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Abstract

This paper examines bank-specific, industry-spedfiid macroeconomic factors that influence interats
spreads (IRS) in commercial banks in Ghana usingplamced panel data set from 33 commercial banks
covering the 21-year period 1990 to 2010. The stehployed annual time series data from 1990 to 2010
Results suggest that interest rate spread in Ghanaignificantly influenced by bank- specific and
macroeconomic variables. These are bank ownerdfgmagement inefficiency, Gross Domestic Product Per
Capita (GDPPC) and Government Securities whichhalle positive relationship with IRS. Government
borrowing on the other hand also influences IR®ifigantly but has a negative effect. The papéndifgs are
important for central banks, the commercial banié managers of the economy for efficiency and &ffeness.
The paper is the first of its kind in Ghana a dep#lg country with emphasis on macroeconomic véegb
Keywords. Ghana, Interest Rate Spread, Bank-specific factimdustry-Specific factors, Macroeconomic
variables

1. Introduction and Background
Ghana is noted as a country with large interest smreads (IRS) which are associated with ineffixye
generating the debate among academics, politicé@uas practitioners about the determinants of interate
spread. In an attempt to understand these dynathiese has been a plethora of studies both theatetind
empirical on the subject matter.

While there are several strategies of addressiagtbblem of competition and efficiency, this papgempts to
investigate the factors that influence the deteatiom of the banks’ interest rate spread. EvenghoGhana,
like most developing countries has gone throughlyedsnking sector reforms, the sector is still rettderized
by persistently high interest rate spreads. Suchasis according to Robinson (2002:5) reflect thstcof
intermediation that banks incur, inclusive of thearmal profits. This has important implications fbe growth
and development of these poorer economies as nusardhors suggest that there is a critical lintkvben the
efficiency of bank intermediation and economic gitow

This paper seeks to examine the effect of bankispeimdustry-related and macroeconomic variabdesthe
IRS in Ghana over the period 1990 to 2010 usingrdvalanced panel data set of 33 commercial bankde\&
number of studies have examined the effects ofniateand external factors on bank interest rateagprin
several countries and geographic regions, hardyysgetematic research has been carried out foGtr@naian
economy. This paper attempts to include in ther@st rate model some variables which have mash dfeen
ignored in previous studies but which are importaacroeconomic tools in the management of the Gaana
economy. These are the Treasury bill rate, theodiscrate, the required reserve and Governmenbivmg.
Also investigated is inflation using the CPI asyyr@and Economic Growth represented by the Gross &3tim
Product Per Capita (GDPPC).

The rest of the paper is organized as follows: iBec® reviews the literature, Section 3 looks la t
methodology, Section 4 discusses the empiricdirigs, while Section 5 draws conclusions.

2. Review of Literature

2.1 Theoretical Literature

IRS is a very important subject in asset and ligbihanagement. The spread according to Rose amigjikisi
(2008) measures the effectiveness of a finanaial'diintermediation function in borrowing and lendimoney
and also the intensity of competition in the firnmsgarket. Tennant and Folawewo (2009) define IRShas
difference between the average lending rate andwbmge deposit rate. According to Demirguc-Kurit Reria
(2010) banking literature has often used bank sisre®s indicators of banking efficiency and comjmetit
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Higher spreads and margins are often interpretesigtual greater inefficiencies and lack of compatitin the
banking sector. In the view of Demirguc-Kunt andizihga (1998) differences in interest margins mfle
differences in bank characteristics, macroeconoooaditions, existing financial structure and tacafi
regulation, and other institutional factors.

2.2 Empirical Literature

Empirical literature identifies microeconomic an@aeroeconomic variables as affecting IRS. Microeacaico
variables can be divided further into bank-specditd industry-specific variables. In this researohnk
ownership (whether locally-owned or foreign) ané #fficiency of management are the bank-specifitofa
investigated, while industry specific factors armahcial sector development and competition. The
macroeconomic variables considered are the requiesagrve, the discount rate, inflation, Government
borrowing, Treasury bill and the Gross DomesticdRiad Per Capita (GDPPC).

2.2.1 Bank Specific Factors

Ownership - Demirguc-Kunt and Huizinga (1998), Koeva (2003d aGrenade (2007), hold the view that
foreign banks have higher margins and profits caeghdo domestic banks in developing countries, avttie
opposite holds in developed countries.

Management efficiency- There is a considerable degree of consensushiafuality of management makes the
difference between sound and unsound banks. Awdhiable is measured by the cost/income ratidpnarease

of this ratio means a deterioration of manageméfigiency and will result in a decrease in the nderest
margin. Navneet, Boopen, Sawkut, Shalini and Bing009), Sarpong, Winful and Ntiamoah (2011) and
Demirguc-Kunt and Huizinga (1998) maintain thatiaions in overhead and operating costs are refieat
variations in bank interest margins as banks paais bperating costs on to depositors and lendzasiumia,
Belnye and Ofori (2005) indicate that high opemttost, which is mainly due to labour costs, andkba
determination to maintain high profit margins dne two bank specific factors which contribute digantly to
wider interest spreads.

2.2.2 Industry-Specific Factors

Financial Sector Development -The usual indicators of financial sector developtr@nfinancial deepening
include the ratio of money supply to GDP (M2/GDRM#2+/GDP), the ratio of currency-in-circulation tmoney
supply, credit to the private sector as a shat®@P or the ratio of total bank assets to GDP. Amdase in any

of these ratios according to Demirguc-Kunt and lhga (1998) and Tennant and Folawewo (2008) is an
indication of improvement in the development of firencial sector. A well developed financial systés
supposed to have lower IRS. A wide IRS is indietf inefficiency which is associated with lowendncial
deepening.

Competition- According to Buchs and Mathiesen (2005), a cortipetbanking system is required to ensure
that banks are effective forces for financial imediation to channel savings into investment, fasgehigher
economic growth. Rose and Hudgins (2008), Das amuksks (2007) and Jimenez and Saurina (2006) argue th
greater competition tends to squeeze the differdmsteeen the lending rate and the borrowing rdtetHer
factors are held constant, the spread will decisecompetition increases, forcing management tdotrfind
other ways (such as generating fee income fromserwices) to make up for an eroding earnings spreaid
has been collaborated by Ngugi (2001), who pointistbat empirical results show that market impdifers
widen the interest rate spread.

2.2.3 Macroeconomic Variables

Reserve Requirement-The reserve requirement in the banking sector magtcain credit supply. Navneet et. al.
(2009), therefore observe that increase in noméstebearing reserve requirements result in a wideof
banking spread as banks face reduced liquiditypc®ay et al. (2011) and Kwakye (2010) also confihat tin
Ghana, commercial banks respond to increases Brveegequirements by increasing the margin between
lending and deposit rates.

Treasury Bill RatessThe works of Folawewo and Tennant (2008) indicdtat tthe Treasury bill rate is
statistically insignificant in determining the inést rate spread. Ngugi (2001) however, identdiessymmetric
response with the treasury bill rate where lendatgs increase with the treasury bill rate, andbbrex sticky

downward when the treasury bill rate declines.
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The Discount Rate-The central bank's tool known as the discountigatke interest rate that commercial banks
pay to borrow funds from Reserve Banks. By raisingpwering the discount rate, the central bank marmote

or discourage borrowing and thus alter the amotiné\venue available to banks for making loans. Cenwmal
banks usually respond to changes in the Discoutd Riéh proportionate changes in their Prime Legdiate.
The discount rate therefore serves as an impoiditator of the condition of credit in an econorBgcause
raising or lowering the discount rate alters thaksaborrowing costs and hence the rates that theyge on
loans, adjustment of the discount rate is constlexretool to combat recession or inflation. Accogdito
Folawewo and Tennant (2008), the discount rat@sstipely correlated with banking sector spreadsi has one
of the largest coefficients.

Inflation-Cukierman and Hercowitz (1990) find that when thienber of banking firms is finite, an increase in
anticipated inflation leads to an increase in IR8ien banking firms approach infinity (competitivase), there
is no correlation between IRS and inflation becahsespread tends towards marginal cost of inteiatied as
the number of banks increases. Demirguc-Kunt aunizika (1998) indicate that inflation is assodiateith
higher realized interest margins. Bank income iases more with inflation than bank costs do. Ateagiu,
Delis and Staikouras (2006), note however, thatetffiect of inflation depends on whether banks’ veaged
other operating expenses increase at a fastethaatanflation. The question posed by Athanasogloal (2006),

is how mature an economy is so that future inflattan be accurately forecast and thus banks cadiegly
manage their operating costs. As such, the relsttiprbetween the inflation rate and profitabilisyambiguous
and depends on whether or not inflation is antieiga

Government Borrowing- Looney and Frederiken (1997) suggest that two nwfacts may occur with
Government borrowing which are the crowding outh@ complementarity effect. Crowding out might acifu
the government uses the limited physical or finan@sources or produces an output to competethétiprivate
sector. Thus, the net effect of government investra private investment depends on the extentamfiding

out on the one hand and the complementarity ofipalnld private investment on the other hand.

Economic Growth-This is represented by the Gross Domestic ProdectGpita.A higher GDPPC is an
indication of increase in purchasing power andtfiat matter the ability of borrowers to pay theiarns. It also
means the ability of savers to increase their ggvirlf an increase in GDPPC leads to a lower denfianloans

and more savings then the spread is supposed teadec on the other hand if it would lead to a éigltemand
for loans because people now have more income amtherefore afford higher amounts of loan thereddjmng

on which ever (savings and demand for loans) isg®anore the interest rate spread will reduce aease
accordingly.

3. Methodology

3.1 Data and Sources

An annual time series data for the period 19900b02is used for this study. The sources of dateBargk of
Ghana and all the commercial banks in Ghana.

3.2 Empirical M odel
Following the works of Demirguc-Kunt and Huizingh908:3), Moore and Craigwell (2000:6) and Sologoub
(2006:2) this study modeled the relationship betwiagerest rates spread using a panel framewoftdlasvs:

IRS, =a; + 2 ¢ X[ + 240, Xy + 2V Xii +
Where IRS represents interest rate spread, defindtle difference between lending and borrowingsrat the
banking industry andX F represents a vector of bank level characteristiXs' represents industry
characteristics andX" represents macroeconomic indicatorsQ¥; represents bank specific unobserved

heterogeneity and;, is the error term.

3.3 Estimation Technique
The concept of panel data is used to analyse tagaeships between the dependent variables imtbeel and
the chosen explanatory variables. Unlike the upoaled ordinary Least Squares (OLS), panel dateessgn
techniques take into account various biases andr atisturbances in regression analyses by comtgofior
unobservable or unspecified differences among finotseasily incorporated in practice. The study eygpthe
panel data model below
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Y,=a,+5+B X, +e  t=1..T; j=1..k&i=1..N
Where @ represents cross sectional heterogeneous effeichvid time invariant,d time variant effect but
cross-sectionally invarian¥;, is a vector of explanatory variablds,represents the number of BanKs,is the

number of explanatory variables ahdepresents time period, measured in ye&rss the unobserved time
specific effect andu/ is the idiosyncratic error term.

3.3.1 Bank Specific Variables

Ownership Structure is a binary variable assumirgg walue 1 for locally owned bank 0 for foreign rmal
banks. Foreign owned banks are expected to repeer|IRS than the locally owned banks. To assessdie of
management and officers of banks, the efficiencymainagement is measured. Management Efficiency is
measured by the ratio of operating expenses tbitmame as an inverse indicator of quality of ngeraent. It

is expected that more efficient management shaald to reduced IRS.

3.3.2 Banking Industry Variables

The two banking industry variables used in thisaesh are the financial sector development and etitign.

Two major indicators are used to represent findisgietor development-the ratios of M2+ to GDP aadkatotal
asset to GDP. This study also uses the Hirschmafiddahl Index (HHI) as an indicator of industryrapetition.
It is measured as the sum of square of the mahiaees of all firms in industry j for year t, the ket share of
each bank is the ratio of total asset (ta) of thdank to the industry’s total asset (TA). Thus:

HHI, le Z;G‘Z jz

3.3.3 Macroeconomic Variables

The macroeconomic determinants of interest rateagpiincluded in this study account for the impaufts
macroeconomic instability and the macro-policy emwiment on banking sector IRS. The macro-policy
environment is captured in the model through thee afdive variables: the extent of government redmon the
banking industry, discount rates and treasury,hif$ation and required reserves. GDPPC is usea @®xy for
economic growth.

Inflation is proxied by the Consumer Price IndeXP()C This variable is an indicator of the cost afird)
business in an economy, and it is expected to Isiiyaly correlated with IRS. The GDPPC represéhts
average income level of the population. GovernmBotrowing represents the extent of government
dependence on the domestic banking sector foritlaading of its fiscal deficit. This variable meassi for the
entire banking sector, public sector borrowing gseecentage of total loans. Governments’ heavamek on
domestic banking sectors for deficit financing gases competition for funds and causes intere=ss tatrise.
Governments borrow directly from the banks and #isough the issue of Government Securities whicthis
study is represented by the Treasury bill.

The Discount Rate (policy rate) is defined as thst aced by commercial banks when borrowing fremtial
banks. It serves as a leading indicator of intenaes in the economy. If the policy rate is imsed, transaction
interest rates should move upwards and vice vatsa.policy rate works by directly controlling thenaunt of
money available to the public and consequenthatitfh.

The Treasury bill ratés generally regarded as an indicator of the isterate policy being pursued by the
government, and a benchmark for the rates chargedimercial banks while the Required Reservesésl as
a proxy for the influence of regulatory and supsow institution. As put forward by Tandelilin (2Z00and
Bawumia (2010), the enforcement of regulations sashthe required reserves limits the ability of kban
managers to over-issue liabilities or divert ass#tshigh-risk ventures.

4, Discussion of Empirical Findings

4.1 Descriptive Satistics

Several descriptive statistics are calculated & thariables under study in order to describe thsicba
characteristics of these variables. Table 4.1 ptesthe descriptive statistics of the data, coimgirsample
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means, medians, maximums, minimums, standard dmviatskewness, kurtosis as well as the Jarque-Bera
statistics and probabilities (p values).

As can be seen from Table 4.1, all the variabldsbétxa positive mean. Also the sum squared dexatow
represents the net change over the sample peridérrns of skewness, Ownership, and IRS have ldigton
that are negatively skewed while the remainingaldgs exhibit a positive skewness which implieg thay
have fat right tails. Kurtosis value of Competiti@ompt), Government Borrowing, Government Secutyl,
Management Efficiency (MGT) and Bank Reserve shthas data is not normally distributed because \sahfe
kurtosis are deviated from 3. The reported JargeieBtatistics and corresponding p-values are teseteck
for the normality assumption. Based on the JargeexBtatistics and p-values this assumption ictejleat 5
percent level of significance for Competition (CdjnpgGovernment Borrowing, Government Security, CPI,
Management (MGT) and Bank Reserve variables, wighremaining variables being normally distribut€de
descriptive statistics indicates that the values @t normally distributed about its mean and vexgaand
therefore, being sensitive to speculation and shawi®dic change.

Takik 4:1: Dacripsve Azalbi of Vasiakla
DECOUN | FDasEC FIMSEC GOVT GOVTSEC OWMERSH
CO0FT TRATE DEV.L DEV.1 GDFPC BORROW T CF priy F MGT

e 153313 2733143 3023373 La5g4s 4£5.1947 APt 947 3432094 232433 L5 27352 DEEEEET 1333357

Doz GELLTL aT 2373 2¥TTES 14 L3asa 1793733 ] 17 L LT3 515453
Ddeyiemmn, 4E51TTL L LREEEESS 2.37ddR4 L553.97 L¥lagEd LTAL0E.T 54.5 26.33 L ita4 T4LLT.44
Mmzum L4l 135 L5324 L1430 Lol 354.3 Lt3g.a3 19 LR [ 4.53 3433t
Sad. Diex LARTRET La.LLL3T [ L b D4E345E 515529 4734.904 EEELE L21.750€3 R 433048 E0F1FE4 2033184
Skzemoma 2.43293L 4378 QUFLEGTL (R E-ERY: LT 2197293 LgasaT4 L.32€035 S47T3 STHTLL L.3L4251 LEddi4g
Kusicam TARId4L 2335291 LaL34ae 2372495 2313454 £.Ta0a3E #.921a3 40238904 2.332952 L5 4.pal4t 4595923
Jeguc-Bem 425309 L34 L.132&34 240745 4043781 2040854 272480 TAR3E41 2.354333 3.71a7s F.430827 LL4L5ep
Peckabakey [ Q4FETLT QEIRIR QAL5ET 2i32404 ] L 2023593 2337833 Q.LEETT BOFITIE 30332
Sum 1224273 ETE AL Q501333 4115393 TTLLEE aL7ag.ag TINTIRT 4331 33437 i4 17g8 3241041
T 53 e 23. 70394 204475 QNETI 4.339022 EERELALS 4 53E-03 3.TEE-LD JI5L.5TL #27.303L A EEEEET 7414301 3.£3E-09
Dbacratcas L an L a a n L L 2 L al 2

4.2 Correlation of Matrix

The correlation analysis is performed to measueeektent of multicollinearity among variables. Tlogic

behind the assumption of no multicollinearity imply that if two or more independent variables mearly

dependent on each other, one of them should bededlinstead of both. If the value of correlatioeficiency

is greater than 0.70 or less than -0.70, it camts¥preted as variables having multicollinearitpigem. The
solution to the multicollinearity problem is to ¢r@ne of the collinear variables. According to twerelation
table (Table 4.2 below), the variables that indigabre than 0.70, with a high probability value evdropped to
avoid autocorrelation and multicollinearity problem
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Table 4.2: Correlation Analysis of Variables

Discau 0T GOTS CWWHE RESER
= MNT RATE F5D1 F5D 2 GDPPC SOERIW ECUR CPl IFS RSHIP MGT VE TBILL

COMPT 1 -0.473 0,32 -0.475 0878 0.934 0,946 -0.338 0,26 -0.662 0.0s 0.95 -0.47

DISC. RATE -0.473 1 -0.603 0.5 073 -0.443 -0.631 0688 -0.478 0.7ed 045 | -0.638 0877

FED1 0.752 -0.803 1 0.2 0513 0.2rz 0512 -0.32 0,667 -0.404 -0.3%5 0.480 -0.451

FsD 2 -0.475 0= 0,24 1 -0.561 -0.52 -0.459 0,252 -01=E 0.556 0A0s | -0.508 0,337

GDFPC 0.878 -7 34 0513 -0.5681 1 0367 0.915 -0.457 0,486 -0.88 -0a6 0.a7 -0

GONT

BORROWY 0.984 -0.443 0373 -0.52 0367 1 0908 -0.307 0145 -0.665 0016 0.94 -0.449

GOVTSECUR 0.045 -0.621 0512 -0.459 015 0.o08 1 -0.41 0.447 078 -01 0055 -0.815

CPI -0.33 0. 508 -0.32 0,252 -0.457 -0.207 -0.41 1 -0.009 0487 0073 | -0.308 0,885

IF= 0.285 -0.478 0,667 -01E 0,496 0,135 0.447 -0.009 1 -0.3B6 -0.33 0.4 -0.331

COWHERSHIP | -0.662 0764 0404 0.556 -0.88 -0.666 -0.7 8 0.437 -0.368 1 0,222 | -0.784 0.754

MGT 0.9 0,045 -0.3:a 0105 -0.16 [akniN-] -0.101 Q.07 3 -0.333 0.222 1| -0.084 0.005

RESERVE 0496 -0.638 0.439 -0.508 0.g7 0.94 0856 -0.358 0.4z -0.784 -0.08 1 -0.607

TEILL -0.47 0377 | -0.451 0|7 | 083 0449 | -0.|s 085 | -0.3: 0754 | 0.6 | -0.807 1

4.3 Augmented Dickey-Fuller Unit Root Test

Most time series data are often presumed to bestaiipnary and thus it is necessary to performedegt to
ensure there is a stationary cointegrating relatign among variables to avoid the problem of smusio
regression. Before proceeding with the OLS estiomati it is necessary to examine the time seriegapties of
the variables by employing unit root tests. The Wegted Dickey-Fuller (ADF) (Dickey and Fuller, 1971981)
unit root tests is being done in this study in orfdecheck whether the time series are stationanob Table 4.3
presents the ADF unit root tests results. The agitiag lengths for the ADF test were chosen. Lag fvas the
most efficient lag to be chosen based on the ldgroselection criterion. ADF test indicates thatnélgement,
Interest Rate Spread (IRS), GDPPC, are statiortdewals with the remaining variables being stadignat first
difference.
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Table 4.3 Augmented Dickey-Fuller (ADF) Unit Root Test

Augmented Dickey-Fuller (ADF) Unit Root Test
Variables Levels (Intercept Only) First Difference (I ntercept Only)
t- Sig.level
Sig.level(%) | statistics | Prob.* (%) t-statistic| Prob.*

ADF test statistics - -20.723 0
Management 1 -3.4553

5 -2.8724

10 -2.5726
ADF test statistics - -8.70885 0
IRS 1 -3.45599

5 -2.87272

10 -2.5728
ADF test statistics - -6.57103 0
GDPPC 1 -3.45519

5 -2.87237

10 -2.57262
ADF test statistics - -5.008P 0
Bank Reserve 1 -3.80855

5 -3.02069

10 -2.65041
ADF test statistics - -2.695111 0.093 -4.7707 00Q.
CPI 1 -3.45589 1 -3.9204

5 -2.87268 5 -3.0654

10 -2.57278 10 -2.673%
ADF test statistics - -1.16503 0.668 -4.3285 0085
Thill 1 -3.80855 1 -3.8315

5 -3.02069 5 -3.03

10 -2.65041 10 -2.6552
ADF test statistics - -1.60964 0.46 -3.7557 100
Discount Rate 1 -3.8085b6 1 -3.8315

5 -3.02069 5 -3.03

10 -2.65041 10 -2.6552
ADF test statistics - -1.54554 0.4907 -3.985 .0002
Fin. Sec. Devt. 1 1 -3.80855 1 -3.8315

5 -3.02069 5 -3.03

10 -2.65041 10 -2.6552
ADF test statistics - -1.93813 0.3095 -3.8115 .0104
Fin. Sec. Devt.2 1 -3.80855 1 -3.8315

5 -3.02069 5 -3.03

10 -2.65041 10 -2.6552

*MacKinnon (1996) one-sided p-values.

4.4; Regression Analysisfor Interest Rate Spread (IRS)

Table 4.4a indicates that four variables namely €nship, Management, GDPPC and government borrowing

significantly influence Interest Rate Spread (IRSined as the difference between lending rate ambtning
rate) at the 5% significant level while Governm&watcurity significantly influence Interest rate seat the
10% significant level. Government Borrowing has atége relationship with interest rate spread whikssal

ownership, management, GDPPC and Government Securihe model have positive relationship with IRS.

This suggests that as Government borrowing inceedR&S reduces. And also the positive relationshigggest

that IRS increases with local ownership and ineeda management inefficiency, GDPPC and Government

Securities will lead to increase in IRS.
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Table 4.4a: Regression Analysisfor Interest Rate Spread (IRS)

Variable Coefficient Std. Error t-Statistic Prob.
C -2.195280 5.384772 -0.407684 0.6897
OWNERSHIP 8.195168 3.406067 2.406050 0.0305
FIN.SEC. DEVT.2 -1.270050 1.938812 -0.655068 0.5230
MANAGEMENT 1.331469 0.496314 2.682715 0.0179
GDPPC 0.023184 0.005204 4.455289 0.0005
GOVT BORROWING -0.001860 0.000398 -4.673380 0.0004
GOVT SECURITY 9.55E-05 5.11E-05 1.868099 0.0828
R-squared 0.788941 Mean dependent var 15.27952
Adjusted R-squared 0.698487 S.D. dependent var 5.60046
S.E. of regression 3.075223 Akaike info crideri 5.345833
Sum squared resid 132.3979 Schwarz criterion 694007
Log likelihood -49.13130 Hannan-Quinn criter. 451396
F-statistic 8.722031 Durbin-Watson stat 1.84919
Prob(F-statistic) 0.000447

The fundamental regression statistics show tRg7B.89%) is high implying that overall goodnesdiobf the

model is satisfactory.

It also means that abodb @8 IRS variation is explained by the model. Farthithe

Durbin Watson Statistic (1.8) shows that thereasantocorrelation in the residuals. The F-statisfi8.722031
with its corresponding p-value [0.000447] suggektd the six independent variables jointly impaR8&! The
diagnostic test statistics reported in Table 4.4flicates that the model
heteroskedasticity and normalilty test at the 5%aning a good model. The cumulative sum (CUSUMjspilo
Figure 4.1 from a recursive estimation of the madddicate stability in the dependent variable oWer sample

period.

Table 4.4b: Model Diagnostic Tests

passes serial correlation,

Serial Correlation
Heteroskedasticity

Normality

F(5,9)=1.024084[0.2196]
F(5, 10)=0.14684[0.9765]
X2 (2)=0.024128[0.98801]
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| — cusum ——- 5% Significance |
Figure4.1: Sability Test for Interest Rate Spread (IRS)

5. Conclusions and Recommendations

This paper sought to investigate the effect of bsmécific, industry-specific and macroeconomic deston
interest rate spread of commercial banks in Ghiloael features of this study are the analysis efdffect of
the level of the financial sector development meadu firstly, as a ratio of money supply to GRRd secondly
as a ratio of bank assets to GDP. Also the intrddoof the bank rate or the discount rate in ititerest rate
spread model.

This study involved the following three stages: &lprief introduction and background of the rseai@) a
discussion of the determinants of bank interest sgread, 3) the empirical model, and 4) the d&son of
empirical findings.

It has been found that locally-owned banks in Ghaaee wider spread than their foreign counterpavisle
management inefficiency, GDPPC and Government 8gcamd Government borrowing also have significant
relationship with IRS. Management Efficiency, GDPR@ Government Security have a positive relatignsh
with IRS. An increase in each of these variablesuisposed to lead to a higher IRS. Government tamgp
however has a negative relationship with IRS. Sithe variables are found not to have any relatignsvith
IRS. These are the two industry-specific variableanely competition and financial sector developtraamd
also the following macroeconomic variables: reqiiireserve, Treasury bill rate, the Discount raiaflation.

The results confirm the perception that locally-edrbanks tend to have wider spreads than foreigredw
banks, an indication that locally-owned banks a¥garded as less efficient and therefore cover lieir t
inefficiency by increasing the IRS. Managemenffioiency means higher expenses and for inefficleartks to
match the high expenditure lending rates must beeased while borrowing rates are kept low resglimwide
IRS.

For the macroeconomic variables, an increase in BEDPneans as income levels go up, IRS increases,
suggesting that bank customers demand more loatte&seconomic conditions improve and also deposit
make more money available to the banks and therdfanks can afford to increase interest chargddams and
reduce interest paid on deposits. The positivaiogighip between IRS and Government Securitiestpaémthe
fact that investment in Treasury bills creates &y® for loanable funds and therefore bank manageronly
make more loans by charging more interest on Itizetswould compensate for the high cost of borrofuedis.

On the other hand Government direct borrowing tesnlthe lowering of the IRS. Government is clfisdiby
banks as a low risk customer. Government loansttaeefore contracted at lower interest rates. Theem
Governments borrow from the banks the more contitetéhe banks are and so IRS is minimised. That the
financial sector development measured as the ohtiotal bank assets to GDP does not influencertiR@ns that
the growth of the banking sector, all things bedggal will not lead to a change in the IRS.
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