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Abstract

Monetary integration has constituted an overarching objective of the Economic Community of West
African States (ECOWAS) as reflected in the introduction of the ECOWAS Monetary Cooperation
Programme (EMCP) in 1987 that defines the collective policy measures necessary to achieve a
harmonised monetary system. The adoption in 2014 of a pragmatic single-track approach to
monetary integration by the year 2020 and the formal adoption in June 2019 of the ‘Eco’ as the name
for the single currency under the proposed ECOWAS monetary union underscore the ECOWAS
authorities’ determination to forge ahead with establishment of the monetary union. In spite of the
progress in instituting the requisite policy and institutional framework, there has been a dearth of
empirical studies to meaningfully inform the process of harmonization of monetary policy and the

transition from country-specific monetary policy to a common monetary policy framework.

This thesis contributes to filling the gap through research on important monetary policy issues in the
ECOWAS by drawing on the advancement in macro panel estimation techniques. The first empirical
paper investigates the viability of monetary targeting as a policy framework for the proposed
common monetary policy by assessing the stability of the conventional money multiplier and the
postulates of the endogenous money theory. Employing both first- and second-generation panel unit
root tests and advanced panel cointegration and granger causality techniques, the results indicate that
the money multiplier has been unstable. In addition, causality is shown to run from bank credit to the
monetary base, broadly in line with postulates of the endogenous money theory. The second essay
investigates the determinants of the demand for money in the ECOWAS by applying the common
correlated effects mean group (CCEMG) and the augmented mean group (AMG) estimators. The
study identified real income and inflation as the key determinants of money demand, but uncovered
evidence of long-run instability in the money demand function. The final empirical chapter examined
the transmission mechanism of monetary policy in the ECOWAS region by adopting the dynamic
heterogeneous panel structural VAR technique developed by Pedroni (2013). Monetary policy was
found to be ineffective, with weak or inoperable channels of monetary transmission. Indications of

asymmetries in the country-specific responses to the common monetary policy shock were revealed.

The study concludes that monetary targeting is inappropriate as a framework for conducting a
common monetary policy and that a framework based on interest rate signalling, such an Inflation
Targeting (IT) Lite, could be adopted at the inception of the union while the prerequisites for a full-
fledged IT regime are being instituted. Deliberate efforts to deepen financial markets and strengthen

policy credibility are needed to enhance the effectiveness of the common monetary policy.
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Chapter 1 Introduction

1.1  Background and Research Motivation

The past few decades have witnessed growing aspirations by groups of countries in different
regions of the world to gravitate towards some form of economic and monetary integration.
The motivation has been driven by the myriad of macroeconomic and development benefits
that are perceived to accrue from assuming membership of these blocs which range from the
reduction in transaction costs on account of increasingly integrated regional goods and
capital markets to the elimination of disturbances in relative prices that may arise from
volatility in exchange rates, in the case of monetary union. Downsides arising from the
inability to deploy monetary instruments to contain overheating of the economy or resort to
the exchange rate as adjustment mechanism to mitigate country-specific external shocks are

often considered subordinate.

The formation of the European Economic and Monetary Union (EMU) and the establishment
of the European Central Bank (ECB) in 1999 together with introduction of the single
currency, the euro, have served as an impetus towards pursuing greater integration. Recent
calls for a rethinking of the EMU given the experiences of the Eurozone debt crisis and the
enduring macroeconomic and structural challenges (Majone, 2012) have not dampened the
enthusiasm for monetary integration. The renewed drive, over recent years, by countries of
the Gulf Cooperation Council (GCC) towards monetary union and the Eastern Caribbean
Economic Community (ECEC) towards full-fledged economic and currency union (IMF,

2012) underscores this determination.

In sub-Saharan Africa (SSA), there appears to be special attraction to the idea of economic
and monetary integration, with some form of arrangement in the South, Central, East and
Western regions of the continent. In the South, a Common Monetary Area (CMA) has
existed within the Southern Africa Development Community (SADC) since 1986 and it
entails a fixed exchange rate arrangement among South Africa, Lesotho, Namibia, and
Eswatini. Under the conditions of the CMA agreement, the national currencies of the other
three countries are pegged (at par) to the South African rand, though the rand maintains a

floating exchange rate arrangement against other currencies. In Central Africa, the Central



African Economic and Monetary Union (CAEMU) has its currency, the CFA? franc, pegged
to the Euro and operates a common monetary policy under a single central bank, BEAC?;
while, in the East, the treaty to establish the East African Community (EAC) came into effect
in 2000 among the following partner members: Burundi, Kenya, Uganda, Rwanda, and the
United Republic of Tanzania, though the protocol for the establishment of the EAC
Monetary Union was signed in 2013.3

In West Africa, the Economic Community of West African States (ECOWAS)* has made
appreciable progress in developing the requisite policy and institutional structures towards
establishing a monetary union which is currently scheduled to take effect in 2020. The union
would involve a merger of the West African Economic and Monetary Union (WAEMU), the
West African Monetary Zone (WAMZ), and Cabo Verde. Established in 1994, the WAEMU
IS a union of eight francophone West African countries that seek to promote economic
development of its member countries through economic and monetary integration.® These
countries operate a common central bank, BCEAO®, and share a single currency, the CFA
Franc, which is pegged at par to the euro. The member countries of the WAMZ' declared
their intention, in the year 2000, to create a monetary zone as a first step towards achieving
the vision of ECOWAS for a wider monetary union in the region. Once established, the
WAMZ was expected to ultimately merge with the WAEMU and any other country in the

subregion that demonstrates interest and commitment to the regional integration efforts.

To build a stronger foundation for monetary integration and fast-track realization of its
principal objectives, including the establishment of a common central bank and introduction
of a single currency, the ECOWAS Monetary Cooperation Program (EMCP) was introduced
in 1987. The EMCP outlines the timeline for attaining these objectives and defines the
requisite policy agenda including trade integration and the harmonization of monetary policy

frameworks, financial sector policies and institutions, and the exchange rate regimes. To

L CFA is French acronym for Communauté Financiére d’Afrique, the common currency used by member
countries of CAEMU and WAEMU.

2 BEAC is French acronym for Banque Centrale des Etats de I’ Afrique de 1’Ouest (the central bank of CAEMU)
3 The EAC now includes South Sudan which acceded to the Treaty in April 2016 and became a full member
in August 2016.

4 The ECOWAS comprises 15 member countries including Benin, Burkina Faso, Cabo Verde, Cote d’Ivoire,
The Gambia, Ghana, Guinea, Guinea Bissau, Liberia, Mali, Niger, Nigeria, Senegal, Sierra Leone, and Togo.

5 The WAEMU comprises the following countries: Benin, Burkina Faso, Cote d’Ivoire, Guinea Bissau, Mali,
Niger, Senegal, and Togo.

8 BCEAO is the French acronym for La Banque Centrale des Etats de I'Afrique de I'Ouest.

" The WAMZ comprises The Gambia, Ghana, Guinea, Liberia, Nigeria, and Sierra Leone.
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facilitate macroeconomic convergence of member countries, the EMCP also includes a
multilateral surveillance mechanism that closely monitors progress towards attaining
stipulated macroeconomic convergence criteria. Performance in respect of these
convergence criteria has been inconsistent, including at the level of the WAMZ and the
WAEMU, and the pace of policy harmonization slow, creating undue delays in the
actualization of the union. In fact, agreed deadlines for introducing the second regional
currency had to be revisited.® This lacklustre progress towards monetary integration
prompted the ECOWAS authorities in 2014 to abandon the two-track approach in favour of
an outright establishment of a monetary union by all its 15-member countries by the year
2020. To reaffirm their commitment to the monetary integration process, the Authority of
Heads of States and Governments of ECOWAS at their summit held in Abuja, Nigeria on
June 29, 2019, formally adopted the ‘Eco’ as the name for the new common currency under

the proposed ECOWAS monetary union.

In spite of the enthusiasm that has been demonstrated by the political authorities in the region
and the strides in instituting the requisite policy and institutional frameworks, there has been
limited research to guide policy decisions during the preparatory phase and the take-off
period of the proposed union. The dearth of empirical studies is even more pronounced in
the area of monetary policy where such research is needed to meaningfully inform the
process of harmonization of monetary policy and the transition from country-specific
monetary policy to a single monetary policy framework. This stands in sharp contrast with
the EMU, where, in the run-up to and following the establishment of the ECB, a myriad of
studies was conducted to inform institutional and policy formulation, including by the
Eurosystem Monetary Transmission Network (EMTN) that comprised staff of the ECB and

the national central banks.
1.2 Research objectives and Contribution

This thesis focuses on filling the gap outlined in the previous section through research on
key monetary policy issues that are germane to the monetary integration process in the
ECOWAS. Its contribution assumes the form of three empirical essays that draw from recent

advancements in macro panel estimation techniques.

8 The launch date for the WAMZ currency was postponed several times, from January 2003 to December
2005 and then to December 2009 and later January 2015. (UNECA, 2015)
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The first empirical paper investigates the viability of monetary targeting as a policy
framework for a common monetary policy in the proposed monetary union by assessing the
stability of the conventional money multiplier and the postulations underpinning the
endogenous money theory. Like most SSA economies, monetary authorities in the
ECOWAS have relied significantly on monetary aggregates as nominal anchor to achieve
their ultimate policy objective of stable inflation. Assuming a direct relationship between the
monetary base, under the effective control of the central bank, and the money supply,
monetary authorities tend to exercise control over monetary aggregates thereby containing
inflation within stipulated targets or at levels consistent with their governments’ overall
development agenda. The acceleration of financial innovation in the region may have
weakened the underlying multiplier relationship and the experiences of the 2008/09 global
financial and economic crisis whereby increases in bank reserves occasioned by quantitative
easing did not translate into equivalent monetary expansion have questioned the operability
of the conventional money multiplier, both in principle and practice (Goodhart, 2017).

As the authorities work towards developing an appropriate monetary policy framework to
conduct a common monetary policy, this study assesses the stability of the money multiplier
to determine whether a monetary targeting regime could serve as a plausible option. The vast
majority of the research on the money multiplier has focused on monetary developments in
individual countries. This study enriches the empirical literature on the subject by adopting
a panel data framework that employs advanced panel methodologies. The stability of the
money multiplier is investigated using both first generation panel unit root tests—assuming
cross section independence—and a second-generation panel test—accommodating cross
section dependence. In addition, the long-run association between the key components of
the money multiplier—broad money and the monetary base—is assessed using panel
cointegration tests that accommodate heterogeneity and cross section dependence. Similarly,
drawing from the theoretical and empirical literature on endogenous money, the causal
relationships between the key monetary aggregates—»broad money, the monetary base, and
the money multiplier—and bank credit to the private sector are investigated with the help of

a dynamic panel causality test.

The second empirical essay investigates the key determinants of the demand for money in
the ECOWAS region and whether there exists a long-run stable money demand relationship

in the region. A stable money demand is also an important underlying assumption on which



monetary targeting is predicated, in addition to the money multiplier examined in the
preceding essay. It ensures a long-run relationship between monetary aggregates and key
macroeconomic variables, such as inflation and real income, which often serve as target
variables for monetary policy. From a broader perspective, stability of the demand for money
provides a basis for using monetary aggregates in the conduct of monetary policy
irrespective of the monetary policy regime in operation. Against this backdrop, knowledge
of the demand for money in the ECOWAS would help inform the choice of a suitable
monetary policy regime for conducting a single monetary policy and also establish the extent
to which developments in monetary aggregates would provide forward guidance towards
achieving policy targets.

The handful of studies on the demand for money in the ECOWAS have either focussed on
individual member countries or on the sub-monetary groupings—WAEMU and the WAMZ.
This essay fills the vacuum created by the absence of comprehensive research on money
demand in the region. In addition to its policy implications for the proposed ECOWAS
monetary union, the study makes an empirical contribution to the estimation of money
demand that have applied macro panel data methods. Unlike most panel studies on money
demand, it employs dynamic macro panel techniques, notably the common correlated effects
mean group (CCEMG) estimator of Pesaran (2006) and the augmented mean group (AMG)
estimator of Eberhardt and Teal (2010), both of which accounts for cross sectional

dependencies in the data series.

The final empirical chapter examines the transmission mechanism of monetary policy in the
ECOWAS region within a panel vector autoregressive (VAR) framework. Specifically, it
investigates the impact of common monetary policy impulses on the economies of individual
member countries and the region as a whole. An understanding of the monetary policy
transmission mechanism in the prospective member countries provides an insight into the
how monetary policy is conducted within a common framework and also informs the process
of harmonisation of the monetary policy infrastructure across member countries. The
existence of asymmetries in the impacts of policy across member countries would imply
disproportionate distribution of the costs of disinflation and undermine the effectiveness of
the common monetary policy. Unlike the monetary integration process in the EMU which
benefitted from extensive research on the monetary policy transmission mechanism in the

run-up to the establishment of the ECB, there is no evidence of empirical work to examine



the monetary policy transmission mechanisms in the ECOWAS. Instead, most of the studies
on the subject have been country-specific, with a few on the WAEMU region.

This study contributes to filling this gap by investigating the monetary policy transmission
mechanism at the level of ECOWAS. Specifically, this study employs the dynamic
heterogeneous panel technique developed by Pedroni (2013). This technique helps address
the problem of inconsistent estimates and possible misleading inferences obtained using the
individual VAR procedure on data of insufficient length. However, unlike most conventional
panel methods, which assume homogeneous dynamics among the members of the panel, the
Pedroni (op. cit.) approach allows for heterogeneous country-specific dynamics and
accommodates cross-sectional dependencies. The technique decomposes the monetary
shock into common shocks—shocks impacting all member countries—and idiosyncratic
shocks—shocks predominantly affecting a single country—and generates member specific
responses to both shocks. The identified common shocks are used to capture the exogenous
common monetary policy shock. Within the dynamic panel framework, the plausible
channels of monetary policy transmission in the ECOWAS are investigated. The study also
contributes to the existing knowledge on monetary policy transmission by presenting a
comprehensive review of the empirical studies on current and prospective monetary unions.
It appraises the various empirical methodologies that have been adopted to investigate

current and prospective regional monetary arrangements around the world.
1.3 Organisation of the Thesis

The next chapter, Chapter 2, presents an overview of the institutional arrangements and
policy frameworks in respect of the monetary integration process in the ECOWAS. It
provides background information on the ECOWAS, highlighting the integration process in
the two sub-monetary groupings: the WAEMU and the WAMZ. The multilateral
surveillance mechanism and policy priorities followed since the inception of the EMCP are
outlined. An assessment of individual country and overall performances in respect of the
macroeconomic convergence criteria is then undertaken. The chapter also presents the
monetary policy frameworks adopted in the ECOWAS member countries and provides an
insight into how the conduct of monetary policy has evolved over the years. A brief overview
of the state of development of the financial markets in the region is presented on the basis of

some key financial soundness, financial depth and financial access indicators, benchmarked



against the SSA and advanced economies averages. The chapter serves to inform the
analyses in the next three empirical chapters.

Chapter 3 presents an assessment of the stability of the conventional money multiplier, a key
assumption underlying the monetary targeting framework that has been adopted by most
ECOWAS countries. It also examines the alternative theoretical perspective of the money
creation process espoused by the endogenous money theory. Testable hypotheses in respect
of the money multiplier are investigated using a range of panel unit root tests and both the
Pedroni (2004) residual-based panel cointegration test and the Westerlund (2007) error-
correction-based panel cointegration technique. Robustness check of the results is
undertaken by employing the Westerlund and Edgerton (2008) panel cointegration test,
which is robust to structural breaks and cross-sectional dependence. With respect to the
postulates of the endogenous money theory, the Dumitrescu and Hurlin (2012) panel
Granger non-causality test is applied to the related testable hypotheses.

Chapter 4 examines the relationship between the demand for money and its determinants in
the ECOWAS. It seeks to investigate the long-run stability of the money demand function,
with a view to informing the decision on an appropriate monetary policy framework within
which the common monetary policy could be effectively conducted. Unlike most research
studies on money demand within the ECOWAS, the study is undertaken within a dynamic
macro panel framework. Diagnostic tests of the data series are carried out using the both
first- and second-generation panel unit root tests and the estimations proceed by employing
an array of dynamic panel estimators, with the common correlated effects (CCE) estimator
applied to both the baseline and parsimonious models. The robustness of the results is
confirmed by the augmented mean group (AMG) estimator, which also accommodates cross
section dependence, and by using a higher frequency dataset.

Chapter 5 examines the monetary policy transmission mechanism in the ECOWAS. It
reviews the conventional channels of monetary policy transmission in the broader context of
SSA economies while focusing on the ECOWAS and presents a comprehensive appraisal of
the empirical literature on monetary policy transmission in monetary unions. The study
employs the dynamic heterogeneous panel technique developed by Pedroni (2013) which
allows for heterogeneous country-specific dynamics and accommodates cross-sectional
dependencies. Identification of the unanticipated common monetary shock proceeds by

imposing short-run recursive restrictions on the common component of the composite shock.



Member specific responses to the common shock are analyzed to determine the existence of
potential asymmetries and the panel responses provide an insight into union-level dynamics.
Transmission variables are incorporated into the baseline model to examine the viability of

the channels of monetary policy transmission in the region.

Chapter 6 presents a summary of the findings of the empirical chapters and concludes the

Thesis. The policy implications of the findings are then discussed.



Chapter 2 ECOWAS - Institutional arrangements and Policy frameworks for
Regional Monetary Integration

This chapter presents an overview of the institutional arrangements and policy frameworks
in respect of the monetary integration process in the ECOWAS. It serves to inform the
empirical and policy analyses in the subsequent chapters. The chapter commences with a
brief background information on the ECOWAS, highlighting developments in the two sub-
monetary groupings: the WAEMU and the WAMZ. A synopsis of the ECOWAS Monetary
Cooperation Programme (EMCP) which defines the policy priorities and multilateral
surveillance mechanism for integration in the region is then presented, followed by an
assessment of performance in respect of the macroeconomic convergence criteria. Lastly,
the monetary policy frameworks in the ECOWAS member countries are presented, together

with an overview of the state of financial sector development.
2.1  Background

The ECOWAS is a regional economic bloc established on May 28, 1975.° According to the
Treaty of Lagos signed by member states at its inception, the economic community aims to
promote cooperation and development in all spheres of economic activity and establish a
mechanism for payments settlement among member states. A Revised ECOWAS Treaty
came into effect in 1993 that sets out the policy measures required to achieve the
community’s overarching objectives and these include the harmonisation and co-ordination
of national policies, national investment codes, and standards and measures; the promotion
of integration programmes, projects and activities; and the establishment of a common
market through trade liberalisation, the adoption of a common external tariff and common
trade policy, and the removal of obstacles to the free movement of persons, goods, services,

and capital between member states.

A formal decision (ECOWAS Decision A/DEC/5/6/83) to create an ECOWAS monetary
zone was reached in 1983 with a view to strengthen regional economic integration and
address the impediments to deepening intra-regional trade emanating from the limited
currency convertibility in the region. Accordingly, the ECOWAS Monetary Cooperation
Programme (EMCP) was launched in 1987 to facilitate the process of monetary integration

° At present, the ECOWAS comprises fifteen member countries—Benin, Burkina Faso, Cabo Verde, Cote
d’Ivoire, The Gambia, Ghana, Guinea, Guinea Bissau, Liberia, Mali, Niger, Nigeria, Senegal, Sierra Leone,
and Togo. Cabo Verde joined ECOWAS in 1977. All other countries are founding members.
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in the sub-region and defines the roadmap for attaining policy and institutional
harmonisation and macroeconomic convergence among member countries prior to the
establishment of a common central bank and launch of a single currency. The ECOWAS is
comprised of two distinct sub-groupings—WAEMU and WAMZ—both of which have

instituted a framework for convergence and integration.
2.1.1 West African Economic and Monetary Union (WAEMU)

The WAEMU was established in 1994 comprising mainly of francophone West African
countries that share a common currency—the CFA franc—with the overarching aim to
promote economic and monetary integration among its members. The WAEMU Treaty
outlines its goals which include strengthening the economic and financial competitiveness
of the member states, securing convergence in economic performances and policies, creating
a common market and harmonising relevant policy and institutional frameworks. Founded
to replace the West African Monetary Union (WAMU), the WAEMU was established
following the devaluation of the CFA franc in 1994. As Seck (2013) puts it,

“WAEMU was created as an appropriate framework for the development and execution of

reforms and initiatives related to restoring macroeconomic equilibrium among the zone’s

countries, building the credibility of the currency, revitalising the economy through private

investment, intensifying intra-zone trade and returning to budgetary discipline ” (Seck, 2013
in Ayuk and Kabore (eds) pp. 20-21).

WAEMU has since its inception made progress in developing a strong policy and
institutional framework to support the integration process. Among these is the establishment
of a customs union, that includes common external tariff and preferential tariff on trade
between member countries. The WAEMU operates a common central bank, BCEAO, which
has responsibility for formulating and implementing monetary policy, ensuring the proper
functioning of the payment system and preserving the stability of the regional financial
system. The common currency, the CFA franc, is fully convertible into the euro, and, as a
statutory requirement, a share of the pooled foreign exchange reserves of WAEMU member
countries is kept at the Banque de France (50 percent at present, down from 65 percent

initially)*?.

10 By the early 1990s, the WAMU was characterized by severe internal and external macroeconomic
imbalances, including deteriorating terms of trade, low foreign exchange reserves, and fiscal indiscipline,
culminating in the devaluation of the CFA franc in 1994,

11 “The Franc Zone’ Fact Sheet No.127. Banque de France Communications Directorate, July 2010.
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A Regional Pact of Convergence, Stability, Growth, and Solidarity was adopted in 1999,
amended in 2003 and 2009, with a view to strengthen economic convergence, reinforce
macroeconomic stability, accelerate economic growth and enhance solidarity among
member states. To this end, the Pact specifies the following set of primary and secondary

convergence criteria which member states are expected to observe:
Primary Criteria:

= Ratio of basic fiscal balance to nominal GDP (Key criterion) > 0%
= Ratio of outstanding domestic and external debt to nominal GDP <70%
» Average rate of annual inflation: < 3% per year
= Variation in the stock of domestic and external payment arrears:
v Domestic arrears: non-accumulation of arrears during the current functioning period

v" External arrears: non-accumulation of arrears during the current functioning period
Secondary Criteria:

= Ratio of the wage bill to tax revenues < 35%

= Ratio of domestically financed public investments to tax revenues: > 20%
= Ratio of the current account deficit in relation to nominal GDP < 5%

= Ratio of tax to nominal GDP > 17%

Performance in respect of these convergence criteria has been mixed, with several of the key
criteria unobserved in 2015 and 2016 (see IMF, 2018a p. 12).

2.1.2 West African Monetary Zone (WAMZ)

The WAMZ was established in April 2000 following the signing of the ‘Accra Declaration’
defining the objectives and institutional arrangements of a second monetary zone in West
Africa.? The rationale for establishing the zone was to create the enabling macroeconomic
environment that would pave the way for a merger with the WAEMU as a strategy towards
monetary integration in ECOWAS. The WAMZ agreement provides for the setting up of a
common Central Bank, the West African Central Bank (WACB), a Stabilization and
Cooperation Fund (SCF) and the West African Monetary Institute (WAMI). The

introduction of a single currency was considered pivotal in ensuring price stability, sound

12 The WAMZ comprises six member countries: The Gambia, Ghana, Guinea, Liberia, Nigeria, and Sierra
Leone. Liberia formally joined the zone in February 2010.
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fiscal and monetary conditions, and sustainable balance of payments for its member
countries. In line with the statute of the WACB, the common Central bank will seek to

maintain price stability as its main objective.

A set of macroeconomic convergence criteria was set out to support effective harmonization
of macroeconomic policies and sustain macroeconomic stability in the zone once monetary
integration takes effect. This comprises primary and secondary convergence criteria as

follows:
Primary Criteria:

= Budget deficit, excluding grants in % of nominal GDP: < 4%

= Inflation rate (end of period): < 10%

» Financing by the central bank of the budget deficit in relation to the fiscal revenues of
the previous year < 10%

= Gross external reserves (in months of imports): > 3 months
Secondary Criteria:

» Fiscal revenues in percentage of GDP > 20%

= Wage bill in % of nominal GDP < 35%

= Public investments financed at national level in % of fiscal revenues > 20%
= Real interest rate > 0%

= Nominal exchange rate (+/ - 15%)

= Non-accumulation of arrears

Observance of the stipulated convergence criteria has over the years been lacklustre,
resulting in repeated postponement of the commencement date for monetary integration in
the zone. Assessed against the rationalised ECOWAS convergence criteria, discussed in the

next section, none of the six member states met all the criteria at end-2016.

12



2.2 ECOWAS Monetary Cooperation Programme (EMCP)

The EMCP was introduced in 1987 (Decision A/DEC.2/7/87) as an effort by the authorities
to facilitate the process of monetary integration in the region and involves the adoption of
collective policy measures geared towards achieving a harmonised monetary system and
common monetary institutions. The EMCP laid out a systematic timeline that entails short-
term, medium-term and long-term objectives to be achieved over a period of about ten years.
The short-term objectives focused on improving the payment systems to facilitate intra-
regional trade and transactions. This required strengthening of the institutional framework
of the West African Clearing House (WACH)®, introducing a credit and guarantee fund
mechanism in the WACH, and extending the range of eligible products and transactions
channelled through the mechanism. Over the medium term, regional currency convertibility
IS to be achieved through greater use of national currencies in conducting intra-regional trade
transactions, whereas in the long term an ECOWAS Single Monetary Zone is to be
established featuring a common monetary authority that implements a common monetary
policy and issues a common convertible currency. The pooling and management of foreign
reserves of member states, and the formulation of a common policy on short-term external
liabilities arising from trade and balance of payments financing, are also considered
important long-term objectives. To attain these medium and long-term objectives, policies
would involve liberalisation of trade, the removal of exchange control restrictions, and the

alignment and harmonisation of exchange rates across member states.

Implementation of the EMCP entails monitoring fulfilment of stipulated macroeconomic
convergence by member states. Macroeconomic convergence is considered critical to
fostering macroeconomic stability by ensuring sustainable fiscal and external current
account positions and the maintenance of low and stable rates of inflation. More importantly,
adherence to the convergence framework enhances the effectiveness of a common monetary
policy by contributing to minimising potential asymmetric impacts of shocks to member
states. These conditions not only serve as prerequisites for success of the proposed monetary
union, they position member states on a trajectory of high and sustainable growth. To this

end, a set of macroeconomic convergence criteria was adopted in 1999 to be observed by

13 Established at the inception of the ECOWAS in 1975, the WACH served as a multilateral payment facility
to promote trade within West Africa. It was later transformed to WAMA.
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member states (Decision A/DEC.7/12/99). Compliance with these criterial*, comprising
primary and secondary components, provides a basis for joining the monetary union.

To further strengthen the surveillance mechanism and accelerate establishment of a
monetary union in the face of weak convergence performances across member states, a
Macroeconomic Convergence and Stability Pact was established in June 2012
(Supplementary Act A/SA.4/06/12). Under this Pact, monetary integration is to be attained
in two stages: the Convergence stage and the Performance, Stability and Consolidation stage.
During the Convergence Stage (January 2012 — December 2016), member states were to
focus on implementing policies to achieve the primary convergence criteria. This was to be
followed by the Performance, Stability and Consolidation stage (effective January 1, 2017)
whereby member states were expected to strengthen policy implementation to achieve
sustained economic growth.’® The Macroeconomic Convergence and Stability Pact also
provided for the reformulation and consequent harmonisation of convergence criteria within
the ECOWAS in view of differences in convergence criteria and convergence horizon
between ECOWAS and the sub-regional groupings—WAEMU and WAMZ.

In 2015, the macroeconomic convergence criteria for ECOWAS were rationalized to ensure
uniformity in the assessment of macroeconomic convergence performance, including at the
level of WAEMU and WAMZ (Supplementary Act A/SA.01/12/15). This culminated in a
reduction of the secondary criteria from seven to two criteria. The operating set of
convergence criteria as at end December 2018 are outlined below and forms the basis for

assessing convergence performance in section 2.3.1
Primary Criteria:

= Ratio of budget deficit, including grants (commitment basis) to GDP : <3%

= Average annual inflation rate : < 10% (with a goal of < 5 percent by end-December,
2019)

* Central bank financing of Budget Deficit : < 10% of previous year’s tax revenue

= Gross external reserves : > 3 months of imports

14The macroeconomic convergence criteria were modelled after the Maastricht Treaty of 1991 developed in
the run-up to the establishment of the European Economic and Monetary union.

15 In line with the Supplementary Act A/SA.4/06/12, the timeline for the Convergence stage was amended to
January 1, 2016 to December 31, 2019 and that for the Performance, Stability and Convergence stage amended
to January 1, 2020.

16 A matrix of the key timelines in the monetary integration process is presented in Table 2.1 below.

14



Secondary Criteria:

= Nominal exchange rate : stable (+ /- 10%)
= Total public debt to GDP : <70%

Policy harmonisation forms an important component of the EMCP roadmap to facilitate
integration of policy and institutional frameworks across member states. Areas of particular
focus include trade, monetary policy and financial sector frameworks, payments system
development, and statistical harmonisation (WAMI, 2017; ECOWAS Commission, 2017).

Trade integration in the ECOWAS has involved implementation of trade-related protocols
and conventions within a unified framework that would facilitate establishment of a common
market in the region. These include an ECOWAS Trade Liberalisation Scheme (ETLS) that
seeks to abolish trade and non-trade barriers and a Common External Tariff (CET) being
implemented by most member countries. On harmonisation of monetary policy frameworks,
a diagnostic study on the transition to a common monetary policy framework in ECOWAS
IS being undertaken as a first step towards harmonising the diverse frameworks in operation
across member states (see section 2.4 for details). With different levels of development of
the financial sector in member countries, financial sector integration is considered
paramount to fostering the overall monetary integration process. The integration of the
financial sector thus involves harmonisation of banking supervision and regulatory
frameworks, harmonisation of regulations governing current and capital account transactions,
and the harmonisation and adoption of regional accounting and financial reporting

frameworks.

The payment systems harmonisation has focussed on the establishment of a common
platform that would allow for interfacing of existing systems across member countries to
ensure efficient payments, clearing and settlements of transactions in the region.'’ The
regional payments system has been instituted in most member countries and common
regulations governing the system drafted. Statistical harmonisation, for its part, has involved

developing common methodological guides and harmonisation frameworks, together with

17 A Payments System development project in the WAMZ involving The Gambia, Guinea, Liberia and Sierra
Leone was funded by the African Development Bank totaling US$30 million was successfully completed in
2016. The main components of the project include Real Time Gross Settlements System and Scriptless Security
Settlement System (RTGS/SSS), Core Banking Application (CBA), and Automated Cheque Processing and
Automated Clearing House (ACP/ACH) (WAMI 2017).
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Table 2.1:

Key Timelines of the ECOWAS Monetary Integration Process

Date Milestone Objective Legal
Framework/Instrument
June 1983 Formal decision to create an To promote monetary and ECOWAS Decision
ECOWAS Monetary Zone financial integration and A/DEC.5/6/83
facilitate trade among
member states
July 1987 Introduction of the ECOWAS To implement collective ECOWAS Decision
Monetary Cooperation policy measures to A/DEC.2/7/87
Programme (EMCP) achieve a harmonized
monetary system and
create a single monetary
zone
July 1993 Establishment of the West To monitor and Protocol A/P.1/7/93
African Monetary Agency coordinate the
(WAMA) implementation of the
EMCP
December | Adoption of Macroeconomic To ensure proper ECOWAS Decision
1999 Convergence Criteria for convergence of the A/DEC.17/12/99
implementation of the EMCP macroeconomic policies
of member states
April 2000 | Formation of the West African | To establish a second
Monetary Zone (WAMZ) monetary zone that would ECW/AGR/WAMZ/1
subsequently merge with
the WAEMU to form the
ECOWAS monetary
union
December Creation of the Mechanism for | To monitor the process of ECOWAS Decision
2001 Multilateral Surveillance convergence of economic A/DEC.17/12/01
and financial policies of
member states
May 2009 Adoption of the Roadmap for To facilitate creation of a Decision of the
the ECOWAS single currency | second regional currency Convergence Council,
in 2020 in 2015 and an May 25, 2009
ECOWAS-wide regional
currency in 2020
June 2012 Establishment of the Formal commitment to Supplementary Act
Macroeconomic Convergence achieve monetary union AJISA.4/06/12
and Stability Pact in two stages:
Convergence stage and
Performance, Stability
and Consolidation stage
July 2014 Two-tracked approach to To fast-track Decision of the Authority
monetary integration commencement of of Heads of State and
abandoned in favour of outright | monetary union in Government at the 45"
establishment of a monetary ECOWAS Ordinary Session, July 10,
union 2014
December Rationalization of the To ensure uniformity in Supplementary Act
2015 Macroeconomic Convergence the assessment of AJSA.01/12/15
Criteria macroeconomic
convergence performance
across WAEMU and
WAMZ
June 2019 ECOWAS decision to name the | To demonstrate Decision of the Authority

single currency ‘ECO’

commitment to the
monetary integration
process

of Heads of State and
Government at the 55™
Ordinary Session, June
29, 2019

Source: West African Monetary Agency (www.amao-wama.org)
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capacity building of officials of member countries, in the areas of National accounts,
Consumer price index, and Balance of payments.

Some progress has been accomplished in the harmonisation of exchange rates regimes and
the exchange rate mechanism in the ECOWAS. On the fiscal front, an ECOWAS fiscal
transition programme is being implemented that entails harmonisation of taxation of member

countries in advance of the establishment of the ECOWAS Customs Union.

The process of harmonisation of national policies under the EMCP and close monitoring of
the performance of ECOWAS member states against the stipulated macroeconomic
convergence criteria is monitored through a multilateral surveillance mechanism that
comprises different structures. The organs assigned direct responsibility for multilateral
surveillance include: the Convergence Council, composed of Ministers of Finance and
Central Bank Governors of ECOWAS, that performs general oversight of the convergence
process; the Technical Monitoring Committee, that monitors the convergence process and
ensures that national policies and programmes are aligned with the objectives of the EMCP;
and the Joint Secretariat, comprising officials of two specialized agencies, the West African
Monetary Agency (WAMA) and the ECOWAS Commission, which support the work of the
Technical Monitoring Committee and the Convergence Council.*® National Coordinating
Committees (NCCs) are constituted in each member country to provide ancillary support to
WAMA and the Joint ECOWAS Secretariat.

2.3  Performance in respect of the ECOWAS macroeconomic convergence criteria

This section presents an assessment of the performance of ECOWAS member states in
respect of both the primary and secondary macroeconomic convergence criteria. It covers
the period 2012 to 2016, reflecting the adoption of the Macroeconomic Convergence and
Stability Pact up into the latest assessment by the ECOWAS Commission. In addition to
annual convergence performances, the average position is reported for each member state
over the reporting period as an indication of overall regional commitment towards achieving

monetary integration.

18 The WAMA has the broader responsibility for ensuring the establishment of a single monetary zone in West
Africa and works in coordination with the West African Monetary Institute (WAMI) responsible for driving
the process of monetary integration in the WAMZ.
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2.3.1 Primary convergence criteria

= Ratio of budget deficit, including grants (commitment basis) to GDP : <3%

The performance of member states in relation to this criterion was challenging, with more
than half of the member states failing to observe the < 3 percent target in most of the years,
with the exception of 2013 when 8 countries were successful (Appendix A.1.1). At the
country level, Cabo Verde, The Gambia and Ghana appear to have performed less favourably,
exceeding the criteria throughout the reporting period. Regarding the average position for
the period 2012 to 2016 depicted in Figure 2.1 below, only seven member states observed
the criteria. Performance in terms of the number of countries fulfilling the criteria stagnated
over the last three years. The broadly unfavourable performance could be attributed to
challenges in mobilising revenues to meet the increasing budgetary needs of member states.
Fiscal discipline, notably the rationalization of government spending, would contribute to

enhancing the performance of member states.

Figure 2.1: ECOWAS - Ratio of budget deficit to GDP
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= Average annual inflation rate : < 10%

Under this criterion, the annualized inflation rate is expected to average less than 10 percent
for each member countries, with a maximum rate of 5 percent targeted by end December
2019. Overall performance in respect of the inflation criterion has been generally
encouraging, as up to 80 percent of the member states consistently achieved the target
(Appendix A.1.2). WAEMU countries have performed relatively well, averaging less than 2
percent for the entire period. This positive development could not be unconnected with
benefits from the fixed parity of the CFA Franc to the euro and the consequent anchoring of
inflation to that in the Euro area. Most of the countries within the WAMZ have had to
contend with episodes of severe inflationary pressures, with relatively high inflation
outcomes for Ghana, Guinea, Nigeria and Sierra Leone. The depreciation of the domestic
currencies of these countries relative to the US dollar and the high pass-through to consumer
prices largely accounted for the recorded inflation rates. Notwithstanding, overall
performance for the ECOWAS indicates that 12 member states met the inflation criterion on

average as shown in Figure 2.2.

Figure 2.2: ECOWAS - Average annual inflation rate
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= Central bank financing of Budget Deficit: < 10% of previous year’s tax revenue

The financing of the budget deficit by the central bank is assessed in relation to the

previous year