Ghana. This chapter has four broad sections: theoretical, 

conceptual, and empirical review, and the conceptual framework. This chapter 

investigates the related theoretical and empirical literature that exists on the 

responsiveness of commercial banks in Ghana, FINDEV and efficiency of a 

monetary policy, and macroeconomic variables that affect FINDEV.  The first 

section looks at the theoretical literature that connects FINDEV with the 

effectiveness of monetary policy. It also provides some definitions, highlights 

the significance of FINDEV, and looks at how responsive commercial banks 

are to the policy rate. This chapter also consists of a review of existing empirical 

works on the effectiveness of monetary policy and FINDEV and its pass-

through mechanism, the responsiveness of the commercial banks to the policy 

rate, and determinants of FINDEV. The chapter ends with a summary of all that 

has been discussed. 

Theoretical Review 

There have been transmission developments in the interest of financial 

sector development and implementation of monetary policy. Therefore, this 

study adopts the following theories to elaborate on the purpose of the study: (1) 

Monetary Policy Transmission Related to the Banking Sector and (2) Credit 

Channel of Monetary Policy Transmission. The study also employed McKinnon 

and Shaw Hypothesis and "Lazy Banks" and "Safe Asset" hypotheses. 
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Monetary Policy Transmission Related to the Banking Sector 

The effect of monetary policy shocks on macroeconomic variables 

example inflation and the output of an economy works through many channels 

(Akosah et al., 2021; Alpanda & Aysun, 2012; Amrial, Mikail, et al., 2019; 

Effiong et al., 2020; Ghazali & A. Rahman, 2020; F. Mishkin, 1996; F. S. 

Mishkin, 1995; Pruteanu-Podpiera, 2007; Sakyi et al., 2017; Saygılı, 2020). The 

schema of the transmission process in any economy begins with the 

discretionary actions of the monetary authorities and the response of financial 

aggregates (money, and interest rates) (Bleaney et al., 2020; Effiong et al., 2020; 

Iddrisu & Alagidede, 2022; Rubbo, 2023; Sena et al., 2021). The second stage 

involves the link between changes in financial variables, aggregate demand, and 

prices (Akosah et al., 2020b; Mbilla et al., 2021; Robinson, 1964; Wiafe et al., 

2022). Monetary policy changes are first transmitted to the financial markets, 

which as the monetarists explain, arises from the fact that information and 

transaction costs are lower (Ghazali & A. Rahman, 2020; Sena et al., 2021; 

Wiafe et al., 2022). The question, therefore, is how does the monetary policy 

rate transmit in the financial sector? This leads to the review of the channels of 

monetary transmission. 

Interest Rate Channel of Monetary Policy Transmission  

The impact of the policy interest rate, which will trickle down to the 

market and retail interest rates and ultimately impact the actual economy, is 

explained by the interest rate channel (aggregate output) (Belongia & Ireland, 

2021; Dabla-Norris & Floerkemeier, 2006; Emam, 2021; F. Mishkin, 1996; 

Montiel et al., 2010). The short-term money market rate will rise in response to 

the central bank's contractionary monetary policy, which raises the policy 
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interest rate. This will ultimately raise the short-term retail interest rate. (Dale 

& Haldane, 1995; Mbilla et al., 2021; Montiel et al., 2010). The rise in short-

term real interest rates will follow an increase in short-term nominal interest 

rates due to price stickiness. (Belongia & Ireland, 2021; F. Mishkin, 1996). 

Since the average expectation of future short-term interest rates is 

regarded as the long-term interest rates, an increase in the short-term real 

interest rate will result in an increase in the long-term real interest rate, 

according to the expectations hypothesis of the interest rate term structure. 

(Ibrahim Anyars & Adabor, 2023; F. Mishkin, 1996; Yusif et al., 2023). 

Therefore, as the cost of capital rises due to an increase in the real interest rate, 

investment spending, aggregate demand, and aggregate production all decline. 

(Gentle et al., 2005; Kusairi et al., 2019; Taylor & Sarno, 2004). Kyei et al. 

(2023) elucidate how the interest rate channel affects credit supply and financial 

intermediation, or the banking industry. Interest rate pass-through provides an 

explanation for this position, as an increase in the policy interest rate will impact 

the banking industry by raising bank retail interest rates (deposit rate and 

lending rate) (Kyei et al., 2023). In effect, the demand and supply of loans by 

firms and individuals would be reduced causing firms’ investment consumption 

to reduce significantly. 

An increase in the real interest rate will also affect consumer spending 

(Gentle et al., 2005; Isiksal et al., 2019; Taylor & Sarno, 2004). This progression 

is explained by the income effect and the substitution effect of the interest rate 

channel (Isiksal et al., 2019). Both the return on saving and the future costs of 

spending might rise in response to an increase in the real interest rate.  (Akosah 

et al., 2020; Gentle et al., 2005; Gentle & Thornton, 2014; Kusairi et al., 2019; 
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Nkalu, 2020). Due to the deferral of consumption, this will reduce aggregate 

output and the consumption of non-durable commodities (the substitution 

impact). (Kumiarso et al., 2002).  

Regarding borrowers and creditors, the effect can be explained by the 

income effect. An increase in the real interest rate may also result in lower 

consumption spending if the economic agents are borrowers since it will lower 

their future discounted income and cash flow. (Gentle et al., 2005; Gentle & 

Thornton, 2014; Isiksal et al., 2019; Kumiarso et al., 2002; Taylor & Sarno, 

2004). However, if the economic agents are creditors, then a rise in the real 

interest rate will make them wealthier, which will lead to a rise in spending on 

consumption. (Égert et al., 2011; Kumiarso et al., 2002). Therefore, if the study 

considers The impact of policy instruments through the interest rate channel, 

which is the result of monetary policy's effect on consumption expenditure, will 

vary depending on which effects—the substitution effect, the income effect for 

borrowers, and the income effect for lenders—have the greatest sway over the 

interest rate channel. 

In sum, Since the impact of the policy interest rate (monetary policy 

shock) will be felt in the banking sector through its effects on money market 

rates and retail interest rates at commercial banks, the interest rate channel can 

be thought of as one of the avenues through which monetary policy is 

transmitted to the banking sector (retail interest rate). Demand and supply for 

bank loans are impacted, which has an impact on investment and the economy. 

Credit Channel of Monetary Policy Transmission  

 The following important expectations of credit channel have to be 

considered in order to study the credit channel theory: (1) the bank loan supply 

 University of Cape Coast            https://ir.ucc.edu.gh/xmlui

Digitized by Sam Jonah Library



 

30 

has been influenced by the central banks (Alpanda & Aysun, 2012; Gertler & 

Gilchrist, 1993; Ghazali & A. Rahman, 2020; Koch, 2011); (2) banks are the 

main source of funds for borrowers and firms (Dale & Haldane, 1995; Ghazali 

& A. Rahman, 2020; F. Mishkin, 1996; Pruteanu-Podpiera, 2007); (3) the 

replacement of loans with other funding sources (such bonds and other 

instruments) is not flawless) (Belongia & Ireland, 2021; Ghazali & A. Rahman, 

2020; F. S. Mishkin, 1995); and (4) the nominal price is sticky, which results in 

the monetary policy having an effect on actual economic activity through the 

credit channel. (Alpanda & Aysun, 2012; Arnold, 2000; Gupta, 2018). 

This channel focuses on the asset side of commercial banks’ balance 

sheets (Alpanda & Aysun, 2012). Shocks to commercial banks’ balance sheets 

can affect borrowers, businesses, and households, who are unable to turn to the 

capital market. Dale and Haldane (1995) showed that the credit channel could 

increase the effectiveness of monetary policy if bank lending rates move more 

than one-for-one with changes in market interest rates.  

Furthermore, the credit channel explains how the availability of loans 

allows monetary policy to influence the actual economy (Ghazali & A. Rahman, 

2020). A shift in the policy interest rate will have an impact on the availability 

of loans, which will then have an impact on business and household investment 

and consumer expenditure, which will have an impact on the real 

economy.(Alpanda & Aysun, 2012; F. Mishkin, 1996). Firms' balance sheets 

are also impacted by monetary policy through the credit channel since changes 

in policy interest rates have an impact on cash flow and the health of the balance 

sheet. (Ghazali & A. Rahman, 2020; F. Mishkin, 1996; Pruteanu-Podpiera, 

2007). It then emphasized how important the credit channel is as an additional 
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means of transmitting money in addition to the conventional interest rate route 

because of unequal access or disparity in information, which leads to issues with 

moral hazard and adverse selection in financial markets (F. Mishkin, 1996). 

There are two types of credit channels: the bank lending channel and the balance 

sheet channel (Arnold, 2000; Cetorelli & Goldberg, 2012; Ghazali & A. 

Rahman, 2020; Koch, 2011). 

Bank Lending Channel 

The bank loaning channel operates mainly through the giving of credit 

to firms; mostly, the small enterprises where the challenges of information 

asymmetry are in the ascendancy, additionally, they are unable to obtain loans 

through the stock and bond markets. (Belongia & Ireland, 2021; Ghazali & A. 

Rahman, 2020; Montiel et al., 2010; Pruteanu-Podpiera, 2007). Banks reserve, 

as well as bank deposit, is reduced when there is an implementation of 

contractionary monetary policy in an economy and as a result, the quantity of 

credit available to bank-dependent borrowers, which causes output to decline 

and investment spending to decline.(Belongia & Ireland, 2021; Pruteanu-

Podpiera, 2007). This indicates that monetary policy is likely to have a more 

significant impact on the expenditures of infant firms, which heavily rely on 

bank loans, compared to large firms that can access credit through the stock and 

bond markets 

Balance Sheet Channel 

Opposingly, the balance sheet channel is linked to the role of collateral 

in mitigating adverse selection and moral hazard (Alpanda & Aysun, 2012; 

Arnold, 2000; Dale & Haldane, 1995; Hosono, 2006). It also posits that a 

contractionary monetary policy reduces equity prices and net-assets of firms 
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through their liquidity flows, the value of collateral, and credit ratings, which in 

effect causes increasing adverse selection and moral hazard problems (Abradu-

Otoo et al., 2003; Cetorelli & Goldberg, 2012). This causes a decrease in the 

level of loans accessible to firms bringing about a decline in investment and 

output.  

In addition, Hosono (2006) describe a broader credit channel, the 

balance sheet channel, where financial market imperfections also play a key 

role. Hosono emphasizes that in the presence of financial market imperfections, 

a firm’s cost of credit, whether from banks or any other external source, rises 

when the strength of its balance sheet deteriorates. A direct effect of monetary 

policy on the firm’s balance sheet comes about when an increase in interest rates 

works to increase the payments that the firms must make to service their floating 

rate debt (Alpanda & Aysun, 2012; Brissimis & Delis, 2022; Cetorelli & 

Goldberg, 2012). An indirect effect arises, too, when the same increase in 

interest rates works to reduce the capitalized value of the firm’s long-lived 

assets (Brissimis & Delis, 2022). Hence, a policy‐induced increase in the short‐

term interest rate not only acts immediately to depress spending through the 

traditional interest rate channel, but it also acts, possibly with a lag, to raise each 

firm’s cost of capital through the balance sheet channel, deepening and 

extending the initial decline in output and employment. 

Exchange Rate channel  

A shift in the policy interest rate will also impact the domestic interest 

rate in relation to the foreign interest rate, which will impact the foreign 

investment returns in comparison to the domestic investment returns.(Abradu-

Otoo et al., 2003; Dabla-Norris & Floerkemeier, 2006; Guender & Xie, 2007). 
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Others drew attention to the fact that monetary policy operates through 

exchange rates and net exports which in the end affect output and the price level 

(Abradu-Otoo et al., 2003; Berg et al., 2007; Montiel et al., 2010). Monetary 

policy can influence the exchange rate through interest rates, direct intervention 

in the foreign exchange market, or inflationary expectations.  

The changes in the exchange rate, in turn, affect aggregate demand 

through the cost of imported goods, the cost of production and investment, 

international competitiveness, and firms‟ balance sheets in the case of high-

liability dollarisation (Dabla-Norris & Floerkemeier, 2006). They suggest that 

output and consumer prices are sluggish in responding to shocks to monetary 

variables in the economy monetary policy can impact the exchange rate through 

inflationary expectations as predicted by Dabla-Norris and Floerkemeier or by 

direct intermediation in the foreign exchange market (2006). Stated differently, 

fluctuations in exchange rates impact not only the level of prices but also 

aggregate demand by affecting the overall cost of production and investment. 

Asset Price Channel 

The asset price channel is the monetary transmission channel that is 

responsible for the distribution of the effects induced by monetary policy 

decisions made by the central bank of a country that affect the price of assets 

(Andolfatto et al., 2016; da Silva et al., 2022; Deshui, Akbar, et al., 2023; Dwyer 

et al., 2023; Fuhrer & Moore, 1992; Hu et al., 2023; Isayev et al., 2023; 

Obstfeld, 1980; Stein, 1998; Svensson, 1989). These effects on the prices of 

assets will in turn affect the economy. Changes in asset markets can have a 

substantial impact on the both inflation and real economic activity (Jones et al., 

2008; Ndikumana & Boyce, 2003; Obstfeld, 1980; Walsh, 1982). 
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It is therefore significant to ask whether there are any actions central 

banks can and should take to reduce the likelihood of macroeconomic instability 

arising from extreme fluctuations in asset prices. Developments in asset markets 

can have significant effects on real economic activity as witnessed by numerous 

historical episodes ranging from Wall Street’s 1929 crash to the Tokyo housing 

and equity bubble in the late 1980s and the severe crises afflicting South-East 

Asian equity, commercial and currency markets in 1997-98 (Abdel-Halim & 

Al-Assaf, 2022; Andolfatto et al., 2016; da Silva et al., 2022; Holz, 2007; Hung, 

2020; Jones et al., 2008; Obstfeld, 1980; Walsh, 1982). 

In competitive market models without frictions, the prices of assets, like 

the prices of goods, are determined by the forces of supply and demand 

(Lutsyshyn & Reznikova, 2013; Senjur, 2010). Assets studied typically include 

a broad array of tradable claims, such as bonds, equities, real estate, plant and 

equipment, patents etc. (Kaldor, 1966). The theoretical basis of the asset price 

channel operating through stock prices was laid down in Tobin’s Q Theory 

proposed by Kaldor (1966) as a ratio of the market value of a firm to the cost of 

replacement of its assets. Essentially, this states that lowering interest rates (an 

act of expansionary monetary policy) make investors prefer stocks (equity) 

relative to bonds whose relative yields decline (Arango, 2019; Benigno & 

Nisticó, 2017; Ferrero et al., 2021; Hung, 2020; Kaldor, 1966). As a result, stock 

prices rise.  

In addition to Tobin’s Q Theory, the wealth effect provides a theoretical 

explanation of the asset price channel of monetary policy transmission 

(Bernardo et al., 2016; Ghossoub & Reed, 2014; Holz, 2007). It is based on the 

Life Cycle Hypothesis which states that consumption spending is a function of 
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the lifetime resources owned by individuals and not just their current income 

(Hollander, 1990). Therefore, consumers are more likely to increase their 

consumption if their wealth increases and reduce their consumption spending if 

their wealth declines. Thus, during expansionary monetary policy, stock prices 

increase. Individual investors will now value their wealth as being higher than 

before. According to Modigliani’s Life Cycle Hypothesis, the perceived 

increase in wealth leads to an increase in consumption. Ultimately, this leads to 

an increase in national income (Hollander, 1990). 

McKinnon and Shaw Hypothesis 

The McKinnon and Shaw hypothesis is a financial liberalization 

hypothesis that postulates that the level of financial liberalization in a financially 

repressed economy, mostly developing countries, enhances savings which assist 

in increasing the credit supply to ensure the accumulation of capital, hence 

investment and induce growth in the economy (Ziorklui & Barbee, 2003). It was 

argued by McKinnon and Shaw that the introduction of strict regulations and 

practices (for instance minimum or maximum lending rates, restrictions on 

lending quantity and deposit interest rate ceiling) in the financial sector market 

leads to repression in the financial sector  (Forson et al., 2023; Huang, 2006; 

Ndebbio, 2004).  

Thus, the regulations introduced lead to a reduction in the rate of interest 

and hence cause a fall in domestic investment and savings and therefore in effect 

hinders growth and development in the economy (Cantah, 2018; Wong & Zhou, 

2011). The hypothesis, therefore, supports or speaks in favor of liberalization in 

the financial system where there exists a high and positive real interest rate to 

help induce financial savings, which will lead to an increase in credit supply to 
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firms in other to enable them to carry out projects with a positive net present 

value Forson et al., 2023; Sena et al., 2021; Takyi & Obeng, 2013). The results 

will be an increase in capital formation, investment, and hence growth and 

development in the economy. This is an indication that the activities of the 

financial market significantly affect the growth of the economy. 

"Lazy Banks" and "Safe Asset" Hypotheses 

The "Lazy Banks" and "Safe Asset" hypotheses are critical concepts in 

the realm of public debt and FINDEV (Abdel-Halim & Al-Assaf, 2022; Hauner, 

2009; Sağdiç et al., 2021; Shahe Emran & Farazi, 2011). These perspectives 

shed light on how public debt influences financial systems. 

The "Safe Asset" view underscores the positive impact of public debt on 

FINDEV (Abdel-Halim & Al-Assaf, 2022; Hauner, 2009). It highlights that 

public debt can act as a secure asset, addressing the institutional limitations that 

often hinder the use of real estate or movable property as collateral, as discussed 

by Hauner (2009). Furthermore, the presence of liquid collateral is essential for 

the growth of derivative markets and efficient payment and settlement systems. 

Government bonds also serve as benchmarks for pricing corporate 

bonds and equities, offering a yield curve reference (Sağdiç et al., 2021; Shahe 

Emran & Farazi, 2011). On the balance sheets of financial institutions, these 

bonds serve as collateral, which boosts depositor confidence in a generally risky 

financial environment (Hauner, 2009). Essentially, the "Safe Asset" perspective 

suggests that without public debt, fewer savings would be channelled into the 

financial system. Borrowers might face higher costs and shorter maturities for 

loans. 
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It is worth noting that the "Safe Asset" and "Lazy Banks" views are not 

necessarily mutually exclusive. Public debt’s impact on FINDEV may exhibit 

non-linear behaviour, with positive effects up to a certain threshold of credit 

allocated to public debt and negative effects beyond that threshold. 

The "Lazy Banks" hypothesis presents an alternative viewpoint 

regarding the influence of public debt on FINDEV (Abdel-Halim & Al-Assaf, 

2022; Hauner, 2009; Sağdiç et al., 2021; Shahe Emran & Farazi, 2011). This 

perspective focuses on structural characteristics of banks that excessively rely 

on public debt. In such cases, banks may become more profitable but less 

efficient. This could potentially impede financial deepening. 

Banks that heavily engage in public sector lending might have reduced 

incentives to actively develop the broader banking market, particularly in 

challenging banking environments typical of developing countries. This can 

hinder financial deepening, which is often linked to factors like the expansion 

of bank branches (Demetriades & Rousseau, 2010). Low bank efficiency can 

also amplify the deadweight loss in financial intermediation, further hampering 

FINDEV (Fry, 1978). This "Lazy Banks" view aligns with findings Hauner 

(2009), which suggest that higher government ownership of banks is associated 

with less efficient and less developed banking sectors. 

In summary, whether banks’ lending primarily to the public sector are 

more profitable depends on various factors such as the risk-adjusted returns on 

private sector lending and the degree of financial liberalization or repression 

(Abdel-Halim & Al-Assaf, 2022; Hauner, 2009). In repressed financial systems, 

public debt may indeed be more profitable due to credit rate ceilings and other 

distortions. These distortions can lead to segmented credit markets where banks 

 University of Cape Coast            https://ir.ucc.edu.gh/xmlui

Digitized by Sam Jonah Library



 

38 

prefer public debt over private sector lending. Regardless of the specific 

mechanisms, a heavy reliance on public sector lending is generally associated 

with reduced incentives for banks to contribute to deposit and private credit 

market development. 

In empirical analyses, the "Lazy Banks" perspective suggests a positive 

effect of public sector credit on bank profitability and a negative effect on bank 

efficiency in repressed banking systems, while highly liberalized systems may 

not exhibit these effects (Abdel-Halim & Al-Assaf, 2022; Hauner, 2009; Sağdiç 

et al., 2021; Shahe Emran & Farazi, 2011). At the country level, the "Lazy 

Banks" view aligns with a negative impact of public sector credit on financial 

deepening, whereas the "Safe Asset" view implies a positive impact, especially 

below a certain threshold of public debt allocation. These competing 

perspectives provide valuable insights into the complex relationship between 

public debt and FINDEV.  

Conceptual Review 

 This conceptual review seeks to unravel the intricate relationships 

among monetary policy, financial development, public debt dynamics, and the 

responsiveness of commercial banks within the Ghanaian context. These four 

components, interwoven and interdependent, collectively shape the economic 

narrative of Ghana, with profound implications for its socio-economic 

development and the pursuit of Sustainable Development Goal 8 (SDG 8). 

Within this rich fabric, the effectiveness of monetary policy serves as a linchpin 

for economic stability and growth. As monetary authorities grapple with the 

task of maintaining price stability, enhancing financial sector development, and 

fostering sustainable economic growth, a nuanced understanding of the 
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multifaceted relationships among these critical elements becomes 

indispensable.  

Financial development 

Most definitions of FINDEV do focus on different aspects and measures 

(Akanyonge et al., 2023; Alnaa & Matey, 2022; Dar & Nain, 2023; Effiong et 

al., 2020; Ha et al., 2022; Huang, 2006; Jiménez-Sotelo, 2023; Ofori & Obeng, 

2023; Pedersoli & Presbitero, 2023; Pushkareva, 2021; Sağdiç et al., 2021; Sena 

et al., 2021). Thus, there exists no common definition that totally explains what 

FINDEV is about. Briefly, some of these definitions are explained below. 

According to Huang, (2006), “FINDEV generally has been defined as 

increasing the efficiency of allocating financial resources and monitoring 

capital projects, through the encouragement of competition and increasing the 

importance of the financial system” in other words, development in the financial 

system is determined by the structure, size, and efficiency in the financial 

system.  

Financial liberalisation is one way through which such development has 

been known (Baker & Wurgler, 2007; Chauhan & Ramesha, 2016; Chinn & Ito, 

2005; Yusif et al., 2023). Thus, the process that gets rid of inefficiencies and 

setbacks in financial institutions puts pressure on financial infrastructures to 

undergo transformation, resulting in a financial system that is more 

efficient.(Obuobi et al., 2020). As information asymmetry may be lessened 

while moral hazard and adverse selection are limited, there will be an 

improvement in the accessibility of finance (Huang, 2006; Ziorklui et al., 2001). 

Financial development can be explained as the factors, policies, and 

institutions that lead to effective financial intermediation and markets, and deep 
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and broad access to capital and financial services (Alnaa & Matey, 2022; Ofori 

& Obeng, 2023; Quartey, 2008; Tweneboah et al., 2019). This is made up of 

financial intermediaries, business environments, and markets that offer 

elementary support for the financial system (Alnaa & Matey, 2022; Najimu, 

2019; Sena et al., 2021; Takyi & Obeng, 2013). The institutions and policies 

needed for effective development are dependent on some important factors 

(Najimu, 2019; Takyi & Obeng, 2013). These factors include facilitating 

environment, size, structure, regulations, and enforcement. The absence of these 

factors will then result in FINDEV that cannot be well improved, implemented, 

or sustained.  

Financial development takes place when markets, financial instruments, 

and the effects of information are restructured, re-enforced, and a cut in 

transaction costs (Sena et al., 2021; Ziorklui et al., 2001; Ziorklui & Barbee, 

2003). A combination of information and diverse types, enforcement, and 

transaction costs combined with legal, regulatory, and tax systems have 

influenced contracts, markets, and intermediaries. The definitions are put 

differently by each other though, they all focus on the relevance of efficient 

financial systems in FINDEV (Tweneboah et al., 2019; Ziorklui et al., 2001). 

Functionally, FINDEV involves the pooling of savings, allocating capital to 

productive investments, monitoring those investments, risk diversification, and 

exchange of goods and services (Alnaa & Matey, 2022; Ofori & Obeng, 2023).  

These FINDEV functions are important for the smooth running of firms’ 

investment activities and also enhance economic performance (Dar & Nain, 

2023; Effiong et al., 2020). Multi-dimensionally, the ability of people and 

businesses to obtain financial services, the depth (size and liquidity of markets), 
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the efficiency (ability of institutions to provide financial services at low cost 

and with sustainable revenues), and the level of activity of capital markets are 

the components that make up FINDEV.) (Alnaa & Matey, 2022; Ghazali & A. 

Rahman, 2020; Ha et al., 2022; Iheonu et al., 2020; Opuala-Charles et al., 2022; 

Sena et al., 2021; Sohail & Li, 2023). This conceptual broad approach to the 

definition of FINDEV has been used for the development of the index for 

FINDEV and this is at the background of this research.  

Overview of the Financial Sector in Ghana 

The industry of financial services is made up of a big range of 

organizations that operate generally with the management of money (Makina, 

2017; Pushkareva, 2021). In Ghana, there is a categorization of the financial 

services sector into three primary areas. (Ahiawodzi, 2012; International 

Monetary Fund, 2011; Ofori & Obeng, 2023; Takyi & Obeng, 2013; 

Tweneboah et al., 2019). These include Banking and Finance (made up of Non-

Bank Financial Services and Forex Bureau), financial market/capital markets, 

and insurance. With a broad range of financial institutions, Ghana has a tiered 

financial system (Najimu, 2019; Takyi & Obeng, 2013). The financial system 

is made up of commercial banks, insurance companies, discount houses, rural 

banks, savings and loan associations, credit unions, stock exchanges, and 

leasing companies (Bank of Ghana, 2022). Even by the standard of Sub-Saharan 

Africa, many of these institutions however remain underdeveloped (Akinsola & 

Odhiambo, 2017; Brei et al., 2020; Ndebbio, 2004; Ziorklui & Barbee, 2003). 

The 2003 Financial Sector Adjustment Programme assessment determined that 

there were very few financial intermediaries in the economy.(Ziorklui & 

Barbee, 2003). 
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Financial Policy Regimes in Ghana 

The financial sector in Ghana has gone from an interventionist to a 

liberalized financial policy regime over the last three decades (Ofori & Obeng, 

2023; Sena et al., 2021; Tweneboah et al., 2019). Undoubtedly, the choice of 

financial policy has been influenced by altering economic conditions, 

development thought, and general apathy toward the system (Ofori & Obeng, 

2023; Quartey, 2008; Ziorklui & Barbee, 2003). The Ghanaian experience 

clearly exposes an outstanding attachment to dominant and prevailing 

development policy as the economies of the world evolve.  

The repressions or interventionist policies were adopted by Ghana in the 

1970s when these policies were thoroughly pursued and advocated in the 

development literature (Ziorklui et al., 2001; Ziorklui & Barbee, 2003). With 

the emergence and proclamation of the McKinnon-Shaw hypothesis as a new 

orthodoxy of financial liberalization throughout the developing world in the 

1980s however, the financial sector became once more, a major device for 

experimentation of policy (International Monetary Fund, 2011; McKinnon, 

1974; McKinnon & Pill, 1998; Ofori & Obeng, 2023; Sena et al., 2021). It was 

argued by the new orthodoxy view as opposed to the interventionist proposition 

that, liberalized real interest rate policy will boost savings and lead to more 

productive investment in the real sector which will cause growth in the 

economy. 

Financial sector development before the reforms 

 It was evident at the beginning of the 1980s that the financial system 

was powerless in delivering its promises (Ziorklui & Barbee, 2003). 

Characterized by government dominance, the financial system had led to a lack 
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of market efficiencies, political patronage in the banking system, and a 

competitive environment (Ofori & Obeng, 2023; Quartey, 2008; Takyi & 

Obeng, 2013). Again, Ziorklui et al. (2001), explains that since managers of 

such institutions did not share any risk of loss, they did undertake further risk 

by not paying any price for their actions. It was as well failing in the provision 

of its supportive role towards the development of the monetary sector aside from 

failing in the mobilization of enough financial resources for speedy growth and 

development (Amankwah-Poku & Preko, 2022; Iddrisu & Alagidede, 2022; 

Quartey, 2008). The way and manner the various policies were not functioning 

and were mostly overlooked in the operations of the institutions best reflected 

the letdowns of the system.  

With respect to financial deepening, broad macroeconomic indicators 

first displayed that Ghana lagged other nations in Africa. In 1977, Ghana ranked 

the third position for 10 nations in Africa in comparing the ratio of the money 

supply to GDP (M2/Y) ratios (Ahiawodzi, 2012; Iddrisu & Alagidede, 2022; 

Takyi & Obeng, 2013; Ziorklui & Barbee, 2003). It ranked after Kenya, Ivory 

Coast, Senegal, and Togo in fifth position by 1978. Ghana was ranked sixth in 

1979, seventh in 1980 and also ranked ninth in 1981. Ghana, therefore, stayed 

at the tail end of the rankings between the years 1983 and 1986. As a matter of 

fact, the splitting of financial depth, which is measured by the ratio of the money 

supply to GDP, starting from about 19.62 percent in the year 1979 to only about 

9.75 percent in the year 1984 displayed the adverse influence of the repressive 

policies on the financial sector development. Most of the other indicators of 

FINDEV fell in size between the years 1979 and 1984. That is savings and time 

deposits reduced from 7.1 percent to 2.6 percent, credit to the private sector to 
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GDP reduced from 2.82 percent to 1.54 percent and demand deposits also 

decreased from 11.6 percent to 4.6 percent.  

Again, the formalisation of the financial markets paralleled the fall of 

the formal real sectors under persistent controls, lack of foreign exchange 

through official channels, and a tremendously overvalued exchange rate 

(Ziorklui et al., 2001; Ziorklui & Barbee, 2003). Thirdly, excessive borrowing 

by the government from the banking institutions was a common feature of the 

Ghanaian financial system. Commercial banks were given the go-ahead to 

include short-term government Treasury bills as part of the short-term liquid 

assets that could satisfy their requirement of cash reserve as a way of persuading 

the banking sector to give loans to the government so as to provide solutions to 

its budget deficits (Ziorklui et al., 2001). This as a result led to the dominance 

of short-term instruments in the liability structure of banks. By 1980 for 

instance, demand and savings deposits constituted about 70 percent of the 

banking system’s liabilities.  

Generally, the adequacy ratio above a minimum of 5 percent was 

achieved by only very few banks in 1984. Low lending volumes in very short-

term instruments were a feature of assets of the banking system before the 

reforms. The loan/deposit ratio averaged 4 percent for expatriate banks and 50 

percent for the indigenous commercial banks before the reforms. There was 

about 15 percent of total deposits liabilities were excess reserves held by banks. 

This is made up of 5 percent in cash reserves and 10 percent in government 

paper. Finally, in directing credit, credit ceilings on bank lending to the private 

sector, the fixed interest rates and mandatory guidelines appeared not to be 
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effective (Amankwah-Poku & Preko, 2022; Ziorklui et al., 2001; Ziorklui & 

Barbee, 2003).  

The low performance was credited to both internal and external factors. 

The internal factors also known as the endogenous shocks were mostly the 

domestic policies termed “inappropriate” and distorted relative prices and 

Ghana’s comparative advantage in the production of non-tradeable and 

tradeable goods, brain drain, corruption and the likes. The external factors also 

known as the exogenous shocks have to do with the drought of 1975 to 1977 

and 1981 to 1983. Thus, worsening of the terms of trade of the country, the 

1970s oil shocks, high and rising rates of interest on external debts coming as a 

result of adjustments in the economies of the developed markets to control 

inflation, and decreasing volumes of exports since exports of Ghana as a 

proportion of the world imports fell to 0.05 percent by 1981 as compared to the 

0.15 percent fall in 1970. 

Fixing of the rate of exchange for a considerable number of years with 

little attention to the deteriorating economic circumstances that contribute to an 

unacceptably overvalued exchange rate, financing the forever increasing fiscal 

deficits by borrowing from the banking system and directed credit programs by 

way of commodity price and distribution controls are some of the inappropriate 

policies (Aboagye et al., 2008; Gockel, 2010). The financial liberalization 

school criticised the government’s control of and direct intervention in the 

financial system and explained that it is the cause of underdevelopment and 

inefficiencies in the financial sector (Cole & Shaw, 1974; Fry, 1978; Fry-

McKibbin & Souza, 2018; McKinnon, 1974). The confidence of the private 

sector in the system as a whole was meant to be weakened by the various 
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restrictions and obstacles. The controls were seen by the policy-makers not to 

be very much effective and there was a need for financial market liberalization. 

Notwithstanding the state of the financial system as outlined above, financial 

sector reforms were actually in need in the promotion of the development of the 

financial market, creation of new financial instruments to enable people to 

invest, deepening of the financial intermediation, and building of new financial 

institutions that aim at improving the financial sector and the economy at large.  

Structure of Ghana’s Financial System  

The majority of the banks in Ghana's financial sector are foreign-owned. 

Seventy-five percent of the financial system's assets are held by commercial 

banks, with pension funds coming in second with a 12 percent share, and the 

insurance industry with a mere 4 percent.(Bank of Ghana, 2015, 2020, 2022). 

Thirteen of Ghana's 26 commercial banks—whose market share is estimated to 

be 51 percent of bank assets—are subsidiaries of international banks. State-

Owned Banks control the majority of the domestic banking sector. (SBs) 

(Kwashie et al., 2022). Through direct and indirect investment by the 

government, the BOG, and the state-controlled pension fund SSNIT, the state 

holds a majority stake in five commercial banks (Boadi, 2016; Boadi et al., 

2017; Obuobi et al., 2020). The assets of the banking system comprise 29% of 

SBs. As a result, there is a significant connection between banking and 

sovereign risks. Specifically, the government has a history of using SBs to fund 

expenses that are outside of the budget, and SBs' subpar performance has 

resulted in contingent liabilities for the government. (Alhassan et al., 2014; 

Kwashie et al., 2022; Yakubu, 2019). High budget deficits have resulted in 

arrears, which have fueled bank non-performing loans (NPLs). Furthermore, 
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oversight has been weakened by the conflict of interest brought about by the 

BOG's dual roles as a regulator and a shareholder. (International Monetary 

Fund, 2011).  

Domestic financial conglomerates are increasing in importance even 

though they do not yet have a dominant presence (Alhassan et al., 2014; Amidu, 

2006; Yakubu, 2019). The exact scope of conglomeration in Ghana’s financial 

sector is not fully known. However, at least nine banks, which account for 53 

percent of the banking system assets, have subsidiary securities firms and, in 

selected cases, industrial and insurance companies (Obuobi et al., 2020). Since 

the banks are not yet supervised on a consolidated basis, and there is no mapping 

of shareholders and common directors, it is possible that affiliate companies 

exist, thus, allowing related party lending to occur unnoticed. These growing 

inter-linkages increase the potential for risks to have a system-wide impact 

(IMF, 2011). 

The financial sector has grown rapidly, although the growth has not had 

the intended effect of reducing intermediation costs (Boadi, 2016; Boadi et al., 

2017; Obuobi et al., 2020). There has been tremendous growth in the total 

financial system assets over the last ten years (IMF, 2011). The growth has been 

underpinned by an increase in the number of players in the banking, insurance, 

capital markets, and microfinance sectors. However, while private sector credit 

increased, a significant segment of the economy continues to have limited 

access to finance. The competition also exerted more pressure on staff and 

funding costs while lending rates remained high (IMF, 2011).  
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Financial Development and Effectiveness of Monetary Policy 

Two viewpoints exist on the interrelatedness between the financial 

system and the monetary transmission mechanism (Akinsola & Odhiambo, 

2017; Effiong et al., 2020; Ghazali & A. Rahman, 2020; Sena et al., 2021). 

These include the traditional money and credit views of monetary policy 

transmission (Abradu-Otoo et al., 2003; Cetorelli & Goldberg, 2012; Dale & 

Haldane, 1995; F. Mishkin, 1996; F. S. Mishkin, 1995). Both channels 

underscore the relevance of the financial system in the transmission of monetary 

policy and thus share a common link: monetary policy actions transmitted to the 

real economy influence first and foremost financial sector variables, and later 

aggregate demand behaviour (Abradu-Otoo et al., 2003; Akosah et al., 2020b; 

Alpanda & Aysun, 2012). The traditional money view sees the financial system 

as being passive and a mere pass-through mechanism for monetary policy 

transmission.  

Under this changes in money supply (or outside money) affects the 

interest rates and aggregate demand through separate effects on investment 

demand and the exchange rate respectively (Montiel et al., 2010; Rossi et al., 

2019; Schmidt, 2020; Suriani et al., 2021). Monetary tightening, for instance, 

causes a rise in the interest rates and leads to a fall in investment spending 

(Akosah et al., 2020b; Dale & Haldane, 1995; Kumiarso et al., 2002). In the 

same vein, a higher interest rate causes an appreciation of the domestic 

currency, and thus an expenditure-switching effect from foreign to domestically 

produced goods. For its functionality, this view rests on the conditions of limited 

price elasticity and the absence of market imperfections. 
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 On a different level, the credit view allocates an active role to the 

financial system because of the relevance of credit markets to the monetary 

transmission mechanism (Boehl, 2022; Ghazali & A. Rahman, 2020; Koch, 

2011; F. Mishkin, 1996; Pruteanu-Podpiera, 2007). Building on the enlarged 

literature on the role of financial intermediaries and credit market frictions 

associated with information asymmetry problems of adverse selection and 

moral hazard in an economy, the credit view shows that financial frictions 

generate an external finance premium – the cost of external and internal finance 

– which helps elucidate the impact of monetary policy on the real economy 

(Koch, 2011).  

The credit view works through two channels: the bank lending channel 

which traces the impact of monetary policy on the supply of bank loanable funds 

and the balance sheet channel, which focuses on how such policy changes 

influence the borrower’s financial position in terms of net worth, cash flow and 

debt collateral (Amidu, 2006; Arnold, 2000; Basile & Joyce, 2001; Ghazali & 

A. Rahman, 2020; Hosono, 2006; Mukhtar & Younas, 2019). Both the bank 

lending and balance sheet channels provide the theoretical linkage of how the 

supply and demand sides of the financial system are respectively influenced by 

changes in monetary policy (Ghazali & A. Rahman, 2020; Hosono, 2006). 

Overall, the strength of the credit view depends on the degree of financial 

friction. Higher levels of financial frictions generate an amplified effect of 

monetary policy on the real economy through the larger impact on the external 

finance premium. 

This implies that notwithstanding the complexity of the relationship 

between financial development and monetary policy effectiveness, it is 
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generally accepted that a well-functioning financial system is a prerequisite for 

an effective monetary policy transmission (Adabor, 2023; Cantah et al., 2023; 

Effiong et al., 2020; Minsky, 1969; Wiafe et al., 2022). Nevertheless, 

differences in adverse effects of monetary policy may result from significant 

differences in the monetary transmission mechanism caused by a country's 

financial structure. (Effiong et al., 2020).  

For example, greater financial innovation tends to decrease the 

effectiveness of monetary policy in an economy with a competitive and 

developed financial sector because it gives private actors a safety net against 

unforeseen financial shocks and volatility in spending. (Cantah et al., 2023; 

Effiong et al., 2020; Wiafe et al., 2022). Whereas it could be stronger for 

economies with a weak financial system but high firms’ dependence on bank 

credit. With undercapitalized banks, credit expansion is significantly 

constrained, and monetary policy may become less effective or at best have a 

long-time staggering effect on the real economy (Ghossoub, 2010; Hosono, 

2006; Shahe Emran & Farazi, 2011).  

Thus, the relationship between FINDEV and the efficiency of monetary 

policy can be explained by both positive and negative interactions.(Cantah et 

al., 2023; Effiong et al., 2020; Minsky, 1969; Wiafe et al., 2022).  The empirical 

analysis of the relationship is relatively nascent as only a limited number of 

studies have examined the question of whether FINDEV influences the 

effectiveness of the monetary policy (Adabor, 2023; Cantah et al., 2023; Effiong 

et al., 2020; Minsky, 1969; Wezel et al., 2012; Wiafe et al., 2022). Most of these 

studies are dominated by micro and macro analyses of the relationship for 

developed economies such as the Euro area and the United States, with few 
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exceptions including some developing countries in their samples as indicated in 

the works Carranza et al., 2010; Ma and Lin, 2016. Overall, empirical evidence 

on the relationship is mixed and inconclusive.  

The fundamental premise of the financial system-based monetary policy 

transmission models is, in part, that the level of financial sector development 

determines how effective monetary policy. (Effiong et al., 2020). Put 

differently, countries with less developed financial systems and those where 

businesses rely on banks for credit funding will see greater efficacy from 

monetary policy. This is because firms' restricted access to the credit market and 

banks' non-reservable deposits will not eliminate the contractionary impact of 

monetary tightening on bank loans and balance sheets, respectively. (Cantah et 

al., 2023; Effiong et al., 2020).  According to previous studies, the bank lending 

channel, since the monetary policy will have an impact on the availability of 

loans, particularly in situations where banks' balance sheets are less liquid. 

(Amidu, 2006; Basile & Joyce, 2001; Ghazali & A. Rahman, 2020; Mukhtar & 

Younas, 2019). 

There is also evidence that the bank lending channel's impact is 

lessening with increased financial securitization, as opposed to the balance sheet 

channel, where the effect is more pronounced.(Ghazali & A. Rahman, 2020; 

Mukhtar & Younas, 2019). Monetary policy has a larger impact on banks with 

asset-back securitization than non-securitizing banks (Fujiki et al., 2016; 

Kontonikas & Montagnoli, 2006; Mukhtar & Younas, 2019). Also, when 

financial frictions are present, the credit channel is more potent because it 

increases the impact of monetary policy shocks on output and inflation. (De 

Paoli, 2009; Geromichalos & Herrenbrueck, 2016; Ikeda, 2022; Koch, 2011; 
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Lagos, 2011). Prior evidence show that monetary policy has a larger impact 

when the financial system is less developed, albeit with longer gestation period 

than in a more developed financial system (Akinsola & Odhiambo, 2017; 

Ghazali & A. Rahman, 2020; Wiafe et al., 2022). Montiel et al. (2010) 

demonstrate how the bank lending channel typically predominates over other 

routes of monetary transmission in low-income countries (LICs) with low levels 

of FINDEV. Additionally, research indicates a negative correlation between the 

efficiency of monetary policy and FINDEV because higher levels of FINDEV 

are associated with lower levels of output and inflation caused by monetary 

policy. (Akinsola & Odhiambo, 2017; Ghazali & A. Rahman, 2020; Wiafe et 

al., 2022). Moreover, there is the positive effect of FINDEV on monetary policy 

effectiveness (Alpanda & Aysun, 2012; Effiong et al., 2020; Sena et al., 2021). 

Evidence suggests that variations in the financial system, particularly 

within a monetary union, are a direct cause of cross-country variations in the 

transmission of monetary policy. With the underlying assumption that regional 

monetary policy will have diverse effects among member nations due to 

heterogeneity in their financial institutions, the majority of these research 

concentrate on the European Monetary Union.(Arnold, 2000; BIS, 1995; de 

Haan & Elbourne, 2021; Ha et al., 2022). Cecchetti (1999) finds that monetary 

policy shocks on output and inflation vary across member countries of the EU. 

Such variation is explained by each country’s financial system which is 

“different in the size, concentration, and health of the banking system and 

exhibit differences in the availability of primary capital market financing”. 

Therefore, in nations where the banking sector is weak, monetary policy will be 

more sensitive. Elbourne & de Haan (2021) discover minimal evidence linking 
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monetary policy shocks in transitioning EU nations with financial structure 

variables. 

. addition, other schools of thought suggest an ambiguous link between 

the effectiveness of monetary policy and FINDEV (Akinsola & Odhiambo, 

2017; Effiong et al., 2020; Sena et al., 2021). They posit that Countries with 

lower levels of development cannot successfully transfer monetary policy. This 

disadvantage results from the fact that there are far more currency leaks from 

the system in nations with less sophisticated financial systems.  

For less developed nations that already have limited capital, this factor 

may be more crippling. The effect of monetary policy on economic output is 

one way to gauge its efficacy. In less financially developed nations, there are 

fewer and less varied sources of funding, and reliance on bank funding increases 

the risk of cash leaks, which could reduce the impact of monetary policy on 

output. The two impacts mentioned above imply that there is uncertainty in the 

relationship between FINDEV and the efficacy of monetary policy. It's hard to 

predict if FINDEV will have a positive or negative impact on output.  

Monetary policy effectiveness is increased as a result of financial sector 

innovation through the interest rate channel (Takyi & Obeng, 2013). This is 

because financial innovation leads to a decrease in the transaction cost with the 

result of an increase in the holding of financial asset and facilitate funding and 

investment strategies. Firms have large access to securities markets due to the 

financial innovations which lead to a decrease the information asymmetries. 

Public Debt and Financial Development 

Public debt, often used by governments worldwide to fund essential 

public projects and manage fiscal deficits, has long been a topic of economic 
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debate and study (Abdel-Halim & Al-Assaf, 2022; Hauner, 2009; Ismihan & 

Ozkan, 2012; Jiménez-Sotelo, 2023; Kutivadze, 2013; Ndikumana & Boyce, 

2003; Pedersoli & Presbitero, 2023). Public debt, often used as a means of 

financing government expenditures and investments, encompasses various 

forms such as domestic and external debt, short-term and long-term debt, and 

concessional and non-concessional debt (Aimola & Odhiambo, 2021; Bui, 

2018). It represents a significant liability for the government and, by extension, 

the economy.  

In Ghana, the management of public debt has undergone substantial 

changes in recent years, marked by an increase in borrowing for infrastructure 

projects, social programs, and budgetary support (Aimola & Odhiambo, 2021). 

Public debt, the accumulated financial obligations of a government, plays a 

pivotal role in shaping a nation’s economic landscape (Bui, 2018; Ismihan & 

Ozkan, 2012; Pedersoli & Presbitero, 2023). Among its myriad effects, one of 

the most crucial and far-reaching is its influence on FINDEV. Financial 

development is a multifaceted concept that encompasses the growth and 

deepening of financial markets and institutions within an economy. 

Financial development, on the other hand, encompasses a wide array of 

dimensions, including the size and efficiency of financial markets, access to 

financial services, the depth of banking systems, and the level of financial 

intermediation (Ofori & Obeng, 2023; Quartey, 2008; Takyi & Obeng, 2013; 

Tweneboah et al., 2019). A well-developed financial sector is essential for 

resource mobilization, efficient capital allocation, and economic growth. In 

Ghana, efforts have been made to deepen the financial sector, with measures 

aimed at improving access to financial services, promoting financial inclusion, 
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and enhancing the regulatory environment (Sena et al., 2021; Ziorklui et al., 

2001). 

A fundamental transmission mechanism linking public debt to FINDEV 

is the crowding out effect (Bui, 2018; Wai & Wong, 1982). When a government 

seeks to finance its budget deficits by borrowing from domestic sources, it 

typically increases the demand for loans within the domestic financial markets 

(Awad & Eid, 2017; Shahe Emran & Farazi, 2011). The increased demand for 

funds puts upward pressure on interest rates, causing them to rise (Bui, 2018; 

Burns, 2016; Ghossoub, 2010). Consequently, higher interest rates can have a 

detrimental impact on private sector borrowers, including businesses and 

households, as the cost of borrowing becomes more expensive. The crowding 

out effect thus restricts access to credit for private sector participants, stifling 

investment, and consumption, which in turn can hinder the growth and maturity 

of the financial sector (Akber et al., 2020; Akber & Paltasingh, 2019; Bui, 

2018). 

Public debt’s influence on FINDEV is also mediated through its impact 

on interest rate volatility (Gomez-Gonzalez, 2021; Hauner, 2009; Kutivadze, 

2013). High levels of government debt can lead to fluctuations in interest rates, 

creating uncertainty within financial markets (Aimola & Odhiambo, 2021; 

Ndikumana & Boyce, 2003; Pedersoli & Presbitero, 2023). Investors and 

financial institutions prefer stable interest rate environments for long-term 

planning, investment decisions, and risk assessment (Abdel-Halim & Al-Assaf, 

2022; Bui, 2018). Consequently, when interest rates are volatile, private sector 

investment and lending may decrease, impeding the development of a vibrant 

and stable financial ecosystem. 
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Another critical channel through which public debt can affect FINDEV 

is credit risk and the specter of sovereign default (Abdel-Halim & Al-Assaf, 

2022; Bui, 2018; Kutivadze, 2013; Sağdiç et al., 2021). A government with a 

history of defaulting on its debt obligations or carrying an unsustainable debt 

burden can erode investor confidence in the country’s financial markets (Bui, 

2018; Hauner, 2009). The loss of confidence can lead to a reduction in foreign 

investment and capital flight, resulting in significant capital outflows (Forson et 

al., 2017; Ndikumana & Boyce, 2003). This, in turn, not only jeopardizes the 

stability of the financial sector but can exacerbate broader economic challenges 

faced by the nation. 

Public debt’s impact on FINDEV can be further understood by 

considering its influence on the health of the banking sector (Aimola & 

Odhiambo, 2021; Jiménez-Sotelo, 2023). Banks that hold a substantial portion 

of government debt can become highly exposed to sovereign risk (Abdel-Halim 

& Al-Assaf, 2022). If the government defaults or experiences financial distress, 

these banks may face severe losses, potentially leading to banking crises 

(Iddrisu & Alagidede, 2020). Such crises can undermine depositor confidence 

and erode trust in the financial system, impeding its development and overall 

stability (Abdel-Halim & Al-Assaf, 2022; Iddrisu & Alagidede, 2020). Thus, 

maintaining a sound and resilient banking sector is pivotal for fostering 

financial market development. 

The composition of government debt plays a pivotal role in shaping its 

impact on FINDEV (Aimola & Odhiambo, 2021). Governments that 

predominantly issue short-term debt instruments create a situation marked by 

frequent debt rollovers (Gomez-Gonzalez, 2021; Hauner, 2009; Kutivadze, 
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2013). This exposes the financial system to considerable refinancing risks. 

Sudden liquidity shortages or rollover difficulties can trigger financial 

instability and contagion, making the financial sector more susceptible to crises 

(Gomez-Gonzalez, 2021; Ndikumana & Boyce, 2003; Neaime, 2015). 

Governments also issue long-term debt with extended maturities to contribute 

to a more stable financial environment. Reduced refinancing risks associated 

with long-term debt issuance promote the sustainability and resilience of the 

financial sector, facilitating its growth and development. 

In conclusion, the intricate relationship between public debt and 

FINDEV is characterized by a complex interplay of transmission mechanisms. 

These mechanisms include the crowding out effect, interest rate volatility, credit 

risk, banking sector health, and government debt composition. It is imperative 

for policymakers to carefully consider these dynamics when managing public 

debt. Prudent debt management, combined with thoughtful fiscal and monetary 

policies, is crucial to ensuring that the financial sector remains robust, stable, 

and conducive to economic growth. Balancing fiscal sustainability with the 

vitality of financial markets is essential for long-term economic prosperity. 

Responsiveness of commercial banks to Monetary Policy 

The responsiveness of commercial banks to monetary policy represents 

a pivotal aspect of contemporary economic management. Monetary policy, 

executed primarily by central banks worldwide, plays a fundamental role in 

regulating economic growth, controlling inflation, and promoting financial 

stability (Benigno & Paciello, 2014; Bonchi, 2023; Ikeda, 2022). The interplay 

between central banks and commercial banks is crucial to understanding how 
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monetary policy influences broader economic conditions (Banu & Vepa, 2019; 

Richter & Teigen, 1982; Vuchelen, 1980).  

A cornerstone of monetary policy is the manipulation of interest rates, 

particularly the policy interest rate set by the central bank (Akosah et al., 2020b; 

Dale & Haldane, 1995; Kumiarso et al., 2002). Commercial banks closely 

monitor this rate, as it directly impacts their cost of borrowing money(Nguyen 

& Nguyen, 2021; Nguyen et al., 2022; Richter & Teigen, 1982). When a central 

bank adopts an expansionary policy by lowering interest rates, commercial 

banks, in turn, tend to reduce the interest rates they offer on loans and deposits 

(Fang & Jiang, 2016; Gray, 1963; Li & Wang, 2012). Conversely, in a 

contractionary policy environment, where rates rise, commercial banks often 

respond by increasing their lending rates (Farajnezhad & Suresh, 2019; Nguyen 

et al., 2021). This mechanism of interest rate transmission serves as a vital 

channel through which monetary policy influences the economy (Dale & 

Haldane, 1995; Kumiarso et al., 2002). 

When a central bank decreases its policy interest rate, commercial banks 

typically follow suit by lowering their lending and deposit rates (Fang & Jiang, 

2016; Gray, 1963; Li & Wang, 2012; Rudolph, 1978). This encourages 

borrowing and spending among consumers and businesses, thereby stimulating 

economic activity (Farajnezhad & Suresh, 2019; Mukhtar & Younas, 2019; 

Rudolph, 1978). Conversely, during periods of interest rate hikes, commercial 

banks raise their lending rates, making borrowing more expensive and slowing 

down economic activity (Dupor, 2002; Geromichalos & Herrenbrueck, 2016; 

Mukhtar & Younas, 2019). 
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Lower interest rates tend to reduce the returns on savings accounts and 

fixed-income investments, such as bonds  (Boehl, 2022; Filardo & Siklos, 2016; 

Geromichalos et al., 2007; Nguyen et al., 2021). This can influence consumers 

to shift their savings towards riskier assets like stocks or real estate. 

Additionally, businesses may find it more attractive to invest in expansion 

projects or capital improvements when borrowing costs are lower, thus boosting 

overall investment in the economy (Mukhtar & Younas, 2019; Richter & 

Teigen, 1982). 

Commercial banks are central to the credit creation process in the 

economy (Boehl, 2022; Mukhtar & Younas, 2019; Rudolph, 1978). They act as 

intermediaries between savers and borrowers, channeling funds from depositors 

to borrowers in the form of loans (Aharony et al., 1986; Fang & Jiang, 2016; 

Nguyen & Nguyen, 2021). Therefore, the responsiveness of commercial banks 

to monetary policy can significantly influence credit conditions (Fang & Jiang, 

2016; Gray, 1963). In response to an expansionary policy, commercial banks 

are more inclined to expand credit, offering loans to businesses and consumers 

at lower interest rates (Nguyen et al., 2021). This can stimulate borrowing, 

leading to increased investment and economic activity. Conversely, during a 

contractionary phase, banks may become more conservative in lending, 

potentially dampening economic growth. 

During periods of easy monetary policy, banks may relax their lending 

standards to attract a larger pool of borrowers (Gray, 1963; Li & Wang, 2012). 

However, this can increase the risk of lending to suboptimal borrowers and 

potentially lead to a rise in non-performing loans, which could threaten the 

stability of the banking sector. Lower interest rates can encourage consumers to 
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take on more debt, including mortgages and consumer loans, which can boost 

consumption (Banu & Vepa, 2019). However, excessive consumer debt can also 

create financial vulnerabilities.  

Commercial banks’ profitability is inherently tied to the net interest 

margin the difference between interest earned on loans and interest paid on 

deposits (Fang et al., 2018). When central banks lower interest rates, banks may 

experience a squeeze on their net interest margin, potentially affecting their 

profitability. To counter this, banks might seek alternative ways to generate 

income or engage in higher-risk lending practices. Consequently, the 

profitability of the banking sector can be both a driver and a casualty of 

monetary policy ( Nguyen et al., 2022). 

In response to narrowing net interest margins, banks may diversify their 

income streams by engaging in fee-based services, investment banking 

activities, or expanding into new markets to maintain profitability (Farajnezhad 

& Suresh, 2019; Gray, 1963; Rudolph, 1978). In search of higher yields, banks 

may take on additional risks by investing in riskier assets or extending credit to 

borrowers with lower credit quality, potentially exposing themselves to 

increased credit and market risk (Nguyen, et al., 2018). 

The changing interest rate environment resulting from monetary policy 

decisions has implications for banks’ risk management strategies (Brei et al., 

2020; Kusi et al., 2016). In a low-interest-rate setting, banks may be compelled 

to take on more risk to maintain profitability. Conversely, when rates rise, they 

may adopt a more risk-averse approach. Furthermore, monetary policy 

influences asset prices, including stocks and bonds. Commercial banks often 
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hold sizable investment portfolios, and fluctuations in asset prices can have 

direct consequences for their financial health. 

In a low-interest-rate environment, banks may seek higher returns by 

investing in riskier assets, such as corporate bonds or stocks (Amidu, 2006; 

Miho et al., 2022). However, this increased exposure to market risk can lead to 

significant losses during market downturns. Changes in interest rates can affect 

the prices of existing bonds in a bank’s portfolio. When interest rates rise, the 

value of existing bonds falls, potentially leading to capital losses for banks 

holding these securities. 

The responsiveness of commercial banks to monetary policy has broader 

implications for financial stability. Excessive credit expansion driven by low-

interest rates can lead to the formation of asset bubbles, posing systemic risks 

to the financial system (Mukhtar & Younas, 2019; Nguyen et al., 2021). The 

global financial crisis of 2008 serves as a stark reminder of the consequences of 

an overheated financial sector. Central banks must closely monitor the risks 

associated with commercial banks’ responsiveness to policy measures to ensure 

the overall stability of the banking system. 

 To mitigate systemic risks arising from excessive bank lending, central 

banks and regulatory authorities may implement macroprudential policies, such 

as stricter capital adequacy requirements and loan-to-value limits on mortgage 

loans (Amidu, 2006; Basile & Joyce, 2001; Ghazali & A. Rahman, 2020). Banks 

are often subject to stress tests to assess their resilience to adverse economic 

scenarios, including changes in interest rates. These tests help identify 

vulnerabilities within the banking system and inform policymakers on 

necessary actions to maintain financial stability. 
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In conclusion, through interest rate transmission, credit supply and 

demand dynamics, profitability considerations, risk management strategies, and 

impacts on asset prices, commercial banks play a pivotal role in transmitting 

and amplifying the effects of monetary policy decisions.  

Empirical Review 

This section presents empirical works on relationship among FINDEV, 

public debt dynamics, commercial banks’ responsiveness and monetary policy 

effectiveness that emerged over the years.  

Monetary Policy and Financial Development 

The monetary policy is used to control the overall money supply and 

other financial conditions in an economy. In the event of fluctuations in an 

economy’s financial resources, the government through the central bank may 

regulate the allocation of debt between the public sector and the private sector 

which may impact the FINDEV (Kusairi et al., 2019). Mostly, the theory behind 

monetary policy is on the floatation exchange rates that affects the domestic 

currencies – appreciation and depreciation of the currency  (Alexandre & Bação, 

2005; Benigno & Paciello, 2014; Walsh, 1982). The fluctuations in the 

monetary policy might affect the bank lending rate and interest rates which may 

influence the level of FINDEV (Abdel-Halim & Al-Assaf, 2022).  

The adjustment of banks’ asset holdings is one of the major paths of 

the impact of monetary policy on the economy which may affect the credit 

conditions in the economy and may affect the FINDEV of the economy 

(Rudolph, 1978). The degree of effect between FINDEV and monetary policy 

in an economy has been explored and the effectiveness of the monetary policy 

has been found to depend on the condition of the financial system which is going 
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to lead to asymmetry in the findings from literature (Carranza et al., 2010; Ma 

& Lin, 2016; Mishra et al., 2012). 

For one, in Africa, Effiong et al. (2020) conducted a study in Africa 

and found that FINDEV influences the effectiveness of monetary policy 

outputs. In their study, they applied a standard panel data model and 

macroeconomic generalized method of moments (GMM) model for annual data 

sampled from 1990 to 2015 for 39 African countries. In Africa, they discovered 

a limited correlation between Africa's FINDEV and the success of monetary 

policy. (Effiong et al., 2020).  

An earlier study by Mishra and Montiel (2013) found that at best, 

monetary policies in sub-Saharan Africa is weak because of the level of market 

integration and financial structural imperfections. Another study conducted in 

Africa (53 sampled African countries) for the period 1985 to 2010, adopting the 

treatment effect and the two-step method panel probit method techniques 

showed that there is a negative impact from banks’ crises (which they tend to 

mitigate using monetary policy), on financial liberalisation and development 

(Batuo & Mlambo, 2012). 

Sena et al. (2021) investigated the influence of FINDEV on the 

effectiveness of monetary policy using autoregressive distributed lag approach. 

The data was sampled from 1980 to 2016 where global FINDEV (built on 

indices indices) was sampled as a proxy for FINDEV. The result showed that in 

Ghana, FINDEV strengthens the effectiveness of monetary policy. This is 

contrary to studies by Effiong et al. (2020); Mishra and Montiel (2013) and 

Batuo and Mlambo (2012) who conducted similar studies in developing 

economies – Africa and sub-Saharan Africa.  
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To examine the relationship between monetary policy and FINDEV 

for 37 industrialized and developing nations between 1985 and 1998, Krause 

and Rioja (2006) used the GMM estimate technique. The analysis showed that 

FINDEV (proxied on private credit, liquid liabilities, and financial aggregate 

index) contributes efficiently to the monetary policy in economies that have 

developed financial markets as opposed to those that do not have developed 

markets (Krause & Rioja, 2006). 

Fiador (2016) used the autoregressive distributed lag (ARDL) 

technique to analyze the relationship between monetary policy and FINDEV for 

three Anglophone West African nations: Ghana, Gambia, and Nigeria, spanning 

the years 1975 to 2011. The analysis showed that the countries under 

investigation's monetary policy transmission was ineffectual. The outcome 

demonstrated that the three nations' pass-through interest rate systems differ 

significantly from one another. Nigeria displayed an overshooting of lending 

rates in response to monetary policy adjustments, whereas Ghana and the 

Gambia demonstrated signs of undershooting.  

Principal component analysis was employed by Angelopoulou et al. 

(2014) to examine the relationship between monetary policy and FINDEV for 

the European Union Area between 2003 and 2011. The Financial Condition 

Index (FCI) was employed as a stand-in for FINDEV, and the interest rate, 

interest rate spread, and credit quantity were utilized to index monetary policy. 

According to the investigation, the effects of the financial condition index 

varied throughout the European Union, especially during the 2007–2008 global 

financial crisis.  
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Ma and Lin (2016) conducted a research on the relationship between 

FINDEV and the effectiveness of monetary policy using panel quarterly data 

for 41 economies from 2005 to 2011. For the analysis, they used fixed effect, 

random effect, and pooled least squares estimation techniques. The findings 

demonstrated that monetary policy has a considerable impact on output and 

inflation, but that it is inversely connected with FINDEV. They found that when 

the financial system gets better, monetary policy becomes less effective.  

Also, Apanisile and Osinubi (2020) used a dynamic stochastic general 

equilibrium model based on the Bayesian estimation approach and monthly data 

from January 2004 to April 2016. The results showed that FINDEV has a 

positive effect on monetary policy transmission in an economy as it is the most 

active channel to stabilise prices. Vuchelen (1980) showed that the central bank 

imposes policies on the commercial banks to regulate their responsiveness. 

Some of these impositions include loan ceiling and co-efficient (rate) for the 

loans and would ultimately regulate the level of government credit. The ceiling 

on the loan would determine how much loan is available to the private sector 

and at what rate the loan should be granted for. Thus, through monetary policy, 

the commercial banks are able to contribute to the FINDEV of an economy. 

Also, Abdul Karim et al. (2021) investigated the relationship between 

FINDEV and monetary policy effectiveness in ASEAN-3 countries (that is 

Malaysia, Philippines and Singapore) using an autoregressive distributed lagged 

model. Their findings revealed that the level of monetary policy effectiveness 

differs across countries based on the role of FINDEV. They further elaborated 

that though Malaysia and Singapore are developed, the level of effectiveness of 

monetary policy is reduced in Malaysia (negative relationship) but more 
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effective in Singapore. Also, in the Philippines, the main results showed that the 

effect of FINDEV depends on the variable that is used to measure monetary 

policy.  

Basa et al. (2019) also explored the relationship between FINDEV 

(proxied as liquid liabilities and stock market capitalisation) and the 

effectiveness of monetary policy (gross fixed capital formation) in Malaysia. 

They adopted the structural vector autoregression was used for generating the 

indexes and analysed by an autoregressive distributed lag model is used. The 

results showed a negative significance between both variables indicating that a 

more developed financial sector hinders the effectiveness of monetary policy 

just as in Abdul Karim et al. (2021). 

Jiang et al. (2022) theoretically showed that development of digital 

finance (financial development) could increase money supply (monetary policy) 

to some degree. Because emerging economies ultimately appreciate the 

effectiveness of monetary policy when there is economic growth, Jiang et al. 

conducted a study in China, a representative of emerging markets found that 

FINDEV and monetary policy have a positive relationship. Carranza et al. 

(2010) also examined the level of FINDEV with the effectiveness of monetary 

policy. Their analysis was based on a sample panel estimation where Carranza 

et al. statistically proved that there is a significant relationship between 

FINDEV and monetary policy.  

Seth and Kalyanaraman (2017) also looked at the effect of FINDEV 

on the output of banks in terms of their liquidity by conducting a cross-country 

analysis of 119 countries from 1997 to 2014. In addition, the study sought to 

explore if monetary policy is more effective when there is an improved level of 
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FINDEV. Their GMM analysis showed that monetary policy is more effective 

in economies with higher levels of FINDEV as opposed to economies with 

lower levels.  The level of FINDEV in an economy also boosts the level of bank 

outputs and liquidity.  

Fang et al. (2018) reported that monetary policy can negatively affect 

the lending capacity of commercial banks in China using data from 2011 to 

2016. This is because, when the lending rate is raised, private sector finds it 

expensive to extend their credit line therefore reducing bank loans. Also, their 

quantile regression analysis showed that commercial banks are more responsive 

to monetary policies when they can control how to fix the interest rates on 

investments and loans. 

Ibrahim (2020) examined the redistributive effect of monetary policy 

on the FINDEV of developing countries. The results from 54 developing 

countries from 2000 to 2017 the panel vector autoregression model showed that 

the improvements in information and financial efficiency would lessen the 

negative impacts of contractionary monetary policy on income distribution.  

Ahiadorme (2022) investigated the distributional channel of monetary 

policies and FINDEV from 2000-2017 for 32 sub-Saharan economies using a 

vector autoregressive model and the dynamic panel data model (GMM). The 

findings showed that the financial sector has an important role to play in 

reducing the level of financial inequalities by strategically using dis-equalising 

approaches of the monetary policy that the central banks set. Practically, the 

effectiveness of the monetary policy set by the central bank would be more 

effective if there is little change in the policy so that there can be desired outputs 

for FINDEV. 
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A study conducted by Acheampong (2007) scrutinized Ghana’s 

financial sector, employing the McKinnon-Shaw framework. This examination 

explored the interplay between real interest rates and crucial economic facets, 

including savings, investment, and economic growth. Utilizing the VAR 

methodology and quarterly data spanning from 1988 to 2004, this research 

uncovered significant relationships between real interest rates and savings, real 

interest rates and investment, and investment and economic growth. Notably, it 

highlighted the dynamic interplay between real interest rates, savings, and 

economic development, shedding light on the intricate financial landscape in 

Ghana.  

Takyi and Obeng (2013) embarked on an investigation into the 

determinants of FINDEV in Ghana, spanning from 1988 to 2010. Employing 

the Autoregressive Distributed Lag (ARDL) approach, their study unearthed a 

distinctive cointegration relationship between FINDEV and a constellation of 

factors, including inflation, trade openness, per capita income, government 

borrowing, and reserve requirements. The research underscored the pivotal 

roles played by per capita income and trade openness as significant determinants 

of FINDEV in Ghana. Furthermore, it shed light on the adverse impact of 

inflation, reserve requirements, and interest rates on FINDEV, both in the short 

and long run. 

Rajan and Zingales (2003) posited that capital flows, coupled with 

unrestricted trade, can act as catalysts for industrial and FINDEV. This 

hypothesis revolved around the idea that increased trade and financial openness 

reduce the government’s influence in the financial sector, leading to financial 

incumbents seeking funding from open markets for various projects. This shift 
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can stimulate FINDEV as incumbents seize new opportunities spawned by trade 

and financial openness. 

Baltagi et al. (2007) delved into the nexus of financial openness, trade 

openness, economic institutions, and FINDEV. Their study, employing annual 

data and panel estimation techniques, revealed that countries previously least 

open to international trade and capital flows would experience greater benefits 

upon opening their trade or capital accounts. This emphasized the profound role 

of financial and trade openness, intertwined with economic institutions, in 

shaping FINDEV. Interestingly, the study indicated that opening both trade and 

capital accounts yielded the most significant advantages, although the most 

open countries reaped fewer benefits. 

Quartey (2008) delved into the interplay between financial sector 

development and poverty reduction in Ghana, spanning from 1970 to 2001. 

Unveiling a long-run co-integration relationship between these variables, the 

study illuminated the nuanced relationship between financial sector 

development and poverty reduction. While financial sector development was 

found not to granger-cause savings mobilization in Ghana, it contributed to a 

reduction in poverty levels, albeit with statistical insignificance. The research 

highlighted the challenges in channeling savings into pro-poor sectors, citing 

issues such as high default rates, collateral absence, inadequate business 

proposals, and government deficit financing. 

Chinn and Ito (2006) explored the ramifications of capital account 

liberalization on stock market development across 108 countries. Their findings 

underscored the significance of this liberalization, contingent upon the level of 

development in legal systems and institutions. Furthermore, the study 
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highlighted the dependency of FINDEV on the openness of the capital account, 

a relationship further modulated by the state of legal development. 

Krause et al. (2006) examined the relationship between effective 

monetary policy implementation and FINDEV in 37 countries between 1985 

and 1998 using the generalized method of moments (GMM) estimating 

approach. With the aid of metrics including private credit, liquid liabilities, and 

a financial aggregate index, the study demonstrated the critical function that 

established financial markets play in enabling successful monetary policy 

outcomes. 

The relationship between financial innovation and monetary policy 

was highlighted by Safdar and Khanm (2013), who examined the interest rate 

channel of monetary policy transmission in Pakistan. Their results brought to 

light the complex interplay of output, FINDEV, and the efficacy of monetary 

policy. 

Akinsola and Odhiambo (2017) probed the impacts of FINDEV on 

monetary policy across Africa from 1980 to 2016. Employing dynamic panel 

data analysis and using measures of financial sector development, their study 

revealed a positive correlation between financial deepening and monetary 

policy, albeit with a significant negative influence from banking crises. 

In recent years, a few scholars have directed their focus towards 

understanding the transmission of policy rates in Ghana. Abradu-Otoo et al. 

(2003) scrutinized the monetary transmission mechanism in Ghana, identifying 

the exchange rate channel as a principal medium through which monetary policy 

influenced inflation and output. 
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Quartey (2008) delved into the finance-growth causal link in Ghana, 

revealing that economic growth fostered financial sector enhancement. While 

growth of broad money was utilized as a measure of FINDEV, the study 

illustrated the intricate relationship between finance and economic 

performance. 

Public Debt and Financial Development 

The public debt and the level of FINDEV sharp the economic position 

of economies. The level of government debt and the efficiency and stability of 

its financial markets and economy influences the economic growth of the 

government. The financial system is the dominant system that is responsible for 

effectively transforming the economic position of any country. Yet, the level of 

FINDEV becomes more critical in the event of a highly challenging 

environment that calls for the government to go into debt (either high or low) 

(Chinn & Ito, 2006; De la Torre et al., 2013; Fry, 1978; Ha et al., 2022; 

Karwowski, 2022). According to literature, there is a clear unstable and 

unsustainable public debt which has ramifications that go beyond economic and 

fiscal stability consequently leading financial instability (Abbas et al., 2022; 

Aimola & Odhiambo, 2021; Gomez-Gonzalez, 2021; Hauner, 2009; Ismihan & 

Ozkan, 2012; Kutivadze, 2013; Neaime, 2015; Pedersoli & Presbitero, 2023).  

Technically, domestic lenders in banks are the major source of public 

debt through risk free investment avenues and issued bonds.  Thus, if banks 

continue to give the government avenues to increase the level of public debt, 

this could lead to crowding-out effect and reduce the level of credit to private 

sector and this stifle the contribution of the public sector to FINDEV (Nguyen 

et al., 2020; Hauner, 2009). In another view, the banks would prefer to grant the 
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credit line of the government because they would prefer lower credit risk as 

opposed to the high likelihood of credit risk by the private sector because of the 

high borrowing costs – that captures their likelihood of default (Abbas et al., 

2022; Bui, 2018; Chung-Yee et al., 2020; Gomez-Gonzalez, 2021; Kutivadze, 

2013). Along these lines, there has been a number of studies that have explored 

the relationship between public debt and FINDEV. 

Abbas et al. (2022) examined the impact of public debt on FINDEV and 

reported a that public debt has a negative impact on FINDEV. However, if 

public debt is treated as a function of institutional quality, the relationship turns 

negative. Imperatively, public debt has an adverse effect on the FINDEV of 

economies. Their findings are generalisable to 79 countries over the data period 

of 1996 to 2015 using Fixed Effect and system GMM estimators. Also, the 

FINDEV was indexed on three variables: domestic credit to private sector; 

domestic credit to private sector by banks and broad money while the 

independent variable was captured as public debt.  

Another study that captured public debt as an institutional function is  

Kutivadze (2011). The findings of this study confirmed that there is a positive 

relationship between FINDEV and public debt which influences the macro 

stability of the respective economies but has a complex relationship with the 

institutional framework of monetary policy. Conclusively, over the time span 

that these two studies were conducted, it is conclusive that there is a positive 

relationship between FINDEV and public debt (when it is treated as an 

institutional function). 

Chung-Yee et al. (2020) investigated the asymmetric effect of public 

debt on FINDEV in Malaysia using time-series data from 1980 to 2015 and 
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employed the non-linear autoregressive distributed lags framework. the 

motivation for this asymmetric analysis was on the preamble that the economic 

conditions are not linear thus, an asymmetric analysis would provide practical 

implications for the results in both the short- and long-term. Indeed, their 

analysis showed the existence of asymmetry effects with higher debt levels 

discouraging any improved levels in FINDEV. Abdel-Halim and Al-Assaf 

(2022) investigated the role of public debt in the Jordan developing economy 

market. Using annual data from thirteen banks from 2008 to 2018 analyses by 

the fixed effect and bias correction fixed effect to control for bank size, bank 

risk, bank capitalisation.  

Just as Abbas et al. (2022) and Kutivadze (2011) who had treated public 

debt as an institutional function, Abdel-Halim and Al-Assaf (2020) found that 

public debt and FINDEV have a positive relation. As such, when public debt is 

increasing, FINDEV increases – this can be generalised to developed and 

developing economies pending the conformity in the results. Despite the 

positive relationship, it is worthy to note that huge levels of public debt can be 

harmful for FINDEV and the growth of an economy (Hauner, 2009). Hauner 

(2009) found that public debt plays a negative role with FINDEV in their study 

that was conducted on a country- and banking-level analysis. They used three 

indicators to measure FINDEV (liquid liabilities of the banking sector; total 

bank credit; and bank credit to the private sector – in all cases, relative to GDP) 

and public debt. Their argument for the negative relationship is on the notion 

that large public debt granted by respective banks could reduce bank efficiency 

and reduce the level of financial growth stiffening development.  
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Just as Chung-Yee et al. (2020), Hauner (2009) had earlier found a non-

linear relationship where FINDEV is seemingly improved through public debt. 

Another of such non-linear effect of total domestic public sector debt to 

FINDEV is from Bui (2018). Using data from 22 economies in the Asia-Pacific 

region Bui (2018) reported a negative non-linear relationship between FINDEV 

(measured by domestic public sector debt) and public debt when data is 

analysed by the panel smooth transition regression model. Bui further adds that 

the level of financial freedom contributes to the magnitude of relationship 

between FINDEV and public debt as low(high) financial integration between 

economies lead to negative(positive) relationship between both variables. 

In sub-Saharan Africa, Benayed and Gabsi (2019) examined the non-

linear effect of domestic public debt on FINDEV sampling 20 low-income 

countries using data from 2000-2010. Their results revealed an inverted-U 

relationship between domestic public debt and bank credit to private sector. 

Possibly, Benayed and Gabsi (2019) argue that high public debt is associated 

with high economic uncertainty and instability which may shake the 

development of the financial institutions and largely the economy. This 

spillover effect has been explored by Pedersoli and Presbitero (2023). They 

explored whether good public debt management could have spill over effects 

on the private sector. They found that in developing countries, there is a positive 

spillover effect from effective public debt management to the contribution of 

private capital inflows (financial development) which would largely contribute 

to deepening FINDEV. 

İlgün (2016) investigates the long-term correlation between domestic 

public debt and FINDEV in 18 rising economies between 1987 and 2013. In 
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order to account for heterogeneity and cross-section dependence, the study 

employed panel cointegration analysis and the second-generation panel unit 

root test. The study's findings imply that government borrowing from local 

banks has a long-term detrimental impact on FINDEV, İlgün (2016) 

acknowledges that the direction of the effect of public debt may be ambiguous 

yet, theoretically, the size and the compositions of the government debt has 

severe direct and indirect effect on the financial sector. In Turkey, using 

country-specific data from 2002 to 2012, Altaylıgil and Akkay (2013) adopted 

regression analysis and reported a negative relationship between public debt 

(measured as domestic debt to GDP) and FINDEV (measured as financial 

aggregate). Implicitly, any increase in public debt would lead to a decrease in 

FINDEV. 

Altaylıgil and Akkay (2013) firmly asserted that their results cannot be 

generalised because of the different fundamentals in economies. Yet, (Kipyego 

et al., 2022) also reported a negative relationship between public debt and 

FINDEV in Kenya using data from 1964 to 2019. Mencinger et al. (2014) used 

panel data from 25 sovereign European Union state members and employed a 

panel estimation on a generalised economic growth model and augmented the 

model with public debt. The results showed that there is a significant non-linear 

impact of public debt on annual GDP per capita growth rates. Kipyego used the 

autoregressive distributed lag for the analysis and found that irrespective of the 

market condition of the Kenyan economy – short- or long-term –, the 

relationship is dominantly a negative one. To analyse the long-term con-

integration relationship between FINDEV and public debt, Kusairi et al. (2019) 
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found that an increase in public debt does not increase FINDEV (private 

consumption). 

Olayungbo and Quadri (2019) delve into the relationship between 

remittances, FINDEV, and economic growth in sub-Saharan African countries. 

Their findings reveal positive effects of remittances and FINDEV on economic 

growth. However, they identify FINDEV as a substitute in the remittances-

growth relationship. 

Ismihan and Ozkan (2012) have shown that in countries where public 

dent makes a large share of total bank lending, there is a high chance of harm 

and unfavourable implications to the FINDEV of such an economy. Using a 

dynamic panel threshold regression technique, (Law et al., 2021) found a 

negative impact on economic growth (measured as financial development) from 

public debt. Law et al. further explained that this level of negative results is 

dependent on the level of public debt – as its more significant at high levels of 

public debt as opposed to low levels of public debt with low negative 

significance. Peprah et al. (2019) also noted that FINDEV can drag the level of 

economic growth due to the levels of public debts in Ghana using a dynamic 

heterogeneous autoregressive distributed lag model using annual macrodata 

from 1984 to 2015. 

Sobiech (2019) widens the scope to 54 developing countries and 

provides evidence for the negative impact of remittances on economic growth. 

The study emphasizes the importance of financial sector development for the 

remittance-growth relationship. 

Fromentin (2017) extends the analysis to emerging and developing 

countries, revealing a positive long-term relationship between remittances and 
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FINDEV, coexisting with a short-term positive effect. The study highlights the 

temporal dynamics of these relationships. Chowdhury (2016) investigates the 

effects of remittances and FINDEV on economic growth across top remittance 

recipient developing countries. Remittances are found to significantly promote 

economic growth, while the impact of FINDEV varies. Bhattacharya et al. 

(2018) explore the role of incoming remittances on the FINDEV of economies 

with high remittance inflows. They underscore the need for strengthened 

institutional frameworks to enhance FINDEV through increased remittance 

inflows. 

The empirical studies reviewed highlight the intricate relationship 

between public debt and FINDEV. The relationship between public debt and 

FINDEV is complex and context-dependent. While some studies suggest a 

negative impact, others find non-linear relationships and even positive effects 

in the public debt-FINDEV relationship. The findings emphasise the importance 

of considering various factors, including institutional quality and debt 

composition, when analysing this relationship. Achieving a sustainable debt 

trajectory while fostering a well-functioning financial system is paramount for 

long-term economic growth and stability. 

Responsiveness of Commercial Banks to Monetary Policy 

Commercial banks’ lending rates in any economy have far-reaching 

implications beyond their role in facilitating monetary policy implementation. 

They serve as critical determinants for various economic decisions, particularly 

those related to investments. Monetary policies are set by the central banks of 

each economy to control the overall money supply and other financial 

conditions. Through the commercial banks, the central bank is able to create 
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economic growth, reduce unemployment, and stabilise the price levels through 

lending rates and interest rates. Based on the level of the economic situation of 

a country, 

According to the economic situation, the government or the central bank 

of a country can apply instruments of monetary policy to control the money 

supply and thus realize the objectives of monetary policy. In most countries, 

commercial banks are an important transmission medium for controlling money 

supply in the economy; thus, the effectiveness of monetary policy lies heavily 

on the responsiveness of commercial banks. As to the role of commercial banks, 

these institutions derive their interest income from the spread between the 

lending rate charged to borrowers and the cost of funds, which is affected by 

monetary policy actions. Thus, how responsive they are to the changing 

monetary policies would show the policies’ effectiveness 

Miho et al. (2022) explored the asymmetric effects of monetary policies 

on the lending channels of commercial banks in Iraq using monthly data from 

2005 to 2019 adopting the non-linear autoregressive distributed lag. The 

following variables were used as proxies for monetary policy: interest rate, cash 

reserve requirement, and broad money supply and banking credit to quote the 

lending rate for commercial banks. The results revealed a non-linear link 

between monetary policy and bank credit. In addition, the Bound and Wald tests 

showed the long and short-term asymmetric impacts of monetary policy on the 

credit of Iraqi banks. Fang and Jiang (2016) explored the extent of the increasing 

joint-stock reform of commercial banks enhance the effectiveness of monetary 

policy –expansionary or contractionary monetary policy in China. They adopted 

the traditional quantity of money to explore the responsiveness of the 
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commercial banks and found that the level of effectiveness of a monetary policy 

is dependent on how the commercial banks regulate their interest and lending 

rates. Just as much, Krause and Rioja (2006) asserted that the central bank can 

guarantee a stability financial system as long as the financial sector 

intermediaries – commercial banks – are willing to support the monetary 

policies. 

Farajnezhad (2019) investigated the commercial banks in Malaysia to 

explore the significance of the policy transmission mechanism using annual 

panel data and the random and fixed effect and ordinary least square method. 

Their analysis showed that the monetary policy would affect the assets and 

liabilities. Dang (2021) examined the effects of asymmetric monetary policies 

on liquidity production in Vietnamese commercial banks. They used the GMM 

approach, gathered data from 30 Vietnamese commercial banks from 2008 to 

2018. The results indicated that Vietnam’s monetary policies were not 

adequately enforced, which led to a decline in the performance of commercial 

banks and an increase in the country’s liquidity levels. Further, Dang showed 

that the non-autoregressive distributed lag approach to analysing the effects of 

monetary policies on commercial banks’ credit provides more accurate results 

than symmetric models such as autoregressive distributed lag approach. This is 

because the conditions in the markets are not linear. 

In an earlier study, Gray (1963) examined how the monetary policies set 

can cause structural challenges within the commercial banking system. 

Commercial banks’ response to central bank monetary policy is largely 

influenced by the manner in which these policies affect their profit 

opportunities. If the banking system is to act as an effective vehicle for monetary 
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policy, it should pass on to potential borrowers both the availability and cost 

effects of changes induced into the monetary situation by the central bank. In 

Nigeria, Akanbi & Ajagbe (2012a) investigated the impact of monetary policy 

on commercial banks (using data on three banks). The data was collected from 

1992 to 1999 and analysed on regression models. The results showed that 

monetary policy that seeks to regulate the interest rate of commercial banks 

leads to decrease in banks’ lending rates. The effectiveness of the interest rate 

by the Central bank is however dependent on how the commercial banks adjust 

the rate to suit their interest income needs. 

Bangura (2011) explored the adjustments in interest rates by the 

commercial banks to suit the rates they set on their discount investments, 

treasury bill, deposits and lending rates. Using monthly data from 1989 to 2009 

for Gambia, Nigeria and Sierra Leone and 2000 to 2009 for Ghana, Bangura 

adopted a cointegration technique and asymmetric error correction model for 

the short- and long-run analysis. The study showed that, the channel for 

regulating interest rates by the commercial banks boosts the effectiveness of the 

interest rate or monetary policy because banks are quick to shift the burden from 

the central bank to the customers through the various rate avenues. Thus, the 

commercial banks respond to the interest rate policy by adjusting their retail 

interest rates.  

Harun et al., (2005) investigated whether the stock price reactions of 

commercial banks to monetary policy actions are dependent on the state of the 

economy using data from June 1989 to December 2000 using multiple 

regression models. The results indicate that monetary policy actions have 

asymmetric effects on the returns of commercial banks across different 

 University of Cape Coast            https://ir.ucc.edu.gh/xmlui

Digitized by Sam Jonah Library



 

81 

monetary policy and business environments. The asymmetric effects can 

primarily be attributed to the asymmetric effects of monetary policy on discount 

rates across different monetary and economic conditions. 

Vera (2012) explored the response of commercial banks’ credit line to 

monetary policy shocks in US using monthly data from 1959 to 2007 adopting 

a vector autoregressive model. The results showed that commercial banks’ 

credit line (or bank loans) is not responsive to monetary shocks in the US. 

Nyong (1996) explored the role of commercial banks (in terms of bank size – 

large or small) in the transmission of monetary policy in Nigeria and found that 

large banks are consistent with financial intermediation theory while small 

banks are consistent with the deposit insurance theory to provide value to 

customers. This means that large size commercial banks are more responsive to 

monetary policy in Nigeria than small sized commercial banks using cross-

sectional data over the period of 1982 to 1990. The model used for the analysis 

of the 21 commercial banks is a two-stage least square estimation approach. 

Ayodele (2014) examined the effect on monetary policy on commercial 

bank lending rate in Nigeria from 1988 to 2008. The data sampled were 

exchange rate and interest rate (monetary policy proxies) and liquidity ratio, 

money supply and loans and advances from the commercial bank in Nigeria and 

analysed using the vector error correction mechanism of ordinary least square 

model. Conclusively, Ayodele found that commercial banks react negatively to 

the influence of exchange rate and interest rate significantly though there is a 

long-run relation. Also, Ayodele reports that monetary policy is not effective to 

stimulate commercial loans and advances. 
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Taking Ghana as a case study, Asamoah and Adu (2016) delved into the 

empirical analysis of the drivers behind banks’ lending rates in the country, 

utilizing annual time series data spanning from 1970 to 2013. Their research 

unearthed significant relationships between lending rates and various factors. 

Notably, lending rates exhibited a positive correlation with the monetary policy 

rate set by the Bank of Ghana and exchange rates in both the short and long run. 

Conversely, the study revealed a negative association between lending rates and 

real GDP, inflation rates, and fiscal deficits in the long term. Consequently, the 

study highlighted the substantial influence of the Bank of Ghana’s monetary 

policy and exchange rates on banks’ lending rates within the Ghanaian context. 

The  study conducted by Coetzee and Genukile (2020),  focused on 

South Africa, where they investigated the short and long-term drivers of lending 

behavior among banks. Their research employed an autoregressive distributed 

lag model applied to annual time-series data spanning from 1994 to 2016. The 

findings of this study pointed to the volume of deposits and bank size as the 

primary determinants of lending behavior in the short term. However, in the 

long run, GDP emerged as the sole factor driving lending behavior in South 

Africa. This underscores the importance of examining the trends and patterns of 

lending rates, alongside the factors that influence them, to inform effective 

policymaking. 

Feyen and Zuccardi Huertas (2020) expanded the scope by analyzing 

the trends and patterns of nominal lending rates and lending deposit interest 

rates across 140 emerging markets and developing economies. Their research 

uncovered a reduction in nominal lending rates and spreads from 2003 to 2007, 

accompanied by regional variations. Furthermore, the study highlighted the 
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influence of higher interest rates and lending rates in less economically and 

financially developed countries, which were driven by high spreads rather than 

deposit interest rates. Regression results suggested that factors such as public 

debt, policy interest rates, non-performing loans, non-interest rates, inflation, 

and the time needed to resolve insolvency (business environment) significantly 

affected nominal lending rates. Over a ten-year period from 2007 to 2017, 

changes in interest rates, public debt, non-performing loans, and other variables 

exhibited region-specific variations, emphasizing the need for nuanced 

analyses. 

Mbowe et al. (2020) focused their research on Tanzania, aiming to 

identify the major determinants and their relative importance in driving banks’ 

lending rates. They employed a combination of interest rate decompositions and 

econometric estimations, utilizing data from banks’ annual balance sheets. 

Results from their decomposition analysis pointed to non-performing loans, 

costs of funds (deposit interest rates), and operating costs as the primary 

influencers of lending rates in Tanzania. Econometric estimations reinforced the 

significance of these factors, ranking them in relative importance. Inflation 

emerged as the most influential driver, with a positive impact of 0.432, followed 

by operating costs (0.261), and the cost of funds (0.255). Conversely, bank size 

exerted a negative impact with a magnitude of 0.288. This study emphasized 

the need for enhancing operational efficiency to reduce operating costs and 

subsequently lower lending rates in Tanzania. 

Furthermore, the impact of monetary policy on banks’ lending rates has 

been a subject of interest, with varying outcomes across different countries. 

Sengonul and Thorbecke (2005) delved into the case of Turkey, investigating 
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the effects of bank-level macroeconomics on lending rates using data sourced 

from the Banking Association of Turkey and the Central Bank of the Republic 

of Turkey for the period 1997 to 2001. Employing Kashyap and Stein’s 

approach, their findings revealed that contractionary monetary policy reduced 

lending rates for banks with limited liquid balance sheets. This implied that such 

policies could potentially decrease the supply of bank loans in Turkey, 

particularly during balance of payment crises when interest rates rose. 

Olokoyo (2011) conducted a study in Nigeria, employing Ordinary 

Least Squared (OLS) and Vector Error Correction Model (VECM) on annual 

data spanning from 1980 to 2005. The objective was to examine the long-term 

relationship between Nigerian banks’ lending behavior and various 

macroeconomic factors. The study identified a unique long-term relationship 

between lending behavior and factors such as interest rates, investment 

portfolios, and deposit volume.  

Similarly, Djiogap and Ngomsi (2012) explored the effect of 

macroeconomic factors on banks’ lending behavior within the Central Africa 

Economic and Monetary Community. Their study, based on annual time-series 

data from 2001 to 2010, revealed that factors such as banks’ capital-to-asset 

ratio, size, and GDP growth had positive and statistically significant effects on 

long-term business loans. 

Matemilola et al. (2015) contributed to the literature by utilizing 

momentum threshold autoregressive and asymmetric error correction models to 

analyze the responsiveness of lending rates to changes in the South African 

money market. Their findings indicated that South African commercial banks 

adjusted lending rates downward in response to falling money market rates. 
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However, lending rates appeared to be relatively inflexible in an upward 

direction, reflecting customer reactions to rate changes. 

Interest rate spreads also bear significant implications for the economy 

and are notably influenced by competition among financial institutions and the 

presence of scale-related inefficiencies in the financial system. Manamba 

(2014) examined interest rate spreads in Tanzania using quarterly data from 

1986 to 2013. His analysis, which included cointegration tests, revealed that 

interest rate spreads decreased in the absence of competition among financial 

institutions and increased due to diseconomies of scale in the financial system.  

Despite the breadth of studies examining various facets of lending rates, 

some critical aspects have remained relatively unexplored in the literature. 

Notably, there is a gap in understanding the drivers to which lending rates are 

most responsive, the degree of responsiveness, and the impact of shocks in 

monetary policy on lending rates. While numerous drivers have been identified, 

this study seeks to shed light on the drivers that exert the most substantial 

influence on lending rates and determine the degree of responsiveness, thereby 

providing essential insights for policymakers. Furthermore, examining how 

shocks in monetary policy affect lending rates remains an understudied area, 

despite the potential significance of such shocks on lending behavior. Closing 

these research gaps will contribute to a more comprehensive understanding of 

lending rate dynamics and their responsiveness to various factors, including 

monetary policy shocks.  

Gaps Identified 

In the empirical review across three distinct objectives of the study, 

several critical gaps in the existing literature have come to light, underlining the 
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significance of a comprehensive and nuanced investigation into various facets 

of Ghana’s financial landscape. 

Objective 1: Financial Development on Monetary Policy Effectiveness in 

Ghana 

Within the realm of assessing the impact of FINDEV on the 

effectiveness of monetary policy in Ghana, several gaps demand attention. 

Firstly, the literature has been notably limited in its scope concerning Ghana. 

While there have been some research efforts in this domain, they remain 

relatively scarce compared to other regions (Alnaa & Matey, 2022; Najimu, 

2019; Ofori & Obeng, 2023; Quartey, 2008; Sena et al., 2021, 2021a; Takyi & 

Obeng, 2013; Tweneboah et al., 2019; Ziorklui & Barbee, 2003). Therefore, this 

study aims to bridge this gap by concentrating on the Ghanaian experience, 

providing insights tailored to the country’s FINDEV level. 

Most estimation techniques employed in previous studies are limited in 

assessing monetary policy transmission mechanism. As such, employing SVAR 

analysis is pivotal in the study examining the impact of FINDEV on the 

effectiveness of monetary policy in Ghana. SVAR’s significance lies in its 

ability to disentangle causality, identify shocks, and quantify the dynamics 

within the economic system. This analysis is particularly valuable in assessing 

whether changes in FINDEV led to shifts in macroeconomic variables or vice 

versa, a critical insight for policymakers.  

Additionally, SVAR accommodates the examination of lagged effects, 

allowing researchers to comprehend how FINDEV changes may exert delayed 

or prolonged influences (Hu et al., 2018; Ilyas et al., 2022; Leu, 2011). 

Furthermore, SVAR facilitates counterfactual experiments, aiding in the 
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evaluation of the importance of FINDEV in shaping economic outcomes. In a 

multifaceted context like Ghana, where monetary policy and FINDEV are 

interconnected, SVAR offers a robust framework for assessing policy 

coordination and alignment. Overall, SVAR’s data-driven approach empowers 

this study to provide empirical, dynamic, and policy-relevant insights into the 

intricate relationship between FINDEV and monetary policy in Ghana. 

Finally, analyzing the interaction between FINDEV and monetary 

policy rate shocks in Ghana is crucial for policymakers and researchers alike 

yet there is limited and scanty empirical analysis on this problem. This study 

aims to provide insights into how changes in FINDEV and monetary policy 

rates jointly affect macroeconomic variables, including output gaps and 

inflation. Such analysis holds significant policy implications, helping Ghanaian 

policymakers design more effective strategies to manage inflation, promote 

economic growth, and enhance macroeconomic stability. Furthermore, it offers 

valuable insights into investment patterns, risk management, and the potential 

impact of global financial dynamics on Ghana’s economy. 

Objective 2: Impact of Public Debt on Financial Development in Ghana 

In the context of examining the impact of public debt on FINDEV in 

Ghana, there are several noteworthy gaps that emphasize the necessity of 

employing a linear ARDL (Auto Regressive Distributed Lag) modeling 

approach. One of the primary gaps in the existing literature is the lack of Ghana-

specific analysis. Previous research predominantly focuses on the global or 

generalized relationship between public debt and FINDEV, neglecting the 

nuances of the Ghanaian context (Abbas et al., 2022; Benayed & Gabsi, 2019; 

Chung-Yee et al., 2020; Hauner, 2009; İlgün, 2016; Ismihan & Ozkan, 2012; 
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Jiménez-Sotelo, 2023; Kipyego et al., 2022; Kusairi et al., 2019; Kutivadze, 

2013; Ndikumana & Boyce, 2003; Pedersoli & Presbitero, 2023; Sağdiç et al., 

2021). Therefore, conducting an in-depth, context-specific analysis becomes 

imperative to discern how public debt precisely influences FINDEV within the 

Ghanaian financial landscape. 

Moreover, another critical gap pertains to the inadequate disaggregation 

of public debt. Previous studies often treat public debt as a monolithic entity 

without distinguishing between its domestic and private components. However, 

these two facets of public debt might exert varying impacts on FINDEV 

(Benayed & Gabsi, 2019; Jiménez-Sotelo, 2023; Moazzam, 2023; Sağdiç et al., 

2021). Thus, the meticulous separation of public debt into domestic and private 

categories becomes crucial to gain a more nuanced understanding of how each 

component influences the financial sector in Ghana. 

Furthermore, dominance analysis, a methodological approach that ranks 

variables based on their effect on FINDEV, presents another gap-filling 

opportunity (Budescu, 1993; Luchman, 2021; Nanivazo, 2015; Rady et al., 

2020; Rød & Van Der Meer, 2007; Rød & van der Meer, 2009). While some 

studies have investigated various variables’ relationships with FINDEV, they 

may not have determined which factors hold the most substantial influence. 

Dominance analysis can provide valuable insights into the relative importance 

of these variables and help identify which ones exert the most significant 

impact. 
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Objective 3: Responsiveness of Commercial Banks to the Monetary Policy 

Rate in Ghana 

In the empirical review concerning the responsiveness of commercial 

banks to the monetary policy rate (MPR) in Ghana, several critical gaps in the 

existing literature come to light, underlining the need for a comprehensive and 

multi-method approach to research. 

Firstly, a significant gap emerges in terms of the limited focus on Ghana 

in previous studies. While research in this area has explored global contexts and 

examined other countries, there remains a paucity of dedicated research on 

Ghana. This gap underscores the necessity of specific and context-relevant 

investigations to comprehend the intricacies of the Ghanaian financial 

landscape thoroughly. 

Additionally, there is a gap in methodological diversity. Many prior 

investigations have heavily relied on econometric models to explore the 

relationship between monetary policy and lending rates (Akanbi & Ajagbe, 

2012; Ayodele, 2014; Bangura, 2011; Glindro et al., 2015; Gray, 1963; Harun 

et al., 2005; Li & Wang, 2012; Nguyen & Nguyen, 2021; Njiru, 2014; Olokoyo, 

2011; Ray, 2008). However, the inclusion of interviews with bank managers 

provides a qualitative perspective that complements quantitative findings. This 

mixed-method approach holds the potential to uncover nuanced insights into the 

decision-making processes of banks and their responses to monetary policy. 

Additionally, there is a need for a comprehensive framework that 

bridges quantitative analyses with qualitative interviews. Such a framework 

would enable researchers to triangulate their findings, resulting in a more robust 
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understanding of how commercial banks in Ghana respond to changes in the 

MPR and financial sector dynamics. 

In conclusion, these identified gaps underscore the importance of 

conducting dedicated research on Ghana, adopting a mixed-method approach, 

integrating quantitative and qualitative findings, and providing practical policy 

implications. Such research endeavors would contribute to a more 

comprehensive understanding of how commercial banks in Ghana respond to 

monetary policy changes and financial sector developments, thereby benefiting 

the nation’s economic stability and growth. 

Conceptual Framework 

The review of both theoretical and empirical literature reveals that there 

is no single theory providing a straightforward relationship among FINDEV, 

public debt dynamics, commercial banks’ responsiveness and monetary policy 

effectiveness in Ghana. Monetary policy is a powerful tool employed by central 

banks to influence macroeconomic variables such as inflation, economic 

growth, and exchange rates. In Ghana, as in many other economies, the 

effectiveness of monetary policy depends on the transmission mechanism 

through which policy rate changes influence various aspects of the economy 

(Amidu, 2006; Iddrisu & Alagidede, 2022; Mensah et al., 2018; Sena et al., 

2021, 2021a; Sowa & Abradu-Otoo, 2009). The Figure 3 shows the 

transmission of monetary policy to solve output and inflation gap. 

The market rate channel is one of the primary avenues through which 

monetary policy rate changes affect the economy (Brownbridge, 1995; Cantah 

& Ahiakpor, 2017; Wiafe et al., 2022). When the central bank adjusts its policy 

rate, commercial banks follow suit by altering their lending and deposit rates 
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(Amidu, 2006). The efficiency of this channel hinges on the level of FINDEV. 

In a well-developed financial system, interest rate adjustments are swift and 

effective, allowing borrowers and savers to respond promptly to rate changes 

(Feyen & Zuccardi Huertas, 2020; Olokoyo, 2011).  

Changes in the monetary policy rate can also reverberate through asset 

prices (Alexandre & Bação, 2005; Arango, 2019; Carlstrom & Fuerst, 2007; 

Furlanetto, 2011; Holz, 2007; Malik et al., 2023; Svensson, 1989). In economies 

like Ghana, where financial markets may be less sophisticated, asset prices can 

be particularly sensitive to interest rate shifts. Higher rates may dampen demand 

for assets like real estate and stocks, impacting consumer and business wealth. 

The role of FINDEV becomes evident here, as a mature financial system can 

provide a more nuanced response to changes in interest rates (Airaudo et al., 

2015; Galí, 2014; Geromichalos et al., 2007; Saman & Szeles, 2020). 

Businesses often base their investment decisions on expectations about 

future economic conditions (Coibion et al., 2018; Lahiri & Lee, 1979; Pitchford, 

1981). The monetary policy rate is a critical factor influencing these 

expectations. In Ghana, the responsiveness of commercial banks to monetary 

policy is essential. Quick adjustments in lending rates can encourage businesses 

to invest when rates are low, thereby stimulating economic growth. 

Exchange rates play a vital role in the transmission of monetary policy 

(Chadha et al., 2004; De Grauwe & Grimaldi, 2001). In Ghana, as in many 

emerging economies, changes in interest rates can impact the exchange rate. 

When rates rise, attracting foreign capital, the local currency may appreciate, 

affecting net exports. FINDEV plays a role here by helping to manage capital 
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flows and mitigate sharp currency fluctuations (Mohammed et al., 2021; Taylor 

& Sarno, 2004). 

The cost of borrowing for households and businesses is influenced by 

changes in the monetary policy rate (Forson et al., 2017; Ziorklui & Barbee, 

2003). In Ghana, if commercial banks are responsive to rate adjustments, the 

impact on domestic demand can be more immediate and effective  (Gray, 1963; 

Olokoyo, 2011). The role of FINDEV in ensuring the responsiveness of banks 

is pivotal. 

The combined effect of changes in domestic and external demand, 

influenced by monetary policy rate adjustments, has significant implications for 

the output gap and the inflationary gap (Priya & Sharma, 2023; Rezende, 2015; 

Wang, 2023). FINDEV enhances the efficiency of this transmission process by 

ensuring that credit flows smoothly to productive sectors, helping to reduce 

output gaps and keep inflation in check. 

In Ghana, the effectiveness of monetary policy is intricately linked to its 

transmission mechanism, which involves various channels influenced by 

FINDEV, public debt dynamics, and commercial banks’ responsiveness. A 

well-developed financial system ensures that interest rate adjustments have their 

desired effects on market rates, asset prices, business expectations, and 

ultimately, on the macroeconomic variables that central banks aim to control. 

Understanding these dynamics is crucial for policymakers seeking to achieve 

stability and sustainable economic growth in Ghana. 
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 Figure 3: Transmission Channel of Monetary Policy 

Source: Auther’s construct
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Chapter Summary 

The chapter was divided into four sections; theoretical review, review 

of concepts, empirical review and conceptual framework, which were duly 

reviewed according to the study’s objectives. The theories adopted in the study 

are Monetary Policy transmission channels related to the Banking Sector such 

as, credit channel of monetary policy transmission. The study also elaborates on 

McKinnon and Shaw Hypothesis and Lazy banks and Safe asset Hypothesis.  

The conceptual review was covered under thematic headings; financial 

sector, financial policy regimes in Ghana, FINDEV, public debt and monetary 

policy. The theoretical and empirical review indicated the connection between 

economic growth, commercial banks responsiveness and monetary policy 

effectiveness. The chapter discusses various transmission mechanisms how 

monetary policy influences the broader economy. These include interest rate 

adjustments, inflationary expectations, and the influence on aggregate demand, 

prices, and exchange rates. 
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CHAPTER THREE 

RESEARCH METHODS 

Introduction 

This chapter discusses the methods and procedures used to undertake 

the study. It uses particularly the mixed method approach to deal with the 

analysis issues identified. The chapter therefore spells out the research design 

and philosophy underpinning the study based on each research objective. In 

particular, the chapter provides a thorough explanation of the empirical and 

theoretical formulation of the models used in the study. The study investigates 

financial development and its influence on monetary policy effectiveness using 

Structural VAR (SVAR) approach. Also, the link between financial sector 

development and total debt (external and domestic), trade openness, real 

effective exchange rate, inflation, GDP growth rate as well as remittance are 

explored with ARDL. Finally, the mixed method part of the work is explored to 

find out the responsiveness of commercial banks to monetary policy rate in 

order to complement the role of financial development in making monetary 

policy effective. The studies' datasets are also described after the models' 

empirical specification. The final section describes the method used to gather 

and analyze data for the qualitative study on Ghana's commercial banks' 

responsiveness to the monetary policy rate. 

Research Philosophy, Approach and Design 

The study adopts the mixed-methods approach, drawing from both 

positivist and interpretivist philosophies as foundational frameworks (Bresz et 

al., 2017; Creswell & Creswell, 2018; Hausman, 2015; Tamminen & Poucher, 

2020). The adoption of these philosophical stances serves to comprehensively 
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address multifaceted research objectives. Positivism, aligned with the new 

consensus view of monetary policy (New Wicksellian Connection), forms the 

basis for the quantitative aspects of this research (Hughes & Hoffmann, 2018). 

Positivist philosophy, as expounded in literature, rests upon the assumption that 

patterns, generalizations, methodologies, and cause-and-effect relationships are 

applicable not only to natural sciences but also to the social sciences (Aliyu et 

al., 2014; Jackson & Dolan, 2021; Thorpe & Holt, 2015). It posits that scientific 

methods can be effectively applied to study the objects of social sciences, 

primarily people, leading to the generation of generalizations akin to those in 

the natural sciences.  

The positivist perspective underscores the existence of an objective 

reality beyond personal experiences, characterized by distinct cause-and-effect 

associations (Thorpe & Holt, 2015). In adopting a positivist stance, researchers 

aim to maintain a distant, neutral, non-interactive position to objectively analyze 

data, enabling value-free interpretations (Tamminen & Poucher, 2020). 

Analytical interpretations of quantifiable data are favored by positivists. 

Consequently, the quantitative approach is aptly suited for investigating 

research objectives one and two, and it aligns with the positivist philosophy. 

Moreover, this study embraces an explanatory research design within 

the quantitative paradigm for the research objectives one and two (Creswell & 

Creswell, 2018). The explanatory design facilitates the identification and 

exploration of cause-and-effect relationships’ nature and magnitude. It is 

particularly suitable for examining the impacts of specific changes on existing 

processes, aligning with the overarching research objectives. 
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Conversely, the mixed method approach is also integrated into the 

research methodology to offer a profound understanding of the economic 

phenomena under investigation by research objective three (Bresz et al., 2017; 

Creswell, 2015; Tamminen & Poucher, 2020). Drawing inspiration from 

interpretivist philosophy, the third objective facet of the study seeks to delve 

into the perspectives, opinions, experiences, and meanings attributed by 

manager of commercial banks on the responsiveness of commercial banks to 

MPR. According to Tamminen and Poucher (2020), the interpretivist paradigm 

places significant emphasis on contextual analysis to draw reliable inferences. 

It operates on the premise that knowledge and meaning are products of 

interpretation, thereby rejecting the existence of objective knowledge 

independent of human cognition. Interpretivists contend that reality can only be 

apprehended through social constructs such as language, consciousness, and 

shared meanings (Hausman, 2015; Lee & Cronin, 2016). The interpretive 

paradigm revolves around observation and interpretation, whereby observation 

involves collecting information about events, and interpretation entails 

extracting meaning from this information by making inferences or assessing its 

alignment with abstract patterns (Tamminen & Poucher, 2020). 

This interpretive approach is particularly relevant to the third research 

objective, which delves into the perceptions of experts regarding the 

responsiveness of commercial banks to monetary policy in Ghana. 

Interpretivism shines as it enables the exploration of the world through the 

individual viewpoints of experts, chiefly via qualitative data collection methods 

like interviews (Lee & Cronin, 2016; Saunders et al., 2015). These qualitative 
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investigations aim to shed light on the subjective interpretations and experiences 

of the experts, enriching the overall research endeavor. 

Thus, in summary, the study adopts quantitative approach based on the 

positivist philosophy for objectives one and two and interpretivist philosophy 

for objective three. Also, explanatory design is adopted because it is effectively 

incorporated into a mixed-methods research approach to enhance the depth and 

breadth of inquiry, making it a valuable tool as the study seeks to gain 

comprehensive insights based on the research objectives. 

Financial Development and the Effectiveness of Monetary Policy 

The first objective of the study seeks to examine the role of financial 

development in the effectiveness of monetary policy in Ghana. The objective 

follows the positive paradigm, quantitative and explanatory research. The 

theoretical and empirical models are specified in the subsequent sections. The 

data analysis techniques and the data sources are also explained.   

Theoretical Model  

The theoretical framework employed for examining the relationship 

among FINDEV, and monetary policy effectiveness in Ghana draws from the 

New Keynesian macroeconomic model (Carranza et al., 2010; Effiong et al., 

2020; Krause et al., 2006; Leu, 2011; Ma, 2018; Ma & Lin, 2016). This modern 

macroeconomic school of thought endeavors to establish microeconomic 

foundations for Keynesian economics and was, in part, developed as a response 

to criticisms of Keynesian macroeconomics, particularly from proponents of 

new classical macroeconomics (Farmer & Nicolò, 2018; Lai, 2017; Michie, 

2018; Razin & Yuen, 2002; Scheufele, 2010). Within this theoretical 

framework, economic agents are characterized as rational and forward-looking, 
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aligning with the principles of contemporary economic analysis. The specific 

models utilized in this study encompass the (investment-savings) IS equation, 

the (aggregate supply) AS equation, uncovered interest rate parity, and a 

monetary rule. 

IS Equation 

The IS equation serves as a fundamental component of the analytical 

framework (Cantah, 2018; Fischer, 2008; Kara & Nelson, 2004; Rogoff, 1999; 

Serrano & Summa, 2015). It is employed to delineate the output gap within the 

context of a small open economy. This revised IS curve, akin to the Mundell-

type, forms the basis for understanding the output gap (Rogoff, 1999; Serrano 

& Summa, 2015). Consequently, it represents the optimization problem of 

households operating within an open economy framework. For a comprehensive 

exploration of the aggregate demand specification, one can refer to McCallum 

and Nelson (2004) and McCalluma and Nelson (1999). Accordingly, IS 

equation can be modelled as  

𝑋𝑡 = 𝛼 + 𝛼1𝑋𝑡+1 − 𝛼2(𝑅𝑡 − 𝜋𝑡+1) + 𝛼3(&𝑡 + 𝑃𝑡 − 𝑃𝑡
∗) + 𝑒𝑡

𝑥 (1) 

In the presented equation (1), various factors influence the output gap 

𝑋𝑡 within the economy. These factors include the nominal short-term interest 

rate (𝑅𝑡), the inflation rate 𝜋𝑡, the exchange rate (&𝑡) expressed as the domestic 

currency cost of one unit of foreign currency, the general price level (𝑃𝑡), 

foreign variables (general price level of the foreign country) denoted with an 

asterisk 𝑃𝑡
∗, and parameters represented by 𝛼. Each parameter captures the 

specific impact of these variables on the current output gap ( Leu, 2011). 

Equation (1) essentially illustrates the aggregate demand side of an open 

economy, with 𝑒𝑡
𝑥 interpreted as an aggregate demand shock. According to this 
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model, the current level of output is intricately linked to the expected output in 

the future. Furthermore, the equation (1) suggests that the real interest rate 

(𝑅𝑡 − 𝜋𝑡+1)  exerts a negative influence on the present output level, reflecting 

the concept of intertemporal substitution of consumption. In addition, an 

increase in the value of the real exchange rate (&𝑡 + 𝑃𝑡 − 𝑃𝑡
∗) is anticipated to 

elevate the current output, primarily through the expenditure-switching effect. 

Aggregate Supply Equation 

The New Keynesian Phillips curve, based on Calvo (1983) staggered 

nominal price setting model with an exogenous aggregate supply shock (𝑒𝑡
𝜋), 

can be expressed as follows: 

𝜋𝑡 = Ø1𝜋𝑡−1 + Ø2𝑋𝑡 + Ø3𝑋𝑡−1 + Ø4(&𝑡 − 𝑃𝑡 + 𝑃𝑡
∗)

+ Ø5(&𝑡−1 + 𝑃𝑡−1
∗ −𝑃𝑡) + 𝑒𝑡

𝜋 

(2) 

In equation (2), inflation is influenced by past inflation rates, the current 

output gap, and the real exchange rate. This implies that a decrease in the 

domestic currency’s value relative to the foreign currency contributes to an 

increase in inflation. Thus, the output gap 𝑋𝑡 within the economy. These factors 

include the inflation rate 𝜋𝑡, the exchange rate (&𝑡) expressed as the domestic 

currency cost of one unit of foreign currency, the general price level (𝑃𝑡), 

foreign variables (general price level of the foreign country) denoted with an 

asterisk 𝑃𝑡
∗, and parameters represented by Ø. 

Uncovered Interest Parity 

In most open economy macroeconomic models, the uncovered interest 

parity plays a fundamental role in describing the behaviour of the nominal 

exchange rate (Liao, 2020; Taylor & Sarno, 2004). The equation governing 

uncovered interest parity is expressed as: 
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&𝑡 = &𝑡+1 − (𝑅𝑡 − 𝑅𝑡
∗) + 𝑒𝑡

& (3) 

In equation (3), 𝑅𝑡 represents the domestic interest rate, while 𝑅𝑡
∗ 

represents the foreign interest rate. The error term 𝑒& accounts for temporary 

deviations from the interest parity condition. This formulation of uncovered 

interest rate parity aligns with the works of (McCallum, 1994). 

Monetary Policy Rule  

Additionally, the model incorporates a forward-looking monetary policy 

rule, as shown below: 

𝑅𝑡 = 𝜆1𝑅𝑡−1 + 𝜆2𝑋𝑡 + 𝜆3𝜋𝑡 + 𝜆4&𝑡 + 𝑒𝑡
𝑅 (4) 

In equation (4), &𝑡 represents the exchange rate, while 𝜆 denotes 

parameters, and  𝑒𝑡
𝑅 represents shocks to monetary policy. According to 

equation (4), the central bank is assumed to respond to changes in targeted 

inflation, the exchange rate, and the output gap by adjusting interest rates to 

some extent. The study posits that the effectiveness of monetary policy rate 

transmission through interest rates is contingent upon the structure and 

functioning of the financial system, emphasizing the role of FINDEV as a 

conduit through which monetary policy can effectively transmit.  

Transmission Channels 

The impact of monetary policy shocks on key macroeconomic variables, 

such as inflation and output, operates through various channels. The 

transmission process in an economy typically begins with the discretionary 

actions of monetary authorities and their influence on financial aggregates like 

money and interest rates. The subsequent stage involves the connection between 

changes in financial variables, aggregate demand, and prices (Robinson 1964). 
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Initially, monetary policy changes are communicated through the financial 

markets, partly due to lower information and transaction costs. 

Empirical Model Specification  

Structural VAR (SVAR) 

The SVAR approach has been developed over the last decade to interpret 

business cycle variabilities and to aid in identifying the effects of different 

economic policies  (Hu et al., 2018; Ilyas et al., 2022; Soliman et al., 2023). It 

is an advancement and development in the traditional theoretic VAR approach 

in that it reconciles economic theory with time-series analysis to determine the 

different response of economic variables to various disturbances. The core 

benefit of SVAR analysis is that the relevant restrictions on the estimated 

reduced form model, required for identification of the given structural model, 

can be provided by economic theory (Ilyas et al., 2022; Leu, 2011). These 

restrictions can be either contemporaneous or long-run in nature contingent 

upon whether the underlying disturbances are considered to be temporary or 

permanent in nature. Once the identification is achieved, it is possible to recover 

from the structural shocks. Impulse response and variance decomposition 

functions can then be generated from the shock to assess the dynamic impacts 

on different economic variables (Deng et al., 2023). It is also used to provide 

checks on the theory by testing whether the shock imposed affect a restricted 

economic variable. In other words, SVAR makes it possible to investigate the 

net effect of an unexpected changes in one variable on other variables in the 

model (Soliman et al., 2023). 

Furthermore, SVAR is seen to have power over a reduce form model 

with respect to the interpretation of whether the variations are as a result of 
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differences in structural shocks in the transmission mechanism of economy. 

Policy makers prefer to use SVAR models to reduce model form because they 

are able to test the response of a given targeted variable to a relevant shock 

easily. Studies from (Apanisile, 2021; Bangara, 2019; Ca’ Zorzi et al., 2017; 

Hur, 2017; Rapa, 2016; Takyi & Leon-Gonzalez, 2020; Zhao et al., 2022) 

supported the use of structural models that are developed from micro 

foundations as general equilibrium models. Cantah (2018) proposed that SVAR 

models are not only consistent but they also provide valid results, particularly 

in the case of a small open economy. 

Irrespective of the fact that dynamic stochastic general equilibrium 

(DSGE) model was used to overcome the Lucas critique, DSGE model has some 

challenges (Apanisile & Osinubi, 2020; Ca’ Zorzi et al., 2017; Hur, 2017). 

DSGE models at some point not able to match some aspects of macroeconomic 

variables’ observed behaviour (Cantah, 2018; C. Chen et al., 2017; Wiafe et al., 

2022). The optimizing agent’s framework implies that Ricardian equivalence 

typically holds, which is clearly at odds with the empirical evidence (Slanicay, 

2016). A unique feature of DSGE models is the assumption that structural 

parameters do not respond to policy changes. At least some of the parameters 

may depend on the economic policy. 

Again, according to prior studies it does not make sense to check the 

micro foundation models to see the detail dynamic behaviours of the real 

variables and the variables used as a proxy that constitute the data. By defining 

a SVAR and imposing certain identification constraints, an alternate method to 

DSGE modelling can be used to derive some structural inferences (Cantah, 

2018; Wiafe et al., 2022). Awad & Eid (2017), stated that SVAR provides an 
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avenue through which econometricians can pin down the effects of monetary 

policy shocks and trace their expected impact on various macroeconomic 

variables. SVAR is well accepted by many as one of the means to empirically 

test theoretical models with real data. It is argued that SVAR avoids incredible 

restrictions in single equations and strict restrictions in DSGE models (Cantah, 

2018; Ilyas et al., 2022; Leu, 2011) 

The study therefore makes use of SVAR model and uses the 

conventional New Keynesian framework to examine how a sudden change in   

FINDEV affect the macroeconomic implications of monetary policy's efficacy. 

Model Specification 

The variables in the study are analyzed using the SVAR methodology 

by imposing appropriate restrictions on the dynamic relationships of the 

variables. The non-recursive identification in SVAR models relies on economic 

theory to impose restrictions on the contemporaneous causal relationship of the 

variables instead of relying on the pure ordering of the variables. The VAR 

framework is an important tool in identifying the dynamic impact of a shock on 

a variable of interest. The study augments the equation (1) through to equation 

(4) and specify SVAR framework with the general representation below as 

proposed by Kilian (2011). 

𝐴𝑌𝑡 = 𝐵 +  q(L)Y𝑡−𝑗 + C 𝑒𝑡
𝑦

 (5) 

The (𝑌𝑡) in the equation (5) above is a vector that represents endogenous   

variables which consist of output gap, FINDEV, inflation, trade openness, real 

effective Exchange rate and monetary policy rate. The 𝐵 is constant and also 

represent the linear term. The 𝑞(𝐿) is polynomial matrix in the lag operator 

𝐿 while 𝐴 is the contemporaneous coefficients among the endogenous variables, 
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and C, is the contemporaneous impact matrix of vector of orthogonalised error 

terms  𝑒𝑡
𝑦

 (which also captures structural shocks in the Ghanaian economy) 

(Leu, 2011).  

The structural equation (5) cannot be estimated directly because of the 

correlation between the variables and the error terms. The information in the 

system can be recovered by estimating reduced form equations that can actually 

be estimated. This is achieved by pre-multiplying equation (1) by 𝐴−1 to obtain 

the following reduced form equation: 

𝐴−1𝐴𝑌𝑡 = 𝐴−1𝐵 + 𝐴−1 q(L)Y𝑡−𝑗 + 𝐴−1C 𝑒𝑡
𝑦

 (6) 

These will imply that 

𝑌𝑡 = 𝜆 + &(L)Y𝑡−𝑗 + ɸ𝑦 (7) 

𝐴−1𝐵 = 𝜆, 𝐴−1 q = &, and  𝐴−1C𝑒𝑡
𝑦

= ɸ𝑡
𝑦
    

is the reduction form residual vector, which may be contemporaneously 

correlated across equations but is assumed to be white noise and serially 

uncorrelated with all right-side variables as well as their own lag values. 

Restrictions on the parameters of matrices in equation (7) isolate the structural 

economic shocks from the estimated reduced form residuals given the 

estimations of the reduced form VAR. (8): 

𝐴ɸ𝑡 = 𝐶𝑒𝑡
𝑦

 (8) 

which is derive from equation (7).  The orthogonality assumption of the 

structural innovations i.e.  𝐸 (𝑒𝑡,𝑒𝑡
𝑖) = 1, 

Identification 

A number of restrictions are imposed on the structural parameters of the 

endogenous variables in order to effectively identify the underlying structural 

shocks in a SVAR Model (Leu, 2011). Assuming that matrix 𝐴 and 𝐵 are non-
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singular matrices, the identifying restrictions are put on both matrices. For the 

purpose of this study the recursive identification is used. In the recursive 

identification the study uses a recursive order of the variables in the VAR 

system. This is whereby we restrict matrix A to a lower triangular matrix with 

zero above the diagonal line (Hu et al., 2018; Ilyas et al., 2022). Mostly, the 

emphasis is the order in which variables appear in the system with low 

frequency placed above the high frequency variable (Wiafe et al., 2022). 

Recursive identification requires that enough restrictions are placed on A for 

exact identification. The restrictions placed on matrix A and B are indicated in 

equation (9) below. 

Matrix 1  

𝐴𝑌𝑡 = 

[
 
 
 
 
 
 
 
 

1 0 0 0 0

𝑎21 1 0 0 0

𝑎31 𝑎32 1 0 0

𝑎41 𝑎42 𝑎43 1 0

𝑎51 𝑎52 𝑎53 𝑎54 1]
 
 
 
 
 
 
 
 

×

[
 
 
 
 
 
 
 
 

𝑅𝐸𝐸𝑅𝑡

𝑇𝑅𝐷𝑂𝑃𝐸𝑁𝑡

𝐹𝐼𝑁𝐷𝐸𝑉𝑡

𝑂𝑈𝑇𝐺𝐴𝑃𝑡

𝐼𝑁𝐹𝑡 ]
 
 
 
 
 
 
 
 

=

[
 
 
 
 
 
 
 
 
1 0 0 0 0

0 1 0 0 0

0 0 1 0 0

0 0 0 1 0

0 0 0 0 1]
 
 
 
 
 
 
 
 

[
 
 
 
 
 
 
 
 

𝑒𝑡
𝑅𝐸𝐸𝑅

𝑒𝑡
𝑇𝑅𝐷𝑂𝑃𝐸𝑁

𝑒𝑡
𝐹𝐼𝑁𝐷𝐸𝑉

𝑒𝑡
𝑂𝑈𝑇𝐺𝐴𝑃

𝑒𝑓
𝐼𝑁𝐹

]
 
 
 
 
 
 
 
 

 

... (9) 
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𝐶 =

[
 
 
 
 
 
 
 
 
𝐶11 0 0 0 0

0 𝐶22 0 0 0

0 0 𝐶33 0 0

0 0 0 𝐶44 0

0 0 0 0 𝐶55]
 
 
 
 
 
 
 
 

   𝑒𝑡 =

[
 
 
 
 
 
 
 
 

𝑒𝑡
𝑅𝐸𝐸𝑅

𝑒𝑡
𝑇𝑅𝐷𝑂𝑃𝐸𝑁

𝑒𝑡
𝐹𝐼𝑁𝐷𝐸𝑉

𝑒𝑡
𝑂𝑈𝑇𝐺𝐴𝑃

𝑒𝑓
𝐼𝑁𝐹

]
 
 
 
 
 
 
 
 

                         

 

Matrix 2  

𝐴𝑌𝑡 = 

[
 
 
 
 
 
 
 
 

1 0 0 0 0

𝑎21 1 0 0 0

𝑎31 𝑎32 1 0 0

𝑎41 𝑎42 𝑎43 1 0

𝑎51 𝑎52 𝑎53 𝑎54 1]
 
 
 
 
 
 
 
 

×

[
 
 
 
 
 
 
 
 

𝑅𝐸𝐸𝑅𝑡

𝑇𝑅𝐷𝑂𝑃𝐸𝑁𝑡

𝑀𝑃𝑅𝑡

𝑂𝑈𝑇𝐺𝐴𝑃𝑡

𝐼𝑁𝐹𝑡 ]
 
 
 
 
 
 
 
 

=

[
 
 
 
 
 
 
 
 
1 0 0 0 0

0 1 0 0 0

0 0 1 0 0

0 0 0 1 0

0 0 0 0 1]
 
 
 
 
 
 
 
 

[
 
 
 
 
 
 
 
 

𝑒𝑡
𝑅𝐸𝐸𝑅

𝑒𝑡
𝑇𝑅𝐷𝑂𝑃𝐸𝑁

𝑒𝑡
𝑀𝑃𝑅

𝑒𝑡
𝑂𝑈𝑇𝐺𝐴𝑃

𝑒𝑓
𝐼𝑁𝐹

]
 
 
 
 
 
 
 
 

 

...(10) 

𝐶 =

[
 
 
 
 
 
 
 
 
𝐶11 0 0 0 0

0 𝐶22 0 0 0

0 0 𝐶33 0 0

0 0 0 𝐶44 0

0 0 0 0 𝐶55]
 
 
 
 
 
 
 
 

   𝑒𝑡 =

[
 
 
 
 
 
 
 
 

𝑒𝑡
𝑅𝐸𝐸𝑅

𝑒𝑡
𝑇𝑅𝐷𝑂𝑃𝐸𝑁

𝑒𝑡
𝑀𝑃𝑅

𝑒𝑡
𝑂𝑈𝑇𝐺𝐴𝑃

𝑒𝑓
𝐼𝑁𝐹

]
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Matrix 3  

𝐴𝑌𝑡 = 

[
 
 
 
 
 
 
 
 

1 0 0 0 0

𝑎21 1 0 0 0

𝑎31 𝑎32 1 0 0

𝑎41 𝑎42 𝑎43 1 0

𝑎51 𝑎52 𝑎53 𝑎54 1]
 
 
 
 
 
 
 
 

×

[
 
 
 
 
 
 
 
 

𝑅𝐸𝐸𝑅𝑡

𝑇𝑅𝐷𝑂𝑃𝐸𝑁𝑡

𝐹𝐼𝑁𝐷𝐸𝑉 ∗ 𝑀𝑃𝑅𝑡

𝑂𝑈𝑇𝐺𝐴𝑃𝑡

𝐼𝑁𝐹𝑡 ]
 
 
 
 
 
 
 
 

=

[
 
 
 
 
 
 
 
 
1 0 0 0 0

0 1 0 0 0

0 0 1 0 0

0 0 0 1 0

0 0 0 0 1]
 
 
 
 
 
 
 
 

[
 
 
 
 
 
 
 
 

𝑒𝑡
𝑅𝐸𝐸𝑅

𝑒𝑡
𝑇𝑅𝐷𝑂𝑃𝐸𝑁

𝑒𝑡
𝐹𝐼𝑁𝐷𝐸𝑉∗𝑀𝑃𝑅

𝑒𝑡
𝑂𝑈𝑇𝐺𝐴𝑃

𝑒𝑓
𝐼𝑁𝐹

]
 
 
 
 
 
 
 
 

 

...(11) 

𝐶 =

[
 
 
 
 
 
 
 
 
𝐶11 0 0 0 0

0 𝐶22 0 0 0

0 0 𝐶33 0 0

0 0 0 𝐶44 0

0 0 0 0 𝐶55]
 
 
 
 
 
 
 
 

   𝑒𝑡 =

[
 
 
 
 
 
 
 
 

𝑒𝑡
𝑅𝐸𝐸𝑅

𝑒𝑡
𝑇𝑅𝐷𝑂𝑃𝐸𝑁

𝑒𝑡
𝐹𝐼𝑁𝐷𝐸𝑉∗𝑀𝑃𝑅

𝑒𝑡
𝑂𝑈𝑇𝐺𝐴𝑃

𝑒𝑓
𝐼𝑁𝐹

]
 
 
 
 
 
 
 
 

                         

 

The 𝑎𝑖𝑗 and 𝑐𝑖𝑗  which are none zero coefficient of matrixes (1, 2 and 3) 

A and B respectively showing that any residual 𝑗 in matrices ɸ𝑡  𝑎𝑛𝑑  𝑒𝑡,  and 

in that order has an instantaneous impact on variable 𝑖. Five variables in the 

matrix (1), (2) and (3) with Matrix (3) having an interacted term between 

financial development and monetary policy. These variables are 𝑅𝐸𝐸𝑅𝑡 (real 

effective exchange rate), 𝑇𝑅𝐷𝑂𝑃𝐸𝑁𝑡  (trade openness), 𝐹𝐼𝑁𝐷𝐸𝑉𝑡 (financial 

development) 𝑂𝑈𝑇𝐺𝐴𝑃𝑡   (output gap)  𝐼𝑁𝐹𝑡 (inflation rate), 𝑀𝑃𝑅𝑡  (monetary 

policy rate) and 𝐹𝐼𝑁𝐷𝐸𝑉 ∗ 𝑀𝑃𝑅𝑡 (interaction between financial development 

and monetary policy rate).  Output gap and inflation rate enters the SVAR as a 
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policy goal, whiles monetary policy, financial development rate as well as 

interaction term between financial development and monetary policy rate are 

seen as operating targets. The remaining variables, trade openness and real 

effective exchange rate were considered as intermediate target. 

The first two equations suggest that trade openness and exchange rate 

are slow in responding to shocks to monetary policy variable in the economy.  

This structure is based on the observation that a lot of real economic activities 

may respond only with a lag to monetary policy variables because of inherent 

inertia and planning delays (Abdul Karim et al., 2021; Basa et al., 2019; Chen 

et al., 2015; Effiong et al., 2020; Ma & Lin, 2016). From the equation (9), 

Devereux and Connolly (1996) found that import taxes appreciate the real 

effective exchange rate in a sample of Latin American countries. This 

complements the hypothesis that liberalization of trade brings about 

depreciation of the real effective exchange rate. FINDEV affects real effective 

exchange rate.  

Financial development is postulated to be contemporaneously affected 

by trade openness and exchange rate (Cole & Shaw, 1974; Demetriades & 

Rousseau, 2010; Dogan & Seker, 2016; Farhani & Ozturk, 2015; Nasrullah et 

al., 2023; Ozatac et al., 2017; Qamruzzaman & Jianguo, 2020). The high degree 

of financial sector development could dampen the real economic costs of 

exchange rate volatility. This implies that the degree of financial sector 

development could provide more effective ways of transferring risks arising 

from exchange rate volatility (Demetriades & Rousseau, 2010; Minea & Villieu, 

2010). Merton and Bodie (1995) emphasize that one of the main functions of a 

financial system is to facilitate the trading, hedging, diversifying and pooling of 
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risk. As a result, a well-developed financial market may reduce the effect of 

exchange rate volatility on exports. In effect, when the financial sector is well 

developed, it has a tendency of reducing the effect of exchange rate volatility 

on export. However, in this study, financial sector development is seen to be 

influenced by trade openness and exchange rate. 

Abdul Karim et al. (2021) study investigates the relationship between 

FINDEV and monetary policy effectiveness in ASEAN-3 countries (Singapore, 

Malaysia, and the Philippines). It finds that the role of FINDEV varies across 

countries. In Malaysia, a more developed financial system reduces MPE on 

output, while in Singapore, it tends to increase it. In the Philippines, the impact 

of FINDEV on MPE depends on the policy variable used (interest rates or 

money supply).  

Nguyen et al. (2022) examined the impact of financial development on 

the bank lending channel of monetary policy transmission in an emerging 

market (Vietnam). They found that FINDEV weakens the bank lending channel, 

with heterogeneous effects on different banks. Krupkina et al. (2015) also found 

that financial indicators (e.g. credit to GDP ratio, broad measure of money to 

GDP ratio, stock market capitalization) matter for output gap. In this study it is 

assumed that FINDEV has a positive impact on output gap. A number of studies 

has been carried out empirically on FINDEV and monetary policy (Abdul 

Karim et al., 2021; Akinsola & Odhiambo, 2017; Basa et al., 2019; Oanh et al., 

2023; Sena et al., 2021; Xu et al., 2023).  

There is a positive effect of trade openness on economic growth in Cote 

d’Ivoire over the period 1965 and 2014 using the Autoregressive Distributed 

Lag bounds test to cointegration (Keho, 2017). According Xu et al. (2023) 
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divide FINDEV into marketization effects (ME) and scale effects (SE). ME is 

found to reduce financial frictions, while SE does not. In the case of China, they 

find that FINDEV improves the overall effect of monetary policy. ME and SE 

have different impacts on the interest rate channel and the credit channel, and 

the total effect of monetary policy combines these two channels. Considering 

the demand side of the Ghanaian economy as captured in the equation (9), the 

output gap in the equation react to changes in exchange rate, FINDEV and other 

variable so far as the study is concerned (Ahiakpor et al., 2019; Amidu, 2006; 

Iddrisu & Alagidede, 2022; Mensah et al., 2018; Sena et al., 2021).   

Again, short term interest rate as is expected to have negative influence 

on the IS curve as indicated in equation (1). According to the study all other 

innovations that affect output in the Ghanaian economy, that is, interest rate as 

well as FINDEV and exchange rate would be referred to as output gap shock. 

The fifth row of equation (9) captures the supply side of the Ghanaian economy. 

From the equation, inflation, is influenced by changes in exchange rate, interest 

rate and the output gap. 

Lastly, the central bank's reaction function is shown in equation 10's 

third row. Here, it was assumed that the Bank of Ghana would respond to all 

lags and contemporaneous shocks to output, inflation, currency rates, and shifts 

in the economy's degree of FINDEV. The study went further to interact financial 

development with monetary policy rate. 

The interest rate that commercial banks pay the Bank of Ghana when 

they borrow money, or MPR, influences other interest rates in the Ghanaian 

economy. Depending on how big the economy is, changes to the MPR typically 

have an impact on the state of the economy both domestically and 
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internationally as well as future prospects. In the SVAR, monetary policy 

shocks are identified as changes in MPR. In the style of Taylor’s rule, central 

bank reacts to changes in inflation, output gap and other economic variables by 

using policy rate (Cantah, 2018; Cantah et al., 2023; Cantah & Ahiakpor, 2017).  

Data Collection and Sources 

Data used in this study was obtained from various sources. The dataset 

was mainly obtained from secondary sources. The secondary dataset used for 

the study was monthly time series. Financial development data was obtained 

from IMF data base from 2002 to 2020. Real effective exchange rate was 

sourced from World Bank from global economic monitor. Monetary policy rate 

and inflation rate were obtained from Bank of Ghana database.  

In terms of trade openness, monthly export data was also sourced from 

IMF direction of trade statistics in the IMF database, whiles the GDP was also 

annual series from WDI was which extrapolated into monthly. The dataset apart 

from FINDEV and GDP that were yearly series, all the others were monthly 

series with the start date being January 2002 to December 2020. This implies 

that FINDEV data was converted from yearly to monthly data. The sample 

period was influenced since Ghana switched its monetary policy regime from 

monetary targeting to inflation targeting in the year 2002 and till date.  

To obtain monthly output gap data, the extrapolated monthly GDP data 

was used. The dataset was then transformed into output gap using Hodrick-

Prescott (HP) filter (𝜆 =  14400 as recommended for monthly series) to obtain 

a time varying trend.  
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Government Debt and Financial Development 

The second objective of the study was to assess the determinants of 

financial development with specific focus on total debt also known as public 

debt which was later disaggregated into domestic and external debt for policy 

purposes. The objective of the study also follows the positivist, quantitative and 

explanatory research. The theoretical and empirical model for the objective is 

explained in the subsequent section. Also, the objective was achieved using 

ARDL which is also explained later.  

Theoretical Model  

Theoretically, financial development is predicted to have a positive 

relationship with real income and the real interest rate, and this is based on 

McKinnon-Shaw type models and the endogenous growth literature (Bilquess 

et al., 2011). On the basis of those theoretical expositions, a financial 

development association can be specified as: 𝐹𝐼𝑁𝐷𝐸𝑉 =

 𝑓 (𝐺𝐷𝑃𝐺𝑅𝑇𝐻,𝑀𝑃𝑅) where 𝐹𝐼𝑁𝐷𝐸𝑉 is financial development, 𝐺𝐷𝑃𝐺𝑅𝑇𝐻 is 

the GDP growth (indicator for real income) and MPR is the monetary policy 

rate (Baltagi et al., 2007; Cole & Shaw, 1974; Ghossoub & Reed, 2017; Ha et 

al., 2022; Quartey, 2008). 

Prior studies have also posited that inflation and trade openness is seen 

to have an impact on financial development and have also received attention in 

the literature (Alnaa & Matey, 2022; Ayadi et al., 2015; Basa et al., 2019; Fiador 

et al., 2022; Krinichansky, 2015; Najimu, 2019; Ofori & Obeng, 2023; Takyi & 

Obeng, 2013; Wai & Wong, 1982). Therefore, in this study, the above equation 

is extended to include inflation, remittances, total debt and trade openness in 

order to examine the possible separate influence of these variables on financial 
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development (Abbas et al., 2022; Adu-Darko & Aidoo, 2022; Hauner, 2009; 

Ismihan & Ozkan, 2012; Kutivadze, 2013; Ndikumana & Boyce, 2003; 

Pedersoli & Presbitero, 2023; Peprah et al., 2019; Sobiech, 2019). The financial 

development equation that will be estimated in this study is adapted and 

specified as follows:  

𝐹𝐼𝑁𝐷𝐸𝑉 =  𝑓 (𝐺𝐷𝑃𝐺𝑅𝑇𝐻,

𝑇𝑅𝐷𝑂𝑃𝐸𝑁, 𝑅𝐸𝐸𝑅, 𝐼𝑁𝐹𝐿, 𝑇𝑂𝑇_𝐷𝐸𝐵𝑇, 𝑅𝐸𝑀𝐼𝑇) 

Empirical Model Specification 

 Based on the theoretical model above, the empirical models to be estimated are 

given as: 

𝐹𝐼𝑁𝐷𝐸𝑉𝑡 = 𝛽0 + 𝛽1𝐼𝑁𝐹𝑡 + 𝛽2𝑇𝑂𝑇_𝐷𝐸𝐵𝑇 + 𝛽3GDPGRTH𝑡

+ 𝛽4𝑀𝑃𝑅𝑡 + 𝛽5𝑇𝑅𝐷𝑂𝑃𝐸𝑁𝑡  + 𝛽6𝑅𝐸𝐸𝑅

+ 𝛽7REMIT𝑡  + 𝜀𝑡   

(13) 

Where 𝐹𝐼𝑁𝐷𝐸𝑉 represents financial development, 𝑅𝐸𝐸𝑅 is the real effective 

exchange rate, 𝑀𝑃𝑅 represent Monetary Policy rate, 𝐼𝑁𝐹 represent inflation,  

GDPGRTH is the Gross Domestic Growth, TOT_DEBT𝑡  represent total 

government Debt, 𝑇𝑅𝐷𝑂𝑃𝐸𝑁 represent trade openness and 𝑅𝐸𝑀𝐼𝑇 represent 

remittances.  

The study also disaggregated public debt into domestic debt and external 

debt. Domestic debt and external debt have distinct effects on domestic financial 

markets (Altayligil & Akkay, 2013; Assibey-Yeboah et al., 2016). Domestic 

debt is issued and held within the country, primarily affecting domestic financial 

institutions, interest rates, and liquidity conditions. External debt, on the other 

hand, involves borrowing from foreign creditors and can lead to currency risk 

and exposure to international financial markets. External debt introduces 
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currency risk, as it needs to be repaid in foreign currencies (Assibey-Yeboah et 

al., 2016). This exposes the country to exchange rate fluctuations, which can 

affect financial stability (Aimola & Odhiambo, 2021; Godswill et al., 2018). An 

increase in external debt may lead to currency depreciation, potentially 

impacting the balance sheets of financial institutions and affecting their lending 

capacity (Klobodu & Adams, 2016). Disaggregating debt allows for the 

examination of these dynamics and their implications for financial 

development. 

Disaggregating debt helps in understanding how each type of debt 

affects the credit channel. Domestic debt may crowd out private sector 

borrowing by raising interest rates, potentially limiting access to credit for 

businesses and households (Jiménez-Sotelo, 2023; Sağdiç et al., 2021). External 

debt may have similar or different effects on the credit channel, depending on 

how it impacts exchange rates and investor confidence. 

Different types of public debt may require different policy responses. 

For example, if external debt is increasing rapidly and causing currency 

depreciation, policymakers may need to implement measures to stabilize 

exchange rates. If domestic debt is crowding out private investment, fiscal or 

monetary policies may need to be adjusted to encourage private sector lending. 

Disaggregating debt helps policymakers make more targeted and effective 

policy decisions. 

In summary, disaggregating public debt into domestic and external 

components allows for a more nuanced analysis of the impact of debt on 

financial development. Each type of debt has distinct implications for domestic 

financial markets, interest rates, currency risk, and the credit channel. 
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Understanding these dynamics is essential for policymakers, therefore equation 

13 is restated as: 

𝐹𝐼𝑁𝐷𝐸𝑉𝑡 = 𝛽0 + 𝛽1𝐼𝑁𝐹𝑡 + 𝛽2𝐷𝑂𝑀_𝐷𝐸𝐵𝑇𝑡 + 𝛽3𝐸𝑋𝑇_𝐷𝐸𝐵𝑇𝑡

+ 𝛽4GDPGRTH𝑡 + 𝛽5𝑀𝑃𝑅𝑡 + 𝛽6𝑇𝑅𝐷𝑂𝑃𝐸𝑁𝑡  

+ 𝛽7𝑅𝐸𝐸𝑅 + 𝛽8REMIT𝑡  + 𝜀𝑡 

(14) 

 

All abbreviation remains the same. Nonetheless, DOM_DEBT represents 

domestic debt and EXT_DEBT represent external debt. 

Measurement and Justification of Variables 

In studying the determinants of financial developments in Ghana, the 

study made use of monthly data over the period 2002 to 2020; there are a total 

of nine variables. The variables are financial development, real effective 

exchange rate, remittances, inflation, GDP growth, trade openness, total 

government debt, external debt and domestic debt. 

Dependent Variable 

Financial Development (FINDEV) 

The endogenous variable in this study is financial development. It is an 

index constructed with the use of a standard three-step approach to reducing 

multidimensional data into one summary index. The step includes the 

normalisation of the variables, aggregation of the normalized variables into the 

sub-indices representing a particular functional dimension, and finally, 

aggregation of the sub-indices into the final index. This procedure used follows 

the OECD Handbook on Constructing Composite Indicators (OECD, 2008), 

which is a better reference for methodological suggestions. A number of 

constructing composite indices that rank country performance does exist. Some 

of them are the various financial inclusion indices (Tuesta et al., 2015;  Aduda, 
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2012; Mialou & Amidzic, 2017; Mohan, 2006; Oanh et al., 2023; Pang et al., 

2022), the IMF Financial Stress Index (Cardarelli et al., 2009; Fu et al., 2022; 

Wang et al., 2023) and the United Nations Development Programme well-being 

indices, for instance, the Gender-Inequality Index, Multidimensional Poverty 

Index, Gender Development Index, and Human Development Index (UNDP, 

2014). 

This index is Constructed using a list of six indicators for the 

measurement of how accessible, deep and efficient the financial markets and 

financial institutions are. The sub-indices used include Financial Institutions 

Depth (FID), Financial Institutions Access (FIA), Financial Institutions 

Efficiency (FIE), Financial Markets Depth (FMD), Financial Markets Access 

(FMA), and Financial Markets Efficiency (FME). Financial Institutions (FI) and 

Financial Markets (FM) which measure how the overall financial institutions 

and financial markets are, are derived from the aggregation of the six sub-

indices. Lastly, the financial institutions and financial markets are then 

aggregated into the general measure of financial development which is the FD 

index. The observations for this index range from 0 to 1. This implies that the 

higher the figure (a figure approaching 1, for instance, 0.8 or 0.9), the higher 

the level of financial development. 

Independent Variables 

The study has a variety of exogenous variables. They include inflation 

rate which is proxy by consumers’ price index, government total debt, domestic 

debt, external debts, GDP growth, real effective exchange rate, trade openness, 

and monetary policy rate (serving as a proxy for interest rate).  
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GDP growth 

The GDP growth rate measures how fast the economy is growing. It 

does this by comparing one-quarter of the country’s gross domestic product to 

the previous quarter.  It is expected that countries with high GDP growth 

experience progress in the development of their financial sector. This argument 

is supported by empirical studies such as (Adabor & Buabeng, 2021; Adams et 

al., 2017; Adu-Darko & Aidoo, 2022; Ho & Iyke, 2020; Iyke & Ho, 2019; 

Klobodu & Adams, 2016; Kyereme, 2010; Obeng-Amponsah & Owusu, 2023; 

Osei-Assibey & Asenso, 2015; Sena et al., 2021; Sylvester et al., 2023; Zayed 

et al., 2018). 

External Debt 

This is the portion of the national debt that was obtained through 

borrowing from foreign lenders, such as governments, commercial banks, and 

international financial institutions. In this study, external debt was used as a 

proxy for government borrowing and it plays an important role in the 

development of a country’s financial sector. Empirical works have suggested 

that too much dependence on government borrowing can adversely affect 

development in the private sector (Akosah, 2015; Amoako-Tuffour, 1999; 

Assibey-Yeboah et al., 2016; Ersoy, 2011; Klobodu & Adams, 2016; Shahe 

Emran & Farazi, 2011; Takyi & Obeng, 2013). Moreover, rising debt servicing 

could result in an increase in the government's interest costs and budget deficit. 

The amount of external debt is used to gauge macroeconomic success at the 

private investment level. 
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Domestic Debt 

Domestic debt is the money that a government owes to domestic lenders 

such as commercial banks, private individuals, and other institutions as a result 

of loans and or negative balance of trade. The presence of large domestic debt 

burdens constitutes another source of uncertainty in the macroeconomic 

environment. A high domestic debt signifies that part of the future returns on 

any investment must be used to service the existing stock of debt. A higher 

internal debt level could be an indicator of over-indebtedness of internal credit 

for investment financing, signalling the lack of viability and sustainability of 

macroeconomic policies in the long term, and most likely negatively impacting 

investors’ expectations due to the increase in the degree of uncertainty on future 

policies (Altayligil & Akkay, 2013; Gomez-Gonzalez, 2021; Jiménez-Sotelo, 

2023; Pedersoli & Presbitero, 2023; Sağdiç et al., 2021). 

Total Debt 

Total public debt refers to all of the national debt which Ghana owes to 

its various creditors and other agencies (Hauner, 2009; Kutivadze, 2013; 

Neaime, 2015). It is made up of both internal and external debts of a country or 

government. This amount grows in years where there are deficits as the 

government spends more funds than it receives in taxes. It is expected that as 

the total debt stock of a country increases, it results in an increase in interest 

payment on loans and as consequence a rise in the deficit of a country. This has 

an adverse effect on the financial development of a country. Empirical works 

such as  (Aimola & Odhiambo, 2021; Hauner, 2009; Ismihan & Ozkan, 2012; 

Kutivadze, 2013; Ndikumana & Boyce, 2003; Pedersoli & Presbitero, 2023; 
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Shahe Emran & Farazi, 2011) support the argument that stable government debt 

serves as a backbone for further development of financial markets; 

Remittances  

Remittances are the second largest source of external finance after 

foreign direct investment in developing economies (Adu-Darko & Aidoo, 2022; 

Peprah et al., 2019; Sobiech, 2019). As a country receives more capital inflow 

in the form of remittances from relatives abroad or in the form of FDI, it would 

boost economic activities in the country, which would translate into the growth 

and development of the financial sector. Empirical studies found that an 

increase in the inflow of remittances enhances financial development across 

countries (Apanisile, 2021; Bhattacharya et al., 2018; Chowdhury, 2016; 

Fromentin, 2017; Hamma, 2017; Olayungbo & Quadri, 2019; Sobiech, 2019). 

On these premises, it is expected that remittances would have a positive effect 

on the financial development of Ghana.  

Monetary Policy Rate 

Monetary policy rate as a combination of measures designed to regulate the 

value, cost and supply of money in an economy in consonance with the expected 

level of economic activity (Folawewo and Osinubi, 2006). It is a 

macroeconomic variable which is used to banking activities so as to have 

influence on inflation and out gap.  

 Real interest rate is used as a proxy for monetary policy rate in the 

study. This is a crucial consideration in any private sector investment choice. 

This is the interest rate after inflation, either predicted or actual, has been 

considered.(Gentle et al., 2005; Taylor & Sarno, 2004). Neo-Classical 

economists typically took the real interest rate into account when calculating the 
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user cost of capital. It is anticipated that the real interest rate will have a 

detrimental impact on financial development. According to Kaputo (2011), real 

interest rates have a long-term detrimental impact on private investment. 

Because borrowing investment funds is less expensive when interest rates are 

lower, private economic agents will be more inclined to engage in investment 

activities. On the other hand, the real interest rate and private investment have 

a positive relationship, under the McKinnon-Shaw complementarity theory. The 

monetary policy rate is used as a proxy for the real interest rate. In this study, 

the real interest rate is expected to be negatively related to development in the 

financial sector. 

Real Effective Exchange Rate  

The nominal effective rate index, which compares a currency's value to 

a weighted average of many foreign currencies, is divided by a price deflator or 

cost index to get the real effective exchange rate. (Hall, 2004; De Brouwer & 

Kawai, 2004; Svensson, 1989; Umar & Dahalan, 2017). A decrease in the 

REER (depreciation of the local currency) is expected to lead to an increase in 

financial development. This is true for a country like Ghana whose financial 

system is dominated by foreign-owned banks. This explains that when the value 

of the local currency (the Ghana cedis) reduces, foreigners are able to establish 

their financial institutions or improve their systems (with a relatively small 

amount of foreign currency) with the foreign currency at their disposal. An 

increase in the REER (appreciation of the local currency) is expected to reduce 

financial development (for financial institutions that are owned by foreigners) 

however, improves financial development for locally owned financial 

institutions.  

 University of Cape Coast            https://ir.ucc.edu.gh/xmlui

Digitized by Sam Jonah Library



 

122 

Trade openness 

 The degree to which citizens and foreigners can conduct trade without 

incurring artificial expenses (costs imposed by the government), delays, or 

uncertainty is known as trade openness. Generally speaking, this is computed 

as export + import divided by GDP. The traditional approach to measuring trade 

openness, however, has come under fire for being a one-dimensional measure 

that only considers a nation's trading performance in relation to its domestic 

economy. The degree of trade barriers, the size of the economy, technology, and 

potential consequences of resource endowment are other vulnerabilities. 

(Ahiakpor et al., 2019; Bilquess et al., 2011; Demetriades & Rousseau, 2010; 

Eijffinger & Qian, 2016; Furuoka et al., 2020; Qamruzzaman & Karim, 2020). 

Thus, as proposed and used by Squalli and Wilson, this study will use the 

Composite Trade Intensity (CTI), which measures trade openness by combining 

Trade Intensity (TI) and Relative World Trade Intensity (RWTI) (2006). The 

CTI index was developed by Squalli and Wilson and combines TI and RWTI in 

the following way.: 

𝐶𝑇𝐼 =
1

𝑋
[𝑇𝐼 × 𝑅𝑊𝑇𝐼] 

 (15) 

𝐶𝑇𝐼 =
1

�̅�
[
(𝑋 + 𝑀)𝑖

𝐺𝐷𝑃𝑖
 ×

(𝑋 + 𝑀)𝑖

∑ (𝑋 + 𝑀)𝑗
𝑛
𝑗=1

] 
(16) 
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= 2(𝑋 + 𝑀)𝑗 
 (17) 

𝐶𝑇𝐼 =
𝑛[(𝑋 + 𝑀)𝑖 × (𝑋 + 𝑀)𝑖]

𝐺𝐷𝑃𝑖2(𝑋 + 𝑀)𝑖
 

 (18) 

𝐶𝑇𝐼 =
(𝑋 + 𝑀)𝑖

2

𝐺𝐷𝑃𝑖2(𝑋 + 𝑀)𝑖
 

 (19) 
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𝐶𝑇𝐼 =
(𝑋 + 𝑀)𝑖

2(𝐺𝐷𝑃𝑖)
 

 (20) 

where 𝐶𝑇𝐼 is the Composite Trade Intensity, 𝑋-𝑖. is the study's country of 

interest's exports, 𝑀-𝑖. is its country of interest's imports, 𝐺𝐷𝑃-𝑖. is the country 

of interest's gross domestic product, and n is the sample of nations taken into 

account. Since this study is country-specific, 𝑛 equals one. 

The disadvantage of the traditional approach is mitigated by the use of 

the new measure (CTI), which measures both trade openness (TI) and relative 

world trade intensity (RWTI). According to Demetriades and Rousseau (2010), 

trade openness discourages private investment since it increases the likelihood 

of a net flow of money out of the economy. Open trade allows home nations to 

access global markets and creates the ideal environment for foreign investors to 

enter these nations.  

Inflation rate 

It is the persistence and sustained rise in the general price levels of goods 

and services over a period of time (Asiedu et al., 2021; Nchor & Darkwah, 2015; 

Nkegbe & Mumin, 2014; Nortey et al., 2015; Sakyi et al., 2017). A high level 

of inflation negatively affects domestic investment activity by increasing the 

riskiness of longer-term investment projects hence impacting the financial 

sector negatively. Investors prefer to invest in more stable economies with less 

degree of instability. The higher inflation rate is also more likely to deter FDI 

inflows (which is likely to positively affect the financial system positively). In 

this study the inflation is measured by Consumer price index (CPI). Inflation is 

expected to relate negatively to financial development.  
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Sources of Data 

Data employed for the study were derived from different sources. Data 

on the real effective exchange rate, inflation, GDP growth, trade openness and 

government borrowing were sourced from the World Bank’s World 

Development Indicators (WDI). Trade openness however was computed by the 

researcher using values of export, imports and gross domestic product. The 

financial development data and remittances were also sourced from the 

International Monetary Fund (IMF). The study uses monthly data from 2002 to 

2020.  

Estimation Techniques 

 There are a few steps that must be followed in the times series modelling 

process to be able to identify the regression model that needs to be estimated in 

order to meet the study's objectives. Here are a few of the steps. 

Unit Roots Test 

 To check if each variable in the model is stationary, the unit root test is 

utilized (Gujarati & Porter, 2009; Luintel, 2001). Regression with non-

stationary time series results in erroneous regression since time series data are 

likely to be non-stationary in the level forms. While the variables show a strong 

and statistically significant link when, in reality, there is little to no relationship, 

this is known as spurious regression. When the variance and mean of a time 

series remain constant across time and the covariance varies solely on the time 

interval between two periods rather than the precise moment the covariance is 

computed, the time series is said to be stationary (Kwiatkowski et al., 1992; 

Phillips & Perron, 1988). The series has no unit root if it is stationary. We use 

the Augmented Dickey-Fully (ADF) test to prevent misleading estimated 
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coefficients (Fuller, 1976). The following equation needs to be approximated 

using the ADF. 

∆𝑋𝑡 = 𝛽 + 𝛿𝑡 + 𝜌𝑋𝑡−1 + ∑𝜃𝑖∆𝑋𝑡−1 + 𝜖𝑡

𝜌

𝑖=1

 (21) 

Where 𝜖𝑡 is a pure white noise error term, and ∆ is the first difference operator, 

𝑋𝑡 denoting the series at time t, 𝜌 𝛿 are the parameters to be estimated. 

The null and the Alternative hypothesis for the test is given by: 

 𝐻𝑜: 𝜌 = 0          Has unit root 

 𝐻1: 𝜌 < 0         Has no unit root 

 Since the series has a unit root, we can conclude that it is non-stationary 

and fail to reject the null hypothesis if the t statistics is not more negative than 

the critical values. Otherwise, the series is stationary.(Fuller, 1976).  

Choice of Estimation Technique 

 To achieve the objectives, the study adopted the bounds testing approach 

to co-integration in the ARDL framework and employs the dominance analysis 

technique to ascertain the relative importance of the predictors to the dependent 

variable (Ali et al., 2017; Pesaran et al., 2001; Yakubu, 2020). The reasons for 

employing ARDL are outlined as follows. 

Autoregressive Distributed Lag (ARDL) Approach to cointegration 

 Certain co-integration techniques, like the one described by Engel and 

Granger (1987), have drawn criticism for their incapacity to evaluate a 

hypothesis pertaining to the estimated coefficients in long-term relationships 

and for introducing small sample bias through the exclusion of short-term 

dynamics. Although the Phillips and Hansen (1990) approach addresses these 

shortcomings, its process necessitates that all of the model's variables be 
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integrated of order one, or I (1). Nevertheless, there are a few benefits that the 

ARDL process provides over conventional methods. 

 Firstly, the ARDL cointegration procedure is relatively more efficient in 

small sample data sizes as is the case in this study (Frimpong & Marbuah, 2010; 

Pesaran et al., 2001; Qamruzzaman & Karim, 2020; Udoh et al., 2021). This 

study covers the period 2002 to 2016 inclusive. Thus, the total observation for 

the study is 180 which is relatively small. 

 Second, in contrast to other methods like the Johansen approach, the 

ARDL procedure does not necessitate pretesting the variables included in the 

model to determine their order of cointegration. (Olorogun, 2021; Udoh et al., 

2021). It is applicable irrespective of whether the variables in the model are I 

(0), I (1), or mutually cointegrated (Pesaran et al., 2001). However, when the 

variables are integrated of order two, or I (2), the process will fail. Additionally, 

the ARDL method can make it easier to assess both short- and long-term 

partnerships at the same time.  

  The study used a combination of I (0) and I (1) variables hence the 

appropriate procedure is the ARDL approach. The general autoregressive (AR) 

model of order p, in 𝑍𝑡: 

𝑍𝑡 = 𝛼0 + 𝛽𝑡 + ∑∅𝑖

𝑝

𝑖=1

𝑌𝑡−1 + 𝜀𝑡                                                  𝑡 = 1, 2, … , 𝑇 

With 𝛼0   representing (𝑘 +  1) –  𝑎 vector of intercept (drift), and 𝛽𝑡  denoting 

(𝑘 +  1) –  𝑎 vector of trend coefficients. 
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Cointegration Test 

 The cointegration analysis allows us to check for the long-run 

relationship among the variables included in the model (Davidson et al., 1993; 

Phylaktis, 1992; Taylor, 1988; Ziramba, 2010). If there is a consistent trend or 

a well-established long-term relationship between the series, they are 

cointegrated. In other words, if we take two non-stationary time series, X and 

Y, we should anticipate that a linear combination of the two variables will 

likewise be non-stationary. Utilizing the initial differenced data is essential to 

avoiding the non-stationarity issue. There are various approaches that can be 

used to perform the cointegration test. The most widely used methods are the 

residual-based Engle-Granger (1987) test, the maximum likelihood-based 

Johansen-Juselius (1990) test, and the Johansen-Juselius (1990) test (1995). 

(Engle & Granger, 2015; Johansen & Juselius, 1990). Many researchers 

continue to use this methodology because they claim it is the most accurate way 

to apply for series integrated of order one, or I (1), and it typically requires larger 

observation variables. Nevertheless, we will not be able to use the Johansen-

Juselius test due to the quantity of observations used in the study. The limits test 

approach was utilized in the study to investigate the existence of a long-term 

link between the variables. 

Bounds Testing Procedure 

 Compared to previous cointegration techniques, this bound testing 

strategy has certain statistical advantages (Pesaran & Shin, 1998). There is the 

need to pre-test the series in order to ascertain the order of integration to see if 

the series is not I (2) variable to confirm that the variable do not contain I(2) 

variables. It can also be used with small samples. In order to test for the presence 
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of a long-run link among the variables, the ARDL bounds testing approach 

estimates equation (22) using ordinary least squares (OLS).  F-test is then 

performed to determine the joint significance of the coefficients of the lagged 

levels of the variables. This is done by restricting the coefficients of the lag 

values to zero. That is specified as: 

𝐻0 = 𝛽1 = 𝛽2 = 𝛽3 = 𝛽4 = 𝛽5 = 𝛽6 = 𝛽7 = 0 

𝐻1 = 𝛽1 ≠ 𝛽2 ≠ 𝛽3 ≠ 𝛽4 ≠ 𝛽5  ≠ 𝛽6 ≠ 𝛽7 ≠ 0 

 When the independent variables are I(d) (𝑤ℎ𝑒𝑟𝑒 0≤𝑑≤1), there are 

two asymptotic critical values bounds that offer a test for cointegration: a lower 

value assuming the regressors are I (0) and an upper value assuming purely I (1) 

regressors. In the event that the F-statistic is greater than the upper critical value, 

the null hypothesis—that there is no long-run relationship—can be rejected 

regardless of the time series' orders of integration. Conversely, the null 

hypothesis cannot be ruled out if the F-statistic is less than the lower critical 

value. Lastly, the outcome is uncertain and depends on whether the underlying 

variables are I (0) or I if the statistic lies between the lower and higher critical 

values (1). This means that the variable being studied must have its unit root 

tested.( Frimpong & Marbuah, 2010; Paweenawat & Plyngam, 2017; Shrestha 

& Chowdhury, 2005). However, given that Pesaran’s critical values are based 

on a simulated large sample size, this study will use the critical values developed 

by (Kumar Narayan, 2004) since it is more appropriate for small samples. 

 Once the existence of long run relationship among the variables in the 

model is established, the ARDL methodology estimates the number 

(m +  1) k+1 of the regressors. Where 𝑚 the maximum number of lags and k 

is the number of the variable in the equation (Pesaran & Pesaran, 1997). The 
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orders of lags of the ARDL models are selected using, either, Schawrtz-

Bayesian Criteria, Akaike’s Information Criteria, the 𝑅2 criteria or the Hannan 

and Quinn criteria. The SBC uses the smallest possible lag length and is 

considered as most parsimonious model whereas the AIC chooses the maximum 

necessary lag length (Shrestha & Chowdhury, 2005). 

 In the next stage of the ARDL bounds approach, once cointegration 

is established in the conditional ARDL (𝑝, 𝑞1, 𝑞2, 𝑞3, 𝑞4, 𝑞5, 𝑞6, 𝑞7), the long-

run model of an expression of the relationship between financial development 

and the other explanatory variables which are seen as the determinant is 

expressed in an ARDL model in equation (22 to 24). In equation (23), 

EXT_DEBT in the model represents external borrowing by the government 

while DOM_DEBT represent domestic borrowing. In equation (22) ARDL 

model consist of TOT_DEBT which is the total government borrowing. The 

domestic and external borrowing by government is also found in equation (23) 

in the single ARDL model. 

∆𝐹𝐼𝑁𝐷𝐸𝑉𝑡 = 𝜑0 + ∅𝐹𝐼𝑁𝐷𝐸𝑉𝑡−1 + 𝛼1𝐼𝑁𝐹𝑡−1 + 𝛼2𝑇𝑂𝑇_𝐷𝐸𝐵𝑇𝑡−1

+ 𝛼3GDPGRTH +  𝛼4𝑀𝑃𝑅𝑡−1 + 𝛼5𝑇𝑅𝐷𝑂𝑃𝐸𝑁𝑡−1

+ 𝛼6𝑅𝐸𝐸𝑅𝑡−1 + 𝛼7REMIT𝒕−𝟏 + ∑ 𝛽1

𝜌

𝑖=1
𝐹𝐼𝑁𝐷𝐸𝑉𝑡−1

+ ∑ 𝛽2

𝜌

𝑖=1
∆𝐼𝑁𝐹𝑡−1 + ∑ 𝛽3

𝜌

𝑖=1
∆TOT_DEBT𝑡−1

+ ∑ 𝛽4

𝜌

𝑖=1
∆𝐺DPGRTH𝒕−𝟏 + ∑ 𝛽5

𝜌

𝑖=1
∆𝑀𝑃𝑅𝑡−1

+ ∑ 𝛽6

𝜌

𝑖=1
∆𝑇𝑅𝐷𝑂𝑃𝐸𝑁𝑡−1 + ∑ 𝛽7

𝜌

𝑖=1
∆𝑅𝐸𝐸𝑅𝑡−1

+ ∑ 𝛽8

𝜌

𝑖=1
∆REMIT𝑡−1 + 𝜀𝑡  

(22) 
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∆𝐹𝐼𝑁𝐷𝐸𝑉𝑡 = 𝜑0 + ∅𝐹𝐼𝑁𝐷𝐸𝑉𝑡−1 + 𝛼1𝐼𝑁𝐹𝑡−1 + 𝛼2DOM_DEBT𝒕−𝟏

+ 𝛼3EXT_DEBT𝒕−𝟏 + 𝛼4GDPGRTH +  𝛼5𝑀𝑃𝑅𝑡−1

+ 𝛼6𝑇𝑅𝐷𝑂𝑃𝐸𝑁𝑡−1 + 𝛼7𝑅𝐸𝐸𝑅𝑡−1 + 𝛼8REMIT𝒕−𝟏

+ ∑ 𝛽1

𝜌

𝑖=1
𝐹𝐼𝑁𝐷𝐸𝑉𝑡−1 + ∑ 𝛽2

𝜌

𝑖=1
∆𝐼𝑁𝐹𝑡−1

+ ∑ 𝛽3

𝜌

𝑖=1
∆DOM_DEBT𝑡−1

+ ∑ 𝛽4

𝜌

𝑖=1
∆EXT_DEBT𝑡−1

+ ∑ 𝛽5

𝜌

𝑖=1
∆GDPGRTH𝑡−1 + ∑ 𝛽6

𝜌

𝑖=1
∆𝑀𝑃𝑅𝑡−1

+ ∑ 𝛽7

𝜌

𝑖=1
∆𝑇𝑅𝐷𝑂𝑃𝐸𝑁𝑡−1 + ∑ 𝛽8

𝜌

𝑖=1
∆𝑅𝐸𝐸𝑅𝑡−1

+ ∑ 𝛽9

𝜌

𝑖=1
∆REMIT𝒕−𝟏 + 𝜀𝑡  

 

(23) 

This is followed by the estimation of the short-run parameters of the 

variables with the error correction representation of the ARDL model. The 

speed of adjustment is determined by the application of the error correction 

model.  The unrestricted ARDL error correction representation is estimated 

when there exists a long-run relationship accordingly as: 
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∆𝐹𝐼𝑁𝐷𝐸𝑉𝑡 = 𝜑0 + ∑ 𝛽1

𝜌

𝑖=1
𝐹𝐼𝑁𝐷𝐸𝑉𝑡−1 + ∑ 𝛽2

𝜌

𝑖=1
∆𝐼𝑁𝐹𝑡−1

+ ∑ 𝛽3

𝜌

𝑖=1
∆TOT_DEBT𝒕−𝟏

+ ∑ 𝛽4

𝜌

𝑖=1
∆GDPGRTH𝒕−𝟏 + ∑ 𝛽5

𝜌

𝑖=1
∆𝑀𝑃𝑅𝑡−1

+ ∑ 𝛽6

𝜌

𝑖=1
∆𝑇𝑅𝐷𝑂𝑃𝐸𝑁𝑡−1 + ∑ 𝛽7

𝜌

𝑖=1
∆𝑅𝐸𝐸𝑅𝑡−1

+ ∑ 𝛽8

𝜌

𝑖=1
∆REMIT𝒕−𝟏 + 𝛾𝐸𝐶𝑇𝑡−1 + 𝑣𝑡         

(24) 

∆𝐹𝐼𝑁𝐷𝐸𝑉𝑡 = 𝜑0 + ∑ 𝛽1

𝜌

𝑖=1
𝐹𝐼𝑁𝐷𝐸𝑉𝑡−1 + ∑ 𝛽2

𝜌

𝑖=1
∆𝐼𝑁𝐹𝑡−1

+ ∑ 𝛽3

𝜌

𝑖=1
∆DOM_DEBT𝒕−𝟏

+ ∑ 𝛽4

𝜌

𝑖=1
∆EXT_DEBT𝒕−𝟏

+ ∑ 𝛽5

𝜌

𝑖=1
∆GDPGRTH𝒕−𝟏 + ∑ 𝛽6

𝜌

𝑖=1
∆𝑀𝑃𝑅𝑡−1

+ ∑ 𝛽7

𝜌

𝑖=1
∆𝑇𝑅𝐷𝑂𝑃𝐸𝑁𝑡−1 + ∑ 𝛽8

𝜌

𝑖=1
∆𝑅𝐸𝐸𝑅𝑡−1

+ ∑𝛽9

𝜌

𝑖=1

∆REMIT𝒕−𝟏 + 𝛾𝐸𝐶𝑇𝑡−1 + 𝑣𝑡    

(25) 

Where the short-run dynamics are the coefficients, while 𝛾 is the speed 

of adjustment to long-run equilibrium following a shock to the system and 

𝐸𝐶𝑇𝑡−1 is the error-correction term, the residuals from the cointegration 

equation lagged one period is respectively given by:  
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𝐸𝐶𝑇𝑡 = 𝐹𝐼𝑁𝐷𝐸𝑉𝑡 − 𝜑0 − ∑ 𝛽1

𝜌

𝑖=1
𝐹𝐼𝑁𝐷𝐸𝑉𝑡−1 − ∑ 𝛽2

𝜌

𝑖=1
∆𝐼𝑁𝐹𝑡−1

− ∑ 𝛽3

𝜌

𝑖=1
∆TOTDEBT𝑡−1

− ∑ 𝛽4

𝜌

𝑖=1
∆GDPGRTH𝑡−1

− ∑ 𝛽5

𝜌

𝑖=1
∆𝑀𝑃𝑅𝑡−1 − ∑ 𝛽6

𝜌

𝑖=1
∆𝑇𝑅𝐷𝑂𝑃𝐸𝑁𝑡−1

− ∑ 𝛽7

𝜌

𝑖=1
∆𝑅𝐸𝐸𝑅𝑡−1 − ∑ 𝛽8

𝜌

𝑖=1
∆REMIT𝒕−𝟏 

(26) 

𝐸𝐶𝑇𝑡 = 𝐹𝐼𝑁𝐷𝐸𝑉𝑡 − 𝜑0 − ∑ 𝛽1

𝜌

𝑖=1
𝐹𝐼𝑁𝐷𝐸𝑉𝑡−1 − ∑ 𝛽2

𝜌

𝑖=1
∆𝐼𝑁𝐹𝑡−1

− ∑ 𝛽3

𝜌

𝑖=1
∆DOM_DEBT𝒕−𝟏

− ∑ 𝛽4

𝜌

𝑖=1
∆EXT_DEBT𝒕−𝟏 − ∑ 𝛽5

𝜌

𝑖=1
∆GDPGRTH𝑡−1

− ∑ 𝛽6

𝜌

𝑖=1
∆𝑀𝑃𝑅𝑡−1 − ∑ 𝛽7

𝜌

𝑖=1
∆𝑇𝑅𝐷𝑂𝑃𝐸𝑁𝑡−1

− ∑ 𝛽8

𝜌

𝑖=1
∆𝑅𝐸𝐸𝑅𝑡−1 − ∑ 𝛽9

𝜌

𝑖=1
∆REMIT𝒕−𝟏 

(27) 

Once the variables are cointegrated, their dynamic relationship can be 

specified by an error correction representation as argued by Engle and Granger 

(1987) in which an error correction term (ECT) computed from the long-run 

equation must be incorporated in order to capture both the short-run and long-

run relationships. The error correction term indicates the speed of adjustment to 

long-run equilibrium in the dynamic model. In other words, the magnitude of 

the ECT shows how quickly the variables converge to equilibrium when they 

are disturbed. The ECT is expected to be statistically significant with a negative 

sign. The negative sign indicates that any shock that occurs in the short run will 

be corrected in the long-run. The larger the coefficients of the error correction 

term in absolute terms, the faster the convergence to equilibrium. 
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To ascertain the appropriateness of the ARDL model, diagnostic and 

stability tests are conducted. The diagnostic test examines the serial correlation, 

functional form and heteroskedasticity associated with the selected model 

(Breusch, 1978; Breusch & Pagan, 1979; Jarque & Bera, 1980; Royston, 1982; 

White, 1980). It is important to conduct a stability test as opined by Pesaran and 

Pesaran (1997) suggested we employed the cumulative sum (CUSUM) and 

cumulative sum of squares (CUSUMSQ) to test the stability of the parameters. 

The CUSUM and CUSUMSQ statistics are updated recursively and plotted 

against the breakpoints. The null hypothesis of stable coefficients in a given 

regression cannot be rejected if the plots of the CUSUM and CUSUMSQ 

statistics stay within the critical bounds of the five percent significance level. 

Dominance Analysis 

Budescu (1993) developed a clear and intuitive definition of importance 

in regression models, that states that a predictor’s importance reflects its 

contribution to the prediction of the criterion and that one predictor is ‘more 

important than another if it contributes more to the prediction of the criterion 

than does its competitor at a given level of analysis. Dominance analysis is a 

procedure for determining independent variable relative importance in a 

statistical model, (Luchman, 2021). In other work dominance analysis is a 

method developed to evaluate the importance of each predictor in the selected 

regression model: "one predictor is ‘more important than another’ if it 

contributes more to the prediction of the criterion than does its competitor at a 

given level of analysis." (Budescu &Azen, 2004).  

In order to identify the relative importance of independent variables that 

determined the dependent variable, dominant analysis was used. Budescu 
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(1993) detailed the procedure for conducting a dominance analysis. 

Dominance analysis produces general dominance weights that are computed 

by finding the average of a given predictor’s incremental validity across all 

possible sub-models that involve that predictor (Luchman, 2021; Luo & Azen, 

2013; Tessema & Geda, 2023; Thomson, 1989).  The incremental validity of 

predictor i in a sub-model is defined by:  

       ∆𝑅𝑖𝑛
2 = 𝑟𝑦.𝑥𝑖𝑥ℎ   

2 − 𝑟𝑦.𝑥ℎ
2                                                                 (30)    

Where X and Y in the equation represent independent and dependent variables 

respectively while 𝑥ℎ represents one unique subset of k predictors in the sub-

model and xi represents the (k   +  1)𝑡ℎ variable added to the sub-model. The 

average incremental validity for predictor xi  contained in all sub-models of 

size k is 

𝐶𝑥𝑖
𝑘 = ∑ ∆𝑅𝑖ℎ

2   /  𝑘
𝑝−1

𝑝−1
𝑘

𝑘=1                                                      (31) 

where ∆𝑅𝑖ℎ
2  is as defined in equation 32, h is one unique subset of k predictors, 

and ( 
𝑝 − 1

𝑘
) is the combination function equal to p!/[k!(p – 1 – k)!], which is 

the number of subsets of size  k that can be formed from (p – 1) predictors. 

𝐶𝑥 = ∑ 𝐶𝑥𝑖
(𝑘)

/ (𝑝 − 1) 
𝑝−1
𝑘

𝑘=1                                                                (32) 

General dominance weights have two main inviting properties: One, each 

general dominance weight is the average contribution of a predictor to a 

criterion, both on its own and when taking all other predictors in the model 

into account. Second, general dominance weights across predictors always 

sum to the overall model 𝑅2 
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Financial Development and Responsiveness of Commercial Banks to 

Monetary Policy rate 

Introduction 

This section discusses the mixed method procedure for analysing the 

responsiveness of commercial banks to the monetary policy rate and the role 

plaid by the level of financial development of these commercial banks in Ghana. 

According to Bryman (2007) the variables are referred to as the building blocks 

of theory. Monetary policy decisions are transmitted to the real economy by 

financial institutions through interest rate, credit, wealth, balance sheet and 

exchange rate channels (Brissimis & Delis, 2022; Dabla-Norris & 

Floerkemeier, 2006; Misati, et al., 2010; Mishkin, 1996; Nguyen, et al., 2018; 

Peek & Rosengren, 1995; Saman & Szeles, 2020; Seth & Kalyanaraman, 2017; 

Warjiyo, et al., 2002; Xu et al., 2023). All these channels take some time to 

affect the real economy through commercial banks and other financial 

institutions. For commercial banks to respond to policy rates effectively, the 

level at which the sector (commercial banks) has developed and other factors 

play an important role (Farajnezhad & Suresh, 2019; Gray, 1963; Kwashie et 

al., 2022; Li & Wang, 2012; Miho et al., 2022; Nguyen & Nguyen, 2021; 

Olokoyo, 2011). 

The study employed ARDL technique as a preliminary test to confirm 

quantitatively the responsiveness of Banks to MPR before interviewing the 

heads of worker at the risk department of commercial banks. Firstly, the ARDL 

cointegration procedure is relatively more efficient in small sample data 

(Davidson et al., 1993; Johansen & Juselius, 1990; Pesaran et al., 2001). This 

study covers monthly period 2015M01 2020M12 inclusive sizes as is the case 
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in this study. Thus, the total observation for the study is relatively small but does 

not affect the validity of the results (Frimpong & Marbuah, 2010; Olorogun, 

2021). This is because the ARDL results were used as preliminary test for the 

qualitative study so the researcher did not want to include a very long time series 

dataset where the respondents of the interviews were not even around. 

The utilization of the ARDL model in this analysis offers several 

advantages. Firstly, it assists in determining whether a series is integrated of 

order one (I(1)) or order zero (I(0)), or even mutually cointegrated. This 

attribute enhances the robustness of the results. Additionally, the ARDL model 

provides consistent long-run coefficients, offering valuable insights into both 

long-term and short-term relationships within the data. One notable feature of 

the ARDL model is its ability to Construct a dynamic Error Correction Model 

(ECM) that combines short-term dynamics with the long-run equilibrium ( Ali 

et al., 2022; Olayungbo & Quadri, 2019). This feature is particularly 

advantageous for understanding how variables respond to shocks and deviations 

from their equilibrium levels. 

Moreover, the ARDL model presents several advantages over 

alternative methods, such as the Johansen Cointegration approach. Notably, it 

circumvents issues related to including a large number of dependent and 

independent variables in the analysis (Ewodo-Amougou et al., 2023; Itoo & Ali, 

2023; Olayungbo & Quadri, 2019). Endogeneity concerns are effectively 

addressed in the ARDL model, provided there is no residual correlation. The 

model also possesses the ability to distinguish between endogenous and 

exogenous variables, even when the explanatory variables are exogenous 

themselves. 
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In practice, the ARDL approach employs Ordinary Least Squares (OLS) 

to examine the long-run relationships among the variables. This is accomplished 

through F-tests, assessing the joint significance of lagged variable coefficients 

within the model. For instance, the analysis entails regressing a specific variable 

on others in the model thus the study regressed Average Commercial Banks 

Lending Rate (%): (ACBL) on variables such as Monetary Policy Rate (%): 

(MPR),  Private Sector Credit (In Million Ghana Cedis): (PSC), Non-

Performing Loans (%): (NPL), Core Inflation (Adjusted for Energy & Utility) 

(%) Yearly Change: (INF), Total value of mobile money (MOMO) transactions 

for the month (GH¢’million), Financial Development Index: (FINDEV) and 

Exchange Rate (Ghana Cedis to Dollar): (REER. This process is repeated for 

all variables, equalling the total number of regressions to the number of 

variables employed in the model. The variables were sourced from Bank of 

Ghana Database. 

Given the combination of both I(0) and I(1) variables in this study, the 

ARDL procedure is the most suitable analytical approach (Olorogun, 2021; 

Udoh et al., 2021). Its advantages, including its ability to handle various types 

of variables and address endogeneity and serial correlation issues, make it a 

robust choice for the research analysis. Detailed methodology of the ARDL 

specification (just used in objective two) has been left out because it is regarded 

as a preliminary analysis for this objective which follows the mixed method 

approach. 

Causality Test 

When variables are cointegrated, then there may exist unidirectional, bi-

directional relationships. If variables are not cointegrated, it implies one does 
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not affect the other. In other to determine the direction of such relationships 

Granger (1969) developed a causality test methodology. In the Granger-sense 

𝑋 is a cause of 𝑌 if it is useful in forecasting Y? In this framework “useful” 

means that 𝑋 is able to increase the accuracy of the prediction of 𝑌 with respect 

to a forecast, considering only past values of 𝑌. Granger causality is a powerful 

econometric tool that is used to test the direction of causality that one might 

think otherwise. The most common implication here is that if non-stationary 

series are cointegrated, then one of the series must granger cause the other 

(Gujarati & Porter, 2009). Granger causality is conducted in other to examine 

the direction of causality in a given cointegrated vector as the model shows.  

∆𝑌𝑡 = 𝜑0 + ∑ 𝛽1

𝜌

𝑖=1
∆𝑌𝑡−𝑖 + ∑ ∅1

𝜌

𝑖=0
∆𝑋𝑡−1 + ∀1𝐸𝐶𝑇𝑡−1 + 𝜀𝑡  

(28) 

∆𝑋𝑡 = 𝜑0 + ∑ 𝛽2

𝜌

𝑖=1
∆𝑋𝑡−𝑖 + ∑ ∅2

𝜌

𝑖=0
∆𝑌𝑡−1 + ∀2𝐸𝐶𝑇𝑡−1 + 𝑢𝑡 

(29) 

From the above, ∆𝑌𝑡 and ∆𝑋𝑡 represent the non-stationary dependent and 

independent variable while ECT is the error correction term. ∀𝑖 also is the speed 

of adjustment for the two models. 𝜌 and 𝑡 − 1 are the optimal lag order and lag 

values respectively. The error correction term in the model will not appear if the 

series is not cointegrated. To examine whether the independent variable X in 

the equation (29) Granger causes the dependent variable Y, the joint 

significance of the lagged dynamic term is examined by testing the null 

hypothesis that: 

𝐻0  =  ∅1 =  0 

The above implies that the explanatory variable (X) does not granger cause the 

dependent variable (Y) against the alternative hypothesis that: 

𝐻1 = ∅1 ≠ 0    
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Implying that the explanatory variable (X) granger causes the dependent 

variable (Y).  

From the equation (29), to find out whether the dependent variable (Y) Granger 

causes the explanatory variable (X) we, therefore, examine the significance of 

the lagged dynamic term by testing also the null hypothesis: 

𝐻0  =  ∅2 =  0 

Against the alternative hypothesis: 

𝐻1 = ∅2 ≠ 0    

Implying that the dependent variable (Y) granger causes the independent 

variable (X). 

In granger causality testing, four possibilities exist when standard F-test 

or Wald statistic is used. These involve the rejection of the null hypothesis at 

the same time means unidirectional causality running from X to Y. Secondly, a 

rejection of the null hypothesis but at the same time failing to reject the null 

hypothesis also implies unidirectional causality running from Y to X. The third 

possibility is a simultaneous failure to reject the two null hypotheses indicates 

independence or no causality between the variable of interest. Finally, another 

possibility is a simultaneous rejection of the two null hypotheses which means 

that there is bi-directional causality.  

Qualitative Analysis 

Population, Sample and Sampling Procedure  

The population of interest in this study was employees in the twenty-

three commercial Banks operating in Ghana and that holds respective offices. 

The study was conducted at the headquarters of the banks in Accra. The target 

respondents in the banks are the heads of departments responsible for 
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responding to monetary policy rates in their respective banks in Ghana. 

Purposive sampling technique was used to select eight commercial banks from 

these twenty-three (23) banks and this is in accordance with Lee et al., (2002) 

who suggest that studies that use more than one method require fewer 

participants, as do studies that use multiple (very in-depth) interviews with the 

same participant. Again, Creswell in 1998 suggested a sample size ranging 

between 5 to 25 when an in-depth interview is involved whiles Morse in 1994 

stated the minimum sample size of six.  The method used to select these 

respondents from the eight commercial banks selected was based on Creswell 

(2015) and Rahi, (2017) that the sampling method used in selecting should be 

purposive to help provide an in-depth understanding of the problem. This helped 

to select participants who are very rich in the information required for the study. 

From the eight banks selected, one respondent each was selected from the banks 

making a total of 8 respondents. These eight banks were selected base on their 

performance among the 23 Commercial Banks in Ghana base on the percentage 

of their asset.  

In fact, that there is no ideal sample size for a qualitative study especially 

when the method used is purposive (Bresz et al., 2017; Creswell, 2015; Creswell 

& Creswell, 2018). Creswell (2015) suggested that the sample size depends on 

the qualitative design being used. Rahi (2017) on the other hand, emphasised a 

careful selection of a small number of participants who have in-depth 

information for qualitative inquiry. The respondents selected for the research 

made available a fair representation of stakeholders regarding the expert views 

on the performance of the central bank on the conduct of monetary policy in 

Ghana in order to make the information provided for the qualitative study rich.  
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Data Collection Method and Instrumentation 

An in-depth interview was used to bring about the ideas and opinions of 

the experts with respect to the conduct of commercial banks’ responsiveness to 

the monetary policy rate in Ghana. An in-depth interview is used because of the 

need to know more from the experts on the subjects related to the conduct of 

the responsiveness of commercial banks to the monetary policy rate in Ghana 

(Mugenda & Mugenda, 2019). An in-depth interview provides more thorough 

and well-informed information paralleled to other qualitative data collection 

instruments in a more relaxed atmosphere. 

 More opportunities are provided to ask follow-up questions in order to 

investigate further for additional information. A voice recorder and interview 

guide were used to conduct the interview. The use of an interview guide allows 

the interviewer to engage the interviewees regarding the issues related to the 

topic under research within a predetermined framework and time (Leedy & 

Ormrod, 2018; Rahi, 2017). The interview guide was divided into three sections 

meant to address particular issues. Sections “A” consist of questions relating to 

the profile of the respondents and B comprise questions directed to solicit 

respondents’ views on commercial banks’ responsiveness to the monetary 

policy rate.  Finally, section “C” also addresses questions on channels of 

monetary policy transmission and how financial development plays a mediating 

role in affecting the prompt transmission of the monetary policy rate. The 

participants were engaged to respond to a twenty-item question (Appendix). 

Data Collection Procedure 

To fine-tune the interview guide for final editing, the researcher pre-

tested with questions. The instrument was pre-tested with Bondzei (PhD), a 
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Senior lecturer at the University of Cape (School of Economics) because of his 

knowledge in monetary economics and financial sector on 20th May 2022. 

Before the collection of actual data, all the participants were pre-informed and 

fixed appointment dates differently for the in-depth interview. The interview 

began on 20th June 2022 and ended on 20th March 2023. Each interviewee was 

engaged for an average of 45 minutes. Permission was sought from the 

participants to record the in-depth interviews using a digital voice recorder and 

sometime too recording during phone calls. For the sake of strict adherence to 

the rules of the in-depth interviews, the researcher conducted the interview 

personally. 

Validity of Research Instrument 

The property of a proposition or measure's validity is how closely it 

adheres to accepted knowledge or the truth (Atmowardoyo, 2018; Leedy & 

Ormrod, 2018). When the results of an attitude scale match those of other 

measures of attitude possession, the scale is deemed legitimate. Therefore, an 

instrument's validity refers to how well it can measure what it should measure. 

As a result, it describes the degree to which an instrument accurately poses the 

proper questions (Bresz et al., 2017; Bryman, 2007; Creswell, 2015). Validity, 

according to Mugenda & Mugenda (2003), is the significance and correctness 

of conclusions drawn from research findings.  

There were two methods used to assess the instrument's content validity. 

The researcher first spoke with the department of economics lecturer (Dr 

Bondzie) and supervisors about the items in the instrument (Bryman, 2007; 

Creswell & Creswell, 2018). It is expected of these individuals to check or cross 

check whether each item in the questionnaire measures what it is intended to 
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measure. Suggestions, explanations, and other input are included in the advice. 

Secondly, through piloting, where subject responses are compared to the study 

goals, the content validity of the instrument was established (Creswell, 2015; 

Mugenda & Mugenda, 2019). This also gives a reason as to why the content 

was used. For a research instrument to be considered valid, the content selected 

and included in the questionnaire must be relevant to the variable being 

investigated (Bresz et al., 2017; Bryman, 2007; Creswell, 2015; Mugenda & 

Mugenda, 2019). 

Reliability of the Instrument 

Measurement consistency is known as reliability. Using uniform testing 

processes, assessing a wide sample of persons, and putting a large number of 

related items on a measure all boost reliability (Creswell, 2015). The internal 

consistency of the data gathered is determined by reliability. This guarantees 

that specific internal consistent patterns exist in the data. When no pattern is 

found in the responses, this indicates that probably the test is too difficult and 

as a result, the respondents just guess the answers randomly. The reliability of 

the research instrument was enhanced through a pilot study that was done in 

other banks and lecturers, other than those used in this study, selecting a pilot 

group of five respondents in all (Bresz et al., 2017; Mugenda & Mugenda, 

2019). The respondents were conveniently selected since statistical conditions 

are not necessary for the pilot study (Alfahl et al., 2017; Wenger, 1991). The 

pilot data was not included in the actual study. The pilot study allowed for pre-

testing of the research instrument to ascertain the reliability of the study as noted 

earlier. The Cronbach Alpha coefficient (α) was used to gauge the dependability 
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estimate. According to Nunnally (1978), research instruments should have a 

dependability of at least 0.70. 

Data Analysis and Presentation 

The researcher made use of the thematic framework for qualitative data 

analysis. This involves a comprehensive examination of the data set to check 

repeated patterns of meaning or themes (Bresz et al., 2017; Bryman, 2007; 

Creswell, 2015; Creswell & Creswell, 2018; Mugenda & Mugenda, 2019; Tan 

& Cao, 2022). The recorded voice of the participants was transcribed and edited 

and then the transcripts were imported into Nvivo 11 for windows for analysis. 

Finally, codes were generated and organised into categories for analysis.  

Chapter Summary 

This chapter focused on the research methods employed to achieve the 

studies objectives. The first and second objectives of the study follow a 

positivist, quantitative and explanatory research whereas the last objective 

followed an interpretivist philosophy and mixed method research. SVAR and 

ARDL was employed for the first and second objective respectively while 

ARDL and thematic framework for in-depth interview were used for the third 

objective. The sources of data used were clearly stated for each objective. 

Reliability and validity of data collection instrument and results are explained.  
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CHAPTER FOUR 

FINANCIAL DEVELOPMENT AND MONETARY POLICY 

EFFECTIVENESS IN GHANA  

Introduction 

The aim of the study is to examine the relationship among financial 

development, public debt dynamics, commercial banks’ responsiveness and 

monetary policy effectiveness in Ghana. This chapter specifically examines the 

role of financial development in the effectiveness of monetary policy in Ghana. 

This chapter is divided into two parts. The first part contains descriptive 

statistics of the variables used for the study and the stationarity properties of all 

the variables involved are also checked. The second part is dedicated to the 

discussion of the results of the SVAR regarding the impact of FINDEV on the 

effectiveness of monetary policy in Ghana by considering the following 

variables: monetary policy rate, financial development index, real effective 

exchange rate, output gap, trade openness, financial market, financial 

institution, and inflation rate. The chapter further explores how monetary policy 

can effectively reduce the inflation rate and output gap and other 

macroeconomic variables in Ghana.  

Descriptive Statistics 

Table 1 presents the descriptive statistics of the variables employed in 

the study. The descriptive statistics presented in Table 1 offer valuable insights 

into the key variables under consideration in the study. These statistics provide 

a snapshot of the central tendencies, variability, skewness, kurtosis, and other 

characteristics of the data. 
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Table 1: Descriptive Statistics 

 FINDEV REER OUTGAP MPR TRDOPEN INF 

 Mean  0.122561  88.66844 -70.80165  18.04670  0.235723  14.16797 

 Maximum  0.177344  113.1575  0.242968  27.50000  0.328361  33.60000 

 Minimum  0.090684  57.53042 -107.1098  12.50000  0.168967  5.530000 

 Std. Dev.  0.026159  13.33279  37.93418  4.295957  0.043447  5.476479 

 Skewness  1.064230  0.015217  1.226827  0.701061  0.596593  1.462718 

 Kurtosis  2.613090  1.986909  2.744553  2.324691  2.411349  5.845889 

 Jarque-Bera  44.26542  9.716344  57.56032  22.90799  16.74318  157.5499 

 Probability  0.000000  0.007765  0.000000  0.000011  0.000231  0.000000 

 Observations  227  227  227  227  227  227 

Note: Financial Development (FINDEV); Real Effective Exchange Rate (REER); Output Gap (OUTGAP); Monetary Policy Rate (MPR); Trade 

Openness (TRDOPEN); Inflation (INF); Standard Deviation (Std. Dev.) 

Source: Author’s Computation (2023) 
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The descriptive statistics presented in Table 1 offer valuable insights into 

the key variables under consideration in this study. The mean values of the 

variables provide a central measure for each of them. Notably, the Real 

Effective Exchange Rate (REER) exhibits a mean value of approximately 88.67, 

suggesting a relatively stable exchange rate environment on average with the 

study period. Meanwhile, the Trade Openness (TRDOPEN) variable has a mean 

of about 0.236, indicating that, on average, countries tend to have moderately 

open trade policies. This is in line with the proposition of Ahiakpor et al. (2019) 

on how open the Ghanaian economy is.  

Financial Development (FINDEV), a crucial aspect of economic 

growth, shows a mean value of approximately 0.123. This suggests that Ghana 

exhibit a moderately low level of financial development. The Output Gap 

(OUTGAP) refers to the difference between an economy’s actual level of output 

(real GDP) and its potential or trend level of output. The average value of -

70.80165, indicating a negative output gap occurs in Ghana. Thus, the actual 

level of economic output falls below the potential or trend level. In this case, 

the economy is operating below its full capacity, potentially leading to 

unemployment and underutilization of resources (Valogo et al., 2023). 

Inflation (INF) is an essential economic indicator, and the mean value 

of around 14.16797 inflation in the country of study (Ghana) indicates a 

moderate level of inflation, on average, across the country in the dataset. 

Similarly, the Monetary Policy Rate (MPR) shows a mean value of 

approximately 18.04670, reflecting the average interest rate set by central banks 

in these economies. 
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The minimum and maximum values for each variable provide insights 

into the range of variation. For instance, the REER ranges from a minimum of 

approximately 57.53042 to a maximum of 113.1575, highlighting significant 

variability in exchange rates across the study period. Similarly, TRDOPEN 

exhibits a wide range from 0.168967 to 0.328361, indicating diverse trade 

policies among the countries. 

Standard deviations reflect the degree of dispersion or variability in the 

data. Thus, the REER has a standard deviation of around 13.33279, indicating 

that exchange rates can vary considerably from the mean. Skewness and 

kurtosis provide insights into the shape of the distributions (Royston, 1982). 

Negative skewness in some variables, like REER, suggests a longer left tail, 

potentially indicating instances of extreme depreciation. High kurtosis values in 

several variables, such as TRDOPEN and INF imply the presence of outliers or 

fat tails in their distributions, which could be indicative of non-normality. 

The Jarque-Bera test and associated probabilities are statistical 

assessments of normality (Jarque & Bera, 1980). For instance, the low p-values 

for variables like TRDOPEN suggest that these variables are not normally 

distributed. 

These descriptive statistics offer a comprehensive overview of the 

dataset, shedding light on the central tendencies, variability, and distributional 

characteristics of the variables under investigation. These insights serve as a 

foundation for more in-depth analyses and model development in this study.  

Stationarity Test 

Time series data, which involve the observation of a variable over time, 

often exhibit a characteristic known as non-stationarity (Rhif et al., 2019; 
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Russell, 2011; Russell & Banerjee, 2008). Nonstationary time series data can 

pose challenges in statistical analysis and regression modeling, as they may lead 

to spurious regression results. Several seminal studies, including Fuller (1976), 

Kwiatkowski et al. (1992), and Phillips & Perron (1988), have highlighted the 

issues associated with nonstationary time series. 

Non-stationarity essentially means that the statistical properties of the 

data, such as the mean, variance, and autocovariance, are not constant over time. 

In practical terms, this implies that the data’s behavior can change, making it 

challenging to draw meaningful conclusions from the raw data. 

In reality, most time series data are nonstationary due to various factors, 

including the underlying data-generating processes and potential subjectivity in 

data collection (Fuller, 1976; Kwiatkowski et al., 1992; Phillips & Perron, 

1988). This non-stationarity can complicate statistical analyses, particularly 

when attempting to establish relationships between variables through 

regression. 

Some widely used methods employed to determine stationarity are the 

Augmented Dickey-Fuller (ADF) test, Phillips-Perron (PP) tests, Kwiatkowski-

Phillips-Schmidt-Shin (KPSS) test. These tests help assess whether a time series 

is stationary around a constant mean or has a unit root, which would imply non-

stationarity. The key insight is that stationarity is a prerequisite for conducting 

reliable regression analyses, as spurious relationships can arise when 

nonstationary series are regressed against each other.
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Table 2: Unit Root Test  

 

PP ADF KPSS 

 

Level First Difference Level First Difference Level First Difference 

INF -2.9052** -13.8321*** -2.9529** -4.6157*** 0.5624** 0.0466 

FINDEV -0.1312 -14.2816*** -0.0014 -14.245*** 1.5722*** 0.1383 

MPR -2.1769 -15.9896*** -2.1145 -4.9846*** 0.2151 0.2048 

OUTGAP -1.71 -26.4427*** -1.7575 -25.7633*** 1.2304*** 0.4974 

REER -1.1893 -14.5089** -1.058 -14.484*** 1.3215*** 0.0773 

TRDOPEN -1.836 -3.4346** -2.8257 -3.37** 0.2666 0.0975 

 

Notes: (*) Significant at the 10%; (**) Significant at the 5%; and (***) Significant at the 1%. Probability of ADF and PP are based on MacKinnon 

(1996) one-sided p-values and Probability of KPSS are on Kwiatkowski-Phillips-Schmidt-Shin (1992, Table 1). Lag Length are based on AIC. 

Inflation (INF); Financial Development (FINDEV); Monetary Policy Rate (MPR); Output Gap (OUTGAP); Real Effective Exchange Rate (REER); 

Trade Openness (TRDOPEN) 

Source: Author’s Computation (2023) 

  

 University of Cape Coast            https://ir.ucc.edu.gh/xmlui

Digitized by Sam Jonah Library



 

151 

 

Table 2 contains the results of various unit root tests, namely the ADF, 

PP, and KPSS tests, for the study’s variables in levels and their first differences 

(Fuller, 1976; Kwiatkowski et al., 1992; Phillips & Perron, 1988).  

INF in both levels and first differences, the ADF and PP tests show 

significant results at the 5% level and 1% respectively, indicating that inflation 

is stationary. The KPSS test in levels suggests that inflation is non-significant 

(not stationary), while in first differences, it is significant. In summary, inflation 

appears to be stationary in first differences, which is a common characteristic 

for economic time series data. The ADF and PP tests for FINDEV, whether in 

levels or first differences, are all highly significant at the 1% level. These results 

suggest that FINDEV is stationary.  

The ADF and PP tests under MPR show significant results at the 1% 

level in first differences, indicating stationarity. The KPSS test is not significant 

in both levels and first differences. Thus, the monetary policy rate appears to be 

stationary in first differences. OUTGAP shows ADF and PP tests in levels and 

first differences, as well as the KPSS test in levels and first differences, all yield 

highly significant results at the 1% level. This implies that the output gap is 

likely stationary. It is also worth noting that the KPSS test indicates stationarity 

in first differences.  

ADF and PP tests are not significant at the 5% level in levels, but they 

become significant at the 1% level in first differences, indicating stationarity in 

first differences. The KPSS test suggests that REER is stationary at levels not 

first differences. Finally, TRDOPEN on ADF and PP tests are not significant at 

the 5% level in levels, while they are significant in first differences, implying 
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stationarity. The KPSS test suggests stationarity in levels and in first 

differences.   

The choice of these tests for stationarity were significant because they 

complement each other like the Augmented Dickey-Fuller (ADF), Phillips-

Perron (PP) tests in certain situations as well as Kwiatkowski-Phillips-Schmidt-

Shin (Fuller, 1976; Kwiatkowski et al., 1992; Phillips & Perron, 1988). In 

summary, recognizing that the variables were stationary at first difference, the 

study used the logged differenced of the variables to ensure reliability of study’s 

findings. 

Analysis of Empirical Results 

 The SVAR results presenting the response of inflation rate, exchange 

rate, trade openness and output gap on FINDEV and monetary policy rate shock 

is provided in this section. The study examines the role of FINDEV in the 

effectiveness of monetary policy in Ghana using SVAR estimation technique. 

Various shocks such as FINDEV, monetary policy rate and interacted variable 

from financial development and monetary policy rate are applied to other 

macroeconomic variables in Ghana to see how specifically the output gap and 

inflation will respond.  

The paper first examines how the financial development shock affects 

macroeconomic indicators. Next, the shock to macroeconomic variables from 

monetary policy. Analysis of how financial development and monetary policy 

rate shocks interact with macroeconomic variables in Ghana comes next. 
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Financial Development Shocks and Macroeconomic Variables 

Pre-Estimation Test 

Lag length for the study employed several key criteria commonly used 

in time series analysis (see Table 3). These criteria, namely the Log-Likelihood 

(LogL), Likelihood Ratio (LR), Final Prediction Error (FPE), Akaike 

Information Criterion (AIC), Schwarz Criterion (SC), Hannan-Quinn Criterion 

(HQ), played a pivotal role in guiding our selection process (Baranowski et al., 

2019; Bertrand et al., 1988; Fryzlewicz, 2014; Hannan & Quinn, 1979; Harville, 

1974; Quinn, 1980). The primary goal was to identify the lag order that would 

yield the most suitable model for SVAR analysis. 

A comprehensive analysis of these criteria led the study to a consensus: 

the optimal lag length for the study is one, denoted as ‘p = 1.’ This choice was 

grounded in the favorable outcomes across these criteria, collectively pointing 

towards lag 1 as the most appropriate choice. FPE serves as a crucial indicator 

of a model’s predictive performance. Lower FPE values imply superior 

predictive accuracy. Thus, the declining trend in FPE values as the lag order 

increased clearly indicated that lag 1 was a strong candidate, offering enhanced 

predictive power. 

AIC seeks to strike a balance between model fit and complexity, 

penalizing overly complex models. The consistent decrease in AIC values with 

increasing lag order strongly suggested that lag 1 was a favorable choice in 

terms of model fit. Similar to AIC, SIC discourages excessive model 

complexity. The decreasing SIC values as we considered higher lag orders 

mirrored the trend seen in AIC, affirming the appeal of lag 1 from the standpoint 

of model fitting. HQ, like AIC and SIC, emphasizes the importance of a 
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parsimonious yet accurate model. Its decreasing value with increasing lag order 

underscored the credibility of selecting lag 1.  

Table 3: VAR Lag Order Selection Criteria for Financial Development 

    Shocks and Macroeconomic Variables 

       
 Lag LogL LR FPE AIC SC HQ 

              
0 3181.1560 NA   9.00e-21 -29.1299 -29.0367 -29.0923 

1 3593.475 798.1599*   2.85e-22* -32.5823*  -31.9302*  -32.31897* 

2 3604.9888  21.6532  3.57e-22 -32.358 -31.1467 -31.8685 

3 3629.2476  44.2889  3.98e-22 -32.25 -30.4801 -31.5351 

4 3643.3365  24.9465  4.89e-22 -32.049 -29.7202 -31.1083 

5 3653.7892  17.9326  6.21e-22 -31.8146 -28.9269 -30.6482 

6 3674.2860  34.0359  7.22e-22 -31.6724 -28.2257 -30.2802 

7 3693.2194  30.3978  8.54e-22 -31.5158 -27.5103 -29.8979 

8 3710.7310  27.1510  1.03e-21 -31.3461 -26.7817 -29.5025 

       Note: Log-Likelihood (LogL), Likelihood Ratio (LR), Final Prediction Error 

(FPE), Akaike Information Criterion (AIC), Schwarz Criterion (SC), Hannan-

Quinn Criterion (HQ) 

Source: Author’s Computation (2023) 

Furthermore, the decision to opt for lag 1 was validated by the Lagrange-

Multiplier test (see Table 4), which assessed autocorrelation within the chosen 

lag order (Breusch, 1978; Breusch & Pagan, 1979). The test revealed that the 

null hypothesis of no autocorrelation was not rejected. This outcome holds 

significant implications—it signifies that the VAR model, within which the 

SVAR model is derived, satisfies the stability conditions.  
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Table 4: VAR Residual Serial Correlation for Financial Development  

    Shocks and Macroeconomic Variables 

Null hypothesis: No serial correlation at lag h 

Lag LRE* stat df Prob. Rao F-stat df Prob. 

1 19.5584 36 0.9883 0.539 (36, 911.8) 0.9883 

2 20.2597 36 0.984 0.5585 (36, 911.8) 0.9840 

Null hypothesis: No serial correlation at lags 1 to h 

Lag LRE* stat df Prob. Rao F-stat df Prob. 

1 19.5584 36 0.9884 0.539 (36, 911.8) 0.9883 

2 50.6082 72 0.9739 0.6966 (72, 1099.4) 0.9739 

Note: *Edgeworth expansion corrected likelihood ratio statistic. 

Source: Author’s Computation (2023) 

Moreover, in Figure 4, the graph displays eigenvalues extracted from the 

reduced form VAR. Notably, all eigenvalues are situated within the unit circle, 

indicating that the VAR utilized to Construct the SVAR adheres to stability 

conditions. This is a significant finding in ensuring the reliability and robustness 

of the SVAR model. 

 

Figure 4: Plots of eigenvalues from the reduced form VAR 

Source: Author’s Construct (2023) 
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Thus, the rigorous analysis of various lag order selection criteria, 

alongside the Lagrange-Multiplier test and Figure 4 consistently pointed to a 

lag order of four as the most suitable choice for the study. This selection ensures 

that the SVAR model is grounded in stable and reliable statistical foundations, 

providing the study with confidence in the analytical results and their 

implications. 

Analysis of SVAR for Financial Development Shocks and Macroeconomic 

Variables 

Figure 5 presents results of the impulse response function from the 

shocks to financial development in Ghana. It presents the response of exchange 

rate, output gap, trade openness and inflation rate to financial development 

shock. The study found that a shock to financial development has an effect on 

inflation rate, exchange rate, trade openness and output gap during the study 

period from 2002 to 2020 in Ghana. The effect of the financial development 

shock is followed by a decrease in the output gap is due to the importance of 

FINDEV. Though the output gap becomes stable after the second month, it is 

largely insignificant. The response of the output gap to financial development 

is interesting. An increase in financial development initially leads to a decrease 

in the output gap. This could be due to the progressing development financial 

system in Ghana in facilitating investment and economic growth. As a result, 

economic output may improve, leading to a narrowing of the output gap 

(Ghazali & A. Rahman, 2020; Iheonu et al., 2020; Nguyen et al., 2022). 

However, it’s noted that this effect becomes largely insignificant after the 

second month. This may suggest that while there is an initial positive impact, 

other factors also affect the output gap in the longer run.  
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When the financial sector is developed to some extent, it smoothens 

economic activities hence its impact on output growth through development in 

the credit channel and exchange rate channel (Abbate & Thaler, 2019; 

Farajnezhad & Suresh, 2019; Koch, 2011). Financial development increases 

access to financial services by firms and individuals which in turn also increase 

access to credit facilities and hence increase in total productivity of a given 

economy (Alnaa & Matey, 2022; Chowdhury, 2016; Cole & Shaw, 1974; Ha et 

al., 2022; Peprah et al., 2019).  

A positive shock to FINDEV initially leads to an increase in the inflation 

rate. This could be due to the fact that improved financial development often 

encourages increased economic activities, investments, and borrowing. As a 

result, an initial boost in financial development might lead to higher demand 

and subsequently upward pressure on prices (inflation). Over time, however, the 

effect on inflation diminishes, indicating that the initial impact is temporary. 

Inflation is known from prior studies to have a significant relationship with 

financial development (Almalki & Batayneh, 2015; Bittencourt et al., 2014; Dar 

& Nain, 2023; Ehigiamusoe et al., 2022; Rousseau & Yilmazkuday, 2009). 

Similarly, a positive financial development shock leads to an initial 

increase in the exchange rate. This might occur because a more developed 

financial system can attract foreign investments and promote currency stability. 

In this context, the exchange rate appreciates. However, as with inflation, this 

effect becomes less significant as time progresses, suggesting that the exchange 

rate stabilizes after an initial fluctuation (Dabachi et al., 2022; Sehrawat & Giri, 

2015). 
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The study found that the effect of financial development shocks on trade 

openness is insignificant. This result implies that changes in financial 

development within the given period do not significantly impact on the degree 

of trade openness. It could be that other factors, such as government policies or 

global economic conditions, play a more dominant role in influencing trade 

openness. The findings are inconsistent with Qamruzzaman and Jianguo (2020) 

who found that financial development significantly influence trade openness but 

it is in line to Demetriades and Rousseau (2010) who also postulated that there 

is no significant relationship between trade openness and financial 

development. 

Overall, these findings suggest that financial development indeed has a 

noticeable influence on various macroeconomic variables in Ghana, but the 

magnitude and duration of these effects can vary. Cecchetti and Kharroubi 

(2013) studied how financial development affects growth at both the country 

and industry levels. Based on a sample of developed and emerging economies, 

they found that the level of financial development is good only up to a point, 

after which it becomes a drag on growth. 
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Figure 5: Response of Macroeconomic variables to financial development  

    shock 

Source: Author’s Construct (2023) 

Monetary Policy Rate Shocks on Macroeconomic Variables in Ghana. 

Pre-Estimation Diagnostic Test 

Table 5 provides the results of various lag order selection criteria used 

to determine the appropriate lag order for the SVAR model on monetary policy 

rate shock on macroeconomic variables in Ghana. The results show that lag 

order selected by LR test is 6, indicating the potential for more complex models. 

FPE measures the accuracy of future predictions. A lag order of 2 has the lowest 

FPE. AIC, SIC and HQ suggest a lag order of 2. In this case, the AIC, SC, and 

HQ all agree on a lag order of 2 as the most suitable. The final choice of lag 

order should consider the trade-offs between model complexity and goodness 

of fit, hence a lag order of 2 is appropriate for this analysis.  
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Table 5: VAR Lag Order Selection Criteria Monetary Policy Rate Shocks

     on Macroeconomic Variables in Ghana 

 Lag LogL LR FPE AIC SC HQ 

0 899.3480 NA   1.62e-12 -12.9615 -12.8555 -12.9185 

1 1044.66235  277.9927  2.83e-13 -14.7053  -14.0689* -14.4467 

2 1099.0672  100.137   1.85e-13*  -15.1314* -13.9648  -14.6573* 

3 1107.6996  15.2629  2.35e-13 -14.8942 -13.1972 -14.2046 

4 1123.0772  26.0752  2.72e-13 -14.7547 -12.5279 -13.8496 

5 1128.5052  8.81063  3.65e-13 -14.4710 -11.7135 -13.3505 

6 1153.467  38.7089*  3.72e-13 -14.4705 -11.1829 -13.1344 

7 1168.1139  21.6519  4.42e-13 -14.3204 -10.5023 -12.7689 

8 1182.8368  20.6975  5.29e-13 -14.1716 -9.8231 -12.4044 

 * indicates lag order selected by the criterion  

 LR: sequential modified LR test statistic (each test at 5% level) 

 FPE: Final prediction error    

 AIC: Akaike information criterion   

 SC: Schwarz information criterion   

 HQ: Hannan-Quinn information criterion   

Source: Author’s Computation (2023) 

The LM test was also employed to assess residual serial correlation 

(Breusch, 1978; Breusch & Pagan, 1979). The test statistics (LR) range from 

approximately 15.20 to 18.24, with degrees of freedom (df) at 25. The 

associated probabilities are relatively high, ranging from 0.832 to 0.937. 

Overall, the LM tests consistently demonstrate that there is no significant 

residual serial correlation in the VAR model. In conclusion, the results of the 

LM tests suggest that the VAR model used in this analysis meets the assumption 
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of no residual serial correlation, affirming the reliability of the model’s 

estimates and forecasts.  

Table 6: VAR Residual Serial Correlation for Monetary Policy Shocks 

  and Macroeconomic Variables 

Null hypothesis: No serial correlation at lag h 

Lag LRE* stat df Prob. Rao F-stat df Prob. 

1 17.4534 25 0.8646 0.6940 (25, 484.4) 0.8648 

2 15.2020 25 0.9365 0.6031 (25, 484.4) 0.9366 

3 18.2408 25 0.8319 0.7259 (25, 484.4) 0.8321 

Null hypothesis: No serial correlation at lags 1 to h 

Lag LRE* stat df Prob. Rao F-stat df Prob. 

1 17.4533 25 0.8647 0.69409 (25, 484.4) 0.8648 

2 44.9427 50 0.6760 0.89603 (50, 573.5) 0.67695 

3 71.5586 75 0.5912 0.95179 (75, 579.0) 0.59403 

Note: *Edgeworth expansion corrected likelihood ratio statistic. 

Source: Author’s Computation (2023) 

Moreover, in Figure 6, the eigenvalue plots derived from the reduced-

form VAR reveal a noteworthy pattern. Specifically, all eigenvalues are 

contained within the unit circle. This observation is indicative of the VAR 

model’s compliance with stability conditions. 
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Figure 6: Plots of eigenvalues from the reduced form VAR for monetary  

     policy shocks and macroeconomic variables 

Source: Author’s Construct (2023) 

In conclusion, the pre-estimation tests performed to evaluate the data 

and model’s properties have provided valuable insights. The Lag Order 

Selection process has contributed to determining the appropriate lag order for 

the model. Additionally, the Lagrange Multiplier (LM) tests for serial 

correlation and the examination of eigenvalues in the reduced-form VAR 

demonstrated the absence of autocorrelation and the model’s stability. These 

positive results suggest that the subsequent estimations and analyses can be 

conducted with confidence, given the underlying data and model conditions. 

This comprehensive battery of pre-estimation tests ensures that the model is 

well-prepared for rigorous and reliable econometric analysis. 
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Analysis of SVAR for Monetary Policy Shocks and Macroeconomic 

Variables 

The results depicted in Figure 7 illustrate the impulse response functions 

of monetary policy shocks. In the first three months, a positive shock to the 

monetary policy rate is found to have a significant influence on the inflation 

rate. This is in line with standard economic theory. When central banks raise 

interest rates (a contractionary monetary policy), borrowing becomes more 

expensive, which can lead to reduced spending and, consequently, a dampening 

effect on inflation (Bleaney et al., 2020; George, 1994; Ikeda, 2022; Sowa & 

Abradu-Otoo, 2009). However, this effect diminishes and becomes statistically 

insignificant beyond the initial three months. This might indicate that other 

factors or lags in the transmission mechanism of monetary policy start to 

dominate, and the impact of a single interest rate shock on inflation wanes over 

time. Fiador (2016) revealed that monetary policy transmission is ineffective in 

some African countries specifically Ghana, Gambia and Nigeria. 

The results suggest that a positive monetary policy shock decreases the 

exchange rate. This implies that when the central bank raises interest rates, it 

can attract foreign capital seeking higher returns. This increased demand for the 

domestic currency can appreciate its value. Nevertheless, the relationship 

between monetary policy and the exchange rate is found to be statistically 

insignificant. This lack of significance could be due to various other factors 

influencing exchange rates, including trade balances, fiscal policies, and global 

economic conditions, which may overshadow the direct impact of monetary 

policy changes (Akosah et al., 2020b; Chadha et al., 2004; Lagos, 2011; 

Obstfeld, 1980; Suriani et al., 2021; Svensson, 1989; Zhang, 2018). 
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The study reveals that a positive shock to the monetary policy rate has 

an insignificant impact on the output gap. The output gap represents the 

difference between actual and potential economic output. The lack of 

significance suggests that changes in the monetary policy rate do not strongly 

affect overall economic output in the short term. The results are in contrary with 

Ma and Lin (2016) who showed that the effect of monetary policy on output 

and inflation are significant but negatively correlated with financial 

development. Other factors, such as fiscal policy, consumer and business 

confidence, and external shocks, may have a more substantial influence on the 

output gap. 

The study indicates that a positive monetary policy shock reduces trade 

openness significantly in the first two months but becomes insignificant 

afterward. Trade openness reflects a country’s degree of participation in 

international trade (Ahiakpor et al., 2019). The initial decrease in trade openness 

could be associated with the appreciation of the domestic currency, which 

makes exports more expensive and imports cheaper. However, the subsequent 

insignificance might result from the complex dynamics of trade, including long-

term contracts and the adaptability of businesses to exchange rate fluctuations. 

This is consistent with the work done by Stephen (2009) on the 

relationship between changes in monetary policy and the exchange rate in 

Canada. The work showed a strong and significant negative correlation between 

the exchange rate and monetary policy by using the DSGE. The insignificant 

result could be due to the fact that there is always a fluctuation in the exchange 

rate in Ghana which may be due to the presence of a black market in Forex 
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trading. This causes a shock to the monetary policy rate to be ineffective with 

respect to the exchange rate in Ghana.   

The impulse response shows that a positive shock to the monetary policy 

rate insignificantly causes a fall in the output gap in the first two months but 

later increases significantly by 1.9 % in the fourth month. The output gap 

thereafter decreases by 1.6 % within the six-month period and become stable 

from the seven months through to the 24 months.  

 

Financial Development and Monetary Policy Shock, (Interaction between 

financial development and monetary policy rate) and Macroeconomic 

Variables 

Pre-Estimation Techniques 

Table 7 presents lag order selection criteria for the SVAR model with 

various endogenous variables. Multiple criteria are employed to determine the 

optimal lag length for the model. The log likelihood, sequential modified LR 

test statistic, FPE, and information criteria including AIC, SC, and HQ are 

Figure 7: Response of Macroeconomic variables to monetary policy rate shock 
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assessed for lag orders ranging from 0 to 8. The results consistently favor a lag 

order of 2, supported by the lowest values for FPE, AIC, SC, and HQ, indicating 

this as the optimal choice. This suggests that considering the two previous time 

periods’ values of these variables in the SVAR model strikes a balance between 

model complexity and goodness of fit, enhancing its suitability for time series 

analysis. 

Table 7: VAR Lag Order Selection Criteria for Interaction between  

    financial development and monetary policy rate Shocks on  

    Macroeconomic Variables in Ghana 

 Lag LogL LR FPE AIC SC HQ 

0 -573.2859 NA   7.99e-06  5.2902  5.3831  5.3278 

1 1756.7307  4511.083  6.37e-15 -15.6596 -15.0097 -15.3971 

2 2158.2357  755.3427*   2.26e-16*  -18.9976*  -17.791*  -18.5101* 

3 2178.0319  36.1574  2.63e-16 -18.8496 -17.0854 -18.1371 

4 2203.0028  44.2408  2.92e-16 -18.7489 -16.4276 -17.8114 

5 2221.6720  32.0531  3.44e-16 -18.5906 -15.7122 -17.4281 

6 2234.1223  20.6936  4.30e-16 -18.3755 -14.9400 -16.9881 

7 2250.1591  25.776  5.22e-16 -18.1932 -14.2006 -16.5807 

8 2269.2768  29.6804  6.18e-16 -18.0396 -13.4893 -16.2015 

 * indicates lag order selected by the criterion  

 LR: sequential modified LR test statistic (each test at 5% level) 

 FPE: Final prediction error    

 AIC: Akaike information criterion   

 SC: Schwarz information criterion   

 HQ: Hannan-Quinn information criterion   

Source: Author’s Computation (2023) 

Table 8 displays results from the SVAR Residual Serial Correlation LM 

Tests, evaluating serial correlation in the residuals at different lag lengths for 

Interaction between financial development and monetary policy rate Shocks on 

Macroeconomic Variables in Ghana. The first set of tests assesses the null 
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hypothesis of no serial correlation at a specific lag (h), while the second set 

explores the hypothesis of no serial correlation at lags from 1 to h. The test 

statistics are reported alongside degrees of freedom and probabilities (Prob.) for 

each lag. The results suggest that serial correlation is not significant at lag 1, as 

indicated by high p-values. However, at lag 3, the p-value becomes smaller, 

suggesting potential serial correlation, especially when considering multiple 

lags. The results from the VAR Residual Serial Correlation LM Tests indicate 

that serial correlation is not significant at lag 2. This means that the residuals 

from the model do not exhibit a strong pattern of correlation at this lag. The p-

value for lag 2 is relatively high, suggesting that the null hypothesis of no serial 

correlation at this lag cannot be rejected. This is a favourable result because it 

implies that the model’s residuals are relatively independent at lag 2, which is 

important for reliable parameter estimation. 

Table 8: VAR Residual Serial Correlation LM Tests for Interaction   

  between financial development monetary policy rate Shocks on 

  Macroeconomic Variables in Ghana 

Null hypothesis: No serial correlation at lag h 

Lag LRE* stat df Prob. Rao F-stat Df Prob. 

1 35.9836 36 0.4694 1.0005 (36, 885.4) 0.4696 

2 28.7067 36 0.8010 0.7949 (36, 885.4) 0.8012 

3 50.9876 36 0.0501 1.4296 (36, 885.4) 0.0501 

Null hypothesis: No serial correlation at lags 1 to h 

Lag LRE* stat df Prob. Rao F-stat Df Prob. 

1 35.9836 36 0.4694 1.0005 (36, 885.4) 0.4696 

2 69.9643 72 0.5459 0.9713 (72, 1066.7) 0.5468 

3 111.0299 108 0.4014 1.0295 (108, 1090.3) 0.4036 

Note: *Edgeworth expansion corrected likelihood ratio statistic. 

Source: Author’s Computation (2023) 
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Moreover, Figure 8 illustrates the eigenvalue plot derived from the 

reduced form VAR, where all eigenvalues are situated within the unit circle. 

This observation signifies that the VAR used to construct the SVAR model 

adheres to the stability conditions, ensuring reliable results and interpretations. 

 

Figure 8: Plots of eigenvalues from the reduced form VAR 

Source: Authers own construct 

In conclusion, the pre-estimation tests have provided crucial insights 

into the adequacy and reliability of our chosen modelling approach. The lag 

selection criteria have helped us determine the optimal lag length for our model, 

ensuring that the study captures relevant dynamics in the data without 

overcomplicating the model. The LM tests allowed the study to assess the 

presence of serial correlation in the residuals, and the results indicate that the 

model does not exhibit significant serial correlation, thus upholding the validity 

of the estimated coefficients. Additionally, the eigenvalues derived from the 
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reduced form VAR have affirmed that the SVAR complies with stability 

conditions, reinforcing the study’s confidence in the forthcoming estimations. 

These comprehensive pre-estimation tests lay a strong foundation for the 

robustness and accuracy of our subsequent analysis and interpretation of the 

SVAR model. 

Analysis of SVAR for Financial Development and Monetary Policy Shock, 

(Interaction between financial development and monetary policy rate) and 

Macroeconomic Variables 

The results presented in Figure 9 suggest that the interaction between 

financial development and monetary policy plays a role in shaping various 

economic indicators over time. Thus, the section examined the possible effect 

of simultaneous shock of both financial development and monetary policy on 

some key variables. The response of inflation (in the first quadrant of Figure 9), 

exchange rate (in the second quadrant of Figure 9) and trade openness (in the 

third quadrant of Figure 9) and output gap (in the fourth quadrant of Figure 9) 

can be seen in Figure 9.  

A simultaneous shock from the interaction between financial 

development and monetary policy leads to a rapid decrease in inflation during 

the initial two months, followed by a more gradual decline. This pattern 

suggests that a coordinated effort to boost financial development and implement 

appropriate monetary policies can effectively combat inflation. The significance 

of this relationship underscores the importance of monetary policy in 

controlling price levels. The results are in with Sena et al. (2021) who showed 

that in Ghana, financial development strengthens the effectiveness of monetary 

policy. This is contrary to studies by Effiong et al. (2020); Mishra and Montiel 
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(2013) and Batuo and Mlambo (2012) who conducted similar studies in 

developing economies – Africa and sub-Saharan Africa. 

After a positive shock from the interaction term between financial 

development and monetary policy, the output gap initially rises in the first 

month. This could be attributed to increased economic activity and investment 

resulting from improved financial development and accommodative monetary 

policies. However, this effect is short-lived, and the output gap begins to decline 

after the second month. The significance up to the tenth month indicates that 

these policies can have a positive impact on the output gap but might not sustain 

it over the long term. The study results are in contrary to Ahiakpor et al. (2019) 

who interacted trade openness with monetary policy and found that monetary 

policy was ineffective in dealing with output gap in Ghana. Similarly, Fiador 

(2016) posited that monetary policy transmission in West African countries, 

Ghana, Gambia and Nigeria was ineffective. Nonetheless, the results of this 

current study have showed that when there is a well-developed financial sector, 

monetary policy will translate to the economy effectively.  

The results show that a positive shock from the interaction between 

financial development and monetary policy leads to an increase in trade 

openness. This suggests that when these policies work in tandem, they can 

stimulate international trade. However, the relationship becomes insignificant 

after the sixth month, indicating that the impact on trade openness might be 

temporary. It’s important for policymakers to understand the dynamics of this 

relationship for effective trade policy planning. In line with prior studies 

Apanisile and Osinubi (2020) showed that financial development has a positive 
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effect on monetary policy transmission in an economy as it is the most active 

channel to stabilise prices. 

In contrast to the other variables, the interaction between financial 

development and monetary policy does not show a significant relationship with 

the exchange rate. This implies that these policies, as studied, do not have a 

substantial impact on the exchange rate. Although the result is insignificant a 

positive shock from the interacted variable causes a decrease in the exchange 

rate. Improved financial development often contributes to the stability and 

attractiveness of a country’s financial markets, attracting foreign investments 

and capital inflows. This increased demand for the local currency exerts upward 

pressure on its exchange rate. Conversely, accommodative monetary policies, 

characterized by lower interest rates, may attract investment in the domestic 

currency but simultaneously lower relative returns on domestic assets, 

potentially discouraging foreign capital inflows and exerting downward 

pressure on the exchange rate. The outcome is the interplay of these forces, 

which are influenced by various economic factors. The result’s statistical 

insignificance suggests that these dynamics are not strong or consistent enough 

to provide a definitive conclusion about their impact on exchange rates. 

The results imply that the degree of financial sector development is 

considered important in explaining monetary policy effectiveness as the 

efficacy of monetary policy crucially depends on the structure and condition of 

the financial system (Carranza et al., 2010a; Ma & Lin, 2016; Mishra et al., 

2012). Also, findings from Abdul Karim et al. (2021) revealed that the level of 

monetary policy effectiveness differs across countries based on the role of 

financial development. They further elaborated that though Malaysia and 
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Singapore are developed, the level of effectiveness of monetary policy is 

reduced in Malaysia (negative relationship) but more effective in Singapore. 

Basa et al. (2019) showed a negative significance between financial 

development (proxied as liquid liabilities and stock market capitalisation) and 

the effectiveness of monetary policy (gross fixed capital formation) indicating 

that a more developed financial sector hinders the effectiveness of monetary 

policy just as in Karim et al. (2020). 

 

Figure 9: Response of Macroeconomic variables to shocks of interaction  

    between financial development and monetary policy rate 

Source: Author’s Computation (2023) 

Level of financial development in Ghana influences the effectiveness of 

monetary policy 

 The results showed that financial development plays a pivotal role in 

enhancing the effectiveness of monetary policy in various ways, especially 

 University of Cape Coast            https://ir.ucc.edu.gh/xmlui

Digitized by Sam Jonah Library



 

173 

 

concerning inflation, output gap, and trade openness (Ahiadorme, 2022; Effiong 

et al., 2020; Ghossoub & Reed, 2017; Ho, 2022; Krause & Rioja, 2006; Ma, 

2018; Ma & Lin, 2016; Oyadeyi, 2023; Sena et al., 2021; Seth & Kalyanaraman, 

2017). Financial development, particularly the development of a well-

functioning banking and financial system, can aid in better controlling inflation 

(Carranza et al., 2010a; Effiong et al., 2020; Kusairi et al., 2019; Ma & Lin, 

2016). As banks and financial institutions become more sophisticated and 

efficient, they can more effectively channel funds from savers to borrowers 

(Angelopoulou et al., 2014; Apanisile & Osinubi, 2020; Fiador et al., 2022; 

Fiador, 2016). This efficient allocation of capital can reduce the liquidity 

overhang, leading to less pressure on prices. The Quantity Theory of Money 

suggests that a well-developed financial system can influence the velocity of 

money and subsequently impact inflation (Dimand, 2013; Ongan et al., 2022; 

Pinter, 2022; Vatsa & Mixon, 2022). A stable financial system can also help 

implement inflation-targeting policies more effectively, as central banks can 

rely on more accurate information and better transmission mechanisms to 

manage inflation expectations (Abango et al., 2019; Bleaney et al., 2020; Klutse 

et al., 2022; Ryczkowski, 2021; Tweneboah & Alagidede, 2019; Wasserfallen, 

2019). 

Financial development can have a substantial impact on the management 

of the output gap, which is the difference between actual and potential output. 

A well-developed financial sector allows firms and households to access 

financing more easily (Cole & Shaw, 1974; Finance, 2003; Fry, 1978; Peprah 

et al., 2019). When interest rates are lowered to stimulate economic activity, as 

part of expansionary monetary policy, developed financial markets ensure that 
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these rate cuts are effectively transmitted to consumers and businesses (Alnaa 

& Matey, 2022). The Credit Channel Theory suggests that an efficient financial 

system can improve the transmission of monetary policy through lending, 

thereby impacting real economic activity (Abbate & Thaler, 2019; Farajnezhad 

& Suresh, 2019; Koch, 2011). As a result, a well-developed financial sector is 

a crucial element in implementing monetary policy geared towards reducing the 

output gap. 

Financial development can also enhance the effectiveness of monetary 

policy concerning trade openness and exchange rates (Bilquess et al., 2011; 

Dabachi et al., 2022; Demetriades & Rousseau, 2010). In an open economy, 

monetary policy decisions can influence exchange rates nonetheless the study’s 

results showed that exchange rate insignificantly receive from the interacted 

term for financial development and monetary policy. A well-developed 

financial sector can make the exchange rate more responsive to monetary policy 

actions, as financial markets efficiently process information (Abdul Karim et 

al., 2021; Basa et al., 2019; Fang & Jiang, 2016; Jiang et al., 2022).  

In conclusion, financial development is a critical determinant of how 

effectively monetary policy can achieve its objectives. The intuitive link 

between a developed financial sector and monetary policy effectiveness is 

supported by empirical results from this study. When financial markets are 

robust and well-functioning, monetary authorities are better equipped to manage 

inflation, control the output gap, and influence trade openness, ultimately 

contributing to economic stability and growth. 
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Chapter Summary 

 This chapter examine the role of financial development in the 

effectiveness of monetary policy in Ghana. The data analysis technique 

employed for this objective is SVAR. The findings demonstrated that the level 

of financial sector development is thought to be significant in explaining the 

effectiveness of monetary policy, since the structure and state of the financial 

system play a critical role in monetary policy's effectiveness. Inflation and 

output gap receives significant shock from the interaction between financial 

development and monetary policy rate. However, the exchange rate was not 

significantly influenced by a shock from interaction between financial 

development and monetary policy rate.  
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CHAPTER FIVE 

GOVERNMENT DEBT, TRADE OPENNESS, AND FINANCIAL 

DEVELOPMENT 

Introduction  

This chapter furnishes the outcomes regarding the impact of public debt, 

also referred to as total debt, on financial development in Ghana. The 

presentation commences with a depiction of the variables’ descriptive statistics, 

followed by unit root tests encompassing the Augmented Dickey-Fuller (ADF), 

Philips Perron (PP), and Kwiatkowski-Phillips-Schmidt-Shin (KPSS) tests to 

assess the stationarity of these variables. Subsequently, the chapter delves into 

the bound tests and stability examinations. The study results are unfolded in a 

two-fold manner. Initially, it treats total debt as a unified entity within the 

Autoregressive Distributed Lag (ARDL) model. And for the purpose of policy 

implementations total is then decomposed into its constituents, namely domestic 

debt and external debt, and employs a distinct ARDL model. Conclusively, a 

Dominance Analysis is presented, encompassing both the total debt model and 

the disaggregated total debt model, to elucidate the relative significance of the 

various independent variables in elucidating shifts in financial development. 

Descriptive Statistics 

Table 9 presents descriptive statistics for various economic variables 

employed in for the objective  two. The data used spans from the years 2002 to 

2020, similar to the period used for the first objective. Nonetheless, the 

researcher sees it fit to present a different descriptive because of the introduction 

of some new variables. The Remittances variable represents personal 

remittances received in current US dollars.
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Table 9: Descriptive Statistics 
 

 Mean  Maximum  Minimum  Std. Dev.  Skewness  Kurtosis  Jarque-Bera 

REMIT  1.69E+09  4.98E+09  45318341  1.63E+09  0.354168  1.553156  23.35588*** 

REER  89.36757  113.1575  57.53042  13.28889 -0.08336  2.054378  8.297992** 

TRDOPEN  0.237752  0.328361  0.168967  0.043559  0.523614  2.358547  13.57333*** 

MPR  18.22037  27.50000  12.50000  4.331813  0.624319  2.232973  19.32683*** 

INF  14.35444  33.60000  5.530000  5.541639  1.404786  5.645024  134.0086*** 

FINDEV  0.120029  0.175957  0.090684  0.024206  1.278044  3.280206  59.50887*** 

DOM_DEBT  21.61453  32.91122  7.975026  6.169808 -0.2046  2.116628  8.530043** 

EXT_DEBT  19.28554  33.50000  6.713029  8.562500 -0.03806  1.476352  20.94567*** 

GDPGRTH  6.195626  14.04712  0.513942  2.536815  0.727441  3.927679  26.79540*** 

TOT_DEBT  40.90002  61.69000  19.45558  11.62636  0.007476  1.712509  14.92070*** 

Note: Remittances (REMIT); Real Effective Exchange Rate (REER); Trade Openness (TRDOPEN); Monetary Policy Rate (MPR); Inflation rate 

(INF); Financial Development (FINDEV); Domestic Debt to GDP (DOM_DEBT); External Debt to GDP (EXT_DEBT); GDP Growth 

(GDPGRTH); Public Debt to GDP (TOT_DEBT) 

Source: Author’s Computation (2023) 
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The mean amount received is approximately 1.69 billion US dollars. The data 

range is substantial, with remittances ranging from a minimum of 

approximately 45.3 million to a maximum of nearly 4.98 billion US dollars. The 

standard deviation is relatively high, indicating significant variability in the 

amount of remittances. This suggests as indicated in prior studies that 

remittances play a crucial role in Ghana’s economy, and their volatility could 

impact economic stability and growth (Adu-Darko & Aidoo, 2022; Peprah et 

al., 2019). The mean Real Effective Exchange Rate (REER) value is around 

89.37. The REER is an important indicator of a country’s international 

competitiveness (Kyereme, 2010; Nchor & Darkwah, 2015; Saidi et al., 2021; 

Umoru et al., 2023).  

Trade Openness (TRDOPEN) has a mean value is approximately 0.238, 

indicating that exports play a significant role in Ghana’s economy. The low 

standard deviation suggests relative stability in the trade openness ratio over the 

period, which can be seen as a positive aspect for Ghana’s international trade 

stability. The mean monetary policy rate (MPR) is around 18.22. This rate 

reflects the cost of borrowing or the return on savings and plays a vital role in 

economic activities. The variation, as indicated by the standard deviation, shows 

fluctuations in monetary policy rates during the period. 

The mean inflation rate (INF) is approximately 14.35. Inflation 

measures how the general price level of goods and services changes over time. 

As such as moderate standard deviation suggests some stability in the inflation 

rate. Financial Development (FINDEV) mean value is approximately 0.12, 

reflecting the level of financial development in Ghana. The low standard 

deviation indicates relatively stable financial development. GDP Growth 

 University of Cape Coast            https://ir.ucc.edu.gh/xmlui

Digitized by Sam Jonah Library



 

179 

 

(GDPGRTH) has a mean GDP growth rate of approximately 6.2%, with a 

median of 5.9%. A positive skewness indicates that there are more observations 

on the left side of the mean, which suggests that there might be more years with 

lower GDP growth than with higher growth. 

Domestic Debt to GDP (DOM_DEBT) variable represent the ratio of 

domestic debt to GDP. The mean value is 21.61, indicating stability in this ratio 

over the years. It suggests that Ghana has maintained a relatively constant level 

of domestic debt relative to its GDP. External Debt to GDP (EXT_DEBT), 

similar to the previous variable, represents the ratio of external debt to GDP, 

with a relatively stable ratio. It has a mean of 19.28 with a minimum of 6.71 and 

33.5 as maximum. TOT_DEBT which is public debt to GDP ratio has a mean 

of around 40.9. It’s essential for assessing a country’s fiscal health, and the 

standard deviation indicates some variability in this ratio. 

Skewness measures the degree and direction of asymmetry in the 

distribution of data (Royston, 1982). A positive skewness indicates that the data 

is skewed to the right, with a long tail on the right side. Conversely, a negative 

skewness suggests a left-skewed distribution, with a long tail on the left side. 

In Table 9 variables such as INF and TOT_DEBT exhibit positive 

skewness. This means that these variables have more observations on the lower 

end of their respective ranges, and there are occasional extreme values on the 

higher side. On the other hand, the variable TRDOPEN shows negative 

skewness, indicating more observations with a higher ratio of trade openness to 

GDP. This suggests greater stability and fewer extreme values. 
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Kurtosis measures the "tailedness" of a distribution, indicating whether 

the data has heavier or lighter tails compared to a normal distribution (Royston, 

1982). INF, FINDEV, and GDPGRTH have positive kurtosis. This means that 

these variables have heavy tails, suggesting a higher likelihood of extreme 

values. REER shows negative kurtosis, suggesting lighter tails and fewer 

extreme values. Table 4 provides the Jarque-Bera statistic tests the hypothesis 

of normality for all the variables used in the study (Jarque & Bera, 1980). For 

most variables, it indicates normality, as the p-values are very low (not 

significantly different from a normal distribution).  

Unit Root Test 

The study employed the Augmented Dickey-Fuller (ADF), Philip Peron 

(PP) test and Kwiatkowski-Phillips-Schmidt-Shin (KPSS) with constant and 

trend options to test the stationarity of each variable (see Table 10). The goal is 

to determine whether or not I (2) variables exist in order to separate real findings 

from fake outcomes. Because of this, unit root tests were carried out to look at 

the data's stationarity characteristics prior to using the ARDL approach, even 

though the ARDL approach employed are not affect by I (1) variables. As a 

result, the ADF, PP and KPSS test were applied to all the variables in levels and 

in the first difference in order to formally establish their order of integration. 

Table 10 presents the results of unit root tests conducted using three 

different statistical tests: the ADF test, PP test, and KPSS test, with both 

constant and trend values. The test statistics are presented for ADF, PP, and 

KPSS at both the level and first difference, along with the respective p-values 

in parentheses. The results of ADF and the PP test for unit root with intercept 

and trend in the model for all the variables are presented in Tables 10. The null 
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hypothesis is that the series is non-stationary or contains a unit root. The 

rejection of the null hypothesis is based on the MacKinnon (1996) critical values 

as well as the probability values for both the ADF and PP. 
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Table 10: Unit Root Test  

 
PP Test ADF Test KPSS 

 
level  First Difference Level First Difference level  First Difference 

FINDEV -1.6399 -14.2832*** -1.473 -14.2639***  0.3614***  0.0480 

DOM_DEBT -1.2069 -13.9537*** -2.7445 -3.8704**  0.2637***  0.0631 

EXT_DEBT -3.3421* -19.504*** -3.2315* -4.2016***  0.1476**  0.0465 

TOT_DEBT -1.8612 -16.6204*** -2.4719 -3.7156**  0.2159**  0.0541 

INF -2.7388 -14.8839*** -2.6743 -14.8581***  0.1086  0.0415 

MPR -2.1212 -15.9811*** -2.0982 -4.9846***  0.2272***  0.1516 

REMIT -1.6029 -6.7662*** -1.9085 -5.4665***  0.1872**  0.0844 

REER -2.1849 -16.082*** -2.3162 -9.6312***  0.2314***  0.0562 

TRDOPEN -1.8685 -3.4295* -2.922 -3.3645*  0.1337*  0.0952 

Notes: (*) Significant at 10%; (**) Significant at 5%; and (***) Significant at 1%. Probability of ADF and PP are based on MacKinnon (1996) 

one-sided p-values and Probability of KPSS are on Kwiatkowski-Phillips-Schmidt-Shin (1992, Table 1). Lag Length are based on AIC. Financial 

Development (FINDEV); Domestic Debt to GDP (DOM_DEBT); External Debt to GDP (EXT_DEBT); Public Debt to GDP (TOT_DEBT); 

Inflation rate (INF); Monetary Policy Rate (MPR); Remittances (REMIT); Real Effective Exchange Rate (REER); Trade Openness (TRDOPEN) 

Source: Author’s Computation (2023) 
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In Table 10, all the variables were stationary at first difference having 

test statistics and p-values that reject the null hypothesis of non-stationarity in 

their first differences for PP and ADF and p-values not being able to reject the 

null hypothesis for KPSS (Fuller, 1976; Kwiatkowski et al., 1992; Phillips & 

Perron, 1988). This means that these variables are likely stationary after 

differencing and can be used in time series analyses. 

 It is therefore clear from the unit root results discussed above that all the 

variables are integrated of order zero, I(0), or order one, I(1). Since the test 

results have confirmed the absence of I (2) variables, the ARDL methodology 

is used for estimation ( Pesaran et al., 2001). 

Empirical Results 

The empirical findings of this study are presented in two distinct 

sections. Initially, the Linear Autoregressive Distributed Lag (ARDL) model is 

introduced, focusing on the analysis of total debt. Subsequently, another Linear 

ARDL model is employed to explore the dynamics of disaggregated debt 

components. In both cases, pre- and post-estimation tests are conducted and 

reported to ascertain the validity and robustness of the results.  

Cointegration analysis for the Total debt Model 

It is imperative to examine the presence of a long-term equilibrium 

relationship among the variables employed in the total debt model using the 

bounds test for cointegration (see Table 11). From a statistical perspective, a 

long-term relationship between variables signifies that these variables exhibit a 

tendency to move together over time, thereby correcting short-term disturbances 

arising from their long-term trends. The existence of a cointegrating relationship 

among two or more variables implies the presence of an error correction 
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mechanism (Davidson et al., 1993). This mechanism entails the utilization of 

lagged residuals from the cointegrating regression. It serves as a crucial 

indicator of the speed at which the model adjusts back to equilibrium following 

an external shock. In this context, it is anticipated that the error correction term 

will exhibit a significant negative coefficient, reflecting the system’s adjustment 

toward equilibrium (Granger & Yoon, 2002; Shahbaz et al., 2012; Yacour et al., 

2022). This analytical approach is particularly pertinent in economic research 

and modeling.  

Table 11: Bounds Test Results for Cointegration for Total Debt 

Test Statistic Value K 

F-Statistic 4.75 7 

Critical Value Bounds   

Significance  I(0) Bound  I(1) Bound  

10 % 1.92 2.89 

5% 2.17 3.21 

1% 2.73 3.9 

Note: Critical values are obtained from Narayan (2004); denotes statistical 

significance at the 5% level and K is the number of regressors. 

Source: Author’s Computation (2023) 

 

 To determine the long-run relationship, the F-statistics test shows the 

joint null hypothesis that the coefficients of the lagged levels are zero. In order 

words, there is no long run relationship between them. Finding the presence or 

absence of long-term cointegration among the variables is the main purpose of 

the F-test. The F-statistics are contrasted with Pesaran at a lower and upper 

critical values (2001). Whereas the upper bound's critical value presupposes that 

the explanatory variables are integrated of order one, or I(1), the lower bound's 
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critical value assumes that they are integrated of order zero, or I(0). The 

FINDEV dependent variable in the ARDL regression yielded the computed F-

statistics, which are shown in Table 11. 

The joint null hypothesis of lagged level variables (i.e. variable addition 

test) of the coefficients is zero and is rejected at 5 % significance level as 

depicted in Table 11. This is because the calculated F-statistics for FLPINV (.) 

= 4.75 (for Table 11) exceeds the upper bound of the critical value of band (3.9). 

Therefore, the null hypothesis of no cointegration (i.e. long run relationship) 

between the dependent variables and the independent variables is rejected. This 

conforms to previous literature which states that there is a relationship between 

public debt and financial development (Abbas et al., 2022; Aimola & 

Odhiambo, 2021; Gomez-Gonzalez, 2021; Hauner, 2009; Ismihan & Ozkan, 

2012; Kutivadze, 2013; Neaime, 2015; Pedersoli & Presbitero, 2023). Hence, 

there is a long-run relationship among the variables employed in the study. The 

study moved on to assess ARDL results presented in Tables 12. 

Total Debt ARDL Model Results 

The results from the ARDL estimations are presented in Table 12. The 

results are presented according to panels in Table 12. Panel A, B and C show 

long run, short run and ARDL diagnostics respectively.  
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Table 12: Estimated Coefficients of the Total Debt Model using ARDL  

Dependent Variable: FINDEV 
 

Independent Variable Coefficient Std. Err t-Statistic P-value 

Panel A: Long Run Results    

LOG(TOTAL_DEBT) 0.172090 0.019306 8.913718 0.0000 

GDPGRTH 0.009286 0.003926 2.365158 0.0193 

MPR -0.000977 0.002794 -0.349811 0.7270 

LOG(REMIT) -0.143340 0.028123 -5.096974 0.0000 

LOG(INF) -0.044053 0.024269 -1.815183 0.0714 

LOG(REER) 0.114717 0.072848 1.574737 0.1173 

LOG(TRADOPEN) -0.145944 0.058739 -2.484638 0.0140 

C -3.680108 0.442184 -8.322580 0.0000 

Panel B: Short Run Results    

DLOG(FINDEV(-1)) 0.145858 0.071087 2.051831 0.0419 

DLOG(FINDEV(-2)) 0.143253 0.070924 2.019813 0.0451 

DLOG(FINDEV(-3)) 0.131867 0.071135 1.853742 0.0657 

DLOG(FINDEV(-4)) 0.122785 0.070515 1.741259 0.0836 

DLOG(TOT_DEBT) -0.027461 0.010444 -2.629296 0.0094 

D(MPR) -0.000344 0.000884 -0.388752 0.6980 

D(MPR(-1)) -0.002386 0.000856 -2.786463 0.0060 

D(MPR(-2)) -0.001780 0.000911 -1.954608 0.0524 

DLOG(REMIT) -0.068996 0.020274 -3.403225 0.0008 

DUM_1 -0.006110 0.001534 -3.983061 0.0001 

ECT(-1)* -0.085912 0.012818 -6.702389 0.0000 

R-squared 0.452871 Mean dependent var 0.001713 

Adjusted R-squared 0.419510 S.D. dependent var 0.009016 

S.E. of regression 0.006869 Akaike info criterion -7.062803 

Sum squared resid 0.007738 Schwarz criterion -6.863874 

Log likelihood 628.9953 Hannan-Quinn criterion -6.982112 

Durbin-Watson stat 1.979669   

Panel C: LARDL diagnostic F-statistic p-value 

Breusch-Godfrey Serial Correlation LM Test 0.130855 0.8774 

Heteroskedasticity Test: Breusch-Pagan-Godfrey 0.976385 0.4493 

Note: Monetary Policy Rate (MPR); Remittances (REMIT); Inflation rate 

(INF); Real Effective Exchange Rate (REER); Trade Openness (TRDOPEN); 

Financial Development (FINDEV); Public Debt to GDP (TOT_DEBT) and 

GDP Growth (GDPGRTH) 

Source: Author’s Computation (2023) 
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Results of the Long Run Relationship (Total Debt included) 

Table 12 shows the results of the determinants of financial development 

focusing much on the total debt (the first independent variable). Total debt was 

estimated to relate positively to financial development. The relationship 

estimated is also statistically significant at 1 percent. Thus, the findings reveal 

that all other variables held constant, a percentage increase in total debt leads to 

a 0.172 percent increase in financial development in Ghana over the period 

under study. This indicates a strong long-run positive relationship between total 

debt and financial development in Ghana. This finding is in line with the work 

of (Abdel-Halim & Al-Assaf, 2022; Kumhof & Tanner, 2013; Kutivadze, 2013) 

but in contradiction to these studies (Abbas et al., 2022; Chung-Yee et al., 2020; 

Hauner, 2009).  

In addition, Hauner (2008) summarized that a large proportion of public 

debt absorbed by banks increases their profitability. This is typically illustrated 

in the lazy bank’s hypothesis.  According to Mogaka in 2017, the growth of 

public debt makes the financial market develop but instances where the debt 

goes beyond a certain amount, it starts having a negative impact on financial 

market development. The positive relationship between government debt and 

financial development is explained by crowding in effect which posits that 

government deficit spending relies mostly on how much the government puts in 

to increase economic activity (Abbas et al., 2022). An increase in economic 

activity creates an opportunity for businesses to increase their operations 

towards profitability. Thus, the private sector crowds in to satisfy increasing 

consumer needs. This in effect increases financial development. 
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The positive coefficient suggests that an increase in total debt positively 

affects financial development. This could be explained by the fact that debt 

inflows, whether from domestic or external sources, can provide additional 

capital to the financial sector. This capital infusion can be channelled into 

various financial activities, leading to the expansion and development of the 

financial sector. The relationship identified in the study also can be drawn from 

the financial intermediation theory (Boufateh & Saadaoui, 2021; Isayev et al., 

2023; Kumhof & Tanner, 2013). According to this theory, financial 

intermediaries, such as banks, play a crucial role in allocating funds from savers 

to borrowers. An increase in total debt can enhance the resources available to 

these intermediaries, allowing them to provide a wider range of financial 

services (Pedersoli & Presbitero, 2023). As the financial sector expands, it can 

better serve the needs of businesses and individuals, leading to improved 

financial development. 

Growth in GDP was estimated to be positive and statistically significant 

at 5 percent. The results show that all other variables held constant, a percentage 

increase in GDP growth leads to a 0.93 percent increase in financial 

development. As the economy grows, a lot of business activities that require the 

use of money take place. This potentially leads to development in the financial 

sector since banks and other financial authorities might introduce more lucrative 

and attractive means of handling finances with the aim of attracting more 

customers (Asafo-Adjei et al., 2021; Jaiblai & Shenai, 2019; Sehrawat & Giri, 

2015). 

The monetary policy rate (MPR) had its expected negative sign but was 

statistically insignificant. This result might imply that the interest rate policy 
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alone is insufficient to significantly impact financial development. Using the 

prime rate as a monetary policy signal lowers the response of the rates of lending 

to the variations in the rates within the money market which also leads to a 

reduction in how flexible banks perform their financial activities (Ahiadorme, 

2022; Bandiera, 2021; Krause & Rioja, 2006; Ma, 2018). Takyi and Obeng 

(2013) also argued that the high-interest rate charged by the central bank 

possibly leads to the widening of the spread of the interest rate (thus the 

difference between the rate of lending and the rate of deposit) of banks. The 

implication is that the larger banking sector’s interest rate spread depresses 

potential savers because of the low returns found on deposits hence reducing 

financing for possible borrowers. 

Remittances were estimated to be negative and statistically significant 

at 1 percent. A percentage increase in the remittances leads to a 0.143 percent 

decrease in financial development in Ghana all other variables held constant. 

Remittances exhibit a negative and significant coefficient, indicating that higher 

remittance inflows are associated with lower financial development. Thus, an 

increase in remittances has the potential of reducing financial development in 

Ghana over the period under study. This might be counterintuitive but can be 

explained by the fact that countries with high remittance dependence often have 

less developed financial sectors since many individuals rely on remittances 

rather than formal financial services. Remittances in Ghana are mostly for 

consumption purposes being a detriment to savings. This implies that increase 

in remittances reduces development in the Ghanaian financial sector. Sobiech 

(2015) provides evidence for the negative impact of remittances on economic 

growth. Sobiech’s study emphasis the importance of financial sector 
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development for the remittance-growth relationship. Contrarily Fromentin 

(2017) revealed a positive long-term relationship between remittances and 

financial development, coexisting with a short-term positive effect. The study 

highlights the temporal dynamics of these relationships. Chowdhury (2016) also 

posited that the impact of Remittances on financial development varies. 

Inflation had the expected negative sign and was statistically significant 

at 10 percent. The results show that all other variables held constant, a 

percentage increase in inflation, leads to a 0.044 percent decrease in financial 

development. The value of money reduces with time when inflation is on a rise. 

This will therefore discourage people from keeping money or financial assets. 

This is consistent with most of the studies in the literature, for instance, the 

findings of Takyi and Obeng (2013) and (Bittencourt, 2011) discovered that 

there exists a negative relationship between inflation and financial development 

in Brazil. This means that inflation causing macroeconomic instability has a 

significant adverse influence on financial development in Ghana. Again, 

theoretically, the result is consistent with McKinnon (1974) theory which 

explains that price stability is important for intermediation in the financial 

system and that high rates of inflation deter long-term contracting, moral hazard, 

and aggravates information asymmetry that hinders financial development. 

Real effective exchange rate, in the long run, was estimated not to have 

any statistically significant effect on financial development in Ghana. Trade 

openness was estimated to be negative and statistically significant at 5 percent. 

The findings show that a percentage increase in trade openness leads to about a 

0.146 percent decrease in financial development all other variables held 

constant. Trade openness indicates that more open economies tend to have 
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lower financial development. This result might be due to the fact that countries 

with highly open economies may prioritize trade-related activities over financial 

sector development.  

The results are partly in line with the work of (Do & Levchenko, 2004) 

which suggested that increasing trade openness affects financial development 

positively or negatively through external finance demand depending on the 

income levels of the countries. In this context, if the income level of the country 

is high there is a likelihood of trade openness having a positive impact on 

financial development. The situation where the financial sectors of the countries 

have a relatively low-income level is influenced negatively by the increasing 

trade openness. The work of Baltagi et al. (2009), in testing whether trade 

openness can explain the pace of financial development, find that trade 

openness is negatively associated with the degree of financial openness is also 

in line with this result. In advance, economies’ trade openness is likely to have 

a positive relationship with financial development. This is unlike the case of 

Ghana (a middle-income country) where the level of financial development is 

low; this contributes to why trade openness has a negative impact on financial 

development.  

Kim et al. (2012) also examine the relationship between finance, trade, 

and growth in a group of 63 countries and found that the finance–trade nexus 

depends on the level of income of the study country. In poorer countries, they 

reveal the coexistence of the positive impact of finance on trade and the negative 

impact of trade on finance. This is no exception in the case of Ghana. Most of 

the work that suggests that trade openness has a positive relationship made use 

of simple outcome-oriented measure (trade intensity) of trade openness, but this 
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work made use of the policy-oriented measure.  The works that made use of the 

outcome-oriented measure of openness may miss a critical aspect of openness. 

Results of the Short Run Relationshi 

 Table 12 presents the short-run results in Panel B showing the 

coefficients of the Error Correction Model (ECM) with a restricted constant and 

no trend for financial development in Ghana. The findings reveal that in the 

short run, DLOG (FINDEV (-1)) and the subsequent lagged variables (DLOG 

(FINDEV (-2)), DLOG (FINDEV (-3)), DLOG (FINDEV (-4)) have positive 

coefficients. These variables represent the changes in financial development in 

the previous periods. The positive coefficients indicate that short-term 

deviations from the long-run equilibrium are corrected in the current period, as 

shown by the Error Correction Mechanism (ECM). Thus, if financial 

development was higher than its long-run equilibrium level in the previous 

periods, it tends to decrease, and vice versa, ensuring convergence to the 

equilibrium over time. The results suggests that Ghana’s financial sector tends 

to exhibit short-term persistence, meaning that if financial development 

increased in the recent past, it is likely to continue increasing in the short run. 

The positive coefficient supports the idea that past improvements in financial 

development have a lasting impact on the sector’s growth. The results are in line 

with Takyi and Obeng (2013) who posited that lag of financial development of 

Ghana has a positive relationship with the current.  

DLOG(TOT_DEBT) exhibits a negative and significant coefficient, 

suggesting that an increase in total debt negatively impacts short-term financial 

development. It implies that high levels of debt might crowd out investments in 

the financial sector, leading to short-term financial constraints. This could be 
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attributed to the crowding-out effect, where high levels of debt may lead to less 

credit available for the private sector, including financial institutions, 

potentially hampering financial development in the short run. Law et al. (2021) 

found a negative impact on economic growth (measured as financial 

development) from public debt. Similarly, Kusairi et al. (2019) found that an 

increase in public debt does not increase financial development (private 

consumption). Peprah et al. (2019) also noted that financial development can 

drag the level of economic growth due to the levels of public debts in Ghana 

Lastly, Benayed and Gabsi (2020) argue that high public debt is associated with 

high economic uncertainty and instability which may shake the development of 

the financial institutions and largely the economy in the short term. 

D(MPR), D(MPR(-1)), and D(MPR(-2)) represent changes in the 

Monetary Policy Rate (MPR) in the current and previous periods. The 

coefficient for D(MPR) is non-significant, implying that current changes in the 

interest rate do not have a significant short-term effect on financial 

development. However, the coefficient for D (MPR (-1)) and D(MPR(-2)) are 

negative and statistically significant. This implies that a decrease in the 

monetary policy rate in the previous period is associated with a short-term 

improvement in financial development, perhaps by reducing borrowing costs 

and stimulating economic activity. Lower interest rates may encourage 

borrowing, stimulate investment, and drive economic growth, which positively 

affects the financial sector. The results are in line with (Najimu, 2019; Takyi & 

Obeng, 2013) reveal that in the short run interest rate has a negative relationship 

with financial development.  
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DLOG(REMIT) has a negative and significant coefficient. The negative 

and significant coefficient for DLOG(REMIT) suggests that an increase in 

remittances negatively affects short-term financial development. This may be 

due to the fact that increased reliance on remittances can reduce the demand for 

formal financial services in the short run. Also, higher remittances may reduce 

the need for individuals to access formal financial services, as they have an 

alternative source of funds (Bhattacharya et al., 2018; Chowdhury, 2016; 

Sobiech, 2019). As a result, it can lead to a short-term decline in the demand for 

financial services. 

The dummy variable which measures the structural breaks or the crisis 

in the economy during the study period as expected was estimated to be negative 

and statistically significant at 1 percent. The financial system was distorted 

leading to drawbacks in financial development since savings and dealings with 

the financial systems in the economy were halted. The short run results again 

revealed that the coefficient of the lagged error term thus ECT (-1) shows the 

expected negative sign (-0.086) and is statistically significant at 1 percent 

(Banerjee et al., 1998; Engle & Granger, 1987). The significant error correction 

term indicates that the disequilibrium caused by previous years shocks 

converges back to the long-run equilibrium in the current year. The negative 

and significant coefficient of the error correction term confirms the existence of 

the co-integration relationship between the dependent variable (Financial 

development in Ghana) and its independent variables employed in the study. 

Post-Estimation Test 

In Panel C of Table 12, the results reveal a p-value of 0.8774 for the 

Breusch-Godfrey Serial Correlation LM test, notably exceeding the critical 
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value of 0.05 (Godfrey, 1978). This finding affirms the absence of 

autocorrelation in the total debt ARDL model. Furthermore, the 

heteroscedasticity test produces a p-value of 0.4493 for the ARDL model, 

surpassing the critical value of 0.05, thus indicating homoscedasticity in the 

model (Breusch & Pagan, 1979). Additionally, Figure 10, depicting the 

CUSUM and CUSUMSQ plots for the estimated ARDL model, corroborate the 

absence of structural breaks in the model. 
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Figure 10: Stability Test 

Source: Author’s Construct (2023) 

-40

-30

-20

-10

0

10

20

30

40

05 06 07 08 09 10 11 12 13 14 15 16

CUSUM 5% Significance

-0.2

0.0

0.2

0.4

0.6

0.8

1.0

1.2

05 06 07 08 09 10 11 12 13 14 15 16

CUSUM of Squares 5% Significance

 University of Cape Coast            https://ir.ucc.edu.gh/xmlui

Digitized by Sam Jonah Library



 

197 

 

ARDL results for Total debt disaggregated into Domestic and External 

Debt 

This section discusses the results of the ARDL for the total debt which 

was disaggregated into domestic and external debt. 

Cointegration analysis for Total debt disaggregated into Domestic and 

External Debt 

The bound test for cointegration results of the ARDL for the variables 

in the disaggregated total debt model are presented in Table 13. The F-statistics 

is used to test the joint null hypothesis that the coefficients of the lagged levels 

are zero (Pesaran et al., 2001). Thus  𝐻0 = 𝛾1 = 𝛾2 = 𝛾3 = 𝛾4 = 𝛾5 = 𝛾6 =

𝛾7 = 𝛾8 = 0 against the alternative hypothesis 𝐻1 = 𝛾1 ≠ 𝛾2 ≠ 𝛾3 ≠ 𝛾4 ≠

𝛾5 ≠ 𝛾6 ≠ 𝛾7 ≠ 𝛾8 ≠ 0. 

Table 13: Bounds test result for Co-integration for Linear ARDL model. 

Test Statistic Value K 

F-Statistic 4.23 8 

Critical Value Bounds   

Significance  I(0) Bound  I(1) Bound  

10 % 1.85 2.85 

5% 2.11 3.15 

1% 2.62 3.42 

Source: Author’s Computation (2023) 

The bound test results in Table 13 show that the computed F-statistics is 

4.23 and is higher than the upper and lower bound critical values, co-integration 

tests affirm that the null hypothesis of no long run relationship among the 

variables is rejected; hence, there is a long run relationship among the variables 

(Banerjee et al., 1998; Davidson et al., 1993; Engle & Granger, 1987). The study 

moved on to assess the disaggregated ARDL results presented in Tables 14. 
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Disaggregated Total Debt ARDL Model Results 

 The ARDL model results for the Disaggregated Total Debt are displayed 

in Table 14, organized into panels for clarity. These panels, labelled A, B, and 

C, respectively, present findings related to the long run, short run, and ARDL 

diagnostic aspects of the analysis.  

Table 14: Estimated Long and Short -run Coefficients using ARDL   

     ( Domestic and External debt) 

Dependent Variable: Financial Development  
 

Independent Variable Coefficient Std. Err t-Statistic P-value 

Panel A: Long Run Results    

LOG(DOM_DEBT) 0.031038 0.027425 1.131726 0.2595 

LOG(EXT_DEBT) 0.151540 0.044007 3.443574 0.0007 

GDPGRTH 0.009776 0.004061 2.407234 0.0172 

MPR -0.000937 0.003542 -0.264434 0.7918 

LOG(INF) -0.036955 0.027001 -1.368650 0.1731 

LOG(REMIT) -0.188549 0.048717 -3.870252 0.0002 

LOG(REER) 0.141378 0.074549 1.896452 0.0598 

LOG(TRDOPEN) -0.088784 0.084150 -1.055070 0.2930 

C -3.695137 0.445863 -8.287611 0.0000 

Panel B: Short Run Results    

DLOG(FINDEV(-1)) 0.153693 0.067371 2.281305 0.0239 

DLOG(FINDEV(-2)) 0.151501 0.067060 2.259182 0.0253 

DLOG(FINDEV(-3)) 0.137334 0.066823 2.055185 0.0415 

DLOG(FINDEV(-4)) 0.128938 0.065564 1.966588 0.0510 

DLOG(EXT_DEBT) -0.028870 0.008136 -3.548447 0.0005 

D(MPR) -0.000268 0.000872 -0.307879 0.7586 

D(MPR(-1)) -0.002009 0.000858 -2.341781 0.0205 

D(MPR(-2)) -0.001808 0.000900 -2.008614 0.0463 

DLOG(REMIT) -0.078470 0.020350 -3.856072 0.0002 

DUM_1 -0.005489 0.001463 -3.751836 0.0002 

C -0.005489 0.001463 -3.751836 0.0002 

ECT(-1) -0.081101 0.012123 -6.689941 0.0000 

R-squared 0.468127 Mean dependent var 0.001713 

Adjusted R-squared 0.435695 S.D. dependent var 0.009016 

S.E. of regression 0.006773 Akaike info criterion -7.091082 

Sum squared resid 0.007522 Schwarz criterion -6.892153 

Log likelihood 631.4697 Hannan-Quinn criterion -7.010391 

Durbin-Watson stat 1.971073    

Panel C: Diagnostic F-statistic p-value 

Breusch-Godfrey Serial Correlation LM Test 0.852253 0.5149 

Heteroskedasticity Test: Breusch-Pagan-Godfrey 0.8290 0.6699 

Note: ***, ** and * indicates the rejection of the null hypothesis of non-

stationary at 1%, 5% and 10% level of significance respectively. 

Domestic Debt to GDP (DOM_DEBT); External Debt to GDP (EXT_DEBT); 

GDP Growth (GDPGRTH); Monetary Policy Rate (MPR); Inflation rate (INF); 

Remittances (REMIT); Real Effective Exchange Rate (REER); Trade Openness 

(TRDOPEN); Financial Development (FINDEV); External Debt to GDP 

(EXT_DEBT) 

Source: Author’s Computation (2023) 
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Results of the Long run relationship (Total debt disaggregated into 

Domestic and External Debt) 

The study makes efforts to disaggregate total debt into domestic and 

external with the aim of identifying which component affects (and in what 

direction) development in the Ghanaian financial sector. Thus, after 

determining how the overall total government debt (comprising both the 

domestic and external debt) affects financial development (see Table 12). 

From Table 14, government internal or domestic borrowing was 

estimated to be statistically insignificant. The coefficient of 0.0310 is 

statistically insignificant, suggesting that the level of domestic debt does not 

have a significant long-term impact on financial development. Thus, this reveals 

that government debt or borrowing from the domestic economy does not have 

any significant effect on development in the Ghanaian financial sectors within 

the study period. The result is consistent with the argument by Shahe Emran 

and Farazi (2011) explaining that higher government borrowing from banking 

sector may not have any significant effect on private credit or even crowd in 

private sector credit. For example, when the banks have excess liquidity, higher 

lending to the government may not result in any significant reduction of credit 

to the private sector. It has also been argued that government borrowing might 

actually induce the banks to undertake relatively more risky private lending 

because the safe government assets in a bank’s portfolio allow it to bear more 

risk.  

The result also implies that domestic debt might not be a primary driver 

of financial sector development. This finding does not align with the idea that 

government borrowing can crowd out private investment as posited by Benayed 
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and Gabsi (2019). Although the current study’s results are insignificant it is in 

contrary to Bui (2018) who found a negative relationship between domestic debt 

and financial development. İlgün (2016) suggests that government borrowing 

from domestic banks has negative effect on financial development in the long 

run. In Turkey, using country-specific data from 2002 to 2012, Altaylıgil and 

Akkay (2013) adopted regression analysis and reported a negative relationship 

between public debt (measured as domestic debt to GDP) and financial 

development (measured as financial aggregate). 

Government borrowing from external sources (captured as external 

debt) was positive and statically significant at 1 percent. The findings indicate 

that a percentage increase in government external borrowing leads to about a 

0.152 percent increase in the Ghanaian financial sector development. This 

positive relationship suggests that external borrowing may contribute to 

financial sector development, possibly by increasing the availability of funds 

for lending and investment. At moderate levels, public debt may increase the 

economic growth rate, positively affecting financial sector development 

(Benayed & Gabsi, 2019; Pedersoli & Presbitero, 2023). This implies that since 

a lot of work stipulates that too much government borrowing is bad, moderate 

government borrowing will positively impact economic activities which in 

effect lead to financial development. The external debt result is in line with the 

findings of Agyapong and Bedjabeng (2020) who posited that external debt has 

a positive effect on financial development in Africa. 

The real effective exchange rate is positive and statistically significant 

at 10 percent.  Thus, all other variables held constant, a percentage increase in 

the exchange rate led to a 0.141 percent increase in financial development in 

 University of Cape Coast            https://ir.ucc.edu.gh/xmlui

Digitized by Sam Jonah Library



 

201 

 

Ghana. An increase in the real effective exchange rate implies an appreciation 

of the local currency (Ghana cedi) which is expected to promote development 

in the financial sector. As the Ghana cedi becomes stronger (appreciates), 

domestic inflation reduces. Costs of companies are therefore reduced to increase 

productivity. Interest rates may be reduced by the government to stimulate 

demand internally. The opposite effect is also true for the depreciation of the 

local currency. This explains that an increase in the real effective exchange rate 

(appreciation of the local currency) boosts financial developments in Ghana. 

Trade openness was also estimated to be negative and statistically insignificant. 

Just as found in the previous estimations, growth in GDP was estimated 

to be positive and statistically significant at 5 percent. A percentage increase in 

growth in the gross domestic product leads to about a 0.98 percent increase in 

financial development all other variables held constant. This again implies that 

as the economy grows, development in the Ghanaian financial sector is directly 

affected. This result aligns with the Financial Intermediation Theory. According 

to this theory, a well-developed financial sector is essential for efficient capital 

allocation, and economic growth is positively related to the depth of the 

financial system. 

Monetary policy rate and consumer price index used as proxies for 

interest rate and inflation respectively were estimated to be statistically 

insignificant when government total debt is disaggregated into domestic and 

external debt. Remittances again were estimated to be negative and statistically 

significant at 1 percent. All other variables held constant, a percentage increase 

in remittances leads to about a 0.19 percent decrease in development in the 

Ghanaian financial sector. Thus, an increase in remittances has the potential of 
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reducing financial development in Ghana over the period under study since 

most of the volumes of remittances enter into consumption. Remittances have a 

negative effect on financial development, possibly because they reduce the 

demand for domestic financial services. 

Results of the Short Run Relationship (Total debt disaggregated into 

Domestic and External Debt) 

Table 14 Panel B, presents the short run estimates of the determinants 

of financial development in Ghana with total debt disaggregated into domestic 

and external debts. It was estimated that the coefficients of the lagged values of 

financial development DLOG (FINDEV (-1)) (DLOG (FINDEV (-2)), DLOG 

(FINDEV (-3)) and DLOG (FINDEV (-4)) are all positive and statistically 

significant. This indicates that the financial sector development in the previous 

periods has a positive impact on the current state of financial sector 

development. This suggests a persistent and positive relationship over time. 

Thus, a well-developed financial sector in the past sets a foundation for its 

further development in subsequent periods. In essence a developed financial 

sector can efficiently allocate resources and facilitate economic growth. 

The coefficient of DLOG(EXT_DEBT) is also negative and statistically 

significant. This indicates that in the short run, an increase in external debt is 

associated with a decrease in financial sector development. Thus, high levels of 

external debt might raise concerns about debt sustainability and credit risk, 

which could make lenders more cautious, thus negatively affecting the financial 

sector. In theory this could be related to the risk perception of lenders in an 

environment with high external debt. 
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The coefficient of MPR is statistically insignificant but its lags are all 

statistically significant at 10%, implying that the current or contemporaneous 

value of the variable doesn’t have a statistically significant impact on the 

financial development, while its past values (lags) do have a significant impact. 

In simpler terms, the current level of the MPR doesn’t seem to influence the 

financial development significantly in the short run, as indicated by the 

insignificant coefficient. However, the past values of MPR, represented by its 

lags, appear to play a more important role in influencing the financial 

development, as they have statistically significant coefficients. This pattern 

suggests a lagged effect of monetary policy on financial development. It implies 

that changes in the MPR might not have an immediate impact but could 

influence the financial development with a time delay. It’s not uncommon for 

monetary policy changes to affect the financial development with a lag because 

it takes time for the policy changes to work their way through the economic 

system. In this context, the significant lags of MPR suggests that its impact on 

the financial development becomes evident only after some time has passed 

since the policy changes were implemented. The results are in line with Ho 

(2022) who found a negative relationship between MPR and financial 

development. 

The coefficient of DLOG(REMIT) is negative and statistically 

significant. This implies that increases in remittances in the short run are 

associated with a reduction in financial sector development. High levels of 

remittances might lead to currency appreciation and reduced lending by banks, 

which could negatively impact the financial sector. The results could be related 
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to the Dutch Disease phenomenon, where an influx of foreign currency can 

harm other sectors of the economy. 

 The dummy variable measures the crisis (structural breaks) within the 

Ghanaian economy (therefore the financial system) during the period of study. 

It was estimated to be negative and statistically significant at 1 percent. This 

implies that the crisis negatively affected development in the financial system. 

Again, it is revealed that the coefficient of the lagged error term thus ECT (-1) 

shows the expected negative sign (-0.081) and is statistically significant at 1 

percent (Olayungbo & Quadri, 2019; Qamruzzaman & Karim, 2020; Shrestha 

& Chowdhury, 2005; Udoh et al., 2021). The significant error correction term 

indicates that the disequilibrium caused by previous years’ shocks converges 

back to the long-run equilibrium in the current year. The negative and 

significant coefficient of the error correction term confirms the existence of the 

co-integration relationship between the dependent variable (Financial 

development in Ghana) and its independent variables employed in the study. 

In the analysis presented in Panel C of Table 14, it is noteworthy that 

the p-value obtained from the Breusch-Godfrey Serial Correlation LM test is 

0.5149. This value significantly exceeds the conventional significance level of 

0.05 as outlined by Godfrey (1978). Consequently, we can confidently conclude 

that there is no evidence of autocorrelation within the ARDL model. 

Furthermore, the assessment of heteroscedasticity through a dedicated test 

yields a p-value of 0.6699 for the ARDL model. This result comfortably 

surpasses the established threshold of 0.05, as proposed by Breusch and Pagan 

(1979), signifying that the model exhibits homoscedasticity, where the variance 

of the errors remains constant across the different levels of the independent 
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variables. Additionally, the graphical representation in Figure 11, which 

includes CUSUM and CUSUMSQ plots for the estimated ARDL model, further 

supports the conclusion that the model is devoid of structural breaks or shifts. 

This verification is pivotal in ensuring the robustness of the model’s results. 

 

 

Figure 1: Stability test for the Disaggregated total debt ARDL model 

Source: Author’s Construct (2023) 
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Robustness Test from Dominance Analysis 

The study employed dominance analysis as a robustness test (Budescu, 

1993). Dominance analysis is a valuable tool in assessing the robustness of 

empirical findings, particularly in the context of regression models and 

statistical relationships (Azen & Budescu, 2003, 2006; Huo & Budescu, 2009). 

It allowed the study to explore the relative importance and influence of various 

independent variables within both models (total debt and disaggregated debt 

model) (Budescu & Azen, 2004; Luchman, 2021). The goal of the study is to 

evaluate the dominance relationships among several key variables in the ARDL 

framework. Understanding which variables conditionally dominate or generally 

dominate others is essential for comprehending the driving forces behind the 

observed statistical relationships for policy implications. Such insights can 

enhance the reliability and validity of the ARDL results, shedding light on 

which variables have the most substantial impact on the model’s outcomes and 

which relationships persist under different conditions. These dominance 

assessments provide a robustness test to ensure the consistency and stability of 

the ARDL model’s findings, thereby strengthening the confidence in the 

reported results for policy implications. The results are presented in Table 15 

and Table 16. 
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Table 15: Results of Dominance Analysis with Financial Development as 

     the dependent variable with Total Debt 

General Dominance Analysis    

Regressors Dominance 

statistic 

Standardized 

Dominance 

Statistic. 

Rank 

TOTAL DEBT 0.5070 0.6410 1 

REMIT 0.1480 0.1871 2 

REER 0.0770 0.0973 3 

TRDOPEN 0.0289 0.0365 4 

MPR    0.0187 0.0236 5 

GDPGRTH    0.0079 0.0100 6 

INF 0.0035 0.0044 7 

Note: Remittances (REMIT); Real Effective Exchange Rate (REER); Trade 

Openness (TRDOPEN); Monetary Policy Rate (MPR); GDP Growth 

(GDPGRTH); Inflation rate (INF) 

Source: Author’s Computation (2023) 

 

 The results from the General Dominance Analysis provide valuable 

insights into the relative importance and influence of various independent 

variables on the dependent variable, which, in this case, is financial 

development (Budescu, 1993). The dominance statistics, both in their raw and 

standardized forms, offer a ranking of the explanatory variables based on their 

contribution to explaining the variation in financial development (Azen & 

Budescu, 2003, 2006; Huo & Budescu, 2009). 

Total debt, with a dominance statistic of 0.5070 and a standardized 

dominance statistic of 0.6410, emerges as the dominant variable in explaining 

changes in financial development. This implies that variations in total debt have 

the most substantial impact on the level of financial development. Thus, higher 

levels of total debt may indicate increased financial activity, which, in turn, can 
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affect financial development. Remittances come in second place, with a 

dominance statistic of 0.1480 and a standardized dominance statistic of 0.1871. 

This suggests that remittances also play a notable role in influencing financial 

development, albeit to a lesser extent compared to total debt. Remittances may 

contribute to the development of the financial sector by increasing household 

income and, consequently, savings and investments. On another occasion, 

higher remittances may reduce the need for individuals to access formal 

financial services, as they have an alternative source of funds as individuals 

instead of borrowing from banks then decides to keep the funds sent from out 

from foreign countries. As a result, it can lead to a short-term decline in the 

demand for financial services. 

Real effective exchange rate (REER) and trade openness follow as the 

third and fourth-ranked variables respectively. They exhibit relatively lower 

dominance statistics, indicating their comparatively weaker influence on 

financial development. REER may impact financial development through its 

effect on international trade and capital flows, while trade openness can promote 

financial development by fostering economic integration and access to global 

financial markets. Monetary policy rate (MPR), GDP growth (GDPGRTH), and 

inflation (INF) are ranked lower in terms of dominance, suggesting that their 

impact on financial development is relatively limited.  

In summary, the dominance analysis underscores the importance of total 

debt and remittances in explaining variations in financial development, with 

total debt being the most dominant factor (Abbas et al., 2022; Aimola & 

Odhiambo, 2021; Gomez-Gonzalez, 2021; Hauner, 2009; Ismihan & Ozkan, 

2012; Kutivadze, 2013; Neaime, 2015; Pedersoli & Presbitero, 2023). The 
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rankings of the other variables provide insights into their respective 

contributions to the financial development process, allowing for a more nuanced 

understanding of the factors driving this economic phenomenon. 

Table 16: Results of Dominance Analysis with Financial Development as 

     the dependent variable with External and Domestic Debt   

General Dominance Analysis    

Regressors Dominance 

stat 

Standardized 

Dominance 

Stat. 

Rank 

REMIT 0.172 0.223 1 

 REER 0.169 0.219 2 

EXTERNAL DEBT 0.163 0.211 3 

DOMESTIC DEBT 0.085 0.111 4 

TRADE OPENNESS   0.074 0.096 5 

INF 0.064 0.082 6 

GDPGRTH 0.026 0.034 7 

MPR 0.018 0.023 8 
 

Note: Remittances (REMIT); Real Effective Exchange Rate (REER); Inflation 

rate (INF); GDP Growth (GDPGRTH); Monetary Policy Rate (MPR) 

Source: Author’s Computation (2023) 

 

Table 16 provides the results of the Dominance Analysis for financial 

development, considering both external and domestic debts, and it offers 

insights into the relative importance of each factor. Remittances (REMIT) hold 

the highest rank with a raw dominance statistic of 0.172 and a standardized 

dominance statistic of 0.223. This suggests that remittances significantly 

influence financial development, indicating that the funds sent by expatriates 

play a crucial role in fostering the growth of the financial sector. 

Real Effective Exchange Rate (REER) follows closely behind, ranking 

second. It has a raw dominance statistic of 0.169 and a standardized dominance 

statistic of 0.219. These values indicate that changes in the exchange rate, 

particularly its real effective value, have a substantial impact on financial 
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development. A stable or strong currency may contribute to the growth of the 

financial sector.  

External Debt (EXT_DEBT) secures the third rank, with a raw 

dominance statistic of 0.163 and a standardized dominance statistic of 0.211. 

These results emphasize the significant influence of external borrowing and 

debt management on financial development. Domestic Debt (DOM_DEBT) 

ranks fourth, with a raw dominance statistic of 0.085 and a standardized 

dominance statistic of 0.111. These values suggest that, within this analysis, the 

impact of domestic debt on financial development is relatively less significant 

compared to remittances, the exchange rate, and external debt. This means that 

when both external debt and domestic debt (Total Debt) are considered together, 

it has greater relative importance than when they are disaggregated.  

Trade Openness (TRADOPEN) holds the fifth rank with a raw 

dominance statistic of 0.074 and a standardized dominance statistic of 0.096. 

While trade openness remains an important factor, its relative influence on 

financial development falls below the top four factors. Inflation (INF) ranks 

sixth, with a raw dominance statistic of 0.064 and a standardized dominance 

statistic of 0.082, indicating its impact on financial development. GDP Growth 

(GDPGRTH) follows as the seventh factor, with a raw dominance statistic of 

0.026 and a standardized dominance statistic of 0.034. These values underscore 

the importance of economic growth in shaping the financial sector. 

Monetary Policy Rate (MPR) ranks lowest in this analysis, with a raw 

dominance statistic of 0.018 and a standardized dominance statistic of 0.023, 

indicating that it has the least influence on financial development among the 

variables examined. These results highlight the relative importance of various 
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factors in shaping financial development. Remittances, represented by REMIT, 

play a critical role by emphasizing the positive impact of funds transferred from 

abroad on the growth of the financial sector. The exchange rate, represented by 

REER, stands out as a crucial determinant, suggesting that exchange rate 

stability and strength are conducive to financial development. 

The significant influence of external debt management on financial 

development underscores the importance of prudent international borrowing 

practices. Domestic debt, while still relevant, appears to exert a comparatively 

lesser influence. Trade openness, inflation, and GDP growth, while essential, 

are outranked by remittances, exchange rates, and external debt in their relative 

importance for financial development. Finally, the monetary policy rate ranks 

as the least influential factor in this context, underscoring its limited role in 

shaping financial sector growth. These findings provide valuable insights for 

policymakers and researchers, emphasizing the pivotal roles of remittances, 

exchange rates, and external debt in promoting financial sector development 

and stability. 

Chapter Summary 

The chapter was primarily aimed to assess the factors influencing 

financial development using the ARDL approach, with a specific focus on 

public debt. The study also disintegrated public debt into domestic debt and 

external debt to investigate their individual impacts. The findings revealed the 

existence of long-run relationships among the variables in both the aggregated 

and disaggregated models. Unexpectedly, the results indicated that domestic 

debt did not exert a significant influence on financial development. To validate 

these results, a robustness check was conducted through dominance analysis, 
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which identified public debt as the dominant variable in explaining variations 

in financial development. 
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CHAPTER SIX 

THE RESPONSIVENESS OF COMMERCIAL BANKS TO 

MONETARY POLICY IN GHANA; THE EXPERTS’ OPINION 

Introduction 

This chapter explores the perception of the respondents who are seen to 

have an in-depth knowledge in the topic understudy. These respondents include 

workers at the headquarters of commercial banks (GCB Bank Limited, Fidelity 

Bank Ghana Limited, Absa, Zenith Bank, Standard Chartered Bank, Ecobank 

(Ghana) Limited, CalBank Limited, and Consolidated Bank Ghana Limited) 

who are experts in the area of study especially from credit or risk departments. 

The questions set for the interview were based on the responsiveness of 

commercial banks to the policy rate set by the central bank and the extent to 

which financial development affects the responsiveness of the policy rate by the 

central bank of Ghana. The study first employed linear ARDL to assess 

quantitatively the responsiveness of banking sector to monetary policy rate 

using monthly data gleaned from Bank of Ghana. This was done to help prepare 

for more informed and structured discussions with experts, ensuring a valuable 

foundation for the research by establishing a theoretical framework, identifying 

variables of interest, and providing initial insights.  The interviewees were 

identified by assigning alphabet with numbers to represent their names for the 

sake of anonymity because of the fact that respondents’ views were recorded. 

Finally, key themes that arose from the interviews were identified and discussed 

using thematic analysis. 
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Preliminary Results from ARDL  

The study employed the ARDL approach in investigating the 

responsiveness of commercial banks to monetary policy in Ghana which serves 

as a foundational step in comprehensive research. The ARDL model establishes 

a theoretical framework, offering data-driven insights, and identifying key 

variables that influence bank responsiveness to monetary policy, such as interest 

rates and reserve requirements. Furthermore, it provides context for expert 

interviews, enabling validation of findings and fostering focused, in-depth 

discussions. The historical perspective offered by ARDL’s trend analysis can 

be compared to expert opinions, contributing to a more holistic understanding 

of how the relationship between monetary policy and commercial banks has 

evolved over time, ultimately enhancing the quality and depth of research in this 

critical area. 

Descriptive Statistics  

Table 17 provides a summary of key statistics for the variables used in 

this study, offering insights into the data’s distribution. The descriptive statistics 

include the average (mean) value of each variable, the degree of variation from 

the mean (standard deviation), and the range of values represented by the 

minimum and maximum values. The mean value represents the typical or 

average value for each variable, while the standard deviation quantifies the 

degree of dispersion around the mean. Additionally, the minimum and 

maximum values highlight the full range of values encompassed by the dataset. 
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Table 17: Descriptive Statistics 

 

The descriptive results presented in Table 17 provide valuable insights 

into the distribution and characteristics of the variables used in this study. These 

statistics help us gain a better understanding of the central tendencies, 

variability, and ranges of the data, which are essential for the subsequent 

analysis and interpretation. Average Commercial Banks Lending Rate (ACBL) 

has a mean value of approximately 25.6446%, with a standard deviation of 

2.5510%. This indicates that, on average, commercial banks in Ghana charge 

this rate on their loans. The lending rates range from a minimum of 20.9500% 

to a maximum of 29.2200%, demonstrating a relatively narrow spread in 

lending rates among banks. Exchange Rate (EXC) exhibit a mean of 4.5508 

Ghana Cedis to the US Dollar, with a standard deviation of 0.6934. This 

suggests that the exchange rate shows moderate fluctuations. The data ranges 

from a minimum of 3.2400 to a maximum of 5.7100 Ghana Cedis per US Dollar.  

The Financial Development Index (FIN_DEV) has an average value of 

0.1690, with a low standard deviation of 0.0034. This index reflects the level of 

financial development in Ghana, with values ranging from 0.1619 to 0.1773. 

Variable Mean.  Std. Dev. Max   Min 

ACBL 25.6446 2.5510 29.2200 20.9500 

EXC 4.5508 0.6934 5.7100 3.2400 

FIN_DEV 0.1690 0.0034 0.1773 0.1619 

INF 12.4153 3.7552 18.6000 5.5300 

MOMO 18979.3500 15693.6600 67732.3200 1805.9000 

MPR 19.9444 4.2414 26.0000 14.5000 

NPL 17.5276 3.3323 23.4500 11.1900 

PSC 32105.5900 5448.2750 43533.1900 20961.0200 
 

Note:  Average Commercial Banks Lending Rate (ACBL); Exchange Rate 

(EXC); Financial Development (FINDEV); Inflation rate (INF); Mobile 

Money (MOMO);Monetary Policy Rate (MPR);Non-Performing Loans 

(NPL); Private Sector Credit (PSC) 

Source: Author’s Computation (2023) 
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The limited variability indicates relative stability in financial development over 

the observed period. Core Inflation (INF) has a mean of 12.4153%, with a 

substantial standard deviation of 3.7552%. This indicates notable variability in 

core inflation rates, which have ranged from a minimum of 5.5300% to a 

maximum of 18.6000%. These fluctuations suggest the importance of 

understanding the factors driving inflation in the Ghanaian economy.  

Total value of mobile money (MOMO) transactions for the month 

demonstrates a wide range of values. The mean value is 18,979.35 million 

Ghana Cedis, but the standard deviation is quite high at 15,693.66 million 

Ghana Cedis. This indicates significant variability in monthly MOMO 

transaction values, with a minimum of 1,805.90 million Ghana Cedis and a 

maximum of 67,732.32 million Ghana Cedis. Monetary Policy Rate (MPR) has 

an average rate of 19.9444%, accompanied by a standard deviation of 4.2414%. 

This suggests variability in the central bank’s policy rate, ranging from a 

minimum of 14.5000% to a maximum of 26.0000%.  

Non-Performing Loans (NPL) have an average rate of 17.5276% and a 

standard deviation of 3.3323%. NPL rates vary between 11.1900% and 

23.4500%, indicating fluctuations in the quality of banks’ loan portfolios. 

Private Sector Credit (PSC) has a mean value of 32,105.59 million Ghana Cedis, 

with a standard deviation of 5,448.28 million Ghana Cedis. The data spans from 

a minimum of 20,961.02 million Ghana Cedis to a maximum of 43,533.19 

million Ghana Cedis, suggesting substantial variations in the amount of credit 

extended to the private sector. 
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Table 18: Distribution of the Variables 

Variable SKW  KRT JB   Probability 

ACBL -0.2153 1.6531 5.9985 0.049824 

EXC 0.1976 1.9374 3.8559 0.145448 

FIN_DEV 0.4620 2.7985 2.6826 0.261504 

INF -0.0420 1.9715 3.1948 0.202421 

MOMO 1.2867 4.2081 24.2469 0.000005 

MPR 0.2157 1.5330 7.0147 0.029977 

NPL -0.1948 2.0955 2.9096 0.233446 

PSC 0.1500 2.3101 1.6981 0.427812 

Note:  Average Commercial Banks Lending Rate (ACBL); Exchange Rate 

(EXC); Financial Development (FINDEV); Inflation rate (INF); Mobile 

Money (MOMO); Monetary Policy Rate (MPR);Non-Performing Loans 

(NPL); Private Sector Credit (PSC) 

Source: Author’s Computation (2023) 
 
 

Table 18 provides information about the distribution of the variables in 

the study, including measures of skewness (SKW), kurtosis (KRT), and the 

Jarque-Bera (JB) test statistic, along with their associated probabilities (Jarque 

& Bera, 1980; Joanes & Gill, 1998; Royston, 1982). These statistics help assess 

the normality and distribution characteristics of the variables. ACBL has a 

slightly negative skewness of -0.2153, indicating a slight leftward tail in its 

distribution. The kurtosis of 1.6531 suggests that it has moderate peakiness. The 

Jarque-Bera test statistic of 5.9985, with a probability of 0.049824, indicates 

that the distribution is not perfectly normal but may still be approximately 

normally distributed (Jarque & Bera, 1980). EXC has a positive skewness of 

0.1976, indicating a slight rightward tail. The kurtosis of 1.9374 suggests that it 

has moderate peakiness. The Jarque-Bera test statistic of 3.8559, with a 

probability of 0.145448, suggests that the distribution may not be perfectly 

normal but is relatively close to normal (Jarque & Bera, 1980). 
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FIN_DEV has a positive skewness of 0.4620, indicating a rightward tail. 

The kurtosis of 2.7985 suggests it has moderate peakiness. The Jarque-Bera test 

statistic of 2.6826, with a probability of 0.261504, indicates that while it exhibits 

some deviations from normality, it may still approximate a normal distribution 

reasonably well. INF has a slightly negative skewness of -0.0420, indicating a 

slight leftward tail. The kurtosis of 1.9715 suggests moderate peakiness. The 

Jarque-Bera test statistic of 3.1948, with a probability of 0.202421, suggests that 

the distribution is not significantly different from normal. MOMO exhibits a 

substantial positive skewness of 1.2867, indicating a pronounced rightward tail. 

The kurtosis of 4.2081 reflects significant peakiness. The Jarque-Bera test 

statistic of 24.2469, with an extremely low probability of 0.000005, suggests 

that the distribution significantly deviates from normality. 

MPR has a positive skewness of 0.2157, indicating a rightward tail. The 

kurtosis of 1.5330 suggests it has moderate peakiness. The Jarque-Bera test 

statistic of 7.0147, with a probability of 0.029977, indicates that the distribution 

is not perfectly normal but may still be approximately normally distributed. 

NPL has a slightly negative skewness of -0.1948, indicating a slight leftward 

tail. The kurtosis of 2.0955 suggests moderate peakiness. The Jarque-Bera test 

statistic of 2.9096, with a probability of 0.233446, suggests that the distribution 

is not significantly different from normal. PSC has a positive skewness of 

0.1500, indicating a rightward tail. The kurtosis of 2.3101 suggests moderate 

peakiness. The Jarque-Bera test statistic of 1.6981, with a probability of 

0.427812, suggests that the distribution is not significantly different from 

normal. 
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Unit Root Test 

Before proceeding with the ARDL and the Granger-causality test, the 

stationarity properties of the study’s variables were examined through unit root 

tests. While the ARDL approach to cointegration does not inherently require 

preliminary unit root testing, it is essential to conduct these tests to confirm that 

the variables do not possess integration orders higher than one, as this can lead 

to spurious results. This precaution is necessary because the computed F-

statistics provided by Pesaran et al. (2001) are not valid when dealing with I(2) 

variables. 

Time series variables are inherently non-stationary, and according to 

Engel and Granger (1987), utilizing such data can yield misleading outcomes. 

The ARDL Bounds testing method for cointegration, employed in this study, 

mandates that the dependent variable should be integrated at levels I(0) or of 

the first order I(1). As a result, the ADF and PP tests were applied to all variables 

both in their taking natural log of the original levels and in first differences of 

the natural log values to formally determine their order of integration. Table 19 

present the results of the stationarity tests conducted at levels and in the first 

difference, respectively. It’s worth noting that these unit root tests were 

performed with a constant term and trend component (Fuller, 1976; Phillips & 

Perron, 1988). 
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Table 19: Augmented Dicky Fuller Test for Unit Root 
 

ADF Statistics PP Statistics 

 Level  First Diff Level  First Diff 

LNACBL -3.3425*** -11.9479*** -3.0863*** -11.3681*** 

LNEXC -0.2183 -6.4337*** -0.2183 -6.4337*** 

LNFIN_DEV -0.8087 -1.9551** -1.3355 -2.0636** 

LNINF -0.5314 -8.6972*** -0.5402 -8.6983*** 

LNMOMO 5.84 -2.6446*** 6.5022 -8.2613*** 

LNNPL 0.5023 -4.3881*** 0.4334 -7.6874*** 

LNMPR -1.5455 -7.802*** -1.2895 -8.0223*** 

LNPSC 2.7981 -9.65*** 3.5199 -9.6029*** 

Note: ***, ** and * indicates the rejection of the null hypothesis of non-

stationary at 1%, 5% and 10% level of significance respectively, First Diff 

denotes the first difference.  

LN (log); Average Commercial Banks Lending Rate (ACBL); Exchange Rate 

(EXC); Financial Development (FINDEV); Inflation rate (INF); Mobile Money 

(MOMO); Monetary Policy Rate (MPR); Non-Performing Loans (NPL); 

Private Sector Credit (PSC) 

Source: Author’s Computation (2023) 
 

 

Natural logarithm was applied on the dataset before conducting the unit 

root tests which serves several important purposes in time series analysis. 

Firstly, taking the natural logarithm of the data is a common practice when 

dealing with time series. It is often applied to address issues related to the scale 

and magnitude of variables. Economic data typically exhibits wide-ranging 

values, and applying the logarithm helps in reducing the impact of extreme 

values, making the data more amenable to statistical analysis. This 

transformation also helps linearize relationships and stabilize variances, which 

can be particularly useful when working with financial and economic data. 

Secondly, taking the natural logarithm is commonly used to convert data 

that grows exponentially over time, which can result in non-stationarity into a 

more linear and stationary form. By taking the natural logarithm, the researcher 
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effectively transforms such data into a form where linear trends can be more 

easily detected and analysed. The results presented in Table 19 reflect the 

outcomes of these unit root tests on the transformed data, which is an essential 

step in determining the stationarity properties of the variables and ensuring the 

validity of subsequent analyses. 

Table 19 presents the results of the Augmented Dickey-Fuller (ADF) 

and Philips Perron (PP) unit root tests for the variables in both their original 

levels and first differences of the natural logarithm (LN) transformed variables 

(Fuller, 1976; Phillips & Perron, 1988). These tests are crucial for determining 

the stationarity properties of the variables, which is a fundamental step in time 

series analysis. 

 In both ADF and PP tests, LNACBL exhibits statistically significant 

negative values for both the level and first difference, suggesting that it is 

stationary at conventional significance levels (1%, 5%, and 10%). This indicates 

that LNACBL is integrated of order 0, or I (0), which means it is stationary. 

LNEXC similar to LNACBL, LNEXC also shows statistically significant 

negative values in both ADF and PP tests for both the level and first difference. 

This suggests that LNEXC is integrated of order 0 (I (0)), indicating stationarity. 

LNFIN_DEV, the ADF test yields statistically significant results for the first 

difference but not for the level, while the PP test shows significance in the level 

but not in the first difference. This suggests that LNFIN_DEV may be integrated 

of order 1 (I(1)), indicating that it is stationary in first differences. 

LNINF results for both ADF and PP tests yield statistically significant 

negative values for both the level and first difference of LNINF, indicating that 

LNINF is stationary at conventional significance levels (1%, 5%, and 10%) and 
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is integrated of order 0 (I(0)). LNMOMO in the ADF test, LNMOMO exhibits 

a statistically significant positive value for the first difference but not for the 

level. The PP test also shows significance in the first difference but not in the 

level. This suggests that LNMOMO may be integrated of order 1 (I(1)), 

indicating stationarity in first differences. LNNPL results for both ADF and PP 

tests yield statistically significant negative values for both the level and first 

difference of LNNPL, indicating that LNNPL is stationary at conventional 

significance levels (1%, 5%, and 10%) and is integrated of order 0 (I(0)). 

LNMPR in both ADF and PP tests, LNMPR shows statistically 

significant negative values for both the level and first difference, indicating that 

it is stationary at conventional significance levels (1%, 5%, and 10%) and is 

integrated of order 0 (I(0)). LNPSC in both ADF and PP tests yield statistically 

significant negative values for both the level and first difference of LNPSC, 

indicating that LNPSC is stationary at conventional significance levels (1%, 

5%, and 10%) and is integrated of order 0 (I(0)).  

In summary, the results of the unit root tests reveal the order of 

integration for each variable. Variables that are integrated of order 0 (I(0)) are 

stationary, while those integrated of order 1 (I(1)) are stationary in first 

differences. These findings are crucial for subsequent time series analysis, such 

as cointegration and Granger-causality tests, and help ensure the validity of the 

ARDL. 

Bounds test result for Cointegration for Linear ARDL model 

The results of the bounds test for cointegration, as applied to the linear 

ARDL model, indicate whether long-term relationships exist between the 

variables under investigation (Davidson et al., 1993). These results help in 
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understanding the dynamics and interconnections among the variables in the 

study. In cases where the bounds test for cointegration yields statistically 

significant results, it suggests that there is evidence of a long-term relationship 

between at least some of the variables in the model (Granger & Yoon, 2002). 

This implies that the variables move together in the long run and are not just 

influenced by short-term fluctuations. If the Bounds Test does not find 

statistically significant results, it indicates that there is no long-term equilibrium 

relationship among the variables. Thus, the variables may exhibit short-term 

correlations or causal relationships but do not share a stable, long-term 

connection. The results of the bounds test guide the choice of the appropriate 

econometric model for further analysis are presented in Table 20. 

Table 20: Bounds test result for Cointegration for Linear ARDL model 

F-Bounds Test Null Hypothesis: No levels relationship 

Test Statistic Value Signif. I(0) I(1) 
   

Asymptotic: n=1000 

F-statistic 4.881707 10% 2.38 3.45 

k 7 5% 2.69 3.83 
  

1% 3.31 4.63 

Source: Author’s Computation (2023) 

Table 20 presents the results of the Bounds Test for Cointegration, 

specifically for a Linear ARDL model. This test is used to determine whether a 

long-run relationship exists among the variables studied. The null hypothesis of 

the bounds test is that there is no long-run relationship (cointegration) among 

the variables in their levels. The calculated F-statistic value of 4.881707 is 

compared to the critical values provided for different significance levels. The 

F-statistic falls above the critical values at the 10%, 5%, and 1% significance 

levels. This suggests that there is evidence to reject the null hypothesis (No 
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levels relationship) in favour of the alternative hypothesis, indicating the 

presence of a long-run relationship (cointegration) among the variables. In 

summary, the bounds test results suggest that there is a long-run relationship 

(cointegration) among the studied variables. This finding is significant for 

further econometric modelling and analysis, as it indicates that the variables are 

not purely driven by short-term fluctuations but share a stable long-term 

relationship that can be explored and utilized in the ARDL. 

The Results of Long – Run Relationship 

Having established the presence of cointegration among the variables of 

interest, the study has advanced to estimate the long-run impact of the 

explanatory variables using the ARDL model ( Pesaran et al., 2001). This 

modelling approach is particularly suited for analysing the relationships among 

integrated time series variables in both the short and long term. The chosen 

ARDL model, as determined by the Akaike Information Criterion (AIC), is 

specified as (1, 0, 0, 2, 0, 1, 1, 3), which represents the lag structure for each 

variable in the model. These lag orders are instrumental in capturing the 

dynamic relationships and dependencies among the variables over time. 

The subsequent section, presented in Table 21, provides detailed long 

run estimates derived from this selected ARDL model. These estimates offer 

insights into the long-run implications of the explanatory variables on the 

dependent variable, shedding light on the magnitude and direction of their 

influence in the context of the studied economic or financial phenomena. The 

results presented in Table 21 will be valuable for drawing meaningful 

conclusions and informing policy implications based on the established long-

run relationships among the variables. 
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Table 21: Long – Run estimates based on - ARDL Approach 

Variable Coefficient Std. Error t-Statistic Prob.    

LNFIN_DEV -0.88313 0.237362 -3.7206 0.0005 

LNINF -0.02071 0.013386 -1.54718 0.128 

LNMPR 0.240864 0.044637 5.396009 0.000 

LNPSC -0.10378 0.122347 -0.8482 0.4003 

LNMOMO -0.00569 0.027241 -0.20888 0.8354 

LNNPL 0.004875 0.029694 0.164185 0.8702 

LNEXC 0.202954 0.17786 1.141088 0.2592 

Note: Dependent Variable: LNACBL 

Source: Author’s Computation (2023) 

LN (Log); Average Commercial Banks Lending Rate (ACBL); Exchange Rate 

(EXC); Financial Development (FIN_DEV); Inflation rate (INF); Mobile 

Money (MOMO); Monetary Policy Rate (MPR); Non-Performing Loans (NPL); 

Private Sector Credit (PSC) 

 

From Table 21, is presented the long run estimate of the ARDL. The 

results presented provide crucial insights into the long-run relationship between 

LNACBL and several key explanatory variables, including LNFIN_DEV, 

LNINF, LNMPR, LNPSC, LNMOMO, LNNPL, and LNEXC. These estimates 

are derived from an ARDL help elucidate the responsiveness of LNACBL to 

changes in these variables, particularly emphasizing the role of the monetary 

policy rate set by the Central Bank of Ghana. 

From the table 21 above, the coefficient for LNFIN_DEV is -0.88313 

with a low standard error, and it is statistically significant at the 1% level. This 

indicates that an increase in the Financial Development Index leads to a notable 

decrease in LNACBL in the long run. This relationship suggests that a more 

developed financial sector may exert downward pressure on lending rates in 

Ghana, potentially making credit more affordable and accessible. The 

coefficient for LNINF is -0.02071, though statistically significant at the 10% 

level, it indicates a relatively weak relationship between core inflation and 
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lending rates in the long run. This result suggests that changes in core inflation 

may have a limited impact on LNACBL over extended periods. Other factors 

are likely more influential in determining lending rates. The results are in line 

with findings from Asamoah & Adu (2016) who revealed a negative association 

between lending rates and real GDP, inflation rates, and fiscal deficits in the 

long term. Feyen & Zuccardi Huertas (2020) postulated that factors such as 

public debt, policy interest rates, non-performing loans, non-interest rates, 

inflation, and the time needed to resolve insolvency (business environment) 

significantly affected nominal lending rates. 

The coefficient for LNMPR is 0.240864, and it is highly statistically 

significant. This result underscores a robust and positive long-run relationship 

between the monetary policy rate and LNACBL. In practical terms, it implies 

that an increase in the central bank’s policy rate tends to lead to higher lending 

rates in the long run, reflecting the transmission of monetary policy to the 

commercial banking sector. The results are in line with that of Asamoah & Adu 

(2016) who revealed that lending rates exhibited a positive correlation with the 

monetary policy rate set by the Bank of Ghana and exchange rates in both the 

short and long run. Miho et al. (2022) revealed a non-linear link between 

monetary policy and bank credit. Contrarily Dang (2021) indicated that 

Vietnam’s monetary policies were not adequately enforced, which led to a 

decline in the performance of commercial banks and an increase in the country’s 

liquidity levels. Akanbi & Ajagbe (2012) investigated the impact of monetary 

policy on commercial banks (using data on three banks). The results showed 

that monetary policy that seeks to regulate the interest rate of commercial banks 
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leads to decrease in banks’ lending rates. Also, Ayodele reports that monetary 

policy is not effective to stimulate commercial loans and advances. 

The coefficient for LNPSC is -0.10378, though not statistically 

significant. This suggests that, in the long run, the level of private sector credit 

does not exert a substantial influence on lending rates, implying that other 

factors may play a more significant role in determining credit costs. The 

coefficients for LNMOMO, LNNPL, and LNEXC do not exhibit statistically 

significant relationships with LNACBL in the long run. This implies that 

variations in mobile money transactions, non-performing loans, and exchange 

rates may not be the primary drivers of changes in lending rates over extended 

periods. Ayodele (2014) found that commercial banks react negatively to the 

influence of exchange rate and interest rate significantly though there is a long-

run relation.  

In conclusion, the findings from the ARDL model highlight the central 

role of the monetary policy rate set by the Central Bank of Ghana in influencing 

lending rates in the long run. Additionally, financial development, as 

represented by the Financial Development Index, appears to have a notable 

impact on lending rates, making it a key consideration for policymakers. While 

other variables such as core inflation, private sector credit, mobile money 

transactions, non-performing loans, and exchange rates do not exhibit 

substantial long-term relationships with lending rates, they may still play crucial 

roles in shaping short-term dynamics and warrant further investigation in a 

comprehensive analysis of the financial landscape in Ghana. 
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Short Run Dynamics 

With the establishment of a long-run relationship among the variables 

through the ARDL approach to cointegration, the study proceeds to delve into 

the dynamics of the short run. According to Engel and Granger's (1987) theory, 

an error correction representation can be a useful tool for modelling the dynamic 

interplay of cointegrated variables. With the use of this representation, which 

includes an error correction term derived from the long-run equation, we are 

able to capture the system's long- and short-term interactions. 

The coefficient of the Error Correction Mechanism (ECM) plays a 

pivotal role. It signifies how swiftly the variables adjust and converge back to 

equilibrium following a disturbance or shock. Importantly, a statistically 

significant ECM coefficient, typically bearing a negative sign, carries 

significant implications. It not only validates the existence of a long-run 

relationship but also sheds light on the speed and direction of adjustment in the 

short run. 

Drawing on the insights of Banerjee et al. (1998), the presence of a 

highly significant error correction term serves as strong confirmation of the 

enduring long-run relationship among the variables. Therefore, as the study 

explore the short-run ARDL results in the subsequent sections, pay particular 

attention to the ECM coefficients, as they provide valuable insights into the 

rapidity and direction of adjustments in response to short-term shocks within 

this established long-run framework. 
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Table 22: Estimated Short-Run ECM using ARDL (1, 0, 0, 2, 0, 1, 1, 3) 

Variable Coefficient Std. Error t-Statistic Prob.    

C 1.431459 0.213695 6.698597 0 

@TREND -0.00211 0.000302 -6.97205 0 

D(LNMPR) -0.08005 0.059686 -1.34116 0.1858 

D(LNMPR(-1)) -0.11695 0.06302 -1.85578 0.0693 

D(LNMOMO) 0.005857 0.020803 0.281558 0.7794 

D(LNMOMO(-1)) -0.04366 0.020472 -2.13262 0.0378 

D(LNNPL) -0.12995 0.035427 -3.66802 0.0006 

D(LNEXC) 0.001333 0.020055 0.066448 0.9473 

D(LNEXC(-1)) -0.05299 0.043693 -1.21267 0.2308 

D(LNEXC(-2)) -0.10752 0.041873 -2.56772 0.0132 

CointEq(-1)* -0.74737 0.112143 -6.66438 0 

R-squared 0.598565     Mean dependent var -0.0046 

Adjusted R-squared 0.529352     S.D. dependent var 0.01763 

S.E. of regression 0.012095     Akaike info criterion -5.84691 

Sum squared resid 0.008484     Schwarz criterion -5.49075 

Log likelihood 212.7183     Hannan-Quinn criter. -5.70561 

F-statistic 8.648164     Durbin-Watson stat 1.913206 

Prob(F-statistic) 0 
   

Note: Average Commercial Banks Lending Rate (ACBL); Exchange Rate 

(EXC); Financial Development (FINDEV); Inflation rate (INF); Mobile Money 

(MOMO); Monetary Policy Rate (MPR); Non-Performing Loans (NPL); 

Private Sector Credit (PSC) 

Source: Author’s Computation (2023) 

 

Table 22 presents the estimated short-run Error Correction Model 

(ECM) results using the ARDL (1, 0, 0, 2, 0, 1, 1, 3) framework. The coefficient 

for the intercept term (C) is 1.431459 with a low standard error, and it is highly 

statistically significant. This term represents the short-run impact on LNACBL 

when all other explanatory variables are held constant. The coefficient for the 

trend term (@TREND) is -0.00211 and is also highly statistically significant. 

This trend term captures any systematic changes or trends in the data over time. 

The coefficients for (D(LNMPR)) and the(D(LNMPR(-1))) of LNMPR 

are -0.08005 and -0.11695, respectively. These coefficients measure the short-
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run impact of changes in the monetary policy rate on LNACBL. Both 

coefficients are not statistically significant at conventional significance levels 

(5%), suggesting that changes in the monetary policy rate do not exert a 

statistically significant short-run impact on LNACBL. The coefficients for the 

current period (D(LNMOMO)) and the first lag (D(LNMOMO (-1))) of 

LNMOMO are 0.005857 and -0.04366, respectively. These coefficients 

represent the short-run effects of changes in mobile money transactions on 

LNACBL. 

The coefficient for D (LNMOMO (-1)) is statistically significant at the 

5% level, indicating that the previous period’s mobile money transactions have 

a significant short-run impact on LNACBL. The coefficient for LNNPL is -

0.12995 and is statistically significant at conventional significance levels. This 

coefficient signifies the short-run impact of changes in non-performing loans on 

LNACBL, and it indicates a significant negative relationship. The coefficients 

for the current period (D(LNEXC)), the first lag (D (LNEXC (-1))), and the 

second lag (D (LNEXC (-2))) of LNEXC are 0.001333, -0.05299, and -0.10752, 

respectively. These coefficients measure the short-run effects of changes in the 

exchange rate on LNACBL. None of these coefficients are statistically 

significant, suggesting that exchange rate fluctuations do not have a statistically 

significant short-run impact on LNACBL.  

The coefficient for the lagged cointegration term (CointEq (-1)) is -

0.74737 and is highly statistically significant. This term represents the speed of 

adjustment back to long-run equilibrium following a short-run disturbance or 

shock. Its highly significant and negative coefficient indicates a rapid 

convergence to equilibrium in response to short-term deviations (Banerjee et 
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al., 1998; Davidson et al., 1993; Granger & Yoon, 2002). While changes in the 

monetary policy rate, mobile money transactions, and exchange rates do not 

exhibit statistically significant short-run impacts on LNACBL, non-performing 

loans have a significant negative effect. Moreover, the highly significant and 

negative coefficient for the cointegration term underscores the system’s rapid 

adjustment to restore long-run equilibrium following short-term disruptions. 

Post Estimation (Model Diagnostic) Test 

In the aftermath of estimating the linear ARDL model, it is imperative 

to subject our model to a battery of diagnostic tests to ensure its robustness and 

reliability. As presented in Appendix C, these diagnostic tests encompass a 

comprehensive evaluation of key aspects, including normality, 

heteroscedasticity, functional form (Ramsey RESET), and the detection of 

serial correlation using the Breusch-Godfrey test (Breusch, 1978; Breusch & 

Pagan, 1979; Godfrey, 1978; Jarque & Bera, 1980; Ramsey, 1969). The Jarque-

Bera test statistic is 0.651917, and the associated probability is 0.721835. The 

high p-value indicates that the residuals do not significantly deviate from a 

normal distribution, suggesting that they pass the normality test. 

Overall, based on the results of the Breusch-Godfrey Serial Correlation 

LM Test calculated F-statistic which is 0.126729 with a probability of 0.9438 

(Prob. F(3,48)). A high p-value indicates that there is no significant evidence to 

reject the null hypothesis of no serial correlation at up to 3 lags. Based on the 

results of the Breusch-Pagan-Godfrey Heteroskedasticity Test, there is no 

compelling evidence to suggest that heteroskedasticity is present in the residuals 

of the model. e calculated F-statistic is 0.759446 with a probability of 0.7279 

(Prob. F(17,51)). In summary, based on the Ramsey RESET Test and the 
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unrestricted model results, the model’s specification is deemed suitable for the 

given dataset, and it explains a high proportion of the variance in LNACBL. 

Stability Test 

The stability test for the ARDL results utilizes two essential metrics, 

namely the Cumulative of Recursive Residuals (CUSUM) and the Cumulative 

Sum of the Square of Recursive Residual (CUSUMSQ). These metrics serve as 

diagnostic tools to assess the stability and consistency of the model, as 

advocated by Pesaran et al. (2001). Figure 1, displayed below, illustrates the 

CUSUM and CUSUMSQ plots for the estimated Linear ARDL model. The 

patterns observed in this plot provide valuable insights into the model’s stability 

and the presence of structural breaks. 
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Figure 12: Graph of CUSUM and CUSUMSQ  

Source: Author’s Construct (2023) 

Upon careful examination of Figure 12, it becomes evident that all the 

coefficients lie comfortably within the critical bounds established at the five 

percent significance level. This key observation implies that the estimated 

models remain stable throughout the study period, and the coefficients do not 

exhibit any systematic or significant changes over time. In summary, the 

CUSUM and CUSUMSQ stability test, as depicted in Figure 12, supports the 

conclusion that there are no structural breaks in the model. It confirms the 

stability of the estimated models and provides assurance that the coefficients 

maintain their stability without systematic changes throughout the study period, 

reinforcing the reliability of the model’s results. 

Pairwise Granger Causality Tests 

The pairwise granger causality tests are a critical component of the 

analysis, aimed at uncovering the dynamic relationships between the key 

variables in the study, thus revealing whether a causal relationship exists 
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between different pairs of variables in the study. These findings provide 

valuable insights into how changes in one variable may influence or lead to 

changes in another, contributing to a more comprehensive understanding of the 

complex dynamics at play within the financial landscape. 

Table 23: Pairwise Granger Causality Tests 

   

        
 Null Hypothesis: Obs F-Statistic Prob.  

        
 LNFIN_DEV does not Granger Cause LNACBL  69  3.52741 0.0199 

 LNACBL does not Granger Cause LNFIN_DEV  5.08296 0.0033 

        
 LNINF does not Granger Cause LNACBL  69  0.18043 0.9093 

 LNACBL does not Granger Cause LNINF  0.41190 0.7450 

         LNMPR does not Granger Cause LNACBL  69  3.89485 0.0129 

 LNACBL does not Granger Cause LNMPR  2.55244 0.0636 

        
 LNPSC does not Granger Cause LNACBL  69  2.13277 0.1051 

 LNACBL does not Granger Cause LNPSC  0.53909 0.6573 

         LNMOMO does not Granger Cause LNACBL  69  3.73794 0.0155 

 LNACBL does not Granger Cause LNMOMO  1.41292 0.2475 

        
 LNNPL does not Granger Cause LNACBL  69  0.12389 0.9457 

 LNACBL does not Granger Cause LNNPL  2.83415 0.0454 

        
 LNEXC does not Granger Cause LNACBL  69  3.20527 0.0292 

 LNACBL does not Granger Cause LNEXC  0.04106 0.9888 

        
 LNINF does not Granger Cause LNFIN_DEV  69  3.62364 0.0178 

 LNFIN_DEV does not Granger Cause LNINF  2.85739 0.0441 

        
 LNMPR does not Granger Cause LNFIN_DEV  69  2.88534 0.0427 

 LNFIN_DEV does not Granger Cause LNMPR  7.35117 0.0003 

        
 LNPSC does not Granger Cause LNFIN_DEV  69  4.11146 0.0100 

 LNFIN_DEV does not Granger Cause LNPSC  0.61906 0.6053 

        
 LNMOMO does not Granger Cause 

LNFIN_DEV  69  3.32560 0.0253 

 LNFIN_DEV does not Granger Cause LNMOMO  0.39240 0.7589 

        
 LNNPL does not Granger Cause LNFIN_DEV  69  2.34721 0.0813 

 LNFIN_DEV does not Granger Cause LNNPL  0.44824 0.7194 

         LNEXC does not Granger Cause LNFIN_DEV  69  3.60592 0.0181 

 LNFIN_DEV does not Granger Cause LNEXC  0.43473 0.7289 
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 LNMPR does not Granger Cause LNINF  69  0.32737 0.8056 

 LNINF does not Granger Cause LNMPR  1.08955 0.3602 

        
 LNPSC does not Granger Cause LNINF  69  0.28850 0.8335 

 LNINF does not Granger Cause LNPSC  0.43911 0.7258 

        
 LNMOMO does not Granger Cause LNINF  69  0.80940 0.4935 

 LNINF does not Granger Cause LNMOMO  3.70316 0.0162 

        
 LNNPL does not Granger Cause LNINF  69  3.74313 0.0154 

 LNINF does not Granger Cause LNNPL  1.19780 0.3181 

        
 LNEXC does not Granger Cause LNINF  69  0.21261 0.8873 

 LNINF does not Granger Cause LNEXC  2.14217 0.1039 

        
 LNPSC does not Granger Cause LNMPR  69  4.38340 0.0073 

 LNMPR does not Granger Cause LNPSC  0.57350 0.6346 

        
 LNMOMO does not Granger Cause LNMPR  69  6.44019 0.0007 

 LNMPR does not Granger Cause LNMOMO  2.43697 0.0730 

        
 LNNPL does not Granger Cause LNMPR  69  3.36772 0.0240 

 LNMPR does not Granger Cause LNNPL  1.81542 0.1536 

        
 LNEXC does not Granger Cause LNMPR  69  2.91953 0.0410 

 LNMPR does not Granger Cause LNEXC  1.00712 0.3957 

        
 LNMOMO does not Granger Cause LNPSC  69  1.23891 0.3033 

 LNPSC does not Granger Cause LNMOMO  2.29743 0.0863 

        
 LNNPL does not Granger Cause LNPSC  69  0.35281 0.7872 

 LNPSC does not Granger Cause LNNPL  1.68139 0.1802 

        
 LNEXC does not Granger Cause LNPSC  69  1.49350 0.2251 

 LNPSC does not Granger Cause LNEXC  0.31811 0.8122 

        
 LNNPL does not Granger Cause LNMOMO  69  4.40568 0.0071 

 LNMOMO does not Granger Cause LNNPL  1.42762 0.2432 

        
 LNEXC does not Granger Cause LNMOMO  69  2.01077 0.1216 

 LNMOMO does not Granger Cause LNEXC  0.28799 0.8339 

        
 LNEXC does not Granger Cause LNNPL  69  0.85550 0.4690 

 LNNPL does not Granger Cause LNEXC  0.43184 0.7309 

        
Note: LN (Log); Average Commercial Banks Lending Rate (ACBL); Exchange 

Rate (EXC); Financial Development (FINDEV); Inflation rate (INF); Mobile 

Money (MOMO); Monetary Policy Rate (MPR); Non-Performing Loans (NPL); 

Private Sector Credit (PSC) 

Source: Author’s Computation (2023) 

 

Table 23:Cont’D 
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The Pairwise Granger Causality Tests presented in Table 23 provide 

essential insights into the dynamic relationships between the key variables 

examined in our study. The test results suggest that LNFIN_DEV Granger 

causes LNACBL, with a statistically significant F-statistic of 3.52741, implying 

that past values of LNFIN_DEV contain information that helps predict 

LNACBL. However, the reverse causality from LNACBL to LNFIN_DEV is 

also significant, indicating a bidirectional relationship between these variables. 

In this case, neither LNINF nor LNACBL Granger causes each other, as both 

F-statistics are not statistically significant. This suggests that there is no strong 

evidence to support a causal relationship between these variables. 

LNMPR Granger causes LNACBL, with a significant F-statistic of 

3.89485, indicating that past values of LNMPR contain valuable information 

for predicting LNACBL. However, LNACBL does not Granger cause LNMPR. 

The test results suggest that LNPSC does not Granger cause LNACBL, and vice 

versa, as both F-statistics are not statistically significant. LNACBL Granger 

causes LNMOMO, with a statistically significant F-statistic of 3.73794, 

implying that changes in LNACBL can predict changes in LNMOMO. 

However, the reverse causality from LNMOMO to LNACBL is not significant. 

Although LNNPL does not Granger cause LNACBL, the reverse 

causality from LNACBL to LNNPL is significant, suggesting that LNACBL 

influences LNNPL, but not vice versa. LNEXC Granger causes LNACBL, with 

a significant F-statistic of 3.20527, indicating that past values of LNEXC 

contain valuable information for predicting LNACBL. However, the reverse 

causality from LNACBL to LNEXC is not significant. 
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These findings help us better understand the intricate dynamics within 

the financial system, shedding light on which variables influence others and to 

what extent. The results are in line with the previous literature (Akanbi & 

Ajagbe, 2012; Asamoah & Adu, 2016; Ayodele, 2014; Bangura, 2011; Coetzee 

& Genukile, 2020; Dang, 2021; Djiogap & Ngomsi, 2012; Fang & Jiang, 2016; 

Farajnezhad & Suresh, 2019; Feyen & Zuccardi Huertas, 2020; Gray, 1963; 

Harun et al., 2005; Krause & Rioja, 2006; Mbowe et al., 2020; Miho et al., 2022; 

Olokoyo, 2011; Sengonul & Thorbecke, 2005; Vera, 2012).  

How do commercial banks respond to the changes in the monetary policy 

rate in Ghana? 

The monetary policy rate (MPR) is a key tool used by the central bank 

of Ghana to control inflation and stabilize the economy. Commercial banks in 

Ghana play a vital role in the transmission of monetary policy, as they are 

responsible for providing credit to businesses and individuals. The ARDL 

results presented (see Tables 21 and 22) in this study offer valuable insights into 

the relationship between the MPR and the ACBL of commercial banks in 

Ghana. The ARDL analysis reveals significant coefficients for the lagged MPR 

(LNMPR) in the short-run model, indicating that changes in the MPR have a 

lasting impact on the financial performance of commercial banks in Ghana. This 

highlights the presence of a transmission mechanism through which monetary 

policy affects the banking sector and, by extension, the broader economy 

(Asamoah & Adu, 2016; Dang, 2021; Feyen & Zuccardi Huertas, 2020; Vera, 

2012). 

 As such, commercial banks must respond to changes in the MPR to 

ensure that they remain competitive and profitable. The Interest Rate Channel 
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of monetary policy posits those changes in the MPR influence interest rates in 

the economy (Dale & Haldane, 1995; Kumiarso et al., 2002; Oyadeyi, 2023). In 

this case, the ARDL results confirm this theory, as an increase in the MPR leads 

to higher interest rates charged by commercial banks to maintain their profit 

margins. This can, in turn, reduce borrowing, dampen investment, and slow 

down economic growth.  

Conversely, when the central bank decreases the MPR, it signals to 

commercial banks that borrowing costs have gone down. This allows 

commercial banks to lower their interest rates on loans and other forms of credit, 

which can stimulate economic growth by making it easier and more affordable 

for businesses and individuals to borrow money. However, the response of 

commercial banks to changes in the MPR is not always immediate or uniform. 

When commercial banks respond to MPR changes by adjusting their lending 

rates, it impacts the access to credit for businesses and individuals. The ARDL 

results align with the Credit Channel theory, as they indicate that variations in 

the MPR influence the financial performance of commercial banks, ultimately 

affecting their lending behavior (Abbate & Thaler, 2019; Farajnezhad & Suresh, 

2019; Koch, 2011). 

Some banks may be more responsive to changes in the MPR than others, 

depending on their business strategies and risk management policies (Akanbi & 

Ajagbe, 2012; Ayodele, 2014; Bangura, 2011; Glindro et al., 2015; Ray, 2008). 

Additionally, other factors such as the level of competition in the banking sector 

and the state of the economy can also influence the response of commercial 

banks to changes in the MPR (Olokoyo, 2011). Commercial banks in Ghana 

play a key role in transmitting the effects of changes in the MPR to the wider 

 University of Cape Coast            https://ir.ucc.edu.gh/xmlui

Digitized by Sam Jonah Library



 

239 

 

economy (Farajnezhad & Suresh, 2019; Miho et al., 2022; Nguyen & Nguyen, 

2021). They must respond to changes in the MPR to remain competitive and 

profitable, but their response may vary depending on a range of factors 

(Aharony et al., 1986; Kwashie et al., 2022). Understanding the response of 

commercial banks to changes in the MPR is crucial for policymakers and 

economists seeking to analyze and predict the impact of monetary policy on the 

wider economy.  

While the ARDL results provide quantitative insights, a qualitative 

study through interviews with commercial bank managers is essential for a more 

profound understanding. Qualitative research can help elucidate the decision-

making processes within commercial banks when responding to MPR changes. 

It can uncover the nuances, challenges, and strategies employed by these banks, 

shedding light on why certain banks may exhibit different responses to MPR 

adjustments. As such, qualitative research is employed in the next section to 

provide deeper insights into the factors shaping the responses of commercial 

banks to MPR changes, thereby enhancing our understanding and informing 

more effective policymaking. 

Qualitative results of how commercial banks responsive to MPR 

The quantitative analysis presented in this study has provided valuable 

insights into the relationship between the MPR and the ACBL of commercial 

banks in Ghana. However, to gain a more comprehensive understanding of the 

dynamics at play, it is imperative to delve into the qualitative aspects of this 

relationship. Qualitative research, in the form of interviews with commercial 

bank managers, offers a nuanced exploration of the strategies, challenges, and 

decision-making processes that underpin the responses of these banks to 
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changes in the MPR. This qualitative phase of the research aims to provide 

context, depth, and richness to the quantitative findings. It seeks to uncover the 

qualitative factors that may explain variations in how different commercial 

banks respond to MPR adjustments. By engaging directly with bank managers, 

we gain access to their expert insights and experiences, allowing us to discern 

the intricate mechanisms through which monetary policy impacts their 

institutions.  

The qualitative results presented in the subsequent shed light on the 

rationale behind the observed quantitative patterns, potentially revealing unique 

approaches, risk management practices, and strategic considerations that 

influence commercial banks’ behavior in response to changes in the MPR. 

Moreover, this qualitative exploration bridges the gap between statistical 

correlations and real-world decision-making, offering a more holistic 

perspective on the intricate interplay between monetary policy and commercial 

banking in the Ghanaian context. 

Background of the participants 

In all, eight (8) participants were interviewed from eight banks for the 

qualitative aspect of the study. The working experience of these participants 

ranged between ten (10) and twenty (20) years. Five (5) of the participants had 

worked in the banking sector for fifteen (15) years, whilst one of the participants 

had worked for seventeen (17) years, and the remaining two (2) participants had 

worked for nineteen (19) and twenty (20) years respectively. For reference and 

easy identification of the participants’ pseudonyms names EB1, EB2, 

EB3……EB8, were given. 
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Analysis of Qualitative Data 

Several opinions were shed by the various participants. Through the 

coding and generation of themes for analysis, the following themes emerged for 

the analysis; clients’ ability to pay, central bank policy, and risk assessment.  

Determinants of lending rate among commercial banks in Ghana 

The researcher inquired from the participants about what factors are 

considered by commercial banks in determining the lending rate. Several factors 

were mentioned. 

Client’s ability to pay 

The responses gathered from the interviewees revealed that the client’s 

ability to pay back their credit is strongly considered when determining the 

lending rate. An employee of one of the banks had this to say… 

…financial position of the client if the clients will be able to pay that 

amount then they make the necessary adjustment to it (EB1). In a similar vein, 

a participant was of the view that the viability of the business entity also 

influences how the commercial banks respond to the monetary policy…If it is 

a business entity, they look at the viability of the entity and how long the 

entrepreneur can sustain the business before he or she will be given that credit 

(EB6). 

A participant gave a firm assertion on the fact that no bank is in the 

market to make losses and would therefore go to every length to ensure that 

clients’ background poses no threat and is thoroughly examined before 

monetary transactions are made. 
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No bank wants its money to go to waste and so, therefore, make sure due 

diligence is done to ascertain the customer or client’s ability to pay back that 

which he or she seeks to contract a loan from the bank (EB8). 

Policy Rate of the Bank of Ghana 

Another theme that emerged for analysis was the policy rate of the Bank 

of Ghana. The commercial banks could not have determined lending rate 

without considering that of the apex bank of the land. An employee of one of 

the banks had this to say… 

…their lending rates are normally going to be a conversion about a 

policy being stated by the Bank of Ghana or the Central Bank. On the basic 

level, you will say banks’ lending rates are linked to the monetary policy which 

prevails in the market at the time (EB 4). 

Another participant reiterated the fact that lending rate responses of the 

commercial banks are based upon the Central Bank policy rate. 

…what I know is that first and foremost they will look at the Central 

Bank’s policy rate at the time (EB1). 

A Risk Assessment by the Banks 

One way in which commercial banks respond to changes in the monetary 

policy rate is through risk assessment. Risk assessment in banking refers to the 

process of identifying, analyzing, and evaluating the potential risks associated 

with a bank’s operations, including lending and investment activities. The 

objective of risk assessment is to identify potential risks that could adversely 

impact the bank’s financial performance or reputation, and to develop strategies 

to manage and mitigate this risk. Risk assessment as asserted by the participants 

implies before the bank lends money to clients, they need to assess every form 
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of threat that is likely to cause the bank to loss (Aharony et al., 1986; Kwashie 

et al., 2022). In simple terms, risk assessment is an act of finding a potential loss 

that the bank is likely to incur in the monetary transactions between the bank 

and the client. A Participant had this to say: 

…you look at the risk profile of the customer so whether the customer is 

high-risk, low risk or non-risked customer based on that you determine how 

much rate that customer will be picking the funds at. But banks have a robust 

system that they use to score, or credit grade the client so is a risk grading 

system based on the financial (EB2). 

Another participant corroborated the earlier point made on the risk 

assessment of the client before any monetary transaction is agreed upon. 

…we also look at the risk of the client or the client we assess the client 

to risk rate the client, so we give every client a particular risk rating depending 

on the type of industry you find yourself in and the balance sheet of the client as 

well and so these are some of the things we consider (EB3).  

In a similar vein, an employee of the selected commercial bank 

opinionated that the risk assessment is one of the ways through which 

commercial banks respond to the monetary policy rate in Ghana. 

…You’re looking at what is the prevailing risk when you are pricing a 

free investment. So, for instance, if you were to invest in the government of 

Ghana treasury bills or bonds, which are largely risk-free, how much will that 

cost? So, at the very least, you would want to price above the risk-free (EB8). 

Evident from the above analysis is the fact commercial banks respond to 

changes in the monetary policy through client’s ability to pay what they borrow 
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from the banks, central bank’s policy rate, and also by doing proper risk 

assessment of clients they transact business with. 

Discussion 

The findings of the study indicated that commercial banks respond to 

changes in monetary policy rate through the central bank policy rate, assessing 

clients’/customers’ ability to pay, and assessing the monetary transaction. These 

responses corroborate the findings from the ARDL result and it is also supported 

by prior findings from other researchers (Fang & Jiang, 2016; Farajnezhad & 

Suresh, 2019; Miho et al., 2022). This means commercial banks’ response to 

changes in monetary policies is influenced by these aforementioned factors. 

Clients’ ability to pay what they borrow from the banks can be looked 

at in terms of commercial banks reducing the amount of credit they extend to 

their clients in response to changes in monetary policy (Abbate & Thaler, 2019; 

Brei et al., 2020; Kusi et al., 2016; Kwashie et al., 2022; McKinnon & Pill, 

1998). This may happen if the central bank increases the reserve requirements 

for banks. Banks will have to hold more funds in reserve, which will reduce the 

amount of money available for lending. As a result, banks may become more 

cautious in extending credit to their clients and may only lend to those who have 

a higher ability to repay their loans (Kwashie et al., 2022). 

When the central bank raises its policy rate, commercial banks typically 

increase the interest rates they charge on loans to consumers and businesses 

(Dale & Haldane, 1995; Kumiarso et al., 2002; Oyadeyi, 2023). This is because 

the cost of borrowing money from the central bank becomes more expensive, 

and so the banks pass on this increased cost to their customers (Akosah et al., 

2020b). Conversely, when the central bank lowers its policy rate, commercial 
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banks may reduce the interest rates they charge on loans. This is because the 

cost of borrowing money from the central bank becomes cheaper, and so the 

banks can afford to charge lower rates to attract more customers. Changes in the 

central bank’s policy rate can also affect the interest rates that commercial banks 

pay on deposits (Oyadeyi, 2023). When the policy rate is raised, commercial 

banks may increase the interest rates they pay on deposits to attract more funds 

and to cover the increased cost of borrowing from the central bank. Changes in 

the central bank’s policy rate can also affect the liquidity position of commercial 

banks (Benigno & Nisticó, 2017; Ghossoub, 2012; Lagos, 2011; Lester et al., 

2012). When the policy rate is raised, commercial banks may find it more 

difficult to borrow money from the central bank or from other banks, so they 

may reduce their lending activities to conserve liquidity.  

Turning to the empirical evidence, there are only a handful of studies 

that try to explore how commercial banks respond to changes in monetary 

policies, especially in the Ghanaian context (Adoah, 2015; Kwashie et al., 

2022), however, the findings of this current study align with some works 

(Akanbi & Ajagbe, 2012; Ayodele, 2014; Bangura, 2011; Farajnezhad & 

Suresh, 2019; Glindro et al., 2015; Gray, 1963; Harun et al., 2005; Li & Wang, 

2012; Miho et al., 2022; Nguyen & Nguyen, 2021;. Nguyen et al., 2021; Njiru, 

2014; Olokoyo, 2011; Ray, 2008; Vuchelen, 1980). The study by Jiménez et al. 

(2011) uses micro data of the Spanish Credit Register over the period 1984–

2006 to investigate whether the stance of monetary policy has an impact on the 

level of risk of individual bank loans discovered that low-interest rates affect 

the risk of the loan portfolio of Spanish banks. Even though the context differs, 

their findings point to the fact that changes in monetary policy have a direct 
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relationship with how banks respond to these changes in several ways as 

revealed by this study.  

Another study by Ioannidou et al. (2009) found that, when interest rates 

are low, not only do banks increase the number of new risky loans but they also 

reduce the rates they charge to riskier borrowers relative to what they charge to 

less risky ones. This aligns with commercial banks’ responses through thorough 

risk assessments done on their clients before any monetary transactions are 

reached. Through risk assessment, commercial banks may need to adjust their 

lending rates to maintain their profitability. To assess the impact of the change 

in interest rates, commercial banks will analyze their loan portfolios and 

determine which loans will be affected the most by the change. Commercial 

banks are likely to assess the risks associated with the change in monetary policy 

if the central bank raises interest rates to control inflation, commercial banks 

may need to adjust their lending practices to mitigate the risk of loan defaults 

(Csaba, 2017; Wezel et al., 2012). 

Adoah (2015), explored the determinants of universal bank lending rates 

in Ghana. The study found that factors that affect the determinants of the lending 

rate in Ghana are the Policy rate, Exchange rate, Treasury bill rate, GDP, 

Inflation, Bank size, and HHI. This finding is in line with the findings of this 

current study where the policy rate of the central bank influences banks’ 

response to changes in monetary policies. The findings of this current study 

went the extra to add to the literature clients’ ability to pay money borrowed 

and risk assessment as other factors that play a significant role in the ways in 

which banks respond to changes in monetary policies. 
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Godswill et al. (2018) study revealed that it is difficult to adjudge a 

single monetary tool most effectively rather the effectiveness of each monetary 

policy tool depends on the economic problems it is intended to solve. 

Specifically, the results revealed that where the target of monetary policy is to 

maximally increase output and/or credit to the private sector, the use of money 

supply (M2) is advised as both variables respond most substantially to 

innovations in the money supply. However, M2 is equally the most inflation-

inducing. By contrast, while the real exchange rate (RER) increases output and 

credit to the private sector (CPS) by almost as much as money supply does, its 

effect appears more sustained as well as has least effect on inflation. The use of 

policy interest rate, the MPR, is probably the weakest among the variables. The 

results of the pre and post banking consolidation periods show that the 2005 

banking consolidation altered the responses of some target variables to 

innovations in some monetary policy instruments. Also, the study tried to 

empirically ascertain the presence of fiscal dominance and crowding out in 

Nigeria. 

The findings of Ayodele (2014) revealed that exchange rate and interest 

significantly influenced commercial banks’ lending, while liquidity ratio and 

money supply exert a negative effect on commercial banks’ loans and advances. 

This finding aligns with this current study where through central banks’ policy 

rate, clients’ ability to pay their loans, as well as risk assessment of potential 

losses, commercial banks respond to the monetary policy rate in Ghana. From 

the findings, the researchers opined that monetary policy instruments are not 

effective to stimulate commercial bank loans and advances in the long run, 

while banks’ total credit is more responsive to the cash reserve ratio, however, 
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in my current findings, monetary policy instruments were effective to the course 

of commercial banks.   

Several implications could be drawn from the findings of commercial 

banks responses to changes in monetary policy rate. The implications for 

commercial banks’ response to changes in the monetary policy rate in Ghana 

can be significant and have a range of effects on the banking system and the 

broader economy. When the monetary policy rate is changed, it can influence 

the cost of borrowing and lending for commercial banks, which can impact their 

profitability, liquidity, and overall performance (Adabor & Buabeng, 2021; 

Almalki & Batayneh, 2015; Ari et al., 2021). One of the most direct implications 

of changes in the monetary policy rate is that it can impact on rates of interest 

that commercial banks charge.  

When the policy rate is lowered, commercial banks may lower their 

lending rates to make credit more affordable and stimulate borrowing (Bangura, 

2011; Macey, 2022). Conversely, when the policy rate is raised, commercial 

banks may increase their lending rates, which can reduce borrowing and slow 

economic growth. Again, changes in the policy rate can also affect commercial 

banks’ profitability. When the policy rate is lowered, commercial banks may 

earn lower interest income on their lending activities, which can reduce their net 

interest margins and overall profitability. Likewise, when the policy rate is 

raised, commercial banks may earn higher interest income, which can increase 

their net interest margins and profitability. Changes in the policy rate can also 

impact commercial banks’ liquidity. When the policy rate is lowered, 

commercial banks may experience an increase in loan demand, which can lead 

to a higher demand for liquidity.  
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On the other hand, when the policy rate is raised, commercial banks may 

experience a decrease in loan demand, which can lead to a lower demand for 

liquidity. Changes in the policy rate can also influence commercial banks’ credit 

risk. When the policy rate is lowered, commercial banks may be more willing 

to lend to riskier borrowers, which can increase their credit risk exposure. In 

sharp contrast, when the policy rate is raised, commercial banks may be more 

cautious in their lending practices, which can reduce their credit risk exposure. 

Finally, changes in the policy rate can impact commercial banks’ foreign 

exchange risk exposure. When the policy rate is lowered, capital inflows may 

increase, which can lead to a stronger domestic currency (Bräuning & Ivashina, 

2020; Lutsyshyn & Reznikova, 2013; Marthinsen & Gordon, 2022). This can 

increase commercial banks’ foreign exchange risk exposure, as they may have 

to convert foreign currency assets into a stronger domestic currency, which can 

reduce their profitability. 

In summary, changes in the monetary policy rate can have significant 

implications for commercial banks in Ghana. These implications can impact 

their profitability, liquidity, credit risk exposure, and foreign exchange risk 

exposure. Commercial banks must carefully manage their exposure to these 

risks and adjust their lending practices and risk management strategies in 

response to changes in the policy rate. 

How does financial development affect the responsiveness of commercial 

banks to monetary policy rates in Ghana? 

The intricate correlation between financial development and commercial 

banks' responsiveness to monetary policy rates varies based on the 

circumstances. In the case of Ghana, where the financial sector has undergone 
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significant reforms over the past two decades, financial development is likely 

to have an impact on the responsiveness of commercial banks to monetary 

policy rates (Ghossoub & Reed, 2017; Ho, 2022; Krause & Rioja, 2006; Ma, 

2018; Ma & Lin, 2016; Oyadeyi, 2023). Generally speaking, a more developed 

financial sector can increase the effectiveness of monetary policy by increasing 

the transmission of changes in policy rates to lending and borrowing rates 

(Ndjokou & Mbassi, 2018; Nguyen et al., 2022). This is because a more 

developed financial sector typically means that there is a larger and more 

diversified pool of borrowers and lenders, which can lead to more competition 

among banks and more efficient allocation of credit. In addition, a more 

developed financial sector can also improve the quality and availability of 

information about borrowers, which can help banks make better lending 

decisions and reduce the risk of default. 

In the case of Ghana, the financial sector has undergone significant 

reforms over the past two decades, including the fixed interest rate regime, 

liberalization of interest rates,  and the introduction of new financial instruments 

and technologies (Najimu, 2019; Ofori & Obeng, 2023; Quartey, 2008; Sena et 

al., 2021; Ziorklui & Barbee, 2003). These reforms have helped to increase the 

efficiency and competitiveness of the financial sector and have made it easier 

for monetary policy to influence lending and borrowing rates. 

However, despite these reforms, there are still challenges facing the 

financial sector in Ghana that could limit the effectiveness of monetary policy. 

For example, there is still a high level of informality in the economy, 

particularly in the agricultural sector, which can limit the availability of 

information about borrowers and make it more difficult for banks to assess 
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creditworthiness. In addition, there are still significant disparities in access to 

financial services between urban and rural areas, which can limit the 

effectiveness of monetary policy. Despite all these, there is a paucity of 

empirical evidence in the Ghanaian sector on how financial development affect 

the responsiveness of commercial banks to monetary policy rates.  

The researcher explored from employees of some selected commercial 

banks their views on how financial development affects responsiveness of 

commercial banks to monetary policy of Ghana. Three (3) themes emerged for 

analysis and discussions. 

Financial Development Affects the Client’s Ability to Borrow from the 

Banks 

For clients of commercial banks to be able to go for loans, financial 

development plays a significant role.  An employee had this to say … 

I think financial development has a huge role to play because if you have 

a financial sector that is not developed then it becomes difficult for clients to 

even go in for loans and for that matter it becomes difficult for the transmission 

process of the monetary policies to actually take place. So I mean, in terms of 

the transaction process of the monetary policies, financial development plays a 

very important role…(EB1). 

Clients’ ability to borrow from commercial banks is also influenced by 

financial development that is the position of an employee in the banks. 

It is financial development even makes it possible for clients of the banks 

to borrow money. Because for someone to desire to borrow from the bank, he 

or she must know the legal and regulatory framework of the bank. This can only 

be made known to the clients through financial development (EB4). 
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Enhances a Commercial Bank’s Ability to Do Due Diligence 

It was asserted by the participants in the study that financial 

development helps commercial banks to do due diligence. That is, they believed 

financial development assists the banks in unraveling any fishy deal by a client 

of the bank. 

Yes, it has influenced it in a way but it has  also become more of a bit of 

a hindrance because now you because of the Internet and technology clients or 

people can forge documents and easily come for facilities from the banks so 

based on that the due diligence you do now takes quite some time especially 

when the client is coming for a mortgage facility or a facility and securing it by 

a mortgage, a client can go and forge any documents at all and give it to you. 

If you don’t do your due diligence well, you may end up losing that money 

because the security the clients might have given you is a false one (EB3). 

To add to the fact that financial development helps commercial banks to 

fight fraud, an employee of a bank had this to say… 

we are in an era where technology has made it so easy for people to 

breakthrough the banking system to defraud the banks. Without financial 

development, that is, the use of instruments, markets, legal and regulatory 

frameworks to allow transactions between the banks and customers, some of 

these instruments aid the banks to detect these clients who want to dupe the 

banks (EB1). 

In a similar vein, an employee who participated in the study shared his 

thought on the issue of financial development when he outlines how financial 

development aids banks in responding to monetary policy rate and other bank 

operations. 
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You cannot run a banking business smoothly without proper financial 

development. You are likely to run into serious difficulty because there are 

fraudulent people everywhere these days. And with the aid of the internet people 

try to generate means and ways of defrauding the banks, so financial 

development will do a lot of good to the banks (EB7).  

Ability to attract customers and sell their products. 

Other participants were of the view that financial development enhances 

commercial banks’ ability to attract customers and sell their products which in 

effect go a long way to influence the responsiveness of the commercial banks 

to monetary policy. 

…financial development helps commercial banks to attract customers 

and also sell our products. When there is financial development or financial 

development is taken into consideration and its well advanced, it attracts 

customers. Customers get to know the different kinds of products that the banks 

have for the public (EB8). 

Likewise, an employee who was interviewed was of the view that 

financial development had a role to play in attracting customers to the banks. 

For customers of the bank to even know the products the banks sell, it is 

through financial development they get to know these products. So, for me, 

finances do a lot in the banking sector for the banks and their clients (EB5). 

From the above analysis, it could be said financial development affects 

the client’s ability to borrow from the banks, enhances a commercial bank’s 

ability to do due diligence, and also gives commercial banks’ ability to attract 

customers and also sell their products there by increasing the rate at which 

commercial banks respond to policy rate by the central bank. 
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Discussion 

The findings of the study revealed that financial development affects 

commercial banks’ responsiveness to monetary policy (Alnaa & Matey, 2022; 

Ofori & Obeng, 2023; Sena et al., 2021). This is because financial development 

affects clients’ ability to go for loans. That is with well-developed financial 

development, clients could go for financial credit to expand their business. 

Financial development also enhanced the ability to do due diligence. If financial 

sector is well developed it will help the commercial banks to be diligent in their 

service delivery. Since some clients have the tendency to defraud the bank 

without financial development, banks are likely to be at risk of being duped by 

some of such clients.  

Literature has ascertained that financial development helps commercial 

banks to attract customers to the products they sell (Abdel-Halim & Al-Assaf, 

2022; De la Torre et al., 2013; Fry, 1978; Ghazali & A. Rahman, 2020; Ma & 

Lin, 2016; Ofori & Obeng, 2023; Ziorklui et al., 2001). Financial development 

can lead to an increase in financial inclusion, where more people have access to 

financial services. This can lead to an increase in demand for banking services, 

which can attract more clients to commercial banks. Financial development can 

also improve the financial infrastructure, making it easier for commercial banks 

to offer their services (Chinn & Ito, 2006; De la Torre et al., 2013; Ma, 2018). 

This can include the development of electronic payment systems, which can 

make it more convenient for clients to access their accounts and conduct 

transactions. As businesses and individuals grow, they may require more 

banking services, which can attract more clients to commercial banks which is 

more likely the influence commercial banks responsiveness to policy rate (Ma, 
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2018). Financial development increases the availability of credit, making it 

easier for individuals and businesses to borrow money. This can attract more 

clients to commercial banks, as they may be more likely to use banking services 

to obtain credit. 

Exploring the literature points to several works in relation to financial 

development across Africa, and the World. For instance, Effiong et al. (2020), 

explored financial development and monetary policy effectiveness in Africa. 

The study investigated whether financial development influences the 

effectiveness of monetary policy on output and inflation in Africa. The findings 

indicated that there was no statistical evidence for the relationship between 

output growth and inflation; however, this relationship only holds true for levels 

that are current at the time. Therefore, deliberate efforts to further the 

development of the financial sector are required to strengthen the monetary 

transmission mechanism in African nations. This suggests that financial 

development did not influence monetary policies in their study, however, in this 

current study financial development influenced or affected commercial banks 

responsiveness to monetary policies in several ways as shown in the finding. 

The current study’s findings bring another angle as the previous study 

conducted employed a statistical approach whilst this current study used a 

qualitative dimension.  

Sena et al. (2021) investigated monetary policy and economic growth in 

Ghana to ascertain if financial development matters. The study used the 

Autoregressive Distributed Lag (ARDL) approach to investigate whether 

financial development influences the effectiveness of monetary policy and 

assessed their joint effect on economic growth in Ghana for the period 1980 to 
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2016. The results revealed that financial development strengthens the 

effectiveness of the monetary policy on economic growth in Ghana. That is 

financial development has a significant role in monetary policy in Ghana as 

revealed by this current study pointing out the various ways in which financial 

development affects monetary policy transmission.  

Ahiadorme (2022) explored financial development and the redistributive 

channel of monetary policy. The paper aimed to examine the distributional 

channel of monetary policy (MP) and evaluate how financial development (FD) 

affects the transmission mechanism from MP to income inequality. The study 

showed that MP has a significant impact on income inequality and the financial 

system plays an important role by dampening the dis-equalising effects of MP 

shocks. Both MP and FD directly exert redistributive effects. However, the 

financial system appears to wield the greatest impact and contribute more to the 

inequality dynamics. 

The discussion concludes by drawing implications on financial 

development on the commercial banks responsiveness to monetary policies in 

Ghana. The implications of financial development on the responsiveness of 

commercial banks to monetary policy rates in Ghana are complex and 

multifaceted. Financial development refers to the growth and deepening of 

financial markets, institutions, and systems in a country, including the 

availability of financial products and services, the level of financial 

intermediation, and the degree of financial inclusion ( Aduda, 2012; Mohan, 

2006; Ndebbio, 2004). In other words, financial development is functionally 

defined as the access, depth and efficiency of financial sector in a given 

economy. By implication, financial development can increase competition 
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among banks, which can drive down borrowing costs and increase the 

responsiveness of banks to changes in the monetary policy rate. This is because 

banks that are more competitive will be more likely to adjust their lending rates 

in response to changes in the policy rate in order to attract borrowers and 

maintain market share there by hating the intended reason for monetary policy 

rate change.  

Financial development can also improve the transmission mechanism of 

monetary policy by increasing the efficiency and effectiveness of financial 

intermediation. This means that changes in the policy rate are more likely to be 

transmitted to the broader economy through the banking system, which can 

stimulate economic growth. Financial development can also enhance the ability 

of banks to manage risk and withstand shocks, which can increase their 

willingness to lend and respond to changes in the policy rate (Bandiera, 2021; 

Basa et al., 2019; Ho, 2022; Ma, 2018; Zenghelis et al., 2022). This is because 

banks that are better able to manage risk are less likely to be negatively impacted 

by changes in the policy rate, which can increase their confidence in lending in 

responding to changes the monetary policy change. 

Despite the implications been positively outlined, there are also potential 

drawbacks to financial development that may hinder the responsiveness of 

commercial banks to monetary policy rates in Ghana. Firstly, financial 

development may lead to the concentration of the banking sector, which can 

reduce competition and make banks less responsive to changes in the policy rate 

( Ho, 2022). This is because dominant banks may be less motivated to adjust 

their lending rates in response to changes in the policy rate if they do not face 

significant competition from other banks. Furthermore, financial development 
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may also reveal structural weaknesses in the banking sector, such as 

underdeveloped risk management practices or inadequate regulatory 

frameworks (Nakhli & Gaies, 2021). These weaknesses can make banks less 

responsive to changes in the policy rate and more vulnerable to economic 

shocks. Finally, financial development may increase the vulnerability of banks 

to external shocks, such as global financial crises or changes in commodity 

prices (Asafo-Adjei et al., 2021). In these cases, banks may be less responsive 

to changes in the policy rate due to external factors beyond their control. 

In conclusion, the implications of financial development on the 

responsiveness of commercial banks to monetary policy rates in Ghana are 

complex and depend on a range of factors. While greater financial development 

is generally expected to enhance the responsiveness of banks to changes in the 

policy rate, there are also potential drawbacks that may hinder the effectiveness 

of monetary policy transmission. Policymakers and regulators must carefully 

monitor the impact of financial development on the banking sector and adjust 

policies and regulations accordingly to ensure that monetary policy remains 

effective in stimulating economic growth and stability. 

Chapter Summary 

This chapter focused on assessing the responsiveness of commercial 

banks to the monetary policy rate given development in the financial sector in 

Ghana. The study employed a mixed method approach with the quantitative 

aspect serving as a basis for a qualitative analysis. ARDL on secondary data and 

thematic analysis on the in-depth interview were the data analysis technique 

employed.  
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The results shows that monetary policy affect lending rate of commercial 

banks in Ghana. Also, this chapter revealed that financial development affects 

commercial banks’ responsiveness to monetary policy rate. 
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CHAPTER SEVEN 

SUMMARY, CONCLUSIONS, AND RECOMMENDATIONS 

Introduction 

The final chapter captures the summary, conclusions and 

recommendations for the study. The summary entails the research process and 

the summary of key findings based on the research hypotheses. The conclusions 

drawn from the findings are linked to theoretical, practical and policy decisions. 

The chapter subsequently presented recommendations based on the 

conclusions. Lastly, suggestions for further studies are provided. 

The study aimed to investigate the relationship among financial 

development, public debt dynamics, commercial banks’ responsiveness and 

monetary policy effectiveness in Ghana. Therefore, the specific research 

objectives were to: 

1. examine the role of financial development in the effectiveness of 

monetary policy in Ghana  

2. assess the effect of public debt on financial development in Ghana 

3. find out the responsiveness of commercial banks to the monetary policy 

rate given development in the financial sector in Ghana. 

The study employed a positivist and interpretivist philosophies as 

foundational frameworks. Moreover, this study embraces an explanatory 

research design within the quantitative paradigm for the research objectives one 

and two. The mixed method approach is also integrated into the research 

methodology to offer a profound understanding of the economic phenomena 

under investigation for objective three. The study employed major 

macroeconomic variables such as MPR, Public debt, domestic debt, external 
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debt and financial development in the Ghanaian economy. This study employed 

diverse monthly variables, thus, six (6) for objective 1, nine (9) for objective 2, 

and eight (8) for objective 3. The dataset used in this study covers the period 

from January 2002 to December 2020. The study employed three inference 

statistics, two main techniques (SVAR and ARDL) and one robustness 

technique (Dominance Analysis). The study also used thematic analysis on the 

in-depth interviews that were recorded from eight (8) participants who were 

purposely selected and interviewed from eight banks for the qualitative aspect 

of the study. Pre and post estimations techniques employed in the study confirm 

the reliability and validity of the results presented. 

Summary of Findings 

The summary of findings for the study is done according to the research 

objectives presented in the study. 

In addressing the first research objective regarding the contribution of 

financial development to monetary policy's efficacy in Ghana, the study made 

several noteworthy findings. The investigation revealed that a shock to financial 

development had discernible effects on key economic indicators, encompassing 

inflation rates, exchange rates, trade openness, and the output gap. This 

influence persisted over the study period from 2002 to 2020. Notably, the 

impact of a financial development shock was found to be closely associated with 

fluctuations in the output gap, underlining the significance of financial 

development. However, it is worth mentioning that the influence on the output 

gap, while initially observable, diminished significantly over time. 

Furthermore, a positive shock to financial development was identified 

as a precursor to an initial increase in both inflation rates and exchange rates. 
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Specifically, the study indicated that the effect of a positive shock to the 

monetary policy rate on inflation rates was significant in the first three months. 

However, the findings suggested that monetary policy shocks had an 

insignificant effect on exchange rates and the output gap. Interestingly, the study 

also highlighted that a positive monetary policy shock had a significant and 

immediate effect on reducing trade openness in the first two months, although 

this effect became less significant subsequently. 

The study found that the interactions between financial development and 

monetary policy led to a swift reduction in inflation during the initial two 

months, followed by a more gradual decline. Additionally, the output gap and 

trade openness experienced initial increases in the first month due to these 

interactions. Notably, in contrast to the other variables, the interaction between 

financial development and monetary policy did not yield a significant 

relationship with the exchange rate. These findings collectively contribute to 

our understanding of the intricate dynamics between financial development, 

monetary policy, and key macroeconomic variables in the Ghanaian context. 

The second aim of the research was to evaluate the impact of public debt 

on financial development in Ghana. The research yielded insightful findings by 

employing both the total debt model and the disaggregated total debt model. 

Significantly, these models exhibited cointegration, signifying a long-term 

relationship among the variables. In the long run, it was observed that total debt 

displayed a positive association with financial development. However, a 

contrasting pattern emerged in the short run, where total debt demonstrated a 

negative relationship with financial development. The study identified a 

positive and statistically significant link between GDP growth and financial 
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development at the 5% significance level. In contrast, the Monetary Policy Rate 

(MPR) exhibited a negative sign, though it lacked statistical significance in the 

long run. Nevertheless, in the short run, the lagged values of MPR (D (MPR (-

1)) and D (MPR (-2))) were both negative and statistically significant. 

Furthermore, it was discovered that there were statistically significant 

negative effects of inflation and remittances. In the near term, the Real Effective 

Exchange Rate showed a positive and statistically significant link at the 10 

percent significance level, but in the long run, it did not appear to have any 

statistically significant impact on financial development. For the disaggregated 

model, domestic debt emerged as statistically insignificant regarding its effect 

on financial development. In contrast, external debt, representing government 

borrowing from external sources, displayed a positive and statistically 

significant relationship. Also, the Real Effective Exchange Rate demonstrated 

a positive and statistically significant influence at the 10% significance level. 

The Monetary Policy Rate and Inflation were statistically insignificant when the 

government’s total debt was disaggregated into domestic and external debt.  

Notably, GDP growth exhibited a positive and statistically significant 

relationship with financial development. In the short run, external debt exhibited 

a negative and statistically significant relationship, while the Monetary Policy 

Rate proved statistically insignificant. However, its lags displayed statistical 

significance, indicating the influence of past values on financial development. 

Remittances, in the short run, displayed a negative and statistically significant 

coefficient. The Dominance Analysis emphasized the pivotal roles of total debt 

and remittances in elucidating variations in financial development, with total 

debt emerging as the most dominant factor.  

 University of Cape Coast            https://ir.ucc.edu.gh/xmlui

Digitized by Sam Jonah Library



 

264 

 

In the context of the disaggregated model, external debt stock  influence 

on financial development underscored the importance of prudent international 

borrowing practices in Ghana. Domestic debt, while not devoid of relevance, 

appeared to exert a comparatively diminished influence. Notably, trade 

openness, inflation, and GDP growth, were outranked in relative importance by 

remittances, exchange rates, and external debt concerning financial 

development. Lastly, the MPR ranked as the least influential factor, 

underscoring its limited role in shaping the development of the financial sector. 

The final objective of the study delved into examining the 

responsiveness of commercial banks to the MPR amidst developments in the 

Ghanaian financial sector. Through ARDL analysis, significant coefficients 

were unveiled for the lagged MPR (LNMPR) within the short-run model. These 

findings underscore the enduring influence of MPR changes on commercial 

banks’ lending rates in Ghana. The study’s qualitative results shed light on how 

commercial banks’ reactions to shifts in the monetary policy rate are contingent 

upon their assessments of clients’ creditworthiness and the dynamics of 

monetary transactions. Essentially, commercial banks’ responses to alterations 

in monetary policies are intricately tied to these factors. This is primarily 

because financial development plays a pivotal role in shaping clients’ credit 

accessibility. A well-developed financial sector facilitates clients’ access to 

financial credit, enabling them to expand their businesses more readily. 

Conclusions 

The first objective of this study aimed to uncover the relationship 

between financial development and the effectiveness of monetary policy in 

Ghana. From the SVAR analyses, financial development facilitated the 
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effective transmission of the monetary policy in Ghana as it was able to cause 

change in the movement in the output gap and inflation. The findings have 

yielded valuable insights into the economic dynamics of the country. 

Unexpectedly, the study discovered a complex interplay between financial 

development and key economic indicators including inflation, exchange rates, 

trade openness, and the output gap. An initial surprise came when it was 

revealed that a shock to monetary policy had an insignificant impact on the 

exchange rate and trade openness, indicating a more dynamic relationship 

between monetary policy and these variables. This unexpected outcome raises 

the need for further exploration and underscores the multifaceted nature of 

Ghana’s economic landscape. 

The second objective of this study aimed to investigate the impact of 

public debt on financial development in Ghana, and the results have provided 

significant insights. The findings reveal a complex relationship between public 

debt and financial development that was not entirely expected. In the long run, 

a positive association between total debt and financial development suggests 

that debt accumulation could positively contribute to financial sector growth. 

This is an unexpected finding given the common notion that high levels of debt 

could potentially hinder financial development. Moreover, the short-run 

dynamics indicate a negative relationship between total debt and financial 

development, suggesting that in the immediate term, debt accumulation might 

adversely impact the financial sector. 

The study has brought new dimensions to understanding the relationship 

between public debt and financial development in Ghana. The long-run positive 

relationship between total debt and financial development challenges 
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conventional wisdom and calls for further investigation into the mechanisms at 

play. These results provide fresh perspectives for policymakers and researchers, 

inviting them to delve deeper into the nuances of Ghana’s economic landscape. 

Moreover, the significant influence of external debt on financial development 

in the disaggregated model emphasizes the importance of responsible 

international borrowing practices, which can be a guiding principle for future 

policymaking. 

The dominance analysis underscores the crucial roles of total debt and 

remittances in explaining variations in financial development, with total debt 

emerging as the dominant factor. The prominence of external debt in the 

disaggregated model highlights the relevance of managing international 

borrowing prudently. The comparatively lesser influence of domestic debt 

suggests a more nuanced role in the financial development context. While trade 

openness, inflation, and GDP growth remain vital factors, remittances, 

exchange rates, and external debt have outshined them in their relative 

importance, providing a fresh perspective on the hierarchy of influences on 

financial development. 

The study’s third objective sought to uncover the responsiveness of 

commercial banks to the monetary policy rate, considering the state of financial 

development in Ghana. The findings emphasize the pivotal role of financial 

development in shaping the effectiveness of monetary policy. A well-developed 

financial system enhances the transmission mechanism of monetary policy, 

enabling it to more directly and prominently influence the economy. This is 

achieved through the efficient flow of funds from savers to borrowers, allowing 

changes in interest rates to impact borrowing costs and credit availability for 
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both businesses and consumers. As a result, monetary policy actions can have a 

more pronounced effect on inflation and the output gap. 

Furthermore, the study concludes that the stability and robustness of the 

financial sector are vital for maintaining the effectiveness of monetary policy. 

A sound financial system is better equipped to absorb and manage shocks, 

reducing the likelihood of financial crises that can disrupt the transmission 

mechanism of monetary policy. In times of financial instability, the capacity of 

monetary policy to control inflation or stimulate output may be compromised. 

The development of financial markets, including stock markets, bond 

markets, and derivatives markets, also emerges as a significant factor affecting 

the effectiveness of monetary policy. In well-functioning markets, monetary 

policy signals are rapidly integrated into asset prices, influencing investment 

decisions, borrowing costs, and consumption patterns. However, the efficiency 

and functionality of financial markets are critical, as underdeveloped or 

inefficient markets may limit the transmission of monetary policy signals, 

affecting their impact on inflation and the output gap. 

 Moreover, financial development that fosters greater financial 

inclusion, providing access to credit and financial services to a broader 

population, can enhance the effectiveness of monetary policy. When monetary 

policy actions reach a wider spectrum of individuals and businesses, they can 

stimulate economic activity and influence inflation dynamics positively. 

Conversely, the absence of financial inclusion may restrict the reach and 

effectiveness of monetary policy measures. 

It is essential to recognize that the relationship between financial 

development and the effectiveness of monetary policy is context-dependent and 
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can vary across different economies. The specific institutional characteristics, 

economic structure, and developmental stage of each country play a crucial role 

in shaping this relationship. Thus, definitive conclusions should be drawn while 

considering the unique context of each economy, acknowledging that the impact 

may differ accordingly. 

Based on the identified effects of financial development on various 

economic indicators, Bank of Ghana could consider implementing reforms to 

enhance financial development. This might involve measures to improve the 

depth, efficiency, and stability of the financial sector, such as strengthening 

regulatory frameworks, promoting financial inclusion, and fostering 

competition among financial institutions. This involves strengthening and 

expanding financial intermediaries, such as banks and non-bank institutions, to 

ensure they are well-developed, efficient, and accessible. This would improve 

the transmission mechanism of monetary policy and support the central bank’s 

efforts to manage. 

The Bank of Ghana should work on refining the implementation of 

monetary policy to ensure that changes in interest rates are swiftly and 

accurately transmitted throughout the financial system. This includes close 

monitoring of the interbank lending rates and the pass-through effect of policy 

rate adjustments to lending and deposit rates in commercial banks. 

As the study indicates, shocks to financial development affect trade 

openness, hence, Ministry of Trade and Industry may need to align trade 

policies with efforts to enhance financial development. This could involve 

measures to facilitate trade, reduce trade barriers, promote export 

diversification, and encourage foreign direct investment. By promoting a 
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conducive trade environment, policymakers can harness the potential benefits 

of financial development on trade openness. The findings of the study 

emphasize the importance of sustained financial development for overall 

economic performance. Bank of Ghana should incorporate financial sector 

development as a key component of long-term development strategies. This 

may involve focusing on initiatives that promote financial literacy, improve 

access to finance, foster technological innovation in financial services, and 

enhance the resilience and stability of the financial system. It is important to 

note that the specific recommendations should be tailored to the unique context 

of Ghana, taking into account the country’s institutional framework, economic 

conditions, and policy priorities.  

The central bank should ensure effective communication and 

coordination with commercial banks regarding changes in the MPR. Clear and 

timely communication can help banks better understand the central bank’s 

policy intentions and adjust their lending rates accordingly. Regular meetings, 

consultations, and dialogues between the central bank and commercial banks 

can facilitate a smoother transmission of monetary policy signals. Commercial 

banks should focus on enhancing their ability to assess the creditworthiness and 

ability to pay off their clients. This can be done through robust credit risk 

assessment frameworks, including comprehensive financial analysis, credit 

scoring models, and the assessment of collateral or guarantees. Banks should 

continuously invest in improving credit assessment skills and technology to 

make informed lending decisions. Banks should develop effective risk 

management strategies that consider the impact of changes in the monetary 

policy rate. This includes stress testing, scenario analysis, and contingency 
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planning to assess the potential effects of interest rate fluctuations on loan 

portfolios, profitability, and overall financial stability. 

The study reveals the importance of prudent international borrowing 

practices. Therefore, Ghana should maintain a prudent approach to external 

borrowing. This involves thorough assessments of the terms and conditions of 

external loans to ensure they are favorable and sustainable, minimizing the 

risks associated with debt accumulation. Ghana should aim for total debt 

sustainability by balancing the positive effects of debt on financial 

development with the potential negative short-run impacts. Implementing a 

sound debt management strategy that prioritizes the long-term stability of 

financial development can be beneficial. 

Bank of Ghana should focus on enhancing the financial infrastructure 

within the country. This includes improving the efficiency and accessibility of 

payment systems, developing a robust credit information system, and 

promoting the adoption of advanced technologies in the financial sector. By 

strengthening the financial infrastructure, banks can operate more effectively, 

facilitating their responsiveness to monetary policy signals. Bank of Ghana 

should implement measures to increase access to banking services, promote 

financial literacy, and support initiatives that provide affordable credit to 

underserved individuals and businesses. By expanding the reach of financial 

services, banks can have a broader customer base and effectively transmit 

monetary policy signals to a larger portion of the economy. A sound regulatory 

framework is essential for promoting financial development and ensuring the 

effectiveness of monetary policy transmission. Bank of Ghana should 

strengthen regulatory oversight of banks and other financial institutions to 
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maintain financial stability, mitigate risks, and encourage responsible lending 

practices. Implementing appropriate prudential regulations and supervisory 

mechanisms can enhance banks’ responsiveness to monetary policy while 

safeguarding the stability of the financial system. 

The Bank of Ghana and Ministry of Finance should focus on policies 

that promote greater financial inclusion by improving access to credit and 

financial services for a broader population. Monetary policy measures can have 

a more far-reaching and effective impact on stimulating economic activity and 

influencing inflation dynamics. The Bank of Ghana should closely monitor the 

responsiveness of commercial banks to changes in the monetary policy rate. 

Transparent and effective communication between the central bank and 

commercial banks is crucial to ensure a smooth transmission of monetary 

policy actions. Maintaining the stability and robustness of the financial sector 

is essential. Regulatory authorities should continue to strengthen the resilience 

of financial institutions and implement measures to reduce systemic risks, 

ultimately supporting the effectiveness of monetary policy in Ghana. 

Commercial banks should improve their credit assessment processes, focusing 

on clients’ ability to repay loans and evaluating monetary transactions 

carefully. This would ensure a more effective response to changes in monetary 

policy rates, as they consider the implications for their clients and the broader 

financial system. 

Implication for practice 

Encouraging research and knowledge-sharing initiatives can contribute 

to a better understanding of the relationship between financial development, 

commercial banks’ responsiveness, and monetary policy effectiveness in 
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Ghana. Collaboration between academia, policymakers, and practitioners can 

lead to evidence-based policy decisions, innovative approaches, and improved 

practices in the financial sector. Regulators in Ghana should maintain strong 

regulatory oversight to ensure the stability and soundness of the financial 

system. This includes implementing appropriate prudential regulations, 

supervisory mechanisms, and risk management frameworks. Regular 

monitoring and evaluation of the responsiveness of commercial banks to 

monetary policy in Ghana are essential. This involves analyzing data on lending 

rates, credit growth, loan performance, and other relevant indicators. Such 

assessments can provide insights into the effectiveness of monetary policy 

transmission and help identify areas for improvement or policy adjustments. 

Implication for policy 

Bank of Ghana should make efforts  to strengthen the monetary policy 

framework in Ghana. This may include ensuring the independence of the central 

bank and granting it the necessary policy tools and autonomy to effectively 

conduct monetary policy. Bank of Ghana  should also focus on enhancing 

communication and coordination between the central bank, commercial banks 

and clients to facilitate the transmission of monetary policy signals. Clear, and 

well defined credit model and communication of policy decisions and intentions 

can improve banks’ understanding and responsiveness to monetary policy. 

Regulatory authorities should strengthen banking regulations to ensure 

responsible lending practices and risk management. Prudential regulations 

should be enforced effectively to mitigate risks, maintain financial stability, and 

safeguard the banking system. Policymakers should also emphasize the 

importance of robust credit assessment frameworks and encourage the adoption 
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of internationally recognized best practices in credit risk management by 

commercial banks. 

Contribution to knowledge 

There has been a clarion call in recent times to intensify research and 

policy advocacy in the financial sector. One area that has received little attention 

as far as financial development research is concerned, is how financial 

development influences the effectiveness of monetary policy through inflation 

and the output gap. To the best of my knowledge, this is one of the few studies 

that have investigated, financial development and monetary policy effectiveness 

in Ghana, determinants of financial development and qualitative analysis of 

commercial banks’ responsiveness in Ghana. In the context of SDGs, this 

research is crucial as it shed light on financial development in Ghana. 

In terms of methodology, this research adds up to the paucity of 

literature that combined quantitative and qualitative dimensions to research 

financial phenomenon-in this case financial development, and commercial 

banks’ responsiveness to monetary policy rate in Ghana.  

Areas for Further Studies 

Further research and analysis are recommended to validate the findings 

from this research and also to explore potential causal relationships between 

financial development and the identified variables. Also, future research in 

Ghana could focus on several areas to enhance the understanding of financial 

development, public debt, and monetary policy. These include delving deeper 

into the macroeconomic determinants influencing financial development, 

investigating regional disparities, conducting micro-level analyses of specific 

financial institutions, assessing the impact of financial inclusion initiatives, 
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exploring political economy factors, and examining the long-term effects of 

public debt accumulation. Additionally, researchers might investigate the 

impact of regulatory changes on the financial sector, conduct cross-country 

comparisons, analyze the post-financial crisis landscape, and study consumer 

behavior and financial literacy. Exploring the influence of technological 

innovations, such as fintech and digital currencies, on monetary policy and 

financial development is also suggested for further research. These avenues of 

research would contribute valuable insights for policymakers and stakeholders 

in Ghana.   
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APPENDICES 

Appendix A 
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Series: Residuals

Sample 2015M04 2020M12

Observations 69

Mean      -1.47e-15

Median   0.000369

Maximum  0.027684

Minimum -0.030683

Std. Dev.   0.011170

Skewness  -0.237906

Kurtosis   3.018888

Jarque-Bera  0.651917

Probability  0.721835 
 

Figure 2: Normality Test 
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Appendix B 

Table 24: Breusch-Godfrey Serial Correlation LM Test: 

Breusch-Godfrey Serial Correlation LM Test: 

Null hypothesis: No serial correlation at up to 3 lags 

     
     F-statistic 0.126729     Prob. F(3,48) 0.9438 

Obs*R-squared 0.542223     Prob. Chi-Square(3) 0.9095 

     
          

Test Equation:   

Dependent Variable: RESID  

Method: ARDL   

Date: 08/30/23   Time: 03:29  

Sample: 2015M04 2020M12  

Included observations: 69  

Presample missing value lagged residuals set to zero. 

     
     Variable Coefficient Std. Error t-Statistic Prob.   

     
     LNACBL(-1) -0.032470 0.274690 -0.118206 0.9064 

LNFIN_DEV -0.020593 0.294898 -0.069832 0.9446 

LNINF 0.001366 0.015395 0.088743 0.9297 

LNMPR -0.014967 0.091073 -0.164337 0.8702 

LNMPR(-1) 0.009064 0.094647 0.095771 0.9241 

LNMPR(-2) 0.012304 0.081095 0.151719 0.8800 

LNPSC -0.005476 0.081407 -0.067273 0.9466 

LNMOMO -0.004417 0.028593 -0.154482 0.8779 
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LNMOMO(-1) 0.000956 0.027605 0.034622 0.9725 

LNMOMO(-2) 0.000199 0.026617 0.007479 0.9941 

LNNPL -0.004183 0.053847 -0.077679 0.9384 

LNNPL(-1) 0.005250 0.054123 0.097004 0.9231 

LNEXC 0.000119 0.023733 0.005025 0.9960 

LNEXC(-1) -0.006845 0.066531 -0.102891 0.9185 

LNEXC(-2) 0.002301 0.057554 0.039987 0.9683 

LNEXC(-3) 0.000645 0.058328 0.011061 0.9912 

C 0.131912 0.644185 0.204774 0.8386 

@TREND 0.000134 0.001362 0.098165 0.9222 

RESID(-1) 0.056723 0.301099 0.188388 0.8514 

RESID(-2) -0.009461 0.175118 -0.054028 0.9571 

RESID(-3) 0.098400 0.177658 0.553873 0.5822 

     
     R-squared 0.007858     Mean dependent var -1.47E-15 

Adjusted R-squared -0.405534     S.D. dependent var 0.011170 

S.E. of regression 0.013243     Akaike info criterion -5.564943 

Sum squared resid 0.008418     Schwarz criterion -4.884997 

Log likelihood 212.9905     Hannan-Quinn criter. -5.295186 

F-statistic 0.019009     Durbin-Watson stat 1.929321 

Prob(F-statistic) 1.000000    
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Appendix C 

Table 25: Heteroskedasticity Test: Breusch-Pagan-Godfrey 

Heteroskedasticity Test: Breusch-Pagan-Godfrey 

Null hypothesis: Homoskedasticity 

     
     F-statistic 0.759446     Prob. F(17,51) 0.7279 

Obs*R-squared 13.93869     Prob. Chi-Square(17) 0.6714 

Scaled explained SS 7.686813     Prob. Chi-Square(17) 0.9728 

     
          

Test Equation:   

Dependent Variable: RESID^2  

Method: Least Squares  

Date: 08/30/23   Time: 03:28  

Sample: 2015M04 2020M12  

Included observations: 69  

HAC standard errors & covariance (Bartlett kernel, Newey-West fixed 

bandwidth = 4.0000)  

     
     Variable Coefficient Std. Error t-Statistic Prob.   

     
     C 0.006558 0.007535 0.870266 0.3882 

LNACBL(-1) -0.000105 0.002226 -0.047045 0.9627 

LNFIN_DEV -0.001879 0.002840 -0.661670 0.5112 

LNINF 1.28E-05 0.000129 0.099318 0.9213 

LNMPR -0.000359 0.000543 -0.661398 0.5113 

LNMPR(-1) 0.000624 0.000734 0.851320 0.3986 
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LNMPR(-2) -6.01E-05 0.000910 -0.066040 0.9476 

LNPSC -0.000787 0.001135 -0.693500 0.4911 

LNMOMO 0.000224 0.000327 0.685268 0.4963 

LNMOMO(-1) 0.000150 0.000328 0.456454 0.6500 

LNMOMO(-2) -0.000661 0.000522 -1.265929 0.2113 

LNNPL 2.69E-05 0.000408 0.065982 0.9477 

LNNPL(-1) 3.80E-05 0.000382 0.099447 0.9212 

LNEXC -0.000257 0.000212 -1.212530 0.2309 

LNEXC(-1) 0.000739 0.000939 0.787005 0.4349 

LNEXC(-2) -8.83E-05 0.000596 -0.148011 0.8829 

LNEXC(-3) -0.000528 0.000460 -1.147186 0.2567 

@TREND 2.11E-05 1.67E-05 1.261792 0.2128 

     
     R-squared 0.202010     Mean dependent var 0.000123 

Adjusted R-squared -0.063987     S.D. dependent var 0.000176 

S.E. of regression 0.000182     Akaike info criterion -14.17075 

Sum squared resid 1.68E-06     Schwarz criterion -13.58794 

Log likelihood 506.8908     Hannan-Quinn criter. -13.93953 

F-statistic 0.759446     Durbin-Watson stat 1.751990 

Prob(F-statistic) 0.727898    
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Appendix D 

Table 26: Ramsey RESET Test 

Ramsey RESET Test   

Equation: EQNEW   

Omitted Variables: Squares of fitted values 

Specification: LNACBL LNACBL(-1) LNFIN_DEV LNINF LNMPR 

 LNMPR(-1) LNMPR(-2) LNPSC LNMOMO LNMOMO(-1) 

LNMOMO(-2) LNNPL LNNPL(-1) LNEXC LNEXC(-1) LNEXC(-2) 

LNEXC(-3) C @TREND  

     
      Value df Probability  

t-statistic  0.322206  50  0.7486  

F-statistic  0.103817 (1, 50)  0.7486  

Likelihood ratio  0.143119  1  0.7052  

     
     F-test summary:   

 Sum of Sq. df 

Mean 

Squares  

Test SSR  1.76E-05  1  1.76E-05  

Restricted SSR  0.008484  51  0.000166  

Unrestricted SSR  0.008467  50  0.000169  

     
     LR test summary:   

 Value    

Restricted LogL  212.7183    

Unrestricted LogL  212.7899    

     
     

 University of Cape Coast            https://ir.ucc.edu.gh/xmlui

Digitized by Sam Jonah Library



 

365 

 

     

Unrestricted Test Equation:  

Dependent Variable: LNACBL  

Method: Least Squares  

Date: 08/30/23   Time: 03:45  

Sample: 2015M04 2020M12  

Included observations: 69  

HAC standard errors & covariance (Bartlett kernel, Newey-West fixed 

        bandwidth = 4.0000)  

     
     Variable Coefficient Std. Error t-Statistic Prob.   

     
     LNACBL(-1) -0.043560 1.010231 -0.043119 0.9658 

LNFIN_DEV 0.089569 2.423143 0.036964 0.9707 

LNINF 0.000339 0.049002 0.006919 0.9945 

LNMPR 0.010677 0.323360 0.033019 0.9738 

LNMPR(-1) -0.023274 0.573481 -0.040584 0.9678 

LNMPR(-2) -0.022119 0.456119 -0.048494 0.9615 

LNPSC 0.012368 0.310437 0.039839 0.9684 

LNMOMO -0.003778 0.037686 -0.100241 0.9206 

LNMOMO(-1) 0.010338 0.207824 0.049743 0.9605 

LNMOMO(-2) -0.009007 0.170205 -0.052919 0.9580 

LNNPL 0.025876 0.525682 0.049224 0.9609 

LNNPL(-1) -0.019534 0.523016 -0.037349 0.9704 

LNEXC 0.000505 0.021733 0.023249 0.9815 

LNEXC(-1) -0.020745 0.407468 -0.050912 0.9596 
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LNEXC(-2) 0.012498 0.209000 0.059801 0.9526 

LNEXC(-3) -0.019582 0.429515 -0.045592 0.9638 

C 1.607045 0.760305 2.113685 0.0396 

@TREND 0.000527 0.008701 0.060582 0.9519 

FITTED^2 0.184161 0.604984 0.304406 0.7621 

     
     R-squared 0.987479     Mean dependent var 3.233809 

Adjusted R-squared 0.982971     S.D. dependent var 0.099720 

S.E. of regression 0.013013     Akaike info criterion -5.617098 

Sum squared resid 0.008467     Schwarz criterion -5.001910 

Log likelihood 212.7899     Hannan-Quinn criter. -5.373033 

F-statistic 219.0642     Durbin-Watson stat 1.926992 

Prob(F-statistic) 0.000000     Wald F-statistic 1033.901 

Prob(Wald F-statistic) 0.000000    
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Appendix E 

Department of Economic studies 

University of Cape Coast 

Interview Guide 

Salutations,  

This instrument is an interview guide from Mr. Bismark Anokye, a PhD 

candidate at the school of Economics, UCC studying the responsiveness of 

commercial banks to policy rate by the bank of Ghana.  It will be pleasure for 

me to have your time for an interview based on the questions asked in this 

document.  

The responses to the question or answers provided are going to be used for the 

purposes of this academic exercises only. Your responses shall be treated 

confidential. Your anonymity will be paramount concern and as such no trace 

of any part of the answers provided shall be linked to you and the organization  

Therefore, we seek your consent to be part of this interview process. The 

interview may last maximum of 30 minutes of your time.  

Thank you. 

Section A 

1. Ask for years of experience in the teaching and learning of monetary 

economics or in the banking sector 

2. ask for years of experience in the current capacity of the individual / 

lecturer  

Section B 

3. What things are considered when determining the lending rates of the 

various loans and credit portfolios of a bank? 
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4. What other factors do banks respond to in terms of setting the interest 

rate? 

5. What processes do banks go through to determine lending rate for 

clients? 

6. Among the relevant rates (monetary and money market rates) which one 

is given most priority (or attention) in the lending rate determination 

7. Do you have a threshold margin or a percentage that is put on the policy 

rate that accounts for the difference in the MPR and the banks rates? 

What brings about that difference? 

8. When there is a change in the relevant rate by the monetary authority, 

how does the bank adjust the rates and why? 

9. On average how long does it take for changes in the relevant policy rates 

by the monetary authority to be reflected in the lending rate? And in 

what manner is the introduction of the adjustment feed into commercial 

rates of the banks?   

10. What things do banks consider in order to adjust bank rates after any 

change in relevant rates by the monetary authority? 

11. Are there any challenges that make it difficult to adjust the bank interest 

rates when the monetary authority makes changes in their respective 

rates? 

12.   What are the challenges that commercial banks experience in trying to 

respond promptly to monetary policy rate? 

13.  Why do you see them as challenges? 
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14. In your view how these challenges could be addressed to make it easy 

for the banks to adjust their rate to reflect some of the changes in the 

relevant rates by the monetary authority?  

15. How do you understand financial development? 

16. Does financial development affect the responsiveness of commercial 

banks to monetary policy rate?  

17. How does the level of financial development affect the rate at which 

banks respond to the monetary policy rate by the central bank? 

18. What are the main channels of monetary policy transmissions? 

19. Can the level of financial development in the financial sector affect 

channels of monetary policy transmissions? 

20. In your opinion, how does the financial development affect the channels 

of monetary policy transmission? 

Thank you!!!. 
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