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ABSTRACT 

This study attempts to analyse the impact of interest rate policy on economic 

growth in Cameroon of the BEAC sub-region. lt covers the pe1iod before 1990 

marked by negative real interest rates which symbolizes a repressed financial system 

and the 1990s characterised by positive real interest rates following the refom1s in the 

financial sector. 

The study is based on the principle that the impact of interest rate and financial . ' . 

reforms on growth works through the relationship that exists between savings and . 

investment. As such savings and investment equations were also specified and 

estimated. An econometric switching model was used to estimate the growth and 

efficiency of investment equations. The model to be ve1ified holds that the eflkiency 

of investment will be negatively correlated with below-equilibrium interest rates and 

positively correlated with above-equilibrium rates. This implies economic growth 

should be positively correlated with below and above equilibrirnn interest rates · 

respectively. This is because when the interest rate is held below equilibrium, 1ising 

investment compensates for falling efficiency of investment whereas at above 

equilibrium interest rates, falling investment due to high cost is offset by rising 

efficiency. The following results have been obtained. 
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Financial liberalisation theory holds that refom1ing the financial sector 

will lead to positive real deposit rates. This in turn; will raise the savings rate; 

increase financial deepening or bank liquidity; raiie the quantity and q11ality or 

investment thereby promoting economic growth. The empirical evidence for 

Cameroon still provides mild support tor the theory. Real interest rates are 

average!~ positive but the response of savings and the efficiency of investment 

are positive and insignificant whereas the quantity of investment, financial 
.. 

savings or bank liquidity and economic growth are negatively though 

insignificantly affected. However, there are indications that the refonns have 

been implemented in a period of relative macroeconomic instability and 

unce11ainty which might have hindered the success of the reform. Fu1ihermore, 

some of the reforms are yet to be implemented (e.g. the creation of a stock 

market and Deposit guarantee scheme etc.). 

At the level of the interest rate policy probably before the reform, real 

interest rate effectively influenced the flow of ftmds into the banking sector as 

real money balances are interest-elastic. The reason fix this could be that in a 

greater pati of the pre-reform period, the macroecoi'1omic and banking 

environment were stable and the favourable terms of trade might have generated 

much liquidity fron1· exports. However, despite the availability of fi.mds in the 

banking system, economic acti~ities declined, as· these funds were not made 

available to potential investors. This is reflected in the no:i-responsiveness of 
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capital investment to real interest rates, as such the banking system is 

considered inefficient in Cameroon. Aggregate savings are also interest-inelastic 

but this may stem from the fact that the income effect dominates the substitution 

effect. That is, savings depend very much on income growth. The effect of the 

discount rate (real lending rate) on investment is positive and significant 

(insignificant). This may reflect the view that _the availability of fonds rather than 

the cost is imp01iant for investment decisions. And the net impact of real. 

deposit rate on economic growth is negative. In swn, the interest rate policy is 

, ineffective. The existing structure of interest rates is economically insignificant 

and does not form the basis for moneta1y policy in Cameroon. Other factors· 

interplay in the growth process. 

The insignificant nature of interest rate movements resulted to an 

insignificant equilibrium rate which made it impossible to draw a conclusion or 

whether too low an interest. rate is detTimental to economic health as setting 

them to high. The hypothesis ought to be verified using a switching model as 

mentioned above with an unknown 

obtah1ed suggests that the rate of 

equilibriwn interest rate. The model 

economic growth is negatively but 

insig11ificantly cortelated with below and above equilibrium interest rates 

respectively. This indicates the non-existence of a definable equilibrium interest 

rate in the empirical context of Carneroon. 
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2 
'11( 
'.-'1\,::tf' 

INTRODUCTION I~iI 
.. }~:,::;~-. . , ... : 

!it,1.;\ • 
The interest rate policy has a role -to play in econom1c 

i:/t~}{:'.:.: 
··,-;tj'V.-, 

development since it links savings and investment. The literature on J1nancJ~:~;;d 
. i'i}i}F 

development has traditionally focused on the role of the rate of interesrin 
' ~.:~·JJ(.:' 

.. i{lf{~t:. 
generating savings via inducing a reduction in consumption at a given leS~('af 

, ::i't~f0" · 
income. In the financial liberalisation theory; it is argued that high real infe{~st 

:K~¥r~:. 
rate has a positive growth effect. This is because the quantity of real sqyi1ws 

,, 
,) 

';,~ (':'·, :..-.: 

increases thereby making funds available for investment. In contrasqlJhe 
V ':!;~):\:'./;' 

Keynesian theory strongly suggests that high real interest rate raise the c~f(of 
·"·/:. ~-
.n\ ·, 

borrowing and therefore discourage inveshnent, growth and savings. Tht1~>the 
j{' 

theory of low real interest rate should favour investment that determines sqyj!1gs 
}~li: 

through income growth. However, the financial liberalisation theory advo9~ted 
{f~f:: 

by Mckinnon ( 1973) and Shaw (l 973), considers the 
. ·., 

savmgs
. 1\.'\/~ ! 

{{'\ 
liquidity/investment · circuit as its theoretical base (i.e. it 1s savings:\ that 

tJ:t/ 
iSi;~ 

In Cameroon, and in the BEAC sub-region, economic reforms iffi\Jbe 

'.~~~f:~f 
context of the stnrctmaJ adjustment programmes, have equally giv~n}~fon 

detennines investment via high real interest rate). 

:ii~~;~;\~ 
important attention on rest1·udming the financial and banking s~~t9r. 

· .. t·~f;i?:tt;(. 

Throughout the 1970s and early 80s, interest rates were set adminislrativ¥i~'.'at 

':itf~t:' 
low levels in order to promote investment. This was in line with the po)icy;-:pf 

);i1l~{ 
" ,, 

CODESRIA
 - L

IB
RARY



3 

low rates advocated in the Keynesian theory. As from the encl of the 1980 

management of intei·est rates were made more flexible as part of the struc(tlt1 
:jJi~\{ 

refonns. This reform which aimed at improving the efficiency of the f111~1it'ial 
:1·' 

i.-·r}r 
/\·;:, 

system with a move away from direct towards indirect monetary policy· is 
:::{(;'.:·. 

expected to promote economic growth. Thus, restructuring does not only q/~jiat 
_.JJ.\ 

raising interest rates. Severl'.11 other issues are within this context e.g. b"i\(er 
Yrt-,:· 
··.t;)/··. 

banking performance and reduction of waste· through the eliminatio11(of 
','k . 

preferential interest ·rates, liberalisation of banking conditions, creation ''9/ a 
:~:!:\' 

viable money market, improvement of prudential regulations, instituting &;;ff~w 
:~i\}f' 

form of monetary programming and the reduction of government ascenda11§Y}i11 
· f !i}1~}t[i, 

the banking system. It is with this regard that the study aims at assessing t}i~fp}d 

''Jf~~t~r 
policy, the extent of the financial reforms and their COITeSponding impa·cf\pn 

'.,~~~ economic growth. 
l .1,, 

' ,, 

2. A STATEMENT OF nm RESEARCH PROBLEM lli 
During the period 1960 to 1986, the Cameroonian economy registe/~N:An 

}~~115( 
impressive growth performance and this was triggered by its diverse agricqJr~ff:pl 

\1.~!?iJ~-:' 

base coupled with the development of offshore crude oil resources in thtL~·tc 
. .IlM·!!. 

1970s 1 . This permitted the country to maintain a high level of per capita i11
1~§\11e 
};\~ik· 

. :{:~;~\\ ,·/ 

1 S'ee t.'11ruslal, co1111/ry profile Cameroon l Y93. 
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despite the high population gn)\,vth rate. Cameroon was then dassified as a 

middle income country. 

However, since 1986 almost all the key economic indicators have been 

declining mainly due to the collapse of the world commodity prices and internal 

structural problems2 
. Nevertheless, there were also problems of external shocks 

such as the drying-up of foreign capital inflows and unstable exchange rates. 

The major weaknesses of the economy of Cameroon were then exposed as the , . 

economy was plunged into severe liquidity. crisis and increased budget deficits. 

This forced the authorities to put in place a programme of far-reaching 

economic consequences in the 1987 / 1988 budget. This was the stabilisation 

pro!:,1ramme, concluded with the lMF in September 19883 
. 

· In accordance with the spirit of the programme which calls for a total 

deregulation of the economy, many innovations were also later intTod~1ced into 

.. 
the financial sector. This action tmdertaken to reform the financial systerp paved 

. \; ,: 

the way for a new financial policy option within the BEAC zone. The fimmcial 

policy of cmmtries in the region had been in favour of low interest rates· based 

on the grounds that they will enhance the level of fixed capital fonrnition4 
. It 

,"-1::·1· 

was hoped that, in order to increase investment and restore the liquidity p-osition 

2 1\FenJieth report o.l the National C.1redil (-"'t>uncil, C'an1eroon .fOr Jhe 19H7! J 988, I 988/1989 and · · 

198911990 financial years, p. 103. 
3 ibid. 
·1 it is co1J1111on~y beliel'ed Iha/ /he 1heorelical umlerpinning jhr a policy 1!f' lm11 interest rntes 1Pus 

provided by the popularised l'ersion of the f.:eynesian proposilion that inhresl mles should he kept 
low lo speed up the ac:c:w11ulalion of capital or inves/111enl (Nissanke, I 99./). 
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of the economy and thus stimulate growth, policies to boost internal savmgs 

were necessary to be adopted. For this reason, a .restructuring of the financial 

and banking sector needed attention. This is in line with the financial 

liberalisation the01y of Mckinnon and Shaw ( 1973) which advocates free 

financial markets on the grounds that savings which represent a source of 

productive investment will be boosted. However, reforming the formal financial 

sector should not be regarded as a pm1acea to generate increased growth. 

The financial sector in developing countiies including the BEAC zone is 

composed. of fonnal and informal lmits. This implies that policy measures 

should not rely heavily oaly on the former as a growth enhancing machine1y. 

The informal' financial section could be in a better position to enrich the 

development fundamentals of a third world nation like Cameroon in the BEAC 

zone. For instance, during the phases of expm1sion (from the 1960s to 1986), 

characterised by good perfonnance of the national economy, the informal 

financial sector occupied a very important place in the financing of economic 

activities. As noted by Grozinger ( 1988), informal finances contributed largely 

to food production in the rmal areas during the expansion phase whereas the 

modem finm1cial sector was preoccupied with financing the collection and 

transportation o( export products to the ports for exportation. Furthermore, it 

would appear that the formal finm1cial sector does not finance enormously the 

agricultural sector due to the risk of non repayment of loans. Since the sector 
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represents the mainstay of the economy, the insufficiency of' formal fi11ili1ying 
::~II!f;/ ... 

implies a reform of the latter may not necessarily raise agricultural prodqG,fivjty\;: .. , 
J~i(( .· 

and hence economic growth in Cameroon and the BEAC zone in genera1.:·g1!Ji;::r· 

tt~J,-
Another reason why the formal financial sector may not promote 

·~ , 

econmmc growth .is due to the sit1iation peculiar to sub-Saharan Africaq /i! :; 
, ·. i~1.'./. 

countTies. The income levels me low coupled with high and skewed patterns of}/;,':. 
<lt~gi;. '·. '\{?;t~{t~i~ .. :' 

consumption, and structural factors that constraint the ability to save as ·~{\! · ~i\?Jt:/ · 
. . ?f 2~:: '. :f ~}jJt. 

of governments to raise resomces needed to finance their expenditures. f ofthii?X.; .. 
' .'.}f:\t'{ : : :::?t\· .. 

reason, positive r~al deposit rates OCCUITing as a result of financial refort1f~:i\nay~r~::-
'/Jy:1· : : fif ftz : 

not necessarily raise the level ·of savings to finance investment. In add1t1on, mk::;,;:,:: 
.\~!!fi(· .. ·::·H{;}i; . 

most of these countries, credits seem to be granted mostly for consu1pptio1f)\: 
· ·· >;,ffr 

purposes at the expense of investment spending for reasons that most loans arer,t· . 
. ·•·,.',•·('. . . .. -.~-

~ \{:;/:· 

grnnted to urban dwellers or civil servants. In Cameroon, according to f·,, .. 
statement of the national credit council for the 1994/95 and 1995/96 financial 

years, a geographical breakdown of the entire credit 1=,rranted shows that Douaicr)\ 
.. >}t' 

and Yammde took first and second places respectively. One may therefc)rc pc{\., 
. . . \// ' :.'.'~{:f \:,; ' 

forced to conclude that the commercial banks loan are not accessible:_, .to a·}i;.: · 
.:~J'.( ·'.::)tr:. 

majoiity of the population and to potential investors in Cameroo11,-.:(rhe, ?:• . 
. ·-'<; ''i.' •• ··:··,.;:,_: • 

. -:, -~, · . .' :;\::tn:~:.i: 
consequence is perhaps high level of consumption leading to reduction fr{/}{ 

. .. :·.~ _.'" 

·.1t:(~:ti)'· 
savings, low investment and growth which should not even respect interesf rat(~t~( . 

movements. .<f:(iif~~~(•-
f~/; ·, 
:.·-i·:·. 
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The financial sectors particularly those of sub-Saharan Africa have been 

111 bad shape due to mismanagement and poor institutional settings and this 

should have an effect on its efficiency. The World Barile (1994, p.110) 

described the financial system 111 Africa as those characterised by weak 

resource allocation m1d mobilisation, high credit losses, high intennediation 

costs, and excessive political interference. Cameroon is not an exception as 

most of its commercial banks became insolvent in the late 1980s and were 

liquidated5 
. However, this prompted the adoption of the restructuring process in 

1988 which was stepped up in 1990/91 financial year by the decision of the 

BEf\C to revise interest rates beginning October 19906
. Such restrncturing 

aflccted the formal financial system to the neglect of the informal sector. From 

the foregoing it becomes impmtant to examine what impact such a revision of 

interest rate had on the economic growth of Catneroon. :fo other words, it is of 

ultimate importance to empuically detennine whether the fonnal financial sector 

and the rcfrmns undertaken there in, have a role to play in growth process of 

Cameroon in particular, and the BEAC region in general. From the study, one 

may be able to suggest what plans to tmdertake as concerns future policy 

orientations in the sector and as well in the infonnal financial sector. It is also 

5 ,'-,'ee the twentieth report<~[ the National Credit Council, p. J 30, 1987188, I 988189, 1989!90 Jinancial 
yearsjhr details. 

6 1ls mentioned in the twentyJirst report <~[ the Natioiwl Credit Council, p. 25, 1990/91./inancial year, 
the various steps include: the efiminatio11 <~/' t/,e preJerential interest rates in October I 990, repeal 
r!f'111i11i111um lending rates and i11stituti11g a 111axim11111 rate and a minimum deposit rate, andJi·equent 
(l{(justments <?l interest rates taking into consideration trends in the economic and financial 
situation. 

CODESRIA
 - L

IB
RARY



8 

very impot1ant to understand whether setting interest rates too high may be 

detrimental to economic health as opposed to low rates. The reason is that, 

while one theory advocates a negative relationship between investlnent and the 

level of interest rates, another postulates a positive relationship via more credit 

availability7
. However, this might occtu- at favourable rates of economic growth 

since ftmds are allocated to productive investments and as such efficiency in 

invest1nent is expected to be high. No study has examined empirically such a 

situation and considering that interest rate setting is an important policy matter, 

there is need for a thorough investigation in the Sub-region. 

Furthennore, it is also necessary to understand at what level real interest 

,, 

rates may unfavourably affect economic growth. Perhaps a knowledge of the 

situation would have helped Cameroon and other countries to combat the crisis 

of the 1980s which was fuelled by oil price shocks, and deteriorating tenns of 

trade among other factors. Since a policy of low interest rate that exhibits 

regulation had been the order of monetary policy in the BEAC zone until 1990 

when interest rates were rationalised or liberalised, 8 it is worthwhile to have an 

insight into which regime to be sustained in the zone. Further, this study could 

7 The Keynesian themy hold~ that low interest rate will promote investment as opposed to higher 
rates, whereas the .fi11a11cial liberalisation themJ' (!/ A!ckinnon and Shaw (1973) argue .f<w high 
interest rates lo allracl savings for investment. 

8 Even though re.forms in the .financial sector were initiated between September 1988 and April 1989, 
this study has considered 1990 as the year when the e_ffects of.financial liberalisation could be felt. 
1Y1is is because, that year marked by the beginning of liberalisation of banking conditions where 
lending and deposit rates of interest were to be fixed ji·eely through negotiations between banks and 
the customers in compliance with the limits constituted by the minimum deposit rate and the 
maximum lending rate (,~ee twen~v:fourth report of the National Credit Council, 1994195 and 
1995/96Jinancial years, p.61). 
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;./f 
.::·?~ 

possibly help policy makers understand if the existing structure of intere: ;,. (ths 
. . . )~i1J1.f 

respect economic norms or more precisely whether financial dec1s1orf$;~~qre 
·\~: 

dependent on the level of interest rates in the region. 
·:. F? 

1l1is study will therefore attempt to investigate the effect of real it"·~t-fst 

rates on the struch.ffe and volume of savi11gs and investment, eflicieri,qStor 

. {/{~ft 
inveshnent and hence on economic growth. With this clone, policy maker(tJ:ijay 

";~*~,\~': 
be able to gain better insight into the role of interest rates in the growth pr9fi·ss. 

. \: :~}\((~' 

More importantly is the productivity and quality of investment as affected ~~\he 
·\i{it/ 

interest rate which is among the objectives the study seeks to analyse. FiBiJly, 
.,,:,.'.;i'' 

··:~}~ftf,/" 
the crucial link existing between investment anct economic growth in sit:u~Hons 

.. ;Wt: 
of low or high real interest rates may seize from being a matter of conjectu1;~;i: 

,c',rtt 

3. II, ' 

OBJECTIVES OF THE STUDY 

~\~·{~·::\' 

The main objective in this study is to assess the effect of the interes't.tf~te 
:)iJfo;, 

policy and financial rdorms on economic growth in Cameroon, andXlhc 

'Hit' 
mechanism works through ~avings and investment. We will be guided tl11;qi1gh 

this proCess by the following specific objectives: cli? 
(a) 

}{tk 
To exainine the reforms undertaken in the financial sector and asse~f the 

)tr\ 
impact on macroeconomic performance. This will be done by spec(!yjng 

' ,·,-~ [ ' 

and estimating the savings, investrnent and growth functions with: thG 
'•>h·::; 
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interest rates as the pnmmy causal vaiiable. However, descriptive 

statistics which · compares the vatiables before and after reforms shall 
' . ,· ' '-' 

als~ be used; 

· .. (b) · Assess the effec·t of real deposit rate (a proxy for returns on capital) 0,!} .· 

the average efficiency of investment. This will be exainined by using the ·.· · 

incremental capital· output ratio as the measme of efficiency of( · 

investment a11d to regress, it on real deposit rate and other variablet.'-: 

(c) 

(d) 

4. 

believe to influence the efficiency of investment; 

. ' 
Detennine the extent to which interest rates ca11 fonn the basis of· . · · . 
finai1cial and m·onetaiy policy in the Sub-region. This involves a critical· · 

', . ' . . . ,. 

. ,,,,· ' 

exainination of the reliability of the coefficients of real interest rates jq . · 

the savings, investment, !:,>rowth a11d efficiency of investment equations.-·,-··.:· ':' 

From the above we hope to put at the disposal of policy makers · ~i1 /: · · 
_, ·., .. 

analytical a11d empirical base for foture policy formulation in the doqmiq ·. 

of interest rate poiicy and financial refonns. 

RESEARCH HYPOTuisES 

The following hypotheses have been developed based on the aQoyf (:. 
reseai·ch objec;tives. These hypotheses ai·e: 
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(a) The reform of the financial sector has resulted to economic recovery in 

Cameroon by causing a rise in savings rate, financial deepening, the 

quantity of investment and economic growth. This is because real interest 
' 

rates becomes positive and therefore attrncts savings for investment 

which generates growth (Mckinnon and Shaw, 1973); 

(b) The variation of interest rates do 'not affect the movements and direction 

of loanable funds in the formal financial system in Cameroon. This is 

because real interest rates have been negative or low in a greater part of 

the period. That is, financial· savings or real money balances and 

ag!:,,rregate savings are tmresponsive to interest rates; 

( c) Capital investment both in quantity and quality are responsive to changes 

in interest rates despite the low real lending rates or to the deposit rate 

respectively; , 

( d) The non-responsiveness of savmgs, investment and efficiency or 

investment to real interest rates is an indication that the rate of economic 

growth is· not affected by the interest rate policy. The points above 

express the fact that the movement of interest rates is economically 

insignificant and ;therefore does not f-orm the basis of financial and 

monetaiy policy in the BEAC zone. 
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5. METHODOLOGY 

5.1 Data Sources and Collection 

The major source of secondary data came R·om publications of the 

central statistics office in Yaounde. There was a lot of inconsistency in the · 

compiling and publishing of data in the central statistics office. As such, we · 

nonnally relied on statistics fi-om the publications of international bodies like tbe . 

World Bank, the IMF and tbe Bank of Central African States. 

From the Directorate of Central Statistics and National Accounts of the ·. 

Ministry of Economy and finance in Cameroon, data that have been collected/,.: 

are published in documents including "Notes A1muelles des Statistiques" and .. 

"Comptes Nationaux du Camero~m". The data include; Gross Domestic Product . · 

(GDP), gross investment, public investment, private investment and · . 

depreciation. Another. national source of data is the Head Ollice of the Post 

Office S~ivings Bank in Yammde. The interest rate on postal savings which · 

represent the deposit rate in our study, for reasons expl.ained forther below, , 

were collected from the above source. 

The Bank of Central African States (BEAC) se1ved as another important ·. 

source of data. From some of its publications compri~ing "Etudes e(\: 

,, 

Statistiques", "Sfati,stiques Financiers et Rappmt d'Activite" and the progress 

reports of the National Credit Council (NCC) of Cameroon, the following dafcf : ; 

;:·' · .. ~ \ ,: 

·>' ., 
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were obtained: Money stock (Iv12), Domestic credit, Credit to the private sec/or, 

and the values and volumes of exp01is and imports which were used to derive 

the openness of the economy (defined as the ratio of exports plus imports to 

GDP) and the te1ms of trade index. 

From the IMF "Illternational Financial Statistics", the data collected 

were, the Central Bank discmmt rate, population for calculating per capita GDP, 

~.nd the conswner price index, inflation rate for Cameroon and the World which 

were further used to derive the real exchange rate as well as the real deposit 

rate. Data on gross .domestic savings and foreign savings expressed as 

proportion of GDP including the external debt service - export ratio were got 

from the World Bank sources as earlier indicated. 

5.2 l\tlethod of Analysis 

The method emplo:yed to empirically analyse the data set is discussed in 

, details in chapter three. However, this section briefly looks on the model type 

intToduced in the study. 

A spline fimction9 and an incremental capital-output ratio are suggested 

as the main tools of analysis. The spline model attempts to show whether 

economic growth could vaiy differently in situations of below and above 

9 A spline jimctio11 is either a straight line or a c111·1,e made up of distinct pieces or breaks 11•/Jere .euch 
represents a particular econo1.,1ic situation (see sec/ion 3. 2. 2 for detail.\). 
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equilibritun interest rates. Accordingly, linear spline functions for the growth 

\ 

and incremental capital-output ratio have been intToduced. ln the stl1dy, the 

interest rate variable is the primary variable assrnned to influence economic 

growth and efficiency of investment as measmed by the incremental capital

output ratio. Thus, the model hypothesises that when real interest rates are helq 

below the equilibrium (a proxy for low rates), economic growth declines as· 

efficiency of investment is negatively affected. On the other hand above the · 

equilibrimn, a proxy for high real interest rates, 1:,rrowth accelerates as a result of . 

a possible rise in the productivity of investment. 

The other variables e.g. aggregate savmgs, financial savmgs and 

investment are fonnulated and specified in their conventional li11ear forms. 

Nevertheless, it should be understood that a dummy variable has been 

introduced in each equation in order to assess the relative effects of financial 

liberalisation or reforms 10
. 

6. LIMITATIONS OF THE STUDY 

The period of this study stretches from 1972 to 1996 which covers both · 

periods of financial repression (i.e. 1972 - 1989) and ii1terest rate reforms which 

10 Jn this stuc~y. the reform period comprises of limited yearly sample (~/ obsenations. 'J1,e 11011" · · 

availability of quarter~y data prevented us from canying out a sub-period esti111alion. as such tlw · 
quality of the results will be improved b./ the use of a descriptive statistics. . 
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was effoctive as from 1990. 11 Several problems were encountered in the study 

especially at the level of data collection and data series. The first is concerned 

with the choice of the deposit rate. For those published by I3EAC, which 

comprise ( e.g. interest rates on time deposit 3 - 6 months, 6 - 12 months, 12 - 24 

months and the rates on treasu1y bonds and saving deposit), long-time series 

data are not available, precisely within the 1979 periods. And as such this 

would have limited the period of coverage of the study to 1979 - 1996; which 

represents a small sample. Fmthermore, the deposit rate on time deposit and 

treasmy bonds were not tmique tmtil 1990 when minirmun rates were instituted 

for such deposits. However, a unique rate exists for the savings deposit, but 

since data on these rates are not available within the 1979 periods, we preferred 

to use· the rate of rennmeration on postai savings which are available on a long-

time basis. More to that, BEAC ( 1988) used this rate as a proxy for interest rate 

on deposit, and as Sergio, Pereira Leite and Dawith ( 1986) argue, such a choice 

does not affect much of the results because a strong relationship exists between 

the different interest rates on savings., But Haque Montiel and Layiri ( 1990) 

powerfully argue against that the lack of consensus on the responsiveness of 

savings to changes in interest rates is due to the various proxies which arc used. 

They then proposed the calculation of a rate that could be considered as a key 

JJ The choice of the year 1972 is comlilioned by lhe availabilily <~f'dala 111hile /9(){} is lhe yrnr 11'/ie11 

inlerest rate conlrols were 'relaxed mu/ pre.ferenlial inleresl rales abolished in C '0111eroo11. 
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deposit rate or a 'benchmark' rate for all rates and which depends on internal 

and external factors, taking into accmmt the degree of capital mobility. 

Accordingly, such a calculation is to be done by the use of a three stage 

ordinaiy least squai·e and being a complex method which requires enough time, 

it was not considered in this study. However~ comparing the various rates . 

published by BEAC from 1979 to 1996, together with the rate of remuneration 

on postal savings, 12 one realises that they align themselves. This fact therefore · 

supporis what Sergio and Dawith (1986) says, about the general tenqency tor. 

all rates to move togethe( Neveiiheless, there was still a problem. The rate on · 

savings deposit in commercial bailks .did not maintain the same trend with that 

on postal savings during the 1995 ai1d 1996 periods. Whereas, the latter remai1~ 

at 8 percent, deposit rate 011 commercial batiks savings deposit dropped fron1 8 

to 6 percent13
. We decided for this reason to consider the average value of the 

two rates in 1995 and 199614
. 

Another problem as concerns data collection was that, in different · 

editions of the saine publications some vai·iables have different values thus, 

demanding some judgemei1t on which to use and also questioning the reliability 

of such data. This was also the case with the same variables in different 

12 See appendix I. 

13 ibid. 

14 The assumption is ihal using the average value of the lwo rates in 1995 and 1996 will not affect v11r : 
results much, and the declining lendency of the deposit rate of b,mks i.1· also taken into · 
consideration. 

''··r·.-, 
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publications. Frnthei1nore, some of the data do not reflect the actual figures for 

some periods. For instance, it was from 1984 that oil production was included 

in total exports as noted in "Notes Annuelles de Statistique". This therefore, had 

an important impact on the tenns of trade and, as well, on the variable 

representing openness of the economy. 

The third problem concen1ed the values of public and private 

investments. We had to consider as public or private investments, the value of 

gross domestic fixed capital of the public administration or the smn of the gross 

domestic fixed capital of households including individual entrepreneurs, 

companies and other enterprises of the private sector respectively. The hope is 

that the results would not be affected much since investment is supposed to be 

the smn of gross domestic fixed capital and the addition to stock of physical 

goods. We have assmned that the fonner component accounts for more than 

two-third of the entire total investment. However, the major problem was that 

data series for the addition to stocks of each sector were hard to obtain and in 

some cases incomplete. But since at times, what. is considered as private or 

public investment by the Financial and Administrative services of Cameroon is 

the gross domestic fixed capital15
, we find it reasonable to follow suit It was 

not possible to have data on the different components of gross domestic fixed 

15 When the data on these variables were compared with that published in the various progress reports 
of the National Credit Council (e.g the twentieth report), it was realised they did 1101 equate gross 
investment but the sum of the gross domestic fixed capital for both the private and public sectors. 
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capital of the private sector. Global investment includes forms of non

productive investment st1ch as housing. Thus in order to better assess the effoct 

of interest rate on efficiency of investment in accordance with whether the 

fonner is below or above its equilibrium value, it would have been necessaiy to 
. ; . 

use the 11011-hqusing componem of p1ivate or total inve~tment. 

In IIJat1Y cases, series data were not complete while some were not 

available at national sotu-ces. For compJeteness, we had to piece data ftom :" .. 
. . . . ' ' ..... : .· 

different sour~es into a single s~ries ru1d for the case of non availability, Wt\ 

relied on it1temational sources. For instru1ce, data on national p1ice index are not/·. 

available in Cruneroo11, instead c91.1surner · price indexes ru·e available foe·: 
'' _:.;·', .. 

,.;.'.' ·' 

Yaounde and Douala. This. could have been used to calculate the ret;1l exchange.·: 

rate, but there are problems of inclusion. We have therefor~ considered those; ,:-

kept by the iMF. Lastly ru1d the most severe problem is the non-availability oct·i 
; . '' .f\<·:~:,;\>· . 

quruterly data on real variables. This would ·have enabled us to cru1y out sub-::< ·• 
. •. 'J ' •• 

periods estimations, investigate the time-seties properties of the vru·iables (i.e. 

testing for non-stationarity) ru1d to avoid the use of dwnmy vru·iables. 

Above all the quality of nukh of the data is fairly good. Nevertheless, the· ,·<. 

above discussions on the vatious problems confronted during the collection ariq :. · 
' ·, ·,, •. 

,.":: ·}·.;} :"·. 

analysis of tj1e data set give us ru1 idea on the natlrre of the data we are dealing::,: 
'":-· ·. 

·' ,:, 

with. In this respect, the interpretation of the results coqld be done with a certaj11)) . 

allowance. 
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7. PLAN OF THE STUDY 

The rest of the work is organised m two parts. Part one serves as 

background to the study and. involves chapters one and two. The first chapter 

concentrates on the literature review as concerns the working of the financial 

system and its role on developments and results obtained by previous 

researchers. Chapter two examines Cameroon's financial structme and its 

evolution. 

Part two is divided into two chapters and .comprises the theoretical and 

empirical features of the work. Model specification, ~stimation techniques, 

'problems and solutions of estirnatiqns of the growth rate, efficiency of 

investment, liquid asset and investment models are subject· matters of chapter 

three. Chapter four throws light on the economic analysis of the models 

specified in chapter three. Here, the marf,1inal effects of the interest rate and 

other variables on economic aggregates - f,1rowth, financial savings and 

investment are identified. The general conclusion is made up of our findings and 

the policy suggestions emanating from the study. 
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To constitute the base for this thesis, a review of the major works 

have been done in the domain of interest rate policy within the context of 

financial repression and financial liberalisation or refonns. This is precisely 

the subject matter of chapter one. Chapter two on its part describes the 

Cameroonian financial system and its perfonnance. These two chapters 

make up part one of this work which actually represents the backbone for 

the theoretical and empirical analysis in part two. 
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CHAPTER ONE 

REVIE,v OF THE LITERATURE 

1.1 INTRODUCTION 

Since the early 1970s, expenence has accumulated to support the 

arguments of Mckinnon (I 973) and Shaw (1973) to the effect that keeping 

interest rates below equilibrium levels is more likely to obstruct productive 

investment than to encourage it (Chmies, 1991: 288). This is because the 

interest rates offered by banks and other financial intennediaries seem to have a 

direct effect on the volumes of funds deposited with them. The reason may be 

either that allowing real interest rates to 1ise towards a 'market-clearing' level 

encourages savings, or that allowing them to rise in modem-sector financial 

institutions attracts fi.mds that would otherwise be allocated by more infonnal 

channels or simply hoarded. The foregoing discussion is an indication of the fact 

that repressed finance is not growth-enhancing, since it reduces the flow of 

funds to the fonnal financial sector and distorts the most productive allocation 

of resources, leading to lower levels of savings, investment and growth. 

However, some authors argue that liberalised financial markets may still, and 
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for others will not, improve on the growth performance1 
• Thus, the dynamic 

intcn1ctions between fimmce and development are adinittedly intricate and 

subtle as can be understood from the numerous works of many economists, 

which are examined below. This chapter therefore, is devoted to analysing the 

concepts of financial repression and financial liberalisation and the role these 

systems play in the development process as put forward by some researchers, 

( e.g. Gupta (I 987), Montiel ( 1995), Lanyi and Saracoglu ( 1983) and Oshikoya 

( J 9<)2) etc.). 

1.2 THE CONCEPTS OF FINANCIAL REPRESSION 
AND I ,IBERALISATION 

Financial repression is deltncd as a situation in which government and , 

Central Bank regulations distort the operation of financial markets (Thirlwall 

1994, p. 238). These regulations include, ceiling on the nominal interest rates 

(making the real rate of interest very low or negative in times of inflation), the 

i111positio11 or reserve requirclllents on lhc commercial banks; limiting their 

ability to lend; the requirement that banks lend to the government to finance 

budget deficits, and compulsory credit ceilings. Mckitmon ( 1973) and Shaw 

(l 973) popularised the concept of financial repression and argued that a 

repressed financial system interferes with development in that intennediaries are 

1 nomhusc/1 and Reynoso ( I 9R9) and others sav I here 11111st he 111acroeco110111ic stahilif;y and certain(v ./iir 
succes.~jitl /iheralisation; whereas neo-stmctumlists like 'J'r~vlor (}9R3) and V Wijnbergen (19R3) and the 
Keynesians wor1J1 ahout the high cost n,/"credits and its negative impact on investment and thus growth. 
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not well developed for mobilisation of savings with low negative interest rates 

and inefficiency in the allocation of fipancial resources among competing uses. 

Under financial repression, banks will ration credit and grant loans according to 

non-economic criteria such as political influence. This allocation system leads to 

lower average productivity of all the investment projects which do receive 

flmding. 

The situation had been very common in Third World cmmtries. As sqcb : 

their financial systems are categorised as repressed systems with low interest ': · 
'' ' ' \·1 

rate policy aimed at increasing the level of investment, improving the allocation ; • · 

of resources among sectors and keeping financial costs down to avoid possible 

· inflationary pressures (Ngugi, 1997). However, this suppor1s the liquidity 

preference theory of interest where Keynes (1936) argued for low levels of 

interest rates to speed up the accumulation of capital. Mckinnon ( 1973) and 

Shaw (1973) on the contnuy, argued that low real interest rates kept below the , 

market equilibriw11 increase the demand for investment but not the actual 

investment. Low interest rates are insufficient: for the generation of savings. 

They reduce savings especially if the substitution effect dominates the income 

effect for households. On the other hand, low rates raise the expected 
f 

profitability of investment projects by raising the net present value of future . 

earnings from the project. The net effect is to raise the demand for funds 
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' 
predicament as ma.tgi~s in banking business get narrower. Administratively set · 

' , I 

interest rate means e~posing depositors to low 11011.:.negotiable r~tes,. and they / :. 
i . . . . .. : . , ·. . . . .-:'.: 
, I ' - : .. : 

cannot benefit froin l~igher _rates offered by banks competing for deposits. As .. ·. 
I . 

I . , 
such, ceilings on interest rates leave banks with no incentive to mobilise :savings · · · ·· 

I • . • • .. . . • .···"''_-,: ••• 
I . 

or compete for loan customers. -At the same time, they do· no(allow''.~ntry oL 
I . . . . . . . .. · .... :, . . . ':. . . ·• 

new financial institutions stifling competitiveness in the J:,:anking _ secto( 
! · I · · ·. ·. · ·. · · · · < .: . ·. i, __ ::, :: :', :·c::· , - , . 

domestic mterest rar cause capital flight, '.eadin;g toJ~l"~i~ •. ··· . • 

shortages if mtemat10.µal capital controls are relatively 111-effectlve at preventing -
I 
I 

capital outflows. It is for the above reasons that Mckinnon (1973) .advocated the 

following: abolish o;I re1ax)nterest rate con~ols; e~ate of greatly reduce : . 
. I . . . . . . . . .., . 

I 

controls on allocatiml of credit; switch to market-based indirect methods of 

money stipply contr?l · and developed money and capital markets and so 
I • 

I 
introduce the financial liberalisation. 

'. i 
I 

Financial liber~sation theoty argues in favour of improved economic 
1, ' 

growth through fin,ancial sector refonns. T11e supporters . of financial 

liberalisation ( e.g. Fry (1989), Oshikoya (1992) and Montiel (1 S'95)) base their 
' 

arguments on the works of.Mckinnon (1973) and Shaw (1973). According to 

. . . 
the theory, positiver~al deposit rates raise savings rate thereby, pennitting the 

; 

banking system to. p~rform its true econmnic fimction, increase the flow of 

capital through the fij1ai1ci~l system, improve allocational efficiency'and foster 
• I . • . 
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econmmc gr·owth. In recent years this advice has been followed with 

considerable success 111 some pai1s of the world, notably in East Asia2 
. 

Important international institutions like the World Bank have been making 

finai1cial liberalisation a central element of structural adjustment programmes. 

But there are also several cases where financial liberalisation has failed because 

it was tmdertaken in ai1 unstable macroeconomic environment (Pieter and 

Reinhard, 1991 ). In this respect, the finai1cial liberalisation however 1s not 

without critics. 

Firstly, it is argued that financial savings is only one type of saving. As 

interest rates are raised there may simply b~ a substitution between financial . 

assets ai1d other assets, leaving total savings unchanged. Also, it is well known 

that any price change has income effect as well as substitution effects, and jf 

one offsets the other, the effect on total savings will be negligible (Thirlwall, 

1994 ). It may be for this reason that Dornbusch and Reynoso ( 1989) expressed 

doubts as regards the belief that higher interest rates will mobilise savings. 

Infact, many of the recent empirical studies and surveys of the results of 

financial liberalisation in various count:Iies are extremely cautious in their 

conclusions (Thirlwa,ll; 1994, p. 279). However, Gupta (1987), suggested that 

there is little support for the 'repressionist' hypothesis that the positive 

2 Financial Jiberalist1tion was ilnp/en,ented in Jlsia under n1acroeco110111ic stabili~y coupled with credit 
controls Jo strengthen industrial policy and prei,entadve,:\·e selection ,':,'ee .','erven mu/ .C.,'oli111mw (1993) jiJr · 
details. 
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substitution effect of real interest rates on savmgs dominates U1e negative 

income effect since as he said, 'the most important detenninant of savings is 

real income' 3
. 

A second weakness of the financial· liberalisation school as further noted 

by Thirlwall ( 1994) is that it implicitly assumed that the supply of loan is 

dependent on the volwne of deposits held by banks. In other words, it treats th~. 

supply of credit as exogenous: But banks however, have the power to create · 

credit; they can expand their loans despite their reserves and tJ1eir deposits by 

borrowing from the central bank. Thus, in a credit money system, the supply of 

credit is rather endogenous. Within this framework, what is impmtant is not 

incentives for saving but incentives for investment. This being so, high interest 

rates may actually discourage total savings by discouraging investment"' . 

' 
Another criticism is that while the Mckinnon-Shaw school considers 

rising deposit rate as growth, enhancing through increase credit availability, and 

leading to reduced intlationaiy pressures witJ1 ai1 initial discrete increase in 

money stock, in contrast, neo-structuralists (Taylor, 1983; Van Wijnbergen, 

1983 ), postulate that the short nm effect of higher interest rates and financial 

market liberalisation is stagflatiomuy; raising interest rates, coupled with 

3 'J'he argument relates to those l>.f Keynes, where he reji1tes ihe no/ion c?{srwings as a ji111ctio11 o(inleresl 
rale as opposed lo the classics. (.')ee Victoria Chick; 1983, p. 183). 

4 'l11is is the Keynesian or post Keynesian riposte to the financial liberalisation theo1y. '/he ll'ork o/ 
Davidson (/ 986) and Asi111akop11los (1986) is a representative of this line ,?f argument. {,\1!e '/Y1ir/wull, 
199./, p. 279). 
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.\i'.f :t1t: · .. ,. 
devaluation, accelerates inflation by increasing the cost of working·:;t)pital qncl _/: 

};ti1tl . . . _·_ 
import prices. Thus, in real terms, the supply of credit to financeiiihvestment :-·: 

:}~~f{;~i ' . ' 
falls and therefore leads to lower economic growth. In fact, Va1jJ\Vijnbergen-

.,.~~:i~-· ·~. r . 

(1983) reiterated the possibility of a reduction in total credit if hihl1~6r deposjt 

;};)Jf0J}i - ' • ':,/. 
rates in the formal financial system draws assets from the relatjy~Jy,A_,efficient :\: 

·f'i~f~{:_:.: ,; ,. ·:.}:>_./.;·~ .· 

curb markets towards banks where credit multipliers are low, be6~(?~~ reser;~f:i.: 
. i'.;·::\t~:~;.. .' .. ~: .·.·.''~ ·l,'.'\.· .. _· ·,;.,'-: .. ' 
. ,.t;Jt:~;&~J,i· · · ·.;,, :,.0: ;,,\·~ ;, . 

requirements imposed on the banking system are viewed as a lea~age in the,:l\;;(: ' 
' ' r;f!}lf{:'. '- :.;i/'.>rr: : 

intennediation process. The total supply of loanable ftmds availabJf;J§)usine~~t:fi'\'.:/. 
' {:)(' l{: ' 'if/·;\\<,• . 
firms woWd fa11 arid ilie curb-market rate (i.e., rates charget·1to?~J[(Jlt:;S 
financial units) would rise. A rise in the latter rate would increase', cost· of:It;.: _· 

· )}jt1iu1 ·: ,''.)~i:)f: 
working capital, and this could lead to a .fwther reduction in 1\1{itput, thqs\,),/·-. 

deterring in vestmen L 1:i_(.f,:::.:_1::_:.:.'..!.:.'.r.:,1.1,.· .•. :_... ' . \!:Iii· ' 
" ' .. ~ '' \:'··.~~'·-~/~t{:,·. ·. 

In accordance with these criticisms, many studies jnclL~L1i!)g Qµpt~ \.} 
' •. ' •. ·,!.-. i •• ,' •• ~ ' • 

'·,'·
1
1,~'.,-','; ·:;, '.:.·, i, ; .. _-:-;.-,·: •• _· ..• ~ •. ,,··.'.,.·.:.·_: •. ·- ', 

::, : }:tl~';'~1':'' , , , , ,r 

(1987), Giovannini (1983 ), Oshikoya (J 992) and Peni11ah ( l 995)'·:m1ye b~vei{}.q}?·· 
_;\i;/t~lf > :.:?·r/(:, . 

mild suppmi to financial liberalisation. Some like KuiwaJi anq Skfdlf, ( 1991 )/i)>:: · 
;:}:{Nt:Ir;·.:. .···~:'(:<-;}:<, · 

Diaz - Allenjandro (1985); and the World Bank (J 989) argue th~tf financiaJ_,:_; 
:\:W~~\/ . . ,, -. . . . . 

liberalisation in some developing cmmtries did not materialise c!iffaedicted: 
. i Hi[~1I,· ,- \ · 

These studies indicate that some developing countries in the process Qf financial 
\;l~Jfk' ' ' '. 

reforms and liberalisation experienced severe financial crash and djsfr;~s. 
jfi~i~str .. -.,. 

the Mckinnon-Shaw hypothesis which argues that a positive real int~f~.~l 
'~/fi1;1lf ;/ ', 

·{,:.;:· . 
,>· 
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its free competitive equilibrium institutes a 'vi1tuous1 cycle of higher. savings- . 
' . ,, .: 

investment-income, is put to question. Therefore, the issues arouqq \vbich the 
. \i>,:.~, 

controversy revolves ai·e: (i) the effects of interest rates on savings, i1~vest111ents 

and the rate of growth of output, and (ii) the perceived causal relationships 

among these variables. Although many accepted the direction of causality 

advanced by the financial repression hypothesis as received wisdom, j11 ~he final 

analysis this question has to be resolved on the basis of empirical eviqence. 

The evidence accmnulated so far suggests that the causality tmderlined 

by the Mckinnon-Shaw hypothesis is hard to validate empirically at the 

aggregate level. Thus, Collier and Mayer ( 1989) as noted by Machiko Nissan}(e 

( 1994 ), concluded that: 

"the ba.sis for supporting financial liberalisation can, 
at best, be described as unproven. The relation of 
savings to interest rates is questionable, arid the 
benefits of improved resource allocation at higher 
interest rates seem to have more to do with the role 
of financial institutions than interest rates per se. 
Empirical studies that attempt to draw inferences 
from reduced fonn cross-sectional relation between 
real interest rates and growth rates in different , .: 
cmmtries for the effects of liberalisation are 
particularly suspect. And even if the relation is valid, 
the direction of causation is unclear. It may merely 
reflect common independent factors ( such as the rate 
of inflation), rather than an influence of interest rates 
on growth." 

1 ·: 
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Indeed, in view of this statement, one is forced to conclude that certain 

conditions are necessaiy for a successfol liberalisation. Thus,. (F1y; 1989, 

Mckinnon; 1991) argue that two prerequisites for successful fimmcial 

liberalisation are macroeconomic stability and adequate prudential supervision 

of the banking sector. Based on these facts and the idea that if financial 

liberalisation does not increase am:irregate savings, its positive impact on 

development must come through a more efficient allocation of the society's real 

resources which raises the productivity of investment; several studies have ,peen 

undertaken to examine the impact of financial liberalisation and conditioqs on 

economic development through the mobilisation and allocation of savings and 

ikvestments. The role of real interest rates is veiy imporiant in this process. As 
' . . 

Malcolm et al., (1987, p. 238) acknowledged, the concept of real interest rates 

1 ,, ' 

is central to the understanding of the implications of financial policy for gro\Vth 
:;J, ,' 

ai1d development. 

1.3 THE CONCEPT OF REAL INTEREST RATES 

Interest rates may be viewed as prices of finai1cial assets (Malcolm et al., 

1987) or as the price of money or of loanable funds (Pawley et al., 1982 ), 

· (Clunies, 1991 ). The nominal interest rate on loai1S is the stated rate agreed 

between the lender and boITower at the time of contracting a loan, whereas that 
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on deposits is the rate offered to savers at the time deposit is made., Thus, the 

nominal rate can be refeITed to as an obligation to pay (Qn loans) or a right to 

receive (on deposits) interest at a fixed rate regardless of the rate of inflation. A 

critical examination of the different definitions of interest rates above brings out 

some theoretical implication of interest rate detennination. 

The traditional theories consider interest rates as the price of savings 

detennined by the demand. and supply of loanable ftmds. It is the rate at which 

savings are equal to investinent5 in capital markets. The loanable fond theory as 

opposed to Keynes's liquidity preference the01y thus argues that.the interest rate . 

is detennined by non-monetary factors. It assigns no role neither to the quantity 

of money or level of income on savings, nor to institutional factors such as 

commercial banks and the government. 

The liquidity theory on the other hand looks at interest rates as the token 

paid for abstinence and inconveniences experienced for having to part with an 

asset whose liquidity is very high. It is a price that equilibrates the desire to hold . 

wealth in the fonn of cash with the available quantity of cash; and not a reward 

of savings6 
. Interest rate is considered as a ftmction of income and should have 

5 According to Keynes's understanding, lhe classical lheo1y poslulatecl that lhe rate of interest was 
determined by saving, which was positively related lo it and by investmenl, which was 11egative~)) related to 
it, and Keynes accepted the /al/er relationship with a sense of certain~v now lost (C 'hide, 1983, p.183). 

6 This explains why Keynes's liquidity preference lheo,y is most ji·equently cited jhr ralio11alising the low' 
interes/- rale policy; ass11111i11g /hat savings is ge11erated by capital jhr111atio11 11nd not interesl rate 
(Nissanke, 1994). 
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no effect on savings. Chick (1983) supports this view by acknowledging that 

"savings as a fimction of the rate of interest was not accepted by Keynes since 

he considered income as the crucial determinant of, saving". The liquidity 

preference therefore considers the rate of interest as playing a primary role in 

the mobilisation of financial resomces and ensuring the efficient utilisation of 

resources in the promotion of economic growth and development (Ngugi, 

1997). 

From the traditional theory, nominal interest rate adjusts fully to expected 

rate of inflation leaVIng the real interest rates m1changed. However, Keynes's 

liquidity preference supposes that there is very little to tie the nominal rate of 

interest to anything objective as long as opinion believes its proper level to be 3 

percent (Chick, 1983, p. 228). In his works, Irving Fisher held the same 

sentiments with the classics or traditional themy. He believed that there is a 

positive relationship between expected future price increase and nominal 

interest rate. For instance as observed in the quantity theory of money . an· 

mcrease m pnce causes the nominal value of trade to rise resulting to an 

increase in the demand for money. This situation will norm'ally lead to an 

increase in nominal interest rate. 

Modem Monetarists have popularised the approach of Irving Fisher to 

this problem (Chick, 1983 ). Therefore, the link between nominal inte1·est rate 
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and ptices or inflation implies lenders are very cautious in their decisions to 

avoid loss in value of money. For instance if the rate of inflation is expected to 

be, say 5 percent, no one would lend at less than 5 percent plus some 

acceptable real rate of return. Irving Fisher's theory is, however, controversial 

particularly when it is interpreted as suggesting a constant real rate. As noted by 

Ngi.1!:,>i (1997) earlier studies estimated the Fisher's effect i.e., the ammmt of 

change in nominal rates resulting from a change in the expected rate of inflation 

by basing their theoretical expression on nominal interest rates as the sum of the 

real interest rates and expected inflation and a residual te1m i.e., 

lt 

Where, l 

rr 

n C 

t 

nominal interest rates 

real (ex-ante) rate of interesUexpected real rate 

expected inflation rate. 

time period 

For empirical in1plementation, independent data on either the real rntes or 

expectations of inflation were lacking. Specific hypotheses were then 
; 

maintained about real interest rates and formation of expectations. It was 

asstUned that real interest rates being a function of deeper economic variables 

like marginal rate of substitution and · transfom1ation and the rate of time 

preference, moved or adjusted slowly, thus approximated as a constant (Ngugi, 

CODESRIA
 - L

IB
RARY



35 

1997). Thus, studies have estimated the magnitude of the Fisher's effect and 

found that nominal interest rates are extremely slow to adjust to inflation such 

that there is a tendency for inflationary rate to expand the gap between nominal 

and real interest rates. Tobin (1965) modified Fisher's conclusion, arguing that 

inflation reduces the demand for money balances, loJering the real rates of 

rehuns such that, the real rate 1ises by less than the inflation rate. However, an 

example of the Fishe1ian effect as concerns real interest rate calculation cannot 

be neglected. Two depositors in different cmmtries in othe1wise identical 

circmnstances, except that in one country the inflation rate is expected to be 5 

percent and 10 percent in the: other wiH have different real rate of retLm1 of their 

deposits. If both receive nominal interest rates of 6 percent, then the real rate in 

the fonner is a posit!ve l percent, and 1,ninus 4 percent in the second case. The 

prospective value of the deposit will rise in the fonner and fall in the second. 

At sustained high rates of inflation, say 30 percent per year, bmTowers on 

the other hand will be quite willing, indeed eager, to pay nominal interest rates 

of 30 percent per year and this implies that loans are costless. They can be 

repaid in money with purchasing power well below that at the time of 

boITowing. Where legal ceilings do not apply on nominal interest rates (i.e. 

fi11ancial system is not repressed) they will tend to adjust as expected inflation 

rises and falls. However, if ceilings on 1iominal interest rates are widespread a11d 
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infrequently changed to reflect inflation rate, in such circwnstances this rate will 

·'.• 

exceed the noininal i11terest rate and negative real interest rate results .. iJbis 

implies the non-indexation of interest rates. The indexation· of interest rates is 
• ' • • ,• I ,,' J 

. expected to provide for steady real rates in order to creqte a stable environm~nt 
' . ' .. ' ... -. 

for investment, intermediation and possibly savings (ClLmies l 991, p. 239). 

Siµce .one potable advantage that has bee11 mentioned often is the low infi~tion 

level that prevails in CFA com1tries as pointed by Allechi and Niamkey O 9.93), . · 

then positive real rates of interest should prevail in these counqies incl~~ng :'- · 
. ' :_:, ~ ·. . '·::: 

CamerooIJ~·especially as ·the financial markets have been hberali'sed to· ~op1e·.: __ 

extent. When expected inflation rates are relatively low, the real interest r~te caq 

be calculated by merely subtra(?ting the expected rise in prices from the nmninal : · 

< 

· interest rate as expresseq in the Fisher equation above. Thus, for an annual : 

inflation rate of 10 percent. and· a n01nin_al interest rate of 12 percent, the real· 

rate will be positive 2 percent. 

However, reference to the real interest rate on deposits or otl1er finqndal 

instruments can be misleading. This is because at any given time, there will be a 
. ' 

number of different nominal qeposit rates in force in any Jconomy. For instance, · 

nominal interest rates on shorter term, (say, three-months) deposits will generally 

be lower than those on longer te1m (say, one or two-year) deposits. 
. ! . . . 

.1·-·· 
',.;,,·, .. 

Nevertheless, the real rnte can be computed for any class of deposit or Joa.ii" in a·· 
, ' ' , ; ~'; ( • ' I 

.'·• ;.• 
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similar fashion as expressed 111 Fisher's equation. Since a · relationship exists 

between all interest rates one can therefore speak of the 'real' rate, meaning the 

one that has been selected as an indicator of the structure of interest rates 

(Sergio and Dawith, 1986). In economies, experiencing high inflation and 

expectations of continued high p1ice-increase rates, the Fisher's equation does 

not provide a reliable measure of real rates of interest, which states that the 

differences between nominal interest and inflation rate is the real rate. A fonnula 

that more accurately recognises that the corrosive power of inflation on nominal 

asset values works not instantaneously, but through out a year is then provided 

(See Malcolm et al., ( 1987)) as: 

rr [(1 + i) / (1 + p)] - 1 [ l. l] 

as opposed to 

rr I •. p fl.2] 

Where rr is the rnal rate of interest, i, the nominal interest rate and p the inflation 

rate. 

For example, with the rate of inflation near 100 percent but the nominal interest 

rate on one-year time deposits through most of the year given as no more, than 

50 percent, using equation ( 1.2) gives a real interest rate on deposits of a minus 

50 percent, asstuning that inflation was expected to continue at near I 00 percent 

rates. However, conectly measured to reflect the steady, not precipitous action 
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of inflation on nominal values, the real rate using equation ( 1.1) is minus 25 

percent. This means that depositors who place their money in a time deposit, 

would by the end of the year suffer a decline in asset value of 25 percent, even 

though nominal rate is a positive 50 percent. In another way, depositors pay a 

tax of 25 percent on their interest-bearing money balances even if they pay no , 

conventional taxes on their nominal interest income on bank deposits. In cases 

where they pay such taxes, the tax (at rate t) must also be deducted, from the 

nominal rate in order to anive at the real deposit rate net of taxes, given as 

[l + i(1 -t)]'-- I ... [1.3] 
l+o 

Most count:Iies impose taxes on interest income with Cameroon inclusive. In 

this study, we considered equation (I.I) for our calculation of the real ratc.7 

1.4 THE ROLE OFF.NANCE IN DEVELOPMENT 

The nexus between financial development and economic development 

has been well recognised in the literature for more than twenty years (Rodney, 

1992). Furthermore, the potentially vital cont:Iibution of financial intern1ediatioq 

to economic development has long been recognised in the work!,'of many 

economic hist01ians; including Sclum1peter, Gerschenkron, and Cameron, even 

7 The non-avaJ/abi/ity t!j'time-series data on such taxes prevented the use of equation (1.3). 
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though the dynamic interactions between finance and development are 

admittedly intricate and subtle (Nissanke, 1994) and this issue became so 

overwhelming that the World Bank devoted its l 989 World Development 

Report to 'Financial Systems and Development' (Allechi et al., 1995). 

In the literature on financial liberalisation, Mckinnon ( 1973) and Shaw 

( l 973) including Gurley and Shaw '(l 967) are recognised among economists as 

the pioneers in the treatment of financial development as a process and strategy 

of economic development8 
. However before then, a systemat.ic analysis of the ,, 

relationships between financial development and economic development had 

been published by many economists of which Patrick's ( 1966) work that 

specifically looked into the above causal relationship could be cited. Explicit or 

implicit in all these. studies is the idea that, the financial system enhances 

economic development, at least in the early stages, by improving efficiency 

(Rodney, 1992). In recent years, programmes of financial liberalisation have 

been initiated on the idea that a market based financial system can most 

effectively mobilise savings, making them available to financial projects. In 

developing countries, the issue has been examined in the context of 'financial 

repression', a situation in which there are legal restrictions imposed on the 

financial system (Allechi et al., 1995). 

8 Rodney l SI. I fill ( 199-1, p. 161) op cil. 
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Mckinnon ( 1973) and Shaw ( 1973) advocated the removal of these 

restrictions, or put differently, the two authors advocated the financial 

liberalisation as a growth promoting policy. In the debate that has followed 

since, the functions of finance in the savings-investment process are underlined 

as being an effective conduct for (i) the mobilisation and allocation of capital 

and (ii) the transformation and distribution of risks and maturities. Financial 

intennediaiies a11d markets are asswned to have the role not only of mobilising 

investible resources, but also enswing the most efficient trnnsfonnation of 

mobilised funds into productive capital. It was argued that through 

diversification of investment and access to greater. information, financial 

institutions should be able to intennediate risks and transfonn resources 

between savers and investors rriost efficiently (Nissanke, 1994 ).. Therefore, 

economic growth is seen as being associated with the expa11qiing size and 

increasing complexity of the financial structure (fina11cial deepening). Financial 

policies should have substantial effects on the pace as well as tl\e direction of 

development. Thus, it may well be that fina11cial development is a prerequisite, 

if not a major dete1n1inant of the take-off into self-sustained economic growth 

(Galbis, 1997). 

A munber ot studies have been carried out all supp01iing the fact that 

existing financial conditions have a serious impact on economic growth and ,. 
•,,.,: 

CODESRIA
 - L

IB
RARY



41 

development through the mobilisation and distribution of savmgs into 

productive investment. However, as noted by Ojo (1984 ), these studies were 

only brought into focus after the works of Gurley and Shaw ( 197 5). Prior to this 

time, works on economic growth had traditionally focused on the real aspects of 

the rate of growth of output or the rate of f,TfOwth of capital fonnation to the 

neglect of the financial aspects of economic f,Tfowth (Ogungbenro et al., 1996 ). 

Nevertheless, if one can observe the economic hist01y of most countries, it 

would be realised that no cmmtry has successfully developed without an 

appreciable growth in the financial sector9
. Many researchers including Jung 

(1986); Fry (1982, 1988); Long (1983); de Melo and Tybout (l 986); Montiel 

(1995); Libby (1991) and Oshikoya ( 1992) have confinned this assertion with 

som·e empirical facts'. . 

However, it was Patlick's (1966) work on the direction of causal 

relationship that initiated a new dimension in the economic and financial studies 

of developing nations as to whic;:h aspect of the economic segment or sector 

should be emphasised for development first. Following Patrick's two possible 

patterns of causality; demand 'following' and 'supply-leading', most Keynesian 

economists of the 1950s and 60s appear to have subscribed implicitly to the 

9 111ere is at least some correlation between jinancil1I grmi,th and economic growth us hypothesised in the 
financial liberalisation themy of Mcki111wn - .')1,aw ( 1973). 
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demand-following patteni 10
. But Patrick (1966) while supporting the · supply

leading' as opposed to 'demanding-following' process, eniphasised that the 

development of the financial system not only accommodates but even induces 

growth by generatingjncentives to savers to increase their rate of savings, and 

to entrepreneurs to invest more and to producers to work harder. However, this 

supply-leading 'aspect was again suppmied following tl1e publication of hvo 

important books: Mchinnon ( 1973) and Shaw (1973), and these authors have 

been recognised as pioneers of the financial liberalisation school. 

As a way of pro\iding empirical verification of Patrick's theory, Jung 

(1986) investigated the quantitative evidence of the causality in 56 developed 

and developing co1mtries. He employed two alternative measmes of financial 

development~ the ratio of cuffency to GNP and the ratio of broad mane~ to 

GNP, in order to test their relationship with the growth of per capita GNP. Jung 

concluded that "... his finding indicated a moderate support for the supply -

leading phenomenon in developing countTies. The causal direction, both 

unidirectional and simple, running from financial development to economic 

growth is more frequently observed than the reverse" (p. 34 l ). In addition, Jw1g 
{ ,) 

found that developing cmmtries were characterised by the causal direction 

10 Jn the Keynesian macroeconomics popularised in Lhe general lheory, the i11vestme11t/mving1· -
liquidity/111011ey framework ass11111es a cenlral place wilh !he inleresl role ii.I' an encloge11011s l'llriable 
which is de/ermined by income or 111011ey and no/ saving. In the geneml lhem:v, the level 1!/ income 
clelermines savings and lhe rate ofinleresl de/ermines where ii is placed Chic:k ( J YH3). 
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numing from financial to economic development, and for developed count1ies 

by the reverse causal direction in .the case of the currency ratio. In the case of 

the broad money ratio, causation was from financial intennediation to economic 

growth for both groups of cmmtries. 

In recent years, since the seminal works by Mckinnon ( 1973) and Shaw 

(1973), there has been a considerable ammmt of empirical research into the 

workings of financially repressed economies · and the beneficial effects of 

financial liberalisation (Thornton, 1991 ). However, in the pre-1990 period in 

Cameroon, as typical· of most developing nations, the situation of financial 

repression as emmciated by models constructed by Mckinnon (1973) and ShaYv 

(1973) in their separate studies, were prevalent. The institution of holding 

' 
interest rates below their market equilibriwn levels and using non-p1ice 

rationing devices to allocate investible · funds constitute the major anti th~sis of 

the financial liberalisation policies embarked upon in the BEAC zone in the 

wake of the structural adjustment. 

Prior to the removal of the vanous administTative regulations in the 

economy of most cmmtries, researchers have investigated the effects of such 

regulated financial conditions on variables such as savings, investment and 

growth. Kapur (1976) analysed the effects of keeping interest rates below the 

equilibrium level on the above mentioned variables in developing countries and 
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fmmd out the disequilibrium interest rate system causes a credit squeeze which, 

in ttu-n, negatively affects investment and brrowth. The implication is proclaimed 

in the Mckinnon-Shaw hypothesis, whose claim is that a repressed financial 

system or below equilibrium interest rates interferes with development in a 

number of ways: savings vehicles are Lmderdeveloped and/or the return on 

' savings is negative or unstable; fi_nancial intennediaries that collect savings do 

not allocate them efficiently among competing uses; and firms are discouraged 

from investing because poor financial policies reduce the ret1m1s to investment 

or make them excessi,vely unstable. In contrast, ,liberalisation on the financial . 

sector from interest rate ceilings and other restrictions facilitates economic 1 

developn~ent and growth because higher interest rates lead to increased savings 

and a more efficient allocation of capital 11 
. However, very few studies have 

empirically tested the increased efficiency in capital allocation especially by 

, directly relating to the efficiency of investrnent as affected by the real rate of 

interest (Thornton, 1991 ). 

Fry (1978, 1979, 1980, 1989); Asian Development Bank ( 1985), 

Warman and Thirlwall (1994) and Libby (1991) had made some progress to the 

above line of arguments. According to Fry (1978, 1979) the ratio of domestic 

11 Financial inslilulions cannot charge higher inlerest rates (ri5k primia) on promising but risky projects 
under circumstance of negative real interest mles jiJr fear of default. '/his is one of the characteristics <!/ 
financially repressed economies advocaled by 1\lckinnon-Shaw (197 3) which causes ine/jiciency (Ni.1sunke, 
199-1, p. 163). 
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savings to GNP and the rate of economic growth are influenced positively by 

real interest rates and a positively significant relationship also exist between real 

interest rates and the, incremental capital-output following the liberalisation of 

the financial sector. The latter empirical test which expressed a positive 

correlation between real interest rates and the efficiency of the investment as 

measured by ICOR was also supported by the Asian Development Bank 

(1985). The long run estimate of the model used by these studies is expressed as 

follows: 

Where ICOR is the incremental capital-output ratio, r, the real deposit rate, x, 

other variables whereas a1, a2 and ai (i = 3 ... n) represent parameter 

coefficients. 

On the other hand, by using an econometTic switching model, Libby 

(1991) and Warman and Thirlwall (1994) attempted to measure the equilibrium 

interest rate but the latter fmmd none and concluded that if it existed at all it 

would be below the range of real interest rate in the sample period, which 

included significantly negative rates in many years. Frn"lhermore, Clarke ( 1996) 

refoted categorically that empirically no definable equilibrium rate exist in an 
1 

economy. However, the equilibrium interest rate may not be that which equate 

the demand and supply of loanable fi.mds (StigLitz and Weiss, 1981). Thus a 
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possibility exist for one as Libby (199 l) in his part fr1und a significant 

equilibrimn interest rate and concluded that investment is positively related to 

the real interest rate when the latter is held below the equilibriLUn rate. 

But, below the equilibriLUn (a proxy for a repressed financial system), 

credits should be rendered inadequate as Kapur ( 1976), Fry (1978, I 979, 1980). 

and others together with the Mckinnon-Shaw (1973) model have demonstrated. 

Neve1theless, the implication expressed in Libby's ( 199 l) work is that even with 

repressed finance, a flexible and/or rising interest rate should raise savings and 

. thus credits for investment, thereby stimtilating growth. This may be why some 

studies empirically suggest that high economic growth can be sustainable i11 

e11vironments of negative interest rates or repressed finance (Agarwala 1983); 

Lanyi and Saracoglu (1983). However, Libby's (1991) work has sonie 

loopholes which need farther investigation as this study intends to do.· This is 

be~ause, his results indicate that stabilisation of the real deposit rate of interest 

at a low positive level is warranted if investment spending is to be maximised. 

As he concluded, "the econometric results suggest that over tJ1c last twenty 

years, interest rates have at times been below and at times above equilibrium. 

Hence, interest rate policy has at times fostered and at times hindered 

investment spending and growth" (p. I 63). The model he used was a linear 

spline investment function of the fonn 
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I = a + ~r + 8(r-ro) + 1:8iY'i + ~l [ 1.5] 

Where I is private investment, r is the real deposit rate and r0 the equilibziLUn: 

deposit rate. 

Like F1y ( 1979) and the Asian Development Bank ( 1985), Libby ( 1991) nor 

Warman and Thirlwall (1994) did not consider the efficiency or quality of 

investment as affected by the interest rate policy even though the fonner also, 

never hypothesised an equilibritun situation (that is to investigate the effect of 

interest rate on the efliciency of investment whei1 the latter is below or above 

the equilibrium). • 

Pertaining to Libby ( 1991) and others like Warman and Thirlwall ( 1994 ), 

it would appear that their conclusions were made on the basis of conjecture that 

above the equilibritun, the real rate of interest will be negatively coITelated to . 
investment and growth. This conclusion contradicts what proponents of 

financial liberalisation advocate because higher real rate of interest, especially 

above the equilibrium (a proxy for financial liberalisation), should foster growth 

through increased savings and thus credits for investment projects. However, 

such a stateme!1t might be supp011ed by results of Chandarvarkar ( 1971 ); 

Mikesell and Zinser (1972) and others who found no relationship between· the 

level of savings and the rate of interest, and also to what Felipe and Rodrigo 
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( l 993) stated' that a range exist within which the coITelation between· intere~,t}I; 
. ~·,}{;, 

rates and private inv_estment is w1elear. · · . . :lr 
According to the key relations of financial liberalisc1tj9n W1eoryWf11 · 

-:·\:':'1 .• ·"";\· .. (:11· 

- . --~:ri·/:.. 
(Oshikoya, 1991; Dornbusch and Reynoso, 1989; Montiel, I 995 .. ~nd others)·:: 

"" ' . 
,{i\ 

which fonn the basis of our impact assessment, the followings are o;~erved. 
\tL: 

Increased real deposit rates should raise the savj11g rate; 
. ?i~tf 

There is a positive correlation between theVdegree 

:1Jt~h::.: . 
financial deepening and economic growth; ·· "' · 

Increased real interest rates .will nuse II 
·:~}i{,t,::. 

',,)\,,:·· . 1·( ,' 

,",._-.:_!_· .• '.·.· · .. · ' {·· ·~-.,~ :,sl 
investment; 

C •}~~~tt,::t 

Increased real deposit rates will promote econ~tmc growi!1)tff 

through improved efticie11cy in capital stock. )t. f ii 
We expect · that Libby's ( 1991) conclusion followed or ·assLm1ed the oppositJ~i!~: 

' ' ::{\: }f '/ 
sense, that is, the efficiency Qf investment and growth should p~· positiveltltfi 

. . . ; : ~ :,}'.~~J,; 
COITelated to interest rates held above the equilib1iwn (proxied as conditions qfo% 

, ' ?( '. ;,i~~tl · 
financial liberalisation). This is because higher rate of interest especially abov~\?~ 

. --- : . ~/JL. 

the equilib1iwn should raise the productivity of new investmept~ since a~q· 
, ' • • ,·:.:\ i_ • ·,?·.' 

~->" ' 

Malcohn et al., (19~}) asse1is that 'negative real nites of interest. (which we_.-
;~ :·· .i ' 
'".:1:'' 

proxy as below equilibrium) tends to lower the marginal efftcie11cy ,·qft:: 

investment'. Therefore'. the efficiency of investment representing ,;~~ quality ,if~; 
. -~);}\ .. _ ~ ~.·: :_::;,· 

:·\{\:~:·. 
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investment as affected by the interest rate policy needs a thorough empi1ical 

investigation in order to actually w1derstand the proclaimed benefits of financial 

liberalisation as well as the crucial link between investment and growth through 

their relationship with the real interest rates. 

Many authors including Bahtia and Khatkhate ( 1975); Alawode and 

Ogungbenro (1994); Oshikoya (1992); Montiel (1995); and Dooley and 

Mathieson ( 1987), demanded for the deregulation of the financial market, but 

none has actually ,tested the efficiency of investment as affected by the rate of 

interest in a repressed as well as a liberalised financial system. This makes it 

impossible for policy-makers to easily w1derstand the crucial link between 

investment and growth in situations of disequilibrium i11terest rates. 

Furthennore, it is actually difficult to tell whether financial liberalisation 

promotes growth or not if one c1itically looks at_Libby1s (199 l) work of which a 

growth nor incremental-capital output ratio (ICOR) equations were not 

developed. 

Nevertheless, owmg t(? the fact that financial system indicators are 

significantly correlated to economic growth through investment and efficiency 

(Montiel, 1995; Oshikoya 1992; King and Levine 1992; Fry, 1979; Asian 

Development Bank, 1985), economic growth and the level of real interest rates 

should always be positively related at below or above the equilibrium rate. This 
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is because, depending on the level of development and macroeconomic stability, 

the possible effects of financial liberalisation on growth work in three channels 

according to Montiel ( 1995), and Oshikoya ( 1992). These include: 

* 

* 

* 

Improved efficiency of intermediation through a reduction or the 

cost of financial intermediation. 

Improved efficiency of capital stock since funds are channelled to 

high productive projects.as the financial system becomes efficient. 

Increases in the national savings rate as real interest rates rise or ·. 

becomes po'sitive. 

Accordingly, most of the studies reviewed and which have based their · 

arguments on the Mckinnon--Shaw hypothesis which was a new orthodoxy in 

the 1970s and 1980s had similar conclusions though with varying degree of . 

successes in the area of financial liberalisation. For instance, Peninah ( 1995), 

Ogungbenro et al., ( 1996) fmmd savings not to be responsive to real interest 

rates, Oshikoya ( 1992) gave a mild support for the financial liberalisation 

hypothesis and finally others indicated that financial liberalisation instead 

resulted to financial crash and distress (Kuiwaili and Skully 1991; Diaz

Allenjandro, 1985 and the World Bank, 1989). Following the Mckinnon-Shaw 

. 
hypothesis which argues that the real rate of interest which reflects capital 

scarcity is a more effective rationing device to promote greater investment 
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efficiency, coupled with macroeconomic stability and certainty at the level of 

future interest rates and exchange rates (Nissanke, 1994; Mckinnon, 1991; 

Dornbusch and Reynoso, 1989), we expect the level of economic growth to be 

positively related to real rates of interest even at situations where the level of 

savmgs 1s low or interest inelastic due to improved efficiency in capital 

allocation. 

Fry (1989) for example, asse11s that ''an increase in the real deposit rate 

of interest towards its competitive free-market equilibriLUn level will be 

accompanied by a reduction in the inflation ( due to an increase in the supply of 

credit and thus a fall in loan rate) and an increase in the rate of economic 

growth" Fry (I 988). Thus, the Mckinnon-Shaw hypothesis view the quantity as 

well as the quality of real investment as positively related to the rate of interest 

(Roe, 1982; Thornton., I 991 ). Therefore, the secondary effect of raising interest 

rates is higher economic growth and savings through the increased average 

efficiency of investment (Fry, 1979; and Asian Development Bank, 1985). 

However, the efficiency of investment still needs to be rightly tested by 

considering situations of both below and above equilibriwn interest rates in 

order to have a better insight of. the links between fimmcial liberalisation and 

investment or growth. 1n this light then, the setting of interest rates which 

require an understanding of the above relationships cannot be done accurately 
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without an idea of the links existing between the efficiency of investment and 

interest rates below, or above the equilibriwn rate. i::;-urthermore, it should be 

understood that whether a financial system is repressed or deregulated, it is 

always possible to attain an equilibrium at the level of interest rate though such 

a rate may not be considered as a tn1e market rate. 12 

However, referring to the notion of a hypothesised equilibriwn, most 

researchers as mentioned above, among whom are Libby (1991 ), Naylor ( 1985) 

and de Melo and Tybout (1986) might have failed to imagine that the negative· 

effect of investment may be offset by the positive productivity effect of 

investment when the real rate of interest exceeds the equilibrium rate. Others 

like Fry (1978, 1979); Kapur (l 976); Montiel (1995); Oshikoya (l 992L etc., 

and even the Mckinnon-Shaw model did not think even about a hypothesised 

equilibriwn situation but relied more on interest rate rising towards its market 

clearing level. Thus, no previous work has empirically analysed the impact of 

the interest rate poljcy on overall growth in situations of both repressed and 

deregulated finance by hypothesising an equilibrium at the level of the interest 

rate variable. The model type and reasons for its introduction in this study is 

explained graphicaliy below. 

12 Stightz and Weiss (1981) have argued that in 11wrkets characterised by i111pe1ject i11/ur111alio11 (an apl 
description for most developing cow1trie.'.) the 'equilibrium' interest rate nu~y not be thal rate which 
equates the demand and supp{y of /oar1ab/e/i1ml)·. 
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The model of financial repression suggests differing impacts of changes 

in the interest ra_te on investment spending in accordance with whether the real 

interest rate is below or above the equilibrium. But many studies on the effoct of 

financial liberalisat~on on the economy that base their. arguments on the 

Mckinnon-Shaw (1973) model, generally focus on the desirable consequences 
' ', \ ' ' 

of raising the real interest rate towards the equilibrium and do not consider the 

· empirical probable effects of an above equilibrium interest rate. It was Libby 

( 1991) who foresaw that, equally impo11ant too, interest rates should not be 

raised to levels above the equilibriLUn as illustrated in fif:,rttre I . SS represents 

savings supply and II investment demand. Asswne that ro is the equilibrium rate 

of interest. In figrn·e 1 a, at interest rates below r0 , realised investment is 

constrained by shortage of savings whereas at interest rates above r0 savings 

exceed what is necessary to finance desired investment. Thus, as the interest 

rate rises towards r0 , realised investment is expected to increase due to 

increased savings and hence credit availability. 13 Beyond r0 , realised investment 

is expected to fall as the economy moves along the negatively-sloped . 

investment de1mind curve. 

13 This is lhe notion of /he kfckinno11 - Shaw co111ple111enlari~y hypothesis betll'een sa11i11g.1· anti 
ir1ves/111enl. 
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quantity or loanable [L•nds ~ intarosl rato 

(a) (b) 

From the fact exhibited in figure 1 a, Libby ( 1991) concluded without an 

empirical test that growth would first increase with r up to r0 and then decrease. 

This situation is described in figure 1 b. The graph which represents the rate of 

economic growth as affected by the interest rate is obviously a piecewise model 

or linear spline fonction with two distinct pieces 14
. However, this study 

proposes that based on the Mckinnon-Shaw hypothesis, if a well functioning 

financial sector stimulates. investment and raises the average rate of return on 

investment projects receiving the loans, then there should be no reason for 

growth to decrease. This is because, above equilibrium interest rates (proxicq in 

the model as periods of financial liberalisation) rising interest rate should keep 

on increasing financial intermediation efficiency as well as the quality of 

investment. Secondly, as shown by Stiglitz and Weiss (1981), an increase in 

J.J See section 3.1. 3 for detai Is on piecewise or spline models. 
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interest rate especially above the equilibriwn will generally increase the 

riskiness of the potential projects. As such, only profitable projects will have to 

be financed and investors with safer and. Lmprofitable projects might refrain 

from seeking loans. 15 Therefore the productivity or efficiency of investment 

should rapidly increase when the interest rate Iises beyond r0 to offset the 

negative effect of investment. The graphical illustration of these facts are shown 

in figures 1 c and 1 d below. 

t. 
intoresl rate 

(c) 

n:: 
0 
Q 

inlornsYrate 

(d) 

The efficiency of investment 1s measured by the mverse of the incremental 

capital output ratio (ICOR). In figure l d, ICOR is inversely related to the 

interest rate with a steeper gradient beyond r0 . This implies the rate of economic 

15 The situation is referred to as mll'erse selection and must be al'oided by credil con/rol (I 'imwni, 
1982), cited in 'J'awa (1993). 1hus !he success ofjina11cial liberalisalion theo,y requires /1/()tfemle 
financial repression where interest rales are managed to make sure (/Ja/ Jir111s in jinanciul t!islre.1s 
do not borrow at any rate to remain alive or pay wages. 
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growth should 'exhibit an increasing trend as observed in figure I c rather than 

the upset V-shape predicted by Libby's (1991) model expressed in figure I b. 

To sum up, it is in this background that we have conducted empirically 

an investigation of the impact of interest rates on savings, investment and 

growth in periods of repressed and liberalised financial systems. With the 

results, policy-makers may be able to lmow whether moderate financial 

repression or complete liberalisation of the financial market is necessary. This is 

because, for improved efficiency of capital stock to occur, which requires that 

only productive and 1isky projects be undertaken (Montiel, 1995; Oshikoya, 

1992), the monetary policy and the interest rate should be managed in a way 

that credit does not rise rapidly to bail out finns that should be pushed out of · 

operation since finns in financial distress will want to borrow at any rate to 

remain alive and pay wages (Felipe and Rodrigo, 1993 ). The implication is that, 

in connection with low interest rates, neo-liberalists notably Mckinnon and 

Shaw ( 1973) who believe in the effect of price and intermediation on financial 

markets, called for an increase in interest rates for reasons of increasing the 

level of credit to finns. 
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l.5 CONCLUSION 

After having briefly exhausted the concepts of financial repression and 

financial liberalisation, and the implication of real interest rates, one may have 

observed that the latter is ciitical in deterinining the extent to which the financial 

system is able to mobilise and allocate savings into productive investment. 

However, many theoretical works have been carried out on the role of the 

financial sector in promoting development and growth as ~-eviewed above. But 

this study still identifies some short-comings which need empirical evidence. 

Our obse1vation is that with reference to the reforms made by BEAC in 

general and the Cameroon government in particular in the financial sector as 
i 

well as in the real sector, a better understanding of the interest rate policy and its 

effect on savings, investment and growth is worth estimating quanhtatively, 

since interest rate setting is a better policy option. This is because, it may be that 

setting the latter too high may be as detrimental to economic health as setting 

them too low. 
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CHAPTER TWO 

THE CAMEROON IAN FINANCIAL SYSTEM 

2.1 INTRODlJCTION 

The Cameroonian financial system remains similar to any that is foumi in 

all the countries of the franc zone (Poemi, 1980), though some improvements 

have been observed in the crisis period (Grozinger, 1989). The system 

comprises of credit institutions of public nature, commercial banks and non

bank financial institutions (see table 2.1) which could be termed as fonnal 

financial units. Other institutions including savings and credit co-operatives, 

credit unions, NGOs engaged in financial activities and pension schemes etc., 

may be classified as semi-fonnal institutions. Lastly, money lenders, tontines or 

njangis and other self-help associations constitute the infonnal units. Thus, in 

accordance with the commonly used typolo!:,>y (Pieter and Reinhard, 1991 ), 

three segments of the financial markets exist in Cameroon. This study 

concentrates on the banking sector as an example of the fonnal financial unit 

and its evolution reflects the political and economic history of Can1eroon. 

Until the mid 1980s, Cameroon banks had succeeded iq mobilising 

significant bank deposits from the private sector. In addition, national banking · 

CODESRIA
 - L

IB
RARY



59 

establishments held significant deposits from state ente1vrise~ and national oil 

companies. The banking scene was dominated by French merchant banks _but 

later in the early 1980s, American banks also came up. However, following the 

economic crisis in the second half of the 1980s, a great nwnber of banks in the 

cmmtiy experienced liquidity problems and became · insolvent. This led to the 

spontaneous closme of some banks and others had to be restructured within the 

framework of the structmal adjustment programme. 

Like other developing cow1tries, the financial system of CFA countiies 

are characterised by the co-existence and operation side by side of a fonnal and 

infonnal financial sector. Such a situation is known in the literature as 'financial 

dualism'. For Gern1idis (1990) and Subrata (1995) the formal sector refers to an 

urban oriented institutional and organised system dealing with the magnetised 

modem sector. This part of the financial sector is directly subject to national 

financial market regulation, (i.e. they make use of the count1y's legal 

infrastructure and undergoes strict banking supervision). The informal and semi- ' · 

fonnal sector which is by definition non-institutional, deals with the traditional 

rural subsistence and non-magnetised sphere of the economy (Aryeetey, 1992). 

i 

However, an urban infonnal financial sector exists in most major cities in the 

work place or in the neighbourhood if one considers the case of tontines. The 

semi-formal sector like the formal financial institutions operate on the basis of a 
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legal system which is codified and enforced by the state (Pieter and Reinhard, 

1991, p. 111). 1n Cameroon like in other BEAC member states, such rules and 

regulations are codified by the Banking Commission of Central Africa 

(COBAC) and applies mostly to the fonnal sector1 
. 

The banking system (i.e. fonnal financial sector) will be assessed later 

below. However, the semi-fonnal and infonnal financial tmits are also examined 

in terms of structure and perfonnance. But unlike other Afiican countries, the 

Cameroonian financial system is heavily affected by its membership in the 

Franc zone. Allechi and Niarnkey ( 1993) presented the main p1inciples anq 

functioning mechanism of the CF A zone as outlined below. 

2.2 THE INSTITUTIONAL FRAMEWORK FOR THE 
FORMULATION OF FINANCIAL AND MONETARY 
POLICY IN THE BEAC ZONE 

2.2.1 Historical Developments 

The BEAC zone constitutes pati of the Fra11c zone member states. It is 

therefore worthwhile to briefly look at the historical perspective that underlie 

the Ba11k of Central Afiica11 states before delving into the common functioning 
' 

mechaiusm of the CF A zone. 

1 A recenl decree of the Prime Minis/er nvw places /he Savings and Credit Cooperali11es (C'OOPFC) 
under the conlrol and supervision of the monelm:y authorities a11d COB/ff.' (C:a111eroo11 'frihune No. 
6685/2974, of September 8, 1998). 
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The Bank of Central African States replaced the 'Banque Centrale des 

Etats de l'Afrique Equatoriale et du Camermm' (BCEAEC) established 

following the Agreements concluded between France, the states of Equatorial 

Afiica and Cameroori in 1960 (National Coun'cil of Credit of Cameroon, 

1975/76, p. 186). Following the Brazzaville A!:,>reements signed on the 22nd and 

23rd of November 1972 among the five states of Central Africa (Chad, Gabon, 

Congo, Republic of Central Africa and Cameroon) on the one hand, and on the 

other hand, between the said States and France, the Bank of Central Af~-ican 

states was set up with a view to enabling the signatories to pursue their 

moneta1y co-operation covered both by the w1limited guarantee granted by 

Fra11ce .to the cmTency issued by the new institute and greater involvement of 

member states in the management of their economic a11d monetary matters. The 

Brazzaville Agreements were completed by the 'Operations Account' 

convention signed at Libreville on March 13, 1973, according to which the 

assets of the Bank shall 'tra11sit1 through the French trnasury. Monetary co

operation fi.uihennore, signifies and implies French paiiicipation in the 

ma11agement of the Bank. 

The monetary co-operation organs me, on the one hai1d, the Monetary 

Committee comprising Ministers of Economy and Finance of member states, 

and, on the other hand, the Joint Monetary Committee comprising the Minister 
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of Finance of signatory states, namely France and the member states ·who 
' ' '' ·::lit:' 

ensure the implementatioi1 of the monetary co-operation c01wenti011. Thi'.\iew 
' ' ' :'(~g:. 

Bank came i11to operation on April 2, 1973 and initially installed iq Palis-
. • • . • . . . ' j ' :;:'.}:~~\~~:· ;·~ • 

. ~.;.1,;, 

France; the central services were transfen-ed to Yaounde, Cameroon. ~n Jc11i~iary 
/!~\:' 

2, 1977. Equatorial Guinea became the sixth country to join the union in 19?4- · 

The Bank of Central Afiican States being an Ajiican multin~IM~al 

' ' ' );tlttt< 
establishment is governed by cmmnercial and bankh1g laws and proceqµf~~ in 
' '' ' ' ' \f~ft'.' 

the manf}gement and control of which France participates in .exchange fof t}le •.. ' ' ' ' ' '' ' ?;tf.:· 
guarclntee it provides for the currency issued by the Bank. It e1tjoys fulCJ~gal .'. · 

. '.::.4~::,:·_ '. .. 

status and is in that capacity' entitled to the fullest powers granted to co;~rate 
,. :~~' 

:1:j:~. ·. ,.-.. ', 

bodies. The first five member states became members of tl1e, International ; 
: ' ' 1' ' ,,,:)~:~ ' ,' 

Monetary Fund and the World Bank in 1963, and by this adhesion, the l:3,ijf\C, · 

exerts relationship with the two institu~ons and their affiliates. 

2.2.2 Basic Principles Governing CFA Coqntries 

Membership of the BEAC is the rpost important feature of theWJJfA · 
. ,, ;(;(:<. ''' 

qountries' financial system such as those fmmd in Cameroon, GabqtfKfln4 : . 
. · ·::~r~r·::'.·. ': 
Central Africa. The BEAC defiti~s the exchange rate and banking Iem~J~ti9n .·· 

' ·(·· and the guiqeljnes for monetary and credit policy, just like what BCEAQ,~f,. tl.1e · 
· · . ':{11t}· . 

Central Bank of West Afiican countries does. The cwTent members of the 'franc . . . If/ 
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Customs Union of Central African States controlled by BEAC and the West 

African Monetary Union (UMOA) with the Central Bank of West African 

Counhies (BCEAO) as issuing institute. The eight countties of BCEAO are: 

Burkina Faso, Benin, Cote d'Ivoire, Mali, Niger, Senegal, Togo and recently 

Guinea Bissau while those making up the BEAC zone are six in number with 

Cameroon as 011e of them as earlier mentioned. 

The structure and operation of financial intermediation and institutions in 

these cmmtries are governed by the following four basic p1inciples: 

(i) fixed parity between the French Franc and the CFA until Janumy 

12, 1994, the pmity rate was 1 FF = 50CFAF and currently is 1 FF 

= IOOCFAV 
' 

(ii) free transfer without limit among member cmmtlies w1til August 

199 I when the monetmy authorities imposed some restriction 

particularly between the two zones; 

(iii) common reserves - the zone utilises a common exchange rate 

policy vis-a-vis the rest of the world; 

(iv) convertibility of the CF AF into FF through the special operations 

account opened with the French Treasury not at the Bank of 

France - for BEAC and BCEAO. Sixty-five percent of the foreign 
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exchange reserves of all the countries· of the zone is kept )it the 

. operations account in French Franc. ;ii·.; 
The convertibility of the CF A franc is guaranteed by the fixed parity wjpf ~he 

}it{ 
French franc, and it is the equivalent of the French franc in intern~ffp11al 

. ·ilitI> 
cun-ency market although it is not traded there. The convertibility of th~f~f A 

·;}~,j·/: 
franc was partially stopped in August 1993, when the French Treasury stgp'ped 

repurchasing CFA Franc coming from outside the Franc zone. It~~ 
From the economic point of view, these piinciples have impqpq11t 

.;M!~~t 
implications. First, the Bank of France is the final leader in all the finaricial 

)ihiif 
systems of the Franc zone. Secondly, the French Treasury can, in theoryPlnaj<e 

J{i~\f'.: 
up without limit, any deficit of the operations accmmt. Thirdly, the B~11t of 

i~f.tt\·. 
France and the French Treasrny are at present the two institutions th~:ilH~ve 

' J{jf:-;:: ' 
effective monetary sovereignty over the Franc zone as a whole, with rn§jnper 

/111:ir 
cmmtries being deprived of such a power. Finally, although the French Treij~ury 

}i]!/ 
enjoys sovereignty in the Franc zone countries, the transactions arising from the 

' ~~ 
;'•1'',· 

operations accounts take place at the Bank of France. In addition to tha{;{fyith 
'.{t~:} ' 

the Maastrich Treaty signed in December 1991, resb·ictions are imposed: on 
· '.;:111ir · 

national budgets (3 percent of the budgetary deficit of the Gross Do1fi©stic 
. ~~:·f~,}·~;:; 

Product GDP). Thus, the French Treasury can no longer monetise the defi,2i(~ of 
:;:rt,t·· 

the operations accounts, which makes it possible for the balance · of\ the 
·:.\f. :: 

;f1 
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operations accmmts to be in debt, vvithout the consent of the new European 

Central Bank. 

The above traits distinguish the monetary Lmion of the countTies of the 

Franc zone from all the others operating within the African sub-region. The rate 

of exchange is exogenous and is not an instrmnent of monetary policy. This 

results in the financing of the deficit of the balance of payments, which is unique 

in the zone, through French guarantee. But the countTies of the zone are facing. 

monetary and financial policy constrnints2 
. The patity change betV:,een the 

CFAF and the FF, as the one that took place on 12 January 1994, was possible 

only with the unanimous agreement of member countries and France. 

2.2.3 Institutional Framework of the Financial System of BEAC 

The banking system in the BEAC zone is composed of the common 

central bank - BEAC, with headquarters in Yaounde, Cameroon. It is the pivot . 
of all credit institutions existing within the zone and has national branches in 

each member country. This system is composed of commercial banks, 

developmen:t banks and non-bank financial institutions. I3EAC decisions are 

enforced in all six member cmmtries, and management of the bank is entrusted 

into the hands of all member states. Three bodies contribute directly or 

2 I'Or further delaib;, see AJ/echi and Nia,nke_v. ( I 993). 
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indirectly to the proper fonctioning of the Bank of Centrnl African States, 

namely: the Board of Governors or Directors, the National Monetary 

Committee and the Headquarters (National Credit Cmmcd of Carperoon, 

1972/73 and 1973/74, p. 204). However, other supervisory or control bodies 

also exist and are also examined. The BEAC is therefore, administered by the·· 

following organs: 

(i) The Board of Directors. This is the supreme organ of BEAC and .· 

has as its main task the definition of the general policy of the bank. 

For instance, it decides on the capital of the bank, adoption of its 

budget~ fixes the rate of discount and rediscmmt, credits and 

advances to banks and national treasuries etc., 

The board is headed by the Minister of Finance of each member state with a 

rotating chainnanship for at least oqe year. It has 13 members with 4 from 

Cameroon, 3 from the French Republic, 2 from Gabon and 4 from the other 
' . 

member countries (i.e. a member per state). 

(ii) The Governor of the bank. The Governor of the common central 

bank which is nominated unanimously by the Board of Directors · 

represents the management team of the bank at the top. 1bus, the 

Governor sits at the ·headquarters, and is assisted by a Vice 

Governor and the National directors, sees the day to day numing 
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of the bank. The National Directors receive informations on the 

activities of banks and treasuries and channel them to the 

Governor. The working of the Bank at the national level is based 

on the recommendations of two institutions~ the National 

1vl~netary Committee and the National Credit Council. 

(iii) The National Monetary Committees. There exist a national 

monetary committee for each member state which is presided by 

one of its members. 

This committee is made up of members of the Bank1s board of governors and 

their alternate members, and three other nationals chosen from the financial and 

economic sectors by the government according to their competence. The 

Governor of the Bank and two censors or auditors one of which is a French or 

his representative, assist in the meeting as advisory bodies. The National 

Director is the spokesman of the committee that meets quarterly to examine the 

general needs of financing the economy, detennines the financial means and 

proposes to the Board the 'Concour globaux1 (Global Assistance or allocation). 

Within the limit of its delegated powers, it fixes the rediscount ceiling I::,rranted to 

banks and the individual limits granted to undertakings under the condition laid 

down by .the Board. 
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Another body is the college of censors acting as auditors and comp,ising 

3 members from Cameroon, France and that of Gabon representing the other 

member states. This is a control organ which oversees the execution of the 

Bank's budget, regularity of its operations and assists in tJ1e Board's meeting and 

that of the National f\1onetary Committees. In certain cases, decisions of the 

Board and the Committee are repelled by the censors. 

(iv) The National Credit Council (NCC). This cmmcil which also 

assists the Governor exists in each member state and is presided 

over by the Minister of Economy and Finance. It also comprises 

representatives of banks, the national director and government 

economic advisers. The NCC meets once a year and evaluates the 

financial need of each economy for the short, medium and long

term. It determines the Central Bank's financial credit line 

allocated to the financial sector of each country, authorises the 

establishment of new banks and the opening of branches by 

existing ones. 

Like in most countiies, BEAC is the mam institution empowered to 

provide the several operational guidelines for all financial institutions in the 

economies of the zone. In conjtmction with COBAC - the banking commission 

of Central Afiica cy;eated in 1990, BEAC is the watchdog of the financial 
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system. The two structures supervise the operation of monetary policy, enforce 

the statutory obligations ~md monitor the perfonnance of the banking system. 

Prior to the creation of COBAC, the Banks and Financial Establishment Control 

Commission created in 1974 by Presidential Decree was incharge of the 

supervision of banking activities and the laying· down of banking rules and 

regulations in Cameroon. However, with the convention of January 17, 1992 

which harmonises banking regulations in Central African states, COBAC is 

110w the main supervisory body of banking rules and regulations within the 

zone. 

2.2.4 Interest Rates and Credit Policy of the BEAC Zone 

Cameroon, like all the count1ies of BEAC zone, is subject to the general 

monetary policy measures adopted by the board of governors of the BEAC. In 

case of any changes in policy prescriptions, all member cmmtries are obliged to 

the modifications. Thus, up to 1986, because of the existence of satisfact01y 

international reserves in the cmmtries of the zone of issue, the central bank's 

m·onetary policy was guided by the desire to promote the economic 

development of member countries (Report of the NCC, 1987/88, 1988/89 and 

1989/90, p. 125). Since then, the deterioration of net foreign assets caused by 
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the worsening tem1s o{ trade led to a change in macroeconomic policy towards 

a modification of money creation. 

Monetmy policy in the pre-reform era in the BEAC zone relied on two 

instruments, namely interest rate detennination and credit allocation (Njinkeu, 

1997). Conunercial banks' refinm1cing from BEAC was subjected to upper 

limits detennined by taking into account the monetmy position of national credit 

committees, and the extent to which these limits were constraining varied 

according to the type of credits. However, credit allocation which constitutes 

the quantitative regulation of credit is not different from direct intervention of 

which one should note the policy of '·Concour Global' or total allocation. The 

total allocation decision for each cmmby is defined as the total refinanced 

credits by the National Monetaiy Committee for distribution. It is based on the 

net position at the French treasury, whereby the upper limits for credit according 

to CFA accords m·e reduced by 20 percent for those member states that have 

deficit with the French treasrny for more tJ1an three months. Neve1iheless, in as 

much as ceilings are defined for commercial banks, national treasuries and 

individual enterprises also benefit from the credit allocation scheme. 

As concerns the instrument of the interest rate policy, vanous 

intervention rates existed before the 1990 reform. The previous system had 

three bank refinancing rates: a nonnal discmmt rate, a preferential rate and a 
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penalty rate. Because of the low profit margins on priority activities, for which 

the preferential rate applied, commercial banks were reluctant to engage in this 

category of lending. The reform got rid of the preferential rate and aimed at 

reducing the gap between credit to state treasuries and the discmmt rate at the 

central bank. The changes in the interest rate structme within the z011e of issL1e, 

took place the same time when the restructuring of the banking system and 

other financial sector programmes were initiated by the IMF and the World 

Bank. 

The aim of changing the structLu·e of the bank refinancing rate was to 

achieve a simplified structure of and to liberalise interest rates, increase the 

profit margin of banks, maintai1r a positive rate differential with major foreign 

partners, France and the West African Monetary Union (UMOA), and to adjust 

interest rates taking into consideration trends in the economic and financial 

situation. In Cameroon, several important decisions · were taken between 

September 1988 anq April 1989 in line ·with the above action. (Report of the 

NCC, 1990/91, p. 25). But however, the refonn process was stepped up in 

1990/91 by the decision of the Board of Governors of BEAC to revise interest 

rates beginning October 1990. Thus, since 1990, only one discount rate prevails 

in the zone in as much as a decision was taken to adjust the rate of advances to 

national treasuries with a one point increase every 6 months, beginning March 
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1991, so as to align it to the ordinary rate. The same procedure was applied to 

the penalty rate in order to maintain a Lmifonn rate applicable to both banks and 

national treasuries. 

In accordance with the vanous modifications, one would speak of a 

policy of low rates administered by BEAC prior to the 1990 reform, on the 

assumption that low interest stimulates investment and growth while higher 

levels do not necessarily stimulate savings. This is the type of interest rate 

policy advocated by the Keynesian themy, but this has been dropped following 

a more dynamic monetary policy initiated in the context of the structural 

adjustment policy and supported by the financial liberalisation theory. 

Anoil1er instnunent of monetary control used by BEAC to ensure that 

credits allocated are devoted to development activities is the qualitative credit 

control policy. This policy allows BEAC to support economic operations 

judged significant to the economy of the respective cmmtty. Three schemes 

were used namely, a preferential interest rate on priority sectors, selective 

rediscount rate ceilings, and individual ceilings for certain activities and firms. 

There was no government control of credit in the pre-reform era. Control was 

made via national credit cOLmcils on a bank-by-bar1k basis. The reform has done 

away with U1ese controls ar1d relies on monetmy progratmning and a market 

allocation of available funds. Thus, credit allocation now heavily relies on a 
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monetaiy programming which constitutes a substitute for the determination of 

global ceilings or allocation, that was passive ai1d static and did not consider 

macroeconomic situations. The monetary programming framework, because it 

includes GDP growth targets, balance of payments situations and fiscal 

deficits/surpluses, can signal inconsistencies in the overall eco1_1omic strategy 

that is being followed. With this frainework, monetary and credit targets are set 

annually and revised half-way through the year. 

The policy of reserve requirement is another direct intervention policy 

used by BEAC as opposed to 'Concour Global' or total allocation. There was 

also a required reserve limit that was not . enforced until 1987. Nowadays, 

following the procedures taken to secure long-term viability of the reformed 

bai1ks, specific measures- prudential ratios and legal and regulato1y frameworks 

are required. ln the zone of issue there is a liquidity ratio requirement to 

guai·antee that commercial banks can back their short-term liability. Rates vaiy 

from countiy to country (70 percent in Cameroon and Equatorial Guinea; 7 5 

percent in the Republic of Central Africa, Congo, and Gabon; 80 percent in 

Chad); the target is 100 percent in all cmmtries. A debt to total asset ratio is 

associated with the liquidity ratio to reinforce bai1k solvency. Commercial banks 

are also required to diversi1y risk according to stated rules. According to this 

coverage requirement, no bank as of 1990 was allowed to lend to the same 
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borrower more than 75 percent of their invested capital; a long-term target ratio 

is 45 percent .. In addition, ceilings are 300 percent for the top five biggest 

borrowers and 800 percent for the combined group of individuals who borrow 

more than 25 percent of the invested capital. 

ln sum, BEAC's policy is generally the primary determinant of credit· 

allocation to tl1e union. Consequently, the growth and operations of financial 

and non banking institutions_ in cOLmtries such as Cameroon, Gabon and other 

member states are greatly influenced by the policy stance and direction of 

BEAC. Nevertheless, even though most banks. in the CFA zone countries are 

subsidiaries of French banks, for instance the Banque Nationale de Paris was a 

parent to tl1e fonner BIClC; SCB-Credit Lyonnais is a subsidicrry of the Credit 

Lyonnais; etc., the French presence has reduced compared to the pre-reform 

period (Njinkeu, 1997). 

Despite some sh011 comings that Allechi and Niamkey ( 1993, op.cit) 

pointed out, one notable advantage that has been mentioned oilen is a low 

inflation level that prevails in the CFA countries. For instance, in the words of 

Devaranjan and de Melo (l 987) 'Membership· in the zone has induced a sense 

of monetary ar1d fiscal discipline, damping the 'stop-go' cycles observed in 

many developing cmmtries'. However, it would appear· to many observers of 

Franc zone economies that, the so-called advantages of the zone did not actually 
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accrue any longer after the mid eighties. The low inflation level did not yield 

high growth. lnfact, there was low growth rate that unfolded itself beginning 

I 986, leading to the economic crisis that revealed the weakness of the financial 

system Lmderlining the CFA zone monetaiy operation system. But given the 

segmented nature of the financial sector, it is appropriate to review the activities 

of each segment of the sector. 

2.3 THE STRUCTURE OF THE FINANCIAL 
SECTOR IN CAMEROON 

2.3.1 , The Structure and Performance of the Formal Sector 

2.3.1.l The Financial Structure 

Several different types of institutions exist in the formal financial sector 

in Cameroon. These are examined within the context of the money market. The 

money market of the BEAC zone weilt operational in January 19943
. However, 

an Lmorganised money market existed in the real sense of the terminology since 

it cornp1ises market for shori and medium term loans. 

The Cameroonian banking system as of 30 June 1993, had 9 commercial 

banks with 143 established branches and a number of periodic offices; one 

public establishment with a banking nature, and 11 non-bank financial 

institutions, three of which were public (Report of the NCC, 1991/92 and 

3 Operation pralique du 111arche Monelaire de la zone /31~AC version Jer Al'ril 199.J, p.1. 
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1992/93, p. 40). This network of credit institutions spread over 190 branches 

and office of which 40 and 53 respectively were in Yaounde and Douala. 

However, though according to the Report of the National Credit Council of 

Cameroon, 9 commercial banks existed as at June 1993, presently '7' exist and 

6 of them operate in the money market4 
. The network of financial institutions 

including those undei· liquidation following the ongoing financial sector 

refonns5 are presented in Table 2. l below. The 111surance market also 

constitutes part of the financial sector. 

4 The /3111/eiin di, Marche Monetaire No. 35 May 1997, p. 72, indicates 6 that operate in the money 1J1arke1. 

/3ut two new commercial banks i.e. Co111111ercial /3ank of Cameroon am/ 1 'ighland Cu1poratiun 1Ja11k have 
also entered the banking scene. 

j For an exhaustive discussion on the restructuring of the banking sec/or, see section 2. 4. 
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Table 2.1: Financial Institutions in Cameroon 

l - COMMERCIAL BANKS/DEPOSIT MONEY BANKS 

A.B.C - Amity Bank Cameroon 
B.I.C.E.C - Banque lnlernalional du Cameroun pour l'Epargne cl le Credit 
C.C.E.I - Caisse Con11nu11c d'Epargnc cl d'I11vcslisseme11L 
C.C.P - Centre de Cheques Poslaux 
S.C.B-C.L.C - Societc Commcrciale de Banqucs-Crcdil Lyonnais Camcroun. 
S.C.B.C - Standard Chartered Bank Cameroon 
S.G.B.C - Socicle Generale de Banque au Camcroun 

2 - OTHER ELIGIBLE BANKS 

C.F.C - Credit fancier du Cameroun 

J - OTHER NON-ELIGIBLE BANKS 

C.E.P - Caisse d'Epargne Postale 

4 - BANKING INSTITUTIONS UNDER LIQUIDATION 

B.C.C.C - Bank of Credit aud Commerce Cameroon 
B.C.D - Banque Camerounaisc de D6veloppcmcnt 
B.l.A.0.C - Banque lnlernationalc de I' Afriquc Occidentale - Camcroun 
B.J.C.I.C - Banque Internalionale du Commerce et de l'lndustrie clu Cameroun 
B.M.B.C - Banque Meridien-BJAO Cameroun 
C.A.C - Credit Agricole du Cameroun 
CAMBANK - Cameroon Bank 
F.1.B - Firs! Inveslmenl 3ank 
I.B.A.C - International Bank of .A.frica Cameroon 
S.C.B - SocieLe Camerounaise de Banque 
S.G.B.C - Societe Gencralc de Banqucs au Cameroun* 
S.R.C - Societe de Recouvremenl des Creances 

5 - NON-BANK FlNANCIAL INSTITUTIONS 
C.M.E.P - Caisse Muluelle d'Epargne cl de Promotion 
CREMUCAM - Credit Mulucl du Ca111eroun 
FOGAPE - Fonds d'Aide et de Garantie de Credit aux PME Camerounaisc 
N.F.C.C - National Financial Credit Company 
S.C.E - Societe Camerounaise d'Equipment 
S.N.I - Societe Nationale d'lnvestissemenls 
SOCABAIL - Societe Camerounaise de Credit-Bail 
SOCCA - Socictc Camcrounaise de Credit Automobile 
SOFIREC - Socicte de Financemcnl cl de Rccouvrcmcnl du Camcroun 
SOGEC - Socictc Gcneralc d'Equipemcnl au Camcroun 
SOGALEASE - Societc Gcncralc de Leasing 
All Insurance companies in Cameroon 

* Bank in activity with its insolvcul component of balance sheet transferred to the 
Loan Recovery Con1pa11y (S.R.C) 

Source: Elude cl Stalistiqucs Economiques, BEAC ( 1997, p.40J), May 
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. In 1989, the insurance market in Cameroon was shared by 15 companies 

governed by Cameroonian law and 4 branches of foreign origin. Among the 

brokers, were 8 general insurance agents, 62 insurance brokers and 61 

automobile and stmdry damages assessors. However, as of 30 Jtu1e 1993, 15 

licensed companies were in existence with 13 registered w1der Cameroonian 

law, and 2 tmder foreih>n delegation and one supplementary company. Insurance 

companies are an impmtant smrrce of domestic savings mobilisation and so, it is 

interesting to follow the trend in the reserves of the entire insurance sector as a 

result of the funds they attract. The premium issued which stood at 4 l 22 

millions of CFA francs, 2182 and 5961 millions of francs for claims paid and 

for technical and actuarial reserves respectively, on December 31 st 1972 

(Repmt of the NCC, l 972/73, J 973/74 and 1974/75, p. 260), had experienced 

tremendous increases as of .Jw1e 1993 marked by a total premium of 35,300 

million CFAF. This represented an increase of 756 percent. However, the 

increase did not fair in the same maimer for the various branches with the 

greatest share of premimn coming from the motor insmance followed by life 

insurar1ce as of Jtme· 1993. Finally as to be noted, the evolution of the activities 

of n1surar1ce compar1ies is the sarne as that of the bar1king sector which has been 

plagued by serious finar1cial ar1d administrative difficulties. This explains why 
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the sector is also undergoing a structural reform as mentioned in section (2.4) of 

this study. 

Another important unit of the formal financial sector is the stock 

exchange which is still to operate in the cmmt:ry. Reflections are underway in 

view of creating one (Finance-Infos, 1997). A review of the performance of the 

formal financial system is of paramount impmiance. 

2.3.1.2 Performance of the Formal Financial System 

The parameters used to assess the perfonnance of the sector is the saving 

behaviour and the financial deepening indexes such as the broad money, M2 

and credit to the private sector to GDP ratios. According to Keynes's simple 

model of income detennination, income constitutes consLUnption plus savings. 

This notion led Keynes to develop a saving fimction which depends on income, 

and this provided the basis of the multiplier ~ffect6 
. The dependence of savings 

on income is through the marginal propensity to save, defined as the proportion 

of any small increase in income which is saved. This is as opposed to the 

average propensity to save, defined as the proportion of income that is saved. 

lnfact, these relationships have been examined for Cameroon by considering the 

Gross national saving as a percentage of Gross domestic prodL1ct (GDP). 

6 11ie relation.ship between savings and income is give as: 
Y = C -1 .s: where S' = Y - C 

This saving equation can be writ/en as S = a + s }'1 where S' = saving, }d = current dispo.mhle income; a 
= constant (a</) and s = Jhe marginal propensi~y lo save (o<s<J), where 11111/liJilier -- /1'.\'. 
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We observe from Table 2.2 that in general, savings rates in Cameroon 

experienced an increasing tendency from the pe1iod 1970 -· 1974 to the period 

1975 - 1979 and l 980 - l 985 but later declined in the period 1986 - 1990. A 

salient feature in the Gross national saving rates as a percentage of Gross 

domestic product (GDP) is the tendency to increase ove1time. Another major 

indicator which characterises the saving behaviom is the Gross capital 

fonnation/GDP index. 

Table 2.2: Gross National Savings Rates and Resource Gap 

(Percent) 

Pe1iod Savings Rates Gross Capital Resource Gap 
Formation/GDP 

1970-1974 7.74 16.85 - 9.11 

1975 - l 979 9.26 19.79 - I 0.53 

1980 - 1985 19.12 23.78 - 4.66 

1986 - l 990 15.83 22.27 - 6.44 

Source: Adopted and calculated from the World Bank table 1992. 

Gross capital fonnation to GDP ratios are positive and fairly high when 

compared with the gross national saving rates. As observed in the table, 

Cameroon's gross capital formation had been increasing with savings rates and 

dropped to 22.27% for the period 1986-1990 when the savings rate also 
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experienced a decline. This is a ve1y interesting finding when one relates these 

savings rates to the halance of the operation accounts held at the French 

Treasmy under the Franc zone agreements. 

The policy implication of such a situation especially with the high gross 

capital formation rates is worth noting. For example, this means that when the 

operation account is in credit, that is positive, the country can easily boITow 

money from external sources to increase capital fo1mation. Th.is indicates that, 

when the account is having a debit balance or is negative, the tendency is for the 

govenunent or banking institutions to contract debt as the former will be unable 

to seek for international financing. However, stringent Franc zone rules have 

made it more difficult to borrow tmder these circtunstances which have 

correspondingly reduced capital fonnation or investment. 

An examination of the saving-income relationship conducted during the 

research showed that the marginal propensity to save (MPS) in Cameroon was 

0.282, while the Average Propensity to Save (APS) was estimated as 0.1297
. 

These figures as well as indices are indicative testimony of the existence of 

some potential savings within the cmmtry1s fonnal financial system. It is ve1y 

easy with such indicators to deduce the existence or non-existence of the 

country1s potential to save, when a comparison is made between the MPS ( or 

7 The estimales·were ca/culatecl using data Jiw11 World J3ank table, 199 2. 
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the income elasticity of saving} and the APS. There is therefore some potential 

for saving if MPS is greater tlum the APS. But if on the other hand, the MPS is 

equal to APS, we have stagnant saving; and negative saving potential when the 

MPS is less than the APS. In this study, it was found that the marginal 

propensity to save exceeds the average propensity to save in Cameroon. 

Although the difference is not great, the conclusion is that there exists potential 

savings in the Cameroon economy following the estimates got. 

We have been talking, however, about tl1e importance of global savings 

and its relation witl1 global income. But savings may be channelled into the 

banking instih1tions, in which case mention is made of financial savings or kept 

for the acquisition of physical assets. The Mckinnon-Shaw school points out 

that tmderstanding the dynamic role of finance for economic growth is critically 

dependent upon tl1e perception of the relationship between money and physical 

assets. Based on this it would be necessary to review the irnportance of 

distinguishing between liquid and physical assets which both constitute global 

savings. In the conventional neo-classical growth model, money is seen as a 

substih1te for physical capital and productive investment and real money 

balances are substitutes for physical assets in wealth-holders' portfolios (Tobin, 

1965). In contrast, Mckinnon-Shaw emphasised the complementarity ·between 

monetary or financial assets accwnulation and physical capital accmnulation. 
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They argue that real money, consisting of all financial assets, should be treated 

as a factor of production which enhances efficiency and productivity. This 

explains why the financial depth of. Cameroon needs to be examined. As 

Malcolm et al., (1987, p. 346) put it, 'the growth in the real size of the financial 

system is primarily reflected in growth in the share of liquid assets in GDP'. 

Below is a description of the financial depth of Cameroon. 

It is widely recognised that the financial sector in developing countries is 

shallow. This oflen is shown by a low rate of growth in some financial 

deepening indices as illustrated in Table 2.3 below. 

Table 2.3. . Financial Deepening index in Cameroon 

Years M2/GDP Banking(%,) Percentage change in Percentage change in 
(%) Claims/GDP bank assets bank liabilities 

1980 21.."i 2<) . ."i 28.8 21.7 
J 981 21.7 11.1 41.1 28.01 
1982 21.3 31.2 17.5 23.6 
1983 24.5 30.8 24.5 28.9 
1<)84 24.2 25.2 7.5 24.1 
1985 2.1.6 22.8 11.9 19 
1986 21.04 23.8 3.13 -7.3 
1<)87 17.7 25.1 5.7 -21.6 
1<)88 !<J.2 23.8 4.2 8.5 
1989 21.9 25.2 6.1 8.2 
1990 22.6 26.7 -10.5 -0.15 
1991 23.2 26.9 0.24 0.25 
1992 18.9 12.6 · -47.7 24.8 · 

1993 17.2 11.6 -5.2 -4.7 
19<)4 20.09 10.7 15.7 28 
I <J<J:'i 15.7 8.9 -0.33 -17 

Source: lMF Financial Statistics, various issues. · 
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From table 2.3 above, one notes that the ratio of liquid assets to GDP 

(M2/GDP) falls in the bracket 0.15 - 0.30, indicating that the Cameroonian 

financial system is very shallow and is at an intennediate level. This may be 

because the banking network is not adequately represented throughout the 

country. Most banks are located only in towns and so saving potentials of the 

rural population which makes up a greater p011ion of the entire population, are 

not lured into the financial system. This goes to confim1 what some authors 

assert, like Porter (1980), Lewis (1955) and Teriba (1981), that savings are 

'institution elastic' and so in order to mobilise and increase savings, bank 

br:111chcs must b<.; proliforntcd IOg1111gbc11ro et al., 1996 op citl. I lowcvcr, the 

relatively low levels of the financial deepening index (M2/GDP) provides an 

indication of the banking system's low ability to increase its lending for 

investment pw-poses. The high cash component of M2 indicates that the index 

may not reflect the development of long-tenn saving behaviom or a less 

prelerence for liquidity. As concerns the growth of the assets and liabilities of 

banks, reference is made to the deposit money banks. 

On the basis of the above data, one observes that the ratio of broad 

money (M2) to GDP has been declining for Cameroon especially from 1986 to 

1995 where it moved from 21.1% to 15.7%. However, some little expansion 

was noticed between 1988 and 1991 . The data show also that the commercial 
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banking claims on the private sectorfor Cameroon fell from a high of 29.5% in 

1980 to a low level of 8.9% in 1995, though a decreasing trend actually staiied 

, 

in 1984. Thus, there have been no improvement in financial resomce allocation 

following the financial refo1ms. The correlation between the financial deepening 

indexes and growth rates in Cameroon portray a meai1ingful relationship 

between credit availability and real GDP. The period 1980-1986 was 

characterised by positive growth rates and this is also marked by relatively high 

financial deepening index above 20%. Nevertheless, the low M2/GDP ratio in 

Cameroon may be a connibuting factor to the financial and economic c1isis the , 

country in particular ai1d Afiica in general went through during the post 1986:. 

period. The financial c1isis had been characterised in the late 1980s by the 

foJlowing key effects; bank failmes; banks insolvency; mismai1agement; default 

payment; and high government deficits. This culminated in a series of closure of 

some counters of commercial banks ai1d a full closure of others. This point is 

well analysed under the finai1cial sector refonns in Caineroon at the close of this 

chapter. 

As concerns the deposit liabilities ai1d assets, negative chai1ges occurred 

in some years. This is ai1 indication of lack of confidence in U1e banking systci"n, 

a featme which culminated in U1e closures of banks. Such periods are marked 

by low level of deposits in bai1ks and thus low lending facilities. This period of 
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bank illiquidity places commercial banks at the disposal of the BEAC in request 

for refinancing. In this BEAC zone, the ceiling for total central bank credit is 

detennined by the Board of Governors following proposals from the NCC. An 

observation of Table 2.3 indicates that the period between 1990 and 1995 was 

marked by declining M2/GDP ratio with negative bank assets and liabilities. 

However, in some years, positive changes occurred. The situation could be well 

observed when one examines the evolution of the liquidity positions of banks 

that create money, elaborated in Table 2.4. As observed in Table 2.4, the 

situation of the banking system continued to be characterised by the acute and 

persistent economic crisis which had been affecting Cameroon since 1985. 1t 

was therefore in a particularly difficult context that credit institutions in genera) 

and banks in pruiicular continued to operate during the 1991 to 1994 period. 

Despite the refonns ru1dertaken by the government in the banking sector, the 

expected results in terms of restoring liquidity, solvency and conditions_ for 

profitable exploitation did not occm except till the end of the second half of 

1993/94 perhaps due to the CF A devaluation. This retmn of liquidity was 

marked by positive changes in cash in hand and at bank of issue and total 

deposits that runeliorated the ratio of deposit to credits rising from 69 to 110.61 

percent between 1991 and 1994. · 
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Table 2 .4. Evolution of the liquidity position of banks that create money ( in millions of CF A francs) 

Item June 1991 June 1992 June 1993 June 1994 

1. Cash in hand and at the bank of issue 40 283 28 893 17 888 54 817 
2. Foreign assets 47 223 43 640 24 769 65 961 
3. Domestic credits 1 163 032 598 557 568 687 556 285 
3 a. including credits to the economy 1 052 324 499 136 453 968 377 271 

Uses = resources l 250 324 670 857 611 444 677 063 

4. Total deposits 802 393 541 672 506 306 615313 
4. (a) incl. deposits by priv. persons and ent. 614 896 454 778 428 679 521 670 
Ratio 1/4 5% 5.3% 3.5% 8.9°/o 
Ratio 2/4 5.9% 8.1% 4.9% 10.72% 
Ratio 4/3 69% 90.5% 89°/o 110.61% 
5. Short, medium and long term liabilities 66 793 20.594 33 948 29 373 
Ratio 5/3 5.7% 3.4% 6% 5.28% 
BEAC assistance 81 602 45 056 50 791 26445 
Ratio 6/3 7% 7.5% 8.9% 4.75% 
Ratio 6/3a 7.8% 9% 11.2% 7% 
7. Consolidated credits on state 188 697 202 597 202 597 205 475 
8. Equity 138 612 90 573 71 856 83 743 
9. Other items -27 559 27 038 -51 557 - -77 811 

Source: The National Credit Council of Cameroon, Twenty-second and Twenty third progress report ofl991/1992, 
1992/1993 and 1993/1994 Financial years, p.43 and p. 43 respectively. 

I 
I 

- . 
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There was also a reduction in BEAC assistance observed in terms of a fall in the. 

ratio of BEAC assistance to credits. 

The return of liquidity considered as good banking perfom1ance, enabled 

some banks to reduce their commitments very drastically or increased their 

placements with their external correspondents. Others increased their 
' ' 

investment accmmt deposit despite the fall in the interest rates fixed by 'the bank 

of issue during the 1993/1994 financial year, whereas,. others significantly cut 

down their request for centTal bank ftmding as long as they had not paid back 

their loans. Table 2.5 below shows these global trends in the main indicator of 

cash in hand at banks as of 30 June l 994. 

Table 2.5: Some indicators ofbaµking performance in millions of FCFA: 

Item 31-12-93 31-1-94 31-3-94 31-5-94 30-6-94 

Net position of cash in hand 3 303 7 802 22 249 73 277 107 447 

External position 

Investment account with -4 541 -5 133 10 505 26 252 18 260 

BEAC l 490 2 300 5 250 16 955 34 100 

BEAC refinancing 49 333 47 213 37 431 37 431 21 287 

Source: National Credit Council of Cameroon: Report for the 1993/94 financial year, p. 42. 

Thus, one can conclude that with the state now freely out of participation 

in financial institutions, the banking market has since been improving. However, 

CODESRIA
 - L

IB
RARY



89 

if the financial stntctLu-e of banks are considered as opposed to their liquidity 

positions during the 1994/95 financial years, no improvement was registered, 

(The NCC:, l 994/95 and l 995/96, p. 36). While some improvement in the 

financial structure was noticed by 30 June, 1995 with a deffoit of 17 586 million 

francs as against 35 449 million in Jw1e 1994, it can be noted that it worsened .. 

fmther by 30 June, 1996 by recording a deficit of 49 673 million francs. There is 

also concern about the sector's lending facilities. 

Credit to Government is strictly limited by Article 21 of BEAC statutes to 

20 percent of the previous year's budget of the respective national governments. 

In practice, this is treated as an automatic entitlement. In the absence of specific 

co-ordination of fiscal and monetary policy, the credit limit to government may be 

insufficient to fund borrowing requirements particularly as sources of new foreign 

borrowing are extremely limited by debt repayment moratoria. 

As concerns total lending to the Cameroonian economy, Table 2.6 shows 

its evolution from 1983 to 1991. It is noteworthy that most of the banking 

institutions are commercial banks. lt can, therefore, be presumed that they make 

most contribution to the yearly lending. Most loans are characteristically short

term (71.6 to 88.5 percent). This represents three-quarters of the entire loan and 

this trend was. maintained 1ight up to 1996 as observed in Table 2.7 also 

displayed below. 
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Table 2.6: Lending to the Cameroonian Economy from l 983 to 1991 
(percentages) 

Year Banking BEAC Total Short Medium Long 
institution refinancing Term Term Term 

1983 83.3 16.7 100 72.4 26.2 1.4 
1984 83.6 16.4 100 71.5 27.2 1.2 
1985 87.1 12.9 JOO -74.6 24.3 0.4 
1986 83.7 13.6 100 75 24.6 0.4 
1987 74.8 25.2 100 77 22.6 0.4 
1988 75.7 24.3 JOO 81.3 18.3 0.4 
1989 78.6 21.4 100 86.7 13.2 0.1 
1990 79.8 20.2 100 88.5 11.5 -
1991 80 20 100 87.1 12. l 0.8 

Source: BEAC, Statistiques Economiques, 190, Mars 1992, p. 1.53. 

Table 2.7: Evolution of credit stock of commercial banks 

Years Short Medium Long Total Amount (Millions of 
June Term(%) Term(%) Term(%) % FCFA) 

1991 83 16.9 0.1 JOO 571694(1) 

1992 78.2 ; 20 1.8 100 499 136 

1993 81 18.7 0.3 100 453 968 

1994 80.4 19.4 0.2 100 377 271 

1995 83.8 15.9 0.3 JOO 397 411 

1996 82.6 16.8 0.6 100 423 963 

Source: Calculated and adopted from various issues of "Statistiques Financiers et 
Rappo1i .d'Activite" - BEAC 1993/94, 1994/95 and 1995/96 Financial 
years. 

(1) The difference between the amount of credits to the economy in 1991 obscrv·ed in· 
Table 2.4 and in Table 2. 7 is that, the situation in Table 2. 7 did not take _into 
account the claims of liquidated banks. Thus, only unquestionable credits are 
considered here. 
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The evolution of credits to the economy offered by banks that create 

money could be linked to that of deposits. Table 2.4 above shows that credit to 

the private sector continued to diminish wiU1 deposit between 1991 and 1994. 

This is not different fro'm what we observed in the ratio of Banking claims to 

GDP. But with the upswing of deposit as in Jw1e 1994, total credits to the private 

sector or economy reversed its tTend to an upward direction as from Jw1e 1995. 

Table 2.7 also shows how credit to U1e economy began to rise in that year. This 

positive trends may be due to the return of capital placed abroad, and the foreign 

exchange gains realised by businessinen, aggravated by U1e CFA devaluation. 

2.3.2 The Structures and Performance of the 
Semi-formal Financial System 

2.3.2.1 Introduction 

The non-formal financial sector in Cameroon like those in many other 

African cmmtries, consists of several heterogeneous activities and organisations. 

Nissanke (1991) and Soyibo (1994a ), in their recent study provided an in-depth 

description of these organisations and activities. They include three main types of 

· structmes as outlined below. 

(i) The semi'."formal institutions such as savmgs and co

operatives, credit unions and programmes managed by 

some self-help NGOs. 
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(ii) The less fonnalised, smaller scale arrangement such as 

savings groups, mutual aid associations, non-rotating saving 

and credit association, rotating saving and credit 

association. 

(iii) Commercial lenders such as estate-owners, landlords, 

traders, shopkeepers and professional and non-professional 

money-lenders, friends, relatives and business associates 

between whom transactions take place on a non

conunercial basis. 

The emergence and development of these different structures derived from the 

inability of the fonnal banking system to meet participant's needs, precisely the 

incapacity of the formal sector to mobilise rural savings, savings of small trnders, 

handicraftsmen and households with low income levels. All these have prompted 

the growth of this sector of the financial market. 

Indeed, savings comprise a behavioural and social dimension which 

should be taken into account in the organisation of a broader financial market that 

could reach the maj01ity of the population especially those in rural areas. That 

notwithstanding, it would appear a !:,>Teater percentage of the population still 

express fear and lack of confidence in the banking system. They terid to place 

more confidence on the infonnal sector. This corresponds to the mentality 
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households have as concerns guarantee against defaults of payments or their 

deposits and the intimacy that characterises the sector. These to some extent are 

the general conditions leading to the evolution of semi-formal institutions. The 

types of units and institutions existing in Cameroon and which fall under semi-

fom1al financial units could be· linked to credit unions and 'Co-operative 

d'Epargne et de Credit' which came up following the decree n° 92/006 of August 

14 1992 relative to the creation and organisation of co-operatives and common 

initiative groups . However, in this study, the case of credit unions as an example 

of a semi-formal Lmit is considered. The nature, scope and growth of the Co-

operative Credit Union network is described below. 

2.3.2.2 The Nature, Scope and Growth of the Co-operative 
Credit Union Network 

One of the earliest, fastest growing and acceptable semi-formal financial 

institution in Cameroon is the Credit union network when measured in terms of 

its nation-wide network system, high savings mobilisation capacity, large and 

rapidly increasing number of memberships and volume of loans granted to its· 

members (Tawa, 1993). These performances can be observed in 'fables 2.8 and 

2.9 below. The first Credit union (CU) in Cameroon was set up in 1963 in 

Njinikom of the Northwest Province and modelled on the British system. The 

growth of the CU movement led to the founding of Cameroon Co-operative 
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.Credit Union League Limited (CAMCCUL) in 1968 witJ1 headqua1ters in 

Bamenda. At the start, the league had 34 registered 'primaiy co-operatives1 and 

by the end of 1983, CAMCCUL had 112 member co-operative unions with a 

total of 50,042 members a~. well as 108 'discussion groups1 (pre-co-operatives) 

with 47,888 members. The total assets of the league at the end of 1983 atnmmted 

to 1,245 million CFA fra11cs, including 1,010 million CFA francs· in long term 

deposits of the members. 

The credit tmion still popular in the English-speaking re!:,iion of Cameroon, 

has gained considerable grmmds in the French-speaking region also. Table 2.8 

shows their distribution as of July 1987. Five out of the ten provinces in the 

country have credit w1ions a11d pre-co-operative credit rnlions, a11d an additional 

two operate discussion groups. ln all, there were 122 credit tmions and 160 pre

co-operative credit muons in 1987. It is however, possible that since 1987 these 

numbers have risen. CODESRIA
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Table 2.8: The Distribution of Co-operative Credit Unions and Pre-co
operative Credit Unions by Province, July 1987 

Province Co-operative credit Pre-co-operative credit 
union (number) union (number) 

Central 15 48 
Littoral 6 16 
Extreme North - I 
North West 61 44 
West 1 16 
South - I 
South West 39 34 

Total 122 160 

Source: The promotion of small and medium scale industiies in Cameroon, 
Regina Tawa (1993) 

Total 

63 
22 
I 

105 
17 
I 

73 

282 

Membership in these credit tmions and discussion groups is correspondingly high 

(see Table 2.9). From 4,000 in 1968, the membership stood at 72,358 in 1989 (an 

overall increase of 1709 percent, within an average annual increase of about 90 

percent). The rapid growth of the credit union movement as already mentioned, 

necessitated the creation of an apex organ-CAMCCUL which unites all credit 

unions at the national level, while the individual credit unions remain organised at 

the village level. However, a munber of them fonn chapters at the divisional 

level. Discussion groups are still organised at the village level. They serve 

primarily to prepare members for full participation in credit w1ion activities. 

' 
Before creating a credit tmion, its members meet weekly in a discussion group for 

about six months. During this period, the working pattern of the credit union is 

introduced and questions are discussed. 
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The sessions continue for sometime, even after the discussion group 1s 

converted to a credit tmion. This procedure is said to be one of the reasons for the 

success of credit unions in Cameroon.8 

Table 2.9: Evolution of credit union membership, savings and loans in 
Cameroon, 1968 to 1989 

Membership Savings Loans 

Number Annual Amount in Annual Amount in Annual Loan-savings 
Years Growth Rate Million Growth Million Growth Growth Rate 

1968 
1984 
1985 
1986 
1987 
1988 
1989 

(%) FCFA Rate(%) FCFA Rate(%) 

4 OOO ' 16 IO 62.5 
530 126 81.7(1) 5 328 20.75(1) 3 677 22.91(1) 69 
58 604 10.5 6 494 21.9 4 584 24.7 70.6 
60 512 3.3 7 834 20.6 5 712 24.6 72.9 
66 443 9.8 8 891 13.3 6 341 11 71.3 
68 980 3.8 . 9 653 8.6 7 500 18.3 77.7 
72 358 3.9 10 600 9.8 6 800 -9.3 64.2 

Source: The promo Lion of small and medium scale industries in Cameroon, 
Regina Tawa, (1993, 158). 

( 1) Figures show the average annual growth rate. 

%1 

· Credit muon membership, as indicated above, is large and widespread. 

Savings and lending activities are presented also in Table 2.9. The average 

gro~ rates, especially up to 1984 were very tremendous. While these activities 

continued to grow for the rest of the ] 980s', the rate was much lower, possibly 

reflecting a reduced trend in the growth rate of membership, which was as low as 

3.8 percent in 1988. The Loan-saving ratio rose continuously and reached a peak 

of 77.7 percent in 1988. This dropped by over 10 percent to 64.2 pe1:cent in 

' 8 Regina Tawa (1993) op. cil. 
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1989, possibly due to cautious attitudes in the deepening economic , crisis 111 

Cameroon. Inspite of this, the c1edit w1ions are performing well, especially when 
~·t( 

consideration is given to the difficulties faced by the fonnal financial or banking 

sector. The success of the credit w1ions as at 1989 in terms of its proliferation, 

rising savings and loans is attributable to the role of CAM CC UL, the apex organ. 

A deposit growth rate of20 percent per year is estimated for CAMCCUL3, 
~<1:,· 

At the level of administration and organisation an assembly of Delegates ,. 

of registered credit unions represents the supreme decision-making qrgan of 

CAMCCUL. The next level is the Board of Directors to whom the mat1ager is 
-·: •. t 

answerable. CAMCCUL has a nwnber of Departments such as):t)nance, 
. .t~g:: 

Education and Training, Supervision and Audit, Risk Management, ancl · Credit. 

;,•;. 

Therefore, it has promotional supervismy and educational roles which it exercises 

through its field staff who audit the books and records of the various credit 

Lu1ions. The repayment ,ratios are considered good. For instance, as Tawa ( 1993) 

acknowledged up to 1971, all loans granted for a maximum dtu-ation of one year 

at 1 percent per month were paid. The Azire Co-operative Credit Union of 

Bamenda was able to recover 565 delinquent loans amounting to 25.5 million in 

1983 .10 However, the se1vices of the police and retainer lawyers were used to do 

9 Reinhard H. Schmidt (1985) op cit p. 38. 
10 Regina Tawa op cit. 
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so in some cases. Reinhard (I ?85) mentioned that in that same year (i.e. 1983 ), 

the league was able to recover 97 .4 percent of its cost. 

CAMCCUL also acts as a central financing agency for member unions. 

According to their by-laws, all credit w1ions are required to transfer 25 percent of 

their deposits to the League in an accoW1t called the League Fixed Deposit 

Account, on which they receive a 6 percent deposit rate. 1n case they have a 

liquidity shortage they can bo1Tow the fund back from the league at 9 percent 

lending rate. Credit unions used to charged l percent on loans per month but this 

had since been raised to 1.5% which accmnulates to 18% per annwn, tl10ugh a 

few uni_ons still apply the 1 % rate. The League itself keeps tl1e 25 percent 

minimum reseives it has received from the credit w1ions in banks. This link 

between · the credit unions and the formal banking sector constitutes the 

peculiarity of the Cameroon financial system. Fwthennore, it is obvious tlmt 

many of the members of tontines 11 and other infomial financial units have 

accmmts or 'deposits in the modem banking system. 12 Thus, in Cameroon the 

direct links between the two sectors are confined to the use of deposit facilities of 

formal instihttions by infmmal units for sh01i-tenn safe-keeping. The semi-formal 

system too, could be considered as a bridge to the formal financial system 

u 1'l1e definition oftonline isj~und in section 2.3.3 below. 
12 There is a permanent link between CCEJ and rural savings mu/ credit associations through a product 

called the MC2. The MC2 is Co111111uni{y Mutual Benefit Society for Growth, £1 rural savings mu/ loans unit 
operating with the support of Caisse Commune d'lTpargne et d'Jnvestissemenl (CCEJ). ii helps the Jimner 
through refinancing and deposit Ji1c:ili~}' schemes. 
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·assuming the case of credit unions .. And a;, such, much lessons could be learnt 

there.from, for the mobilisation of domestic resources or development. This fact is 

in line with the findings of N issanke ( 1994 ), which says that a direct and indirect 
' ' 

link exist between the :·formal and informal financial units. Accordingly, two 

direct links exist - Deposit and Credit links. 

The CAMCCUL's deposits to the banking sector represents a direct 

. deposit link. Deposit facilities of the fo~al institutions by semi-fonn~ units such 

as credit unions and others enable the lgtter in general to reduce th~ idle · cash 

· balance and provide at the same time fonnal banks with gTeater liability base of 

lom.iable funqs · for credit expansion. Therefore, it also . allows the semi-fonnal 

units to have interest:.bearing assets. In sum, ·one would say the informal links 

· b~tween these financial w1its could make it possible for the infonnaJ finance to be 

· 'reguh1ted' in orqer to foster the global m9bilisation and allocation of credits in 

Cameroon. 

As concerns the operahon of credit unions in particular and semi-fom1al 

institutions in general, they 'are out of the reach of monetary authorities. 'However, 

the rules applicable by the ·goven11nent as well as their own by-laws enable the 

safety of members' deposits. The analysis that follows concerning th~ facility 

provided by. CAMCCUL will explain how protective CAMCCUL is. Since 

: 1980, for instance, loans granted to the credit mrions and their co-operatives 
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represent on]y 2 percentof their deposits in the League. 13 The little use made of 

the fixed deposit accmmt by the unions may be because most of the· credit unions 

have enough savings to cover their loan demand, which partly have been kept 

high by a low-cost" insurance scheme, namely the Risk Management Scheme, 

which is operated by CAMCCUL. The lending attitude of the credit unions is 

also very cautious. 

The Risk Management Scheme has been in operation since 1976. 1t is 

tmderwritten by the · African Co-operative Savings and Credit Association 

(ACOSCA). Under this scheme, the league provides three types of insurance, 

namely: 

Life Insurance, which provides financial security to members of 

the credit union and their heirs. To the members this involves a 

minimum monthly premiwn of 65 Franc CFA for every 100,000 

FCF A savings. 

Loan Protection Insurance, which 1s given to credit Lm1ons to 

cover their members' loan. The insured arnmmt is equal lo the 

outstanding loan balance at the end of each month. The monthly 

premiwn is also 65 FCFA for eve1y l 00,000 FCFA outstanding in 

loans, and lastly, 

13 Regina Tawa op cil. 
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Fidelity B~nding, covers losses caused through fraud · or 

dishonesty of employees, theft, property and equipment loss or 

fire, flood, lightening, etc. 

In the first two types, members ( or their heirs) can secure additional amounts on 

their savings upon their death or permanent incapacity. The last type of insw·ance 

on the other hand, helps to create confidence in members that their savings are 

secured from a number of risks .. 

At least, a serni-fonnal financial tmit has been examined in tenns of 

organisation and performance. This is assumed to represent the entire 

performance of the senu:-fonnal financial sector. As illustrated in the operations 

. of the se!ni-fonnal sector, the Cameroonian econorny can generate enough 

financial resources which should be mobilised and injected into the financial 

system. These savings are helq by households and by the unions organs 

responsible for collecting the resourc.es, s·uch as some of the non-bank financial 

institutions, insurance compaiues and the welfare institutions such as the 

insurance companies. Mobili$ation of these resources will depend on two 

indissociable factors:· the confidence of households m the savings-collection 

structures, and the overall economic environment which, if not improved, wilJ be 

a virtually insurmmmtable obstacle to the emergence of a real financial market. 
' . 

The adoption of simple, clear ~md safe rules will contribute to portraying savings, 
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patticularly its inobilisation, as a result of arbitration rather as the passive Lmspent 

fraction of available revenue, in the Keynesiat1 sense of the tenn. In addition to 

the semi-formal institutions, some other informal sectors prevail in Cameroon. 

This constitutes our discussion in the following section. 

2.3.3 Structure and Performance of the Informal 
Financial System 

Despite the strong presence of modem financial institutions, it is noted that 

the collection at1d distribution of savings are not well represented since most of 

the bat1ks at1d other credit institutions ai·e not evenly spread over the national 

ten-itory. 14 Fmthennore, observing the distTibution of co-operative credit unions 

and pre-co-operatives by province in Table 2.8, one notes that only northwest 

at1d the Southwest provinces have more that1 30 credit unions each. The others 

have few or none. However, globally speaking, from these data it can be 

concluded that both the formal at1d semi-formal fina11cial units do not effectively 

mobilise savings in the economy in Catneroon. This situation has resulted to the 

offspring of at1 infonnal sector which is asswned neglected by the formal 

finat1cial system. Thus, the former 01ientates its actions where the latter is more 

or less failing. The structure of the former is of particular interest to us in this 

14 The network of credit institution as of June 1993 spread over 190 branches and <d/ices which .JO to 53 
were in Yaounde and Douala re,1peclil'e~y. (J\venly-second Progres:1· Report of NCC · op l'it fi. .JO) 
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section. It is made up of a whole range of informal groups whose main activities 

are the collection of flmds and/or the distribution of the funds to the members or 

third parties. 

Many studies have been conducted on this widespread form of financing 

in the third world, and it is very difficult to determine a somewhat common 

stratification for it. If Holst ( 1985) classifies these financial institutions into five 

categories, Lela.rt ( 1989) and Adbalmi ( 1989) only retain three forms. The most 

common fonn recognised by almost all the authors is the rotating savings and 

credit associations (ROSCAs) which collect the contributions of members 

regularly (monthly, fortnightly or weekly), distribute them to the same members 

by drawing lots or by order of urgency. 

In Cameroon, 'Tontine' or 'Njangi' is used to describe such forms of credit 

associations. Nzemen (1993) adopted a division into five groups. But for the 

adopted structuring, Nzemen like_ Tchatchouang ( 1991) and Tchuente ( 1 991 ) 

think that one can make 2 big groupings: 'People's savings and/or credit banks' 

that can flmction by charging or not charging interest rates and then 'Economic or 

business tontines' which are the most numerous here, generally bringing together 

private economic operators. The functional mechanism of a tontine is based on 

the following basic pattern: 

A group of, for example 12 persons who know each 
other well, come together and fonn an association. 
111ey meet at precisely defined intervals of time, for 
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example at the beginning of each month. At this 
meeting, every member pays a fixed arnount ( the 
'cotisation' or contribution), e.g. 2000 FCF A into a 
mutual 'pot'. This is then paid out to one member of 
the tontine according to a previously established 
system. In the comse of a cycle eve1y member 
receives the 'pot' once according to his turn. 

The tontine can be described as a self-help group. As Tawa (1993) 

acknowledged, about 50 percent of Cameroon's adult population is reported to be 

organised in financial self-help groups. The swns of money involved are 

becoming larger. For instance as far back as 1973, a !:,1TOw1d of 12 members in . 
Douala was reported to be contributing one million CFA Franc. The significance 

of the self-help groups in Cameroon has been further estimated in tenns of 

lending and savings activities. Schrieder and Cuevas ( 1989) projected the 

importance of informal borrowing and savings at the national level and affived at 

the conclusion that indigenous financial groups provide 27 percent of all loan 

requirements and 54 percent of total financial deposits. 

Concerning those Njangis/Tonlines that charge interest rates, Tawa (1993) 

presents the following results of a survey carried out in Cameroon in 1991. After 

contributions were made in a njangi and given to one member, fort.her 

contributions were paid into a special fund by 46 percent of the group surveyed. 

These contiibutions were used specifically for lending to members. Meanwhile, 

most others made additional contribution for ente11ainment. The rotating element 
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in some 1tjangis enables interest to accrue like in the auction system. A case was 

repmied in a 24 member njangi, where in 1986 one of the members made a 

record bid of 5. million CFA Francs for a total contribution of 12 million franc. l5 

This roughly meant an 'interest' of about 42 percent in one month. 'T'he special 

fimds do also earn some interest and the ainow1t depends on how much 

boITowing is done within a given period or if the fund is deposited at a bank 

depending also on the interest rate paid by the latter. 

Thus, after having exainined to some extent the level of n1obilisation and 

distiibution of fimds in the infonnal finai1cial system, one notes that the sector 

constitutes an important source of finai1ce for development. For instance, as 

mentioned, 27 percent of loai1 ai1d 54 percent of deposits requirements ai·e 

provided respectively by the sector. However, in Cameroon many other infonnal 

finai1cial tmits exist such as tribal associations and other relations among friends 

and neighbours or self-help groups. We have also discussed the perfonnances of 

the fonnal ai1d semi-formal tmits that operate within the scope of legal rules. In 

Cameroon, just like in. other developing countries, the ensemble of financial 

circuits is composed of the formal and informal sectors. Each of these two sectors 

in general, is quite diverse with regard to the institutions, market mechanisms and 

operators involved. The financial sector of Caineroon was considered to be in 

15 Regina Tawa op. cil .. 
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crisis as in many other developing countries, and no longer operates a sow1d and 

efficient payment system, nor does it maintain safe and sow1d banking operations 

as shall be observed later. Today's strategy of gradually removing financial 

repression, dismantling directed credit programs, introducing better accounting, 

legal and supervisory frameworks, continuing with institution building, and 

deepening and developing capital and money markets is clearly headed in the 

right direction. 16 Cameroon, as well as other franc zone member states have not 

been left behind. They have also been implementing some reforms in their 

financial systems. 

2.4 FINANCIAL SECTOR REFORMS IN CAMEROON 

In many developing cOLmtries, financial sector reforms have been pursued 

over the past two decades as pa.it · of structmal refonns programs aimed at 

i 

promoting growth and financial stability. 17 Refonns of financial systems m 

CaineroorLand most cow1tries of the CFA zone generally started much later than 

cmmtries of Asia, Latin America ai1d other Africai1 countries. It was just almost a 

decade agq that Caineroon mounted its own reform Lmder the. structural 

adjustment prograinme together with other BEAC members states. 

16 World Bank (J 994): Ac(juslmenl in AJNca, p. 240. · 
17 Finance and Development I September /~197, Quarter~v Publication of the !MF and World /Jank 

CODESRIA
 - L

IB
RARY



107 

During the 1970s and the 1980s, Camero011 pursued inward-looking 

development strategies with the state playing a prominent role. The financial 

sector was heavily controlled; interest rates even though still administratively set, 

were not subject to frequent adjustments, and usually negative in real terms; 

commercial banks \Vere oilen obliged to lend to priority sectors; and money 

markets were yet underdeveloped. The inefficiencies and distortions of this 

system became apparent and were exacerbated by the emergence of severe 

economic crisis in the mid 1980s. However, the difficulties expe1ienced by the 

sector were also due to poor management and of state intervention. Accordingly, 

the major actors of the sector which were conunercial banks, became insolvent. 

Infact, the insolvency situation of these banks appears to be the conclusion of a . . 

long stn,ctural process that was only waiting for the right conditions to manifest 

itself; thus, a rep01t of the World Bank issued in 1981 (quoted in Jeune Afrique 

Economique of August 1989) announced a structural crisis of tl1e banking system 

in some sub-Sal1arai1 countries because of state ascendai1ey. 

In order to tackle these mmmting financial difficulties ai1d enhai1ce growth 

prospects, the government embai·ked on comprehensive stabilisation and 

structural refom1 programs that were and are being supported by the IMF and the 

World Bank. Financial sector reforms becaine ai1 important element of these 

prograinme, aimed at making the sector healthy so as to maintain confidence in 
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the banking system. 1l1e prograimne which may be basic or comprehensive 

typically comprises the following elements: 

. - Rehabilitation of bai1ks and insurai1ce compai1ies through finai1cial m1d 

organis~tional measures. This tends to be a painful ai1d lengthy process, as it 

requires that hidden portfolio problems be brought . out into the open, that 

inefficient personnel be dismissed 311d entire baI1ks or bai1k branches be closed, 

etc. 

- Deregulati '.)11 aI1d liberalisation applying to the interest rates which a financial 

institution cai1 pay and charge, no selection of sectors which lending is pennitted, 

and many other aspects of bankfog operation: 

-: Creating or strengthening bank supervisory institutions. 
' - - ' . 

· - Limitation and even reduction of the discretionary powers of the government 

deriving its from maI1y roles as owner, regulator and major borrower-customer of 

th~ baI1king system ai1d 

- Instituting competition in the bai1king sector. 

It is our believe that, if much of these measures ai·e implemented together with 

the government reinforcing the supply side of the economy and with the supp01i 

of other stTµctural refom1s, such as trade liberalisation, refonn of the incentive 

system, and eventually privatisation, then the role of the market forces in the 

allocation of finai1cial resources and tl1e capacity of financial institutions to 
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mobilise savmgs will improve. Thus, the financial sector reform cannot be 

undertaken without other reforms such as monetary and fiscal reforms that will 

create some stability in the economy .18 

2.4.1 Nature of the Financial Sector Reforms 

In Cameroon, the initial step of the financial refonns concentrated on the 

banking system, even though other measures such as reconstitution of budgetary 

savings, restructuring the production system; particularly public enterprises, ·and 

re-establishing external financial balance through more appropriate trade and debt 

policies are also implement. 19 The other measures are expected to eliminate 

macro economic imbalances in order to pave a smooth environment for a 

successful financial reform. 11lis. will mean a manageable balance of payments 

and fiscal deficits with relatively low inflation rate. 

However, a lot has changed in the banking sector of Cameroon since the 

onset of the economic crisis in 1986. As a result and by mid-1987, a majority of 

the commercial banks were technically insolvent and, in 1989 according to World 

Bank estimates, the aggregate deficit in the banking sector was about 300 to 3 7 5 

18 Dornbusch and Reynoso (1989) argues Iha/ without financial stability, liberalist1/io11 may he q11i1e 
dangerous. 1Hckinnon (199 J) also, considers Iha/ the 1110s/ import an/ task of stabilisalio11 in prepari11g /he 
scenario }or succes:,jiil liberalisation is that of eliminating the uncertainties reji1rring lo Ji1/11re price level, 
interest rates at1(l exchange rates. Appropriate 111acro-economic policy, institutional de1 1elop111e11/, am/ 
structural rejorm then, mus/ accompany Jinam.:ial liberalisation and create the stable con/ex/ required jiw 
ii lo succeed. 

19 See the Report of the NCC, 1987/88, 1988/89 and 1989/90jinancial year.\; p. 104. 
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billion CFA francs.20 It is therefore not surpnsmg that under the structural 

adjustment programme the financial sector has been put at the forefront. Many 

banks were liquidated and or acquired in 1989 and between this year and 1991, 

some restructuring nuiher took place involving a public financial institution - the 

Fond National de Developpement Rmale (FONADER). The Banque 

Intemationale pour l' Afrique Occidentale (BIAO), was taken over by Meridien 

Bank thereby changing its identity to Bank Meridien-BIAO (BMBC). However, 

the latter was also affected by the economic crisis. The list of banks under 

liquidation are presented in Table 2.1 above. 

It would have been an exercise in futility if insolvent banks are sold off 

without the possibility of recovering the bad debts or loans not reimbmsed. 1n this 

perspective, a loan recovery complli1y or Societe de Recouvrement des Creances 

(SRC) was set up in August 1989 to administer the liquidation-restructuring 

';: process. However, in some cases accredited liquidators are created to monitor the 
\ .' 

process. This was the case with the First Investment Bank (FlB). The activity of 

SRC in Cameroon during the periods mentioned above is desc1ibed in Table 2. l 0 

below. 

20 Economic intelligence Unit, Cameroon Counlty Profile 1989 - 1990, p. 30, see also '/'able ]. I O of !his 
study. 
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Table 2.10: Restructuring monitored by SRC in Cameroon. 

Banks Nature of operation Dates Total Balance Sheet 
(billions CF AF) 

SCB Acquisition/Liquidation 4 Aug. 1989 164.0 
BCD Liquidation 25 Aug. 1989. 31.0 
Paribas Cameroon Liquidation 25 Aug. 1989 40.3 
BCCC Acquisitio11/Liquidation 4 Sept. 1989 18.0 
FONADER Liquidation 10 Aug. 1990 16.4 
Insolvent Component of 76.9 
mCIC and SGBC 

Source: Impact of the Banking sector rcfonns in Francophone Africa, Njinkcu (1997 Table l, p. 126). 

To ensure transparency of the financial system and to avoid management 

short comings, strengthen control and regulation, (COBAC) was created in 

October 1990. Following the harmonisation of banking activities within the 

BEAC zone in 1992, COBAC as the .regional supervising organ, organises the 

inspection of various banks and other financial establishments and determines all 

conditions necessary for liquidation if possible, in order to ensure a strict 

adherence to the measures taken by the Ministers of Finance of the zone. In case 

of non-respect of banking leb11slation, the organ may withdraw the approval of a 

credit institution. 

As concerns the interest rate policy, it bas become very flexible following 

a decision of the Board of Governors of BEAC in October 1990. A single 

discount rate fr)r the Central Bank ( advances to banks and to treasuries) and the 

elimination of preferential interest rate have been enforced. Tiris was aimed at 

raising administered interest rates to positive real levels and also as an important 
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step in the refonn process. As concerns liberalisation of banking conditions, this 

was reflected in the repeal of minimwn lending rates, the fixing, as from 17 

October 1990, of a minimum credit rate. These moves implied reduced reliance 

on financial repression to finance government deficits since neither the fonner nor 

banks could now bmrow at different rates from the Central Bank. Thus, the 

institution of a maximwn lending rate and a minimwn deposit rate are observed 

as liberalisation of the interest rate policy, although limited control on savmg 

accmmt remained in force. 

The creation of a money market in the BEAC zone was definitively 

approved on 29 November 1993 and went operational as from July I 994. This, it 

is hoped with the phasing out of direct and discretionary fonns of credit control, 

will enable the monetary authorities to manage liquidity through a more market

based allocation of refinancing. However, the main desire of putting in place a 

money market is to hold in the zone of issue liquid assets which are created in the 

zone and or repatriated to it liquid assets that would be placed abroad, while at 

the same time improving the central bank's ability to implement its monetmy 

policy and contTol the distTibution of credit.21 Furthe1more, because of the crisis, 

the objective was also to rationalize, through the central bank, money creation by 

placing more emphasis on the recycling of surplus bank resources. Following the 

21 See the 1\1,entielh-jirst Report of the NCC, p. 27. 
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difficulties that prevailed iii the financial system, the instability of resources did.· 

not augm well for inter-bank loans. Thus, the project of a money market provided 

that initially, banking transactions on this market will have to be in the fonn of . 

advances or deposits at BEAC. Subsequently, with the installation of confidence, 

the crea6on of a real inter bank market could be envis~ged. A zone of Issue. 

refinancing section was also planned as part of the money market. Initially, the·· 

exchange of liquidities was between each country but could later be extended to 

the zone of issue. 

In addition to the creation of money market, other reforms include 

monetary programming (see section 2.2.4), and improved prudential regulations.· 

Prudential regulations concerns the- liquidity ratio, rules of solvency, cover rati~: · 

of risk and ratio of division of risks. This new mechanism was set up in July 1993_, 

by COBAC and follows the following guidelines: Liquidity ratio now have a 

ceiling for one month as against 3 months and will incorporate all items having an 

impact on liquidity; risks coverage will incorporate below the line commitments 

and, on the other h';1nd will also include a weighting of risks in terms of real 

guarantees, 5% of credits in equity capital; Division of risks is now extended to 

all the states of the zone and will take into ~ccmmt local pecuhaiities, in 

particulai· the financing of crop credits; Cover ratio fixed assets of 50% has been 

replaced by a long tenn transformation ratio. 
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However, the situation of the banking system continued to be 

characterised by the acute and p~rsistent economic crisis which had been 

aflecting Cameroon since 1985. Thus, credit institutions in general and banks in 

pat1ictilar continued to operate in a difficult context during the 1993/94 financial 

year. Accordingly, a continuation of the organisation and restructuring of the 

banking system was fo11owed by the govemment.22 The government the;1 

adopted another plan which was aimed at the individual restructuring of such 

banks and the liquidation of the bad cases, and also improving the legal, fiscal 

and regulatory framework within which credit institutions operate and a 

strengthening or the control arn.l supervision of the banking sector. Nevertheless, 

by the end of the second half of 1993/94, the positive eflects of the change in 

parity of the CF A franc vis-<-\-vis the French franc led to a progressive re

establishment of the liquidity of banks. Thus, the issue of exchange rate policy to 

a rninimum could be considered as part of a comprehensive financial refonn 

package implemented by the CJ<A member states as a whole. However, as 

concerns the issue of banking refonns, between the period 1993 and June 1997, 

22 It should be noted that the sha,p Ja/I in public and private deposits caused by the drastic.fall in commodi~y 
price5; the ine_Uiciency of the control mechanism, inferfererice by public authoritie5; delays in credit 
recove1y procedures by way of the courts and serious internal management problems may have been 
re.vJonsihle.for lhe crisis which led to !he govern111e11t adopting another plan. 
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most other banks have had to be either restructured or liquidated due to financial 

difficulties as a continuation of the ongoing refom1s23 
. 

In 1994/95, of the eight commercial banks that existed in Cameroon, only 

3 presented convincing balance sheets among which were SCB-Credit Lyonnais, 

Amity bank and CCEl-bank. However SCB, liquidated in 1989 as already 

mentioned was taken over by credit Lyonnais of France. The five others because 

of liquidity and profitability problems, ag!:,YTavated also by existing bad debts were 

restn1ctured in terms of recapitalisation. Nevertheless, some others which were 

Bank Meridien BIAO and Credit Agricole were completely shut down. Whereas, 

SGBC and Standard Chartered bank with the effo1is of the government and the 

parent banks were recapitalised, BIClC due to the withdrawal of the parent 

shareholder- Banque Nationale de Paris, was restructured and its identity 

changed to BICEC. 

For the insurance sector, a new legislation has been put in place which 

shall help improve the conflict resolution procedures and to supervise insurance 

companies within the African region including Cameroon. The government has 

assured the stringent respect of the provisions of the treaty instituting the Inter

African common insmance market. Within this framework there was a 

23 See Echos de PreJ;m, no. 96 - OJ 2 of December 1996, pages 3, 4, 9 and 10. See also Finm1ce-i11/i>s: i\lt~1, 

1997. 
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withdrawal of the approval of 'Assunmces Muh1elles Agricoles du Cameroun' 

[AMACAM], while for those of "Societe Camerow1aise d' Assurances Reunies" 

(SOCAR) and "Cornpangnie Nationale d' Assurance" (CNA), two public 

insurance companies, studies are tmde1way for their ultimate restructuring and 

privatisation (Finance-Infos, l 997). 

Measures to increase competition among banks included the opening of 

some banks' Capital to private participation.( domestic and foreign), the granting 

of !:,>Teater autonomy in lending decisions following the fixation of maximum 

lending rates and the elimination of statutory requirement for government 

participation in commercial banks. However, one is forced to conclude that the 

reform process has been relatively gradual and it is still continuing. Accordingly, 

increases in administered interest rates, followed by greater flexibility in interest 

rates, were undertaken in parallel with strengthening the financial situation of 

banks (through restructuring and recapitalisation) and implementing enhanced 

prudential regulations and bank supervision. This might have provided the 

monetary .authorities with greater room for manoeuvre m phasing in other 

changes without losing control of the refonn process. 

However, further refonns are still to come as reflection are Lmderway in 

V1ew of creating a financial market (Stock Exchange). 24 According to the 

J./ See Finance-infos May 1997. 
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Nation's Daily, Cmneroon TribLme, Deposits Guarantee Fund would soon be 

created; besides, studies tor the creation of an Inter-bank Guarantee f\md for the 

promotion of medium tenn credits is also· underway. 25 Lastly, the restn,cturing of 

co-operative and saving schemes in the country will soon be unde11aken and it is 

believed in decision making circles that a good re-organisation of the scheme will 

possibly finance the rural world and even assist minor urban projects with more 

consistency. Another important refonn also considered as a move to popularise 

the use of banking services by getting most financial transactions done through 

the banks, is the use of crossed cheques. It is now a statutory regulation that 

individuals cannot be paid cheques not belonging to them on the cmmter except 

crossed and deposited in their accounts. This went operational in Januaiy 1, 

1997. 

Finally, concerning the other measmes already in place, one could say that 

the pace of changes in the financial sector with other macroeconomic reforms 

have not been very encouraging. The setbacks in fiscal consolidation due to the 

drastic fall in commodity prices, the inefficiency in the control mechai1ism ai1d 

delays in credit recove1y procedures by way of couiis may tend to have 

prolonged the finai1cial sector reform process in the area of bank restrncturing 

ai1d liquidation (Report of the NCC, 1993/94, p. 41 ). 'fhis, therefore may be the 

25 Ibid. 

CODESRIA
 - L

IB
RARY



! ~; 

~·~·· .. ....... 

118 

reasons for the reforms not lo have shown some positive signs as expressed 

below. 

2.4.2 Effectiveness of Reforms 

One of the cenh·al objectives of financial reform is to promote ·financial 

deepening and thus, savings, investme11t an~ growth (Montiel, 1995; qshikoya, 
: .. 1,.:.::; 

1992). The adjustment of interest rates to reflect some flexibility and the·:cleaning 

of balance sheets of banks were expected to have placed variou~ economic 
'~? 

variables back on their rails, restore confidence to depositors anq : as such 

stimulate savings and investment, while improved allocation of resource_s, was to 

come from efficiency gains in financial intennediation. Of course, 'savings, 

investment and growth depend loo on some non financial factor~ )uch as 

structural reforms and external shocks. As Njugtma (1997) puts it, 'shocks and 

constraints limit tl\e success of adjustment in some cmmtries; a11d fiscal 

adjustment is being hainpered by debt overhang a11d tenns-of-trade, shocks'. 

However, a11other possible reason in the case of Caineroon may be that: it is still 

very early to appraise the success of the refonn. Nevertheless, meqstµing the 
"">, :!''' 

results of refonn is extremely important if policy is to be well designeqJqr future 

prospects. 
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:{~\~+ 
As expected, or contnuy to expectations, after the rationali'sation of 

W~t'.l~t: 
interest rates the fonnal financial sector appears to have contracted as ~1"~{positive 

. '.;J~:;k 
impact has been felt on financial intermediation. According to Table 2. l L grmvth 

rate of money supply, M2, which averaged 16 percent dming the pre-refonn 
•. ··! 

period decelerated to -3.3 percent in the refonn period. Fwthermore, a reduction . 
I ~: ', 

in the magnetisation and the volume of intennediation have been manife~ted by a 
' .. !::. 

i 

decreasing ratio of the money supply (M2) to GDP; and a fall in creel-it to the 

',,•' 

p1ivate sector which is indicative of yet an improved allocation of: financial 
:·.(· 

resources. However, the real interest rates became positive but did not 9:ffect the 
.f;l 

efficiency of financial intermediation as reflected in the constancy of tl}~ deposit 
·' ~~\:.f,. 

to GDP ratio which averaged about 15 percent throughout the cliffer~nt,periods. 

This implies that there is Lmce1iainty as concerns an ultimate improveri;~nt in the 

·;J\{'' 
banking perfonnance. One may be forced to conclude that with the)ifate now 

,:·i:,-,, 

''.::l:::, 

safely out of participation in the financial institutions, the banking sect<i;\s yet to 
.•,J,.• 
, .. ·':., 

. '" :1 . ' ~ . 

improve. This will depend too on a variety of factors which may have cor1tributed 

to the reduction in the depth of the formal financial sector during the refc:rm. 
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Table 2.11: Indicators of financial sector refonn and macroeconormc 
performances (percent) 

Pcrfonnancc 
Indicators 

Pre-reform Reform O\'crnll 
1972 - 1989 1990 - 1996 1972 - 19% 

M2/GDP 21.3 18.6 20.5 

Money growth rate 16 C 3.3 10.6 

Credit lo the private seclor/GDP 24.8 12. l 21.2 

Deposit/GDP 15.4 15.3 15.4 
Reserve money/Deposits 41.7 31.6 38.9 ., 
Bank reserves/Deposits 4.6. 5.8 4.8 
Reserve money/M2 28.9 25.8 28 

Inf1alion rate 9.8 7.6 9.3 

· Real interest ralc on postal savings - 3. l I.I - 1.9 

Real interest rate1 - 1. l 1.2 - 0.15 

Real lending rale2 4 15 8.2 

Ccnlral bank discount · 
rate 6.9 10.2 7.8 

Private investJ.uent/GDP 16 12 14.9 

lncrcmenlal capital-output ratios3 (ICOR) 2.5 2.9 2.60 
Goverrunent deficits(-), surplus( +)/GDP 0.6 -4. l -0.6 

Domestic savings/GDP 21.5 18.6 20.7 

Tenns oflrade (1985=100) 239.4 I 15.6 204.7 

Debi Service-Export ratio 14.6 18.7 15.5 

Ope1mcss of the economy 35.6 27.1 33.3 

Real exclumge rate ( 1994= l 00) 16.9 63.6 30 

Real growth rate 4.7 0.45 3.5 

Source: Various issues of IMF International Financial Statistics; World Bank World 
Tables, World Debt Tables; BEAC's Etudc Statistiques et Economiqucs; 
notes aimuelles des statistiques and Post Office Saving Bank-Yaounde. 

·-
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Note to Table 2.11 

1. Deposit rate on savings deposits of Commercial Banks, 
were averaged between l 979 and l 996 due to the non
availability. of data. 

2. Real lending rates of banks were averaged between 1979 
and 1996. 

3. Incremental capital-output ratio, (ICOR), expressed 111 

proportion. 

For instance, capital flight associated with macroeconomic uncertainty~ 

severe economic crisis manifested in greater internal and external imbalances, 

external debt bmden, real appreciation of the. exchange rate, and slow growth rate 

(GDP growth rate fell from 4.7 percent in the pre-reform pef-iod to 0.45 percent 

in the reform period), are macroeconomic turbulences which if still persistence 

will always inhibit the mechanisms desc1ibed in the liberalisation literature from 

taking hold in Cameroon. Furthermore, the reform period was also characterised 

by severe government deficits averaging 4.6 percent per anmm1. This also may 

have distorted the mechanism of financial liberalisation by negatively affecting 

f,rrowth. This fact conforms to F1y et ·al., (1996) negative relationship that exist 

between growth and government deficits. Thus, the objective of fiscal adjustment 

is yet to bear fruits and so is still a hindrance to financial development and 

growth. 
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At the macroeconomic level, Table 2 .11 again does not support the view 

that domestic savings- rate rises in response to interest rate liberalisation. Infact, 

h1fOSS domestic savings rate dropped to 18.6 percent d~tring the reform period, 

although real deposit rate increased from an average of - I .1 percent dtu-ing the 

70s and 80s to l .2 percent dtu-ing 1990-1996. Further, private investment actually 

fell during the reform period and this might have had a negative impact on the 

f,1fowth rate. The ratio of private investment fell from 16 percent to 12 percent. 

The decline in p1ivqte investment rate seems to reflect the increased 

macroeconomic uncertainties and instability. associated with deteriorating tenns 

of trade, increased external resource tTansfers from the cmmtTy, a fall in openness 

of the economy, all of which can be subsumed in terms of an ap1)reciation of the 

exchange rates and the Jear of lack of sustainability of policy refonns. The 

. ' 

increase in the price of capital or real lending rate may also have got a negative 

impact on investment in the liberalisation period as it moved to 15 percent from 4 

percent in the pre-reform period. 

As concerns real gr~wih rate, the low positive rate may be due to the 

remarkable fall in private investment as well as to the slight increase in the 

incremental capital-output ratio leading to a drop in the efficiency of inveshnent. 

Thus, much benefits of the financial liberalisation attempts introduced recently in 

Cameroon in particular and the BEAC zone in general are yet to accrue. The 
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environment m Africa as a whole· is far less favourable - considerable · 

macroeconomic imbalances · persist and institutional development 1s not well 

developed.26 However, jn Can1eroon, with _the improvement in public finances 

that have been reducing budget deficits, coupled with a positive trade balance 

· since from 1987 / 1988; reduction in the deficit of capital account balance between 

1992 and 1994; improvements in the current accmmt balance and finally in the 

overall balance of payments as of Jtme 30 1996,27 there are indications that if 

such trends are maintained, then financial liberalisation may be more successful 

in the near future. Nevertheless, it all depends on the responsiveness of savings, 

investment and the growth rate to real interest rate and as well to other non

financial factors. 

2.5 CONCLUSION 

The financial sector in Cameroon is not quite developed. The financial 

sector, measured by the ratio of foiancial assets to GDP, is shallow. The ratio of 

broad money to . GDP, M2/GDP, averaged about 0.2 l (see. Table 2.11 ). 

However, when compared with other countries in the Sub-Saharan region, the 

sector could be considered relatively deep. For instance, the ratio of M2 to GDP 

is abysmally low in count.Iies like Rwanda, Niger, Burundi and Burkina Faso 

26 Finance and Development/June 1997 op cit p. 10. 
27 See ihe 1\11enty-third Report 1993/94 cfthe National Credit Council a/Cameroon. p. 20-25. 
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where it averages 0.12, 0.13, 0.14 and 0.16 respectively (Abebe, 1990). The 

financial system in Cameroon is quite diversified and is manifested by the 

existy,nce of financial institutions of various types including cm'nmercial banks, 

non-bank fmancial institutions, msurance compames, anq government 

monopolised financial parastatals (see .Table 2.1). However, semi-fonnal and 

informal financial units also exist and operate in Camerooq With remarkable 

performances. 

· Although the Cameroonian auth01i6es have aJiowed the market forces to 

play a relatively influential role in the financial; system, the government still 

maintains a fonnidable presence in this financial sector. Thus, financial 

lib~ra4sation does not mean 'free banking' .. Governments will continue to 

intervene in the financial sector in a munber of ways: banks w.ill be supervised for 

prndential reasons; soine financjal companies are publicly owned; and the 

government may be a major boffower. ,Fmthermore, the operation of a regime of 

' 
minimum interest rates on deposits and maximum lending rates is .also another 

means of jntervention. 

Finally, even though Cameroon's financial system has undergone some 

reforms, the impact however, of interest rates on financial deepening and thus 

growth has not been ve1y encomaging. The reason may be that, most banks were 

still insolvent in the refonn period, with remarkable non-performing loans. These 
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banks balance sheet had to be restn1ctured during the same period to remove bad 

debts. As such, there is the tendency that depositors are not yet confident with the 

banking system. Nevertheless, with a relatively favourable macroeconomic 

balance coupled with low inflation, CF A devaluation, adequate bank supervision 

by COBAC now in place, and with the other refonns still underway, much could 

be expected on the perfonnance of the Cameroonian financial sector in the foture. 
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Part two of this study presents the methods of analysing the data and the 

results of the estimations. These involve the specification of the b1fowth, 

incremental capital output ratio, savings and investment functions model as well 

as the discussion of estimation procedLires. However, the $pecification 

procedure and how the problems of estimations are tackled are examined in 

chapter three. Chapter four handles the estimation and interpretation of results. 

CODESRIA
 - L

IB
RARY



128 

CHAPTER THREE 

SPECJFICATION AND ESTIMATION 

PROCEDURES OF MODELS 

3.1 INTRODUCTION 

TI1ere exist a causal link between interest rates and the variables of 

economic development such as savings, investment and growth. Nevertheless, a 

variety of other factors also contribute either directly or indirectly to the 

variation of these variables. Such a relation can be desc1ibed very concretely in 

mathematical model's. These are introduced in equation (3.7),Since the growth 

process works through savings and investment, 1 savings models in the fonn of 

aggregate and financial savings and ~o equations for investment (for reasons 

stated in sections (3 .4) and a growth equation are specified. In order to carry out 

these specification procedures which involve a determination of the dependent ' 

, . and explanatory variables to be included in the models, and the a priori 

theoretical expectations about the signs of the parameters of the models, the 

· 
1 Thisfac/ is expressed in both the l!arrqd-Domar model and the A1ckinnon-,%aw hypothesis. 
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general economic theory and phenomenon that characterise the various target 

variables - the b>Towth rate, savings and investment is examined. 

For each of the models, a post-reform dummy will be intToduced in order to 

capture the effects of interest rate liberalisation.2 Furthennore, the relative price 

uncertainty which characterises the refonn period necessitates the use of the 

standard deviation of real deposit rate from 1970 to period t as a proxy for 

uncertainty. 3 The use of the standard deviation of real deposit rate is preferable 

to the post-liberalisation dummy in that it attempts to qmmtily uncertainty 

(Libby, 1991 ). 

For this reason, the post-refonn dwnmy intToduced in the growth and private 

investment equations will be replaced by a dummy for uncertainty. 

3.2 THE GROWTH FUNCTION 

There are two concepts of change, or b>Towth in cornmon use and this 

sometimes leads to confusion (Thad., 1988, p. 28). Absolute change which 

represents the difference in the value of a variable from one period to another 

differs from relative change. The latter is the proportionate change in a vaiiablc 

from one period to another. Precisely, it is the rate of chai1ge or growth of the 

2 The introduction of a post-reform d11111111y is due lo the impossihi/ify of having q11ar1er~y dala/iJr 
sub-period eslimalions. 

3 During adj11sl111enl or 1·ejor111s private inves/111enl usua/~y follow a cycle or declines Serven mu/ 
Soli111arw (1993) and increased re/alive price uncerlain~y is proposed as lhe cause Conway ( J 988j, 
cited by Libby, (1991). 
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variable concerned. For instance, the rate of growth of consLUnption given as the . 
current consLUnption · less previous period consumption divided by the level of 

consmnption of the previous year, represents the !:,>rowth equation of the 

consumption ftmction. ln economics, generally, the tenn !:,rrowlh ftmction or 

equation is used synonymously to mean the entire growth rate of economic 

activities which is subsumed in the GDP of the cow1t1y concerned (Malcolm et 

al., 1987). Therefore, the growth rate of GDP is adopted as the growth function. 

3.2.1 Interest Rates and Economic Growth 

In this Keynesian the01y of income detennination investment is assumed 

as a cn1cial factor in income or output growth (Carney, 1967). This notion is 

also expressed in the Harrod-Domar model where. capital remains the major 

element in the r,rrowth process. However, investment in the form ·of capital 

fonnation or savings is affected by the interest rate policy.4 These arguments 

brings the notion of financial development and economic growth of which 

Patrick (1966) specifically looked into the causal relationship between them and 

identified two possible patterns of causality. 

The 'demand-following' pattern which assumes that growth induces the 

financial ~ystem to expand, and finance adapts rather passively to developments 

.J Keynes liquidity prejerence theory argues for a policy of low rates lo promote illl'eslment which is 
negatively ajfected by rising interest rates. Bui the jinancial liberalisolion lheo,y of Mckinnon and 
Show (19 7 3) optsji>r higher rates of interest lo foster im,es/menl through increased .1·m,ings rate. 
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in the real economy, appears to have been subscribed to by most Keynesian 

economists of the 1950s and 60s. While the investmenUsavings - liquidity 

framework takes a central place in Keynesian economics, with interest rate as 

the key endogenous variable equilibrating aggregate de1rnrncl and supply, the 

actual intermediation between the savings anq i.nvestment circuit has received 

less attention (Nissanke, 1994 ). However, the above conventional wisdom was 

later challenged. According to Mckinnon (l 973) and Shaw (l 973), the financial 

system precedes and induces real growth, assuming the role of' channelling 

scarce resources from savers to investors according to relative rates of return. 

This supports the · supply-leading' pµttem of Patrick's dichotomy. Based on 

these aspects, the growth model or equation (3. l) could be expressed as a 

fonction of investment and the interest rate. The interest rate becomes an 

exogenous variable in the financial liberalisation theory. Thus, the growth model 

becomes: 

GR= GR (ITY, r) [3. l] 

Where GR in the real growth rate, ITY represents total investment rate and r in 

the real deposit rate. The financial liberalisation theo1y advocated by Mckinnon 

(1973) and Shaw (1973) therefore argues for improved growth through financial 

sector development. Specifically, the policy prescription for financially 

CODESRIA
 - L

IB
RARY



· 132 

repressed economy in the Mckinnon-Shaw models 1s to raise institutional 

interest rates and or reduce inflation. 

Accordingly, several studies tmdertaken demonstrate that real interest 

rates impact positively on economic growth through the inter-relationship that 

exists between savings and investment and that economic f:,>rowth is forgone for 

every one percentage point by which the real rate of interest is set below its 

equilibritun level Fry (l 980); Lanyi and Saracoglu (l 983); Oshikoya ( 1992), 

though less favourable results have been fow1d in other studies (Khatkhate, 

1983 ); ( Gupta, 1984 ). Nevertheless, the role of interest rate should not be over

emphasised in the growth process as many other factors examined in section 

(3 .2 .3) contribute in the development of an economy. Oshikoya ( 1992) assumes 

that the real !:,>Towth rate depends on .real deposit rate, total investment, and 

inflation rate or financial instability, CPI which represents consumer price index. 

This notion extends equation (3. l) fi.uther to: 

QR = GR(r, ITY, CPI) [3.2] 

3.2.2 Switching Regression fylethods and Spline Functions 

Considerable attention has b~en devoted in recent years to the estimation 

of regression models in which the parameters are not necessarily assumed to 

have fixed value in perpetuity (Goldfeld and Quandt, 1976). The assumption of 
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such parameter variation is natural if one contemplates that situations may exist 

in which it is no longer appropriate to presLUne a continuous regression model oi· 

that possibility exists for some fimdamental or 'stn1ctural' char1ge in the 

economic system being studied. Parameter variation is modelled in two 

principal ways. The first of the -approaches typically allows for an infinite 

munber of possible pararneter value_s and for random pararneter va1iations. In 

this case the appropriate econometiic technique is the random coefficients 

re6rression model or one of its particular varieties such as the error components 

model or linear dynamic recmsive model (Cooley at1d Prescoh, 1973; Ducan 

at1d Born, l 972; Hildred and Houck, 1968; Rosenberg 1972; Swamy 1970).5 

We applied the alternative case in which the number of possible states 

for the pararneter vectors is finite (and infact, usually very small). Precisely, the 

study makes use of two possible states. In this content each state of the 

parameter vector is sometimes referred to as a regime. These regim~s may be 

associated with such things as the state of the business cycle or other more 

fundamental structural changes in time series applications. For instance, this 

study considers the change from a repressed to a liberalised financial system as 

a basic change in policy stntcture, which necessitates two possible parameters 

for the interest rate variable. In the more general switching regression model, 

5 Golc(!eld and Quandt op cit. 
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the variance of the eITor term is assumed to be the same throughout the time 

period being studied but both the intercept and slope (representing the co

efficients of the regression) may change at the point of stTuctural break (Pindyck 

and Rubinfeld, 199 l,, p. l l 9). An F - test may be perlonned in ·such cases to 

assure that there is a regime switch and the break is statistically significant 

(Tsurumi, 1988)6 
. Most econometric models so far studied have been 

continuous, with small changes in one variable having a measurable effect on 

another variable. However, this framework was modified with the introduction 

of dummy variables to account for shifts in either slope or intercept or both 

(Pindyck and Rubinfeld, 1991, p. 116). 

Arbitrary units are assigned to dLUnmy variables to approximate at best, 

the variations in the factor which needs to be expressed in quantitative tenns 

(Koutsoyiannis, 1977). They are used as proxies for other variables which 

cannot be measured in ar1y particular· case for var·ious reasons. Accordingly, 

asstuning possible char1ges in a structmal relation with the restTiction that the 

line being estimated is continuous, situations will occur in which the models of 

the regressions representing the vaiious regimes meet or intercept at any 

particular point. Goldfeld and Quai1dt (1976) acknowledged that occasionally 

such meeting conditions are justi~ed from a theoretical stand point by 

6 711is was cited and consi,dercd by J,ibby RiUenherg (1991). 111e Chow V test serves as a test 1f 
structural stabili~y or change. 
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considering the example of re!:,rressing a measure of technological change over 

time. With continuity in {echnological change, even if the rate of change are 

different during different periods, one would expect the regressions representing 

various 'technological regimes' to meet at the point in time where the co

efficient shifts occur. This point d1ives us to an important notion - the piecewise 

model or spline fi.mction. 

In order to better Lmderstand the above points, we shall consider a simple 

example as shown !:,rraphically below. 

Figure 2: Piecewise-Linear regression model 

C: 
0 

:g_ 
E 
:, 

"' C: 
g 

inco~P 

The function represented in the figure above is consumption expressed as a 

fimction of income. The true model is continuous with a structural break or 

change at the abscissa value of Y lp, where t represents time and p the break 

period. Goldfeld and Quandt (1976) and Quandt ( 1958) concluded that when 
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the abscissa values at which the reb>Tessions are to meet are given (also known 

as mesh points or knots), the resulting estimations are spline functions. 

Piecewise I inear models are special cases of a much larger set of models or 

relationships called spline functions which consist of straight-line segments. 

Spline functions are functions with distinct pieces but the curve representing 

each piece is a continuous fimction and not necessarily a straight line (Pindyck 

rn1d Rubinlcld, I 991, p. 118). The example in the graph above assumes that the 

structural break occurs at time p and may occur as a result of several causes 

influencing consumption through income changes. There is no discontinuity or 

shili in the consumption level from year to year and this one assumes one break 

or two regimes with two straight-line segments. Most commonly, spline 

functions are assumed to be smooth (i.e., at the point(s) at which segments 

meet, it is assumed the segments have identical first and second derivatives and 

al1ow discontinuities in the third de1ivative only) (Pindyck and Rubinfield, 

1991 ). In such a typical case, the spline is chosen to be a polynomial of the third 

degree and the procedw·e t:,11.mrantees that the first and second derivatives will be 

continuous. 

The model given in figure 2 above can be estimated as follows: 

[3.3] 
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where Ct .is consumption, Yt represents income in year t and Yto is income in 

year which structural break occurs and 

D1 is such that Dt = { 1 if t > to and O otherwise} 

For years before and including the break, Dt = o, so that 

[3.3.1], 

where E(Ct) is the expected mean of the consrnnption function. However, after 

the break, implying a structural chmigc, D, 0-= I, so that 

[3.3.2] 

Thus, before the break, the consumption fimction has a slope of f32, but the 

slope changes to f.h I f.h including the intercept aflerwar<ls. No discontinuity 

exist because, 

E(to) = f31 + f32 Y,0 from equation (3.3.1) 

= Cf31 - f3:i Y10) + (f32 + f3:i) Y10 = f31 + f32Y10 from equation (3.3.2) 

Futihennore when f33 = o, the consumption equation reduces to a single straight-

line segment, so that a t - test of f3 3 = o provides a simple test for structural 

change. It is possible that many stnictural breaks occur in different time periods. 

This study deals with one break or two regimes. 

With the regression method, it depends on whether the break point is 

known. When the latter is known, the consumption model in equation (3.3) 

could be written as 
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[3.4] 

However, when the. break is not known, the break point as well as the 

regression parameters can be estimated usmg the ordinary least square or 

maximum likelihood techniques.7 In this study the break point (equilibrium 

interest rate) is unknown and assuming that the error variar1ce is equal for the 

entire period of study, this involves estimating equation (3.3) for the value of the 

point of structural break. The st:rnctural break is chosen as the break point or the 

value of Yto that minimises the sLun-of-squared residuals (SSR) from the 

regression ( or alternatively that maximises R2
). This study calculates the 

equilibritun interest rate as that which minimises the sum of squared residuals 

reserved for chapter four. 

Libby Rittenberg's ( 199 l) work on the effect of the interest rate policy on 

investment spending under two regimes - a repressed financial and a 

deregulated finar1cial system is a good exarnple. Under the assrnnption that the 

response of investment to changes in other variables is the same under both the 

'repressed' arid the 'liberalised' regimes,8 a linear spline investrnent function 

was specified as 

I= a+ ~r + 8 (r-Or) D + Ioii +µ [3.5] 

7 111e method works by either maximising Jhe usual likelihood Jimction or with the ordi11WJ' least square hy 
minimising the ~w11 ofsquare, ofresiduals (!)~S'R) and searching over all possible break points JJim~yck and 
Rubinjeld (1991), Goldfeld am/ Q11and1 (1976) and Quandt.(1958). 

8 This hypothesis was not tested. 

CODESRIA
 - L

IB
RARY



139 

Where I is the real private investment, r is the real rate of interest, Or is the 

equilibrium rate of interest (that is the switching/break point), D is a dummy 

variable equal to I whenever r> Or and zero otherwise, the XI are other factors 

assumed to affect the inveslment decision, µ is the error term, and a, p, and 8i 

are co-efficients to be estimated.9 The periods of financial repression was 

proxied to below-equilibrium rates of interest, where realised investment 

spending would be less than desired investment spending, whereas above

equilib1ium interest rates, realised and desired spending should be equal a1ler 

accounting for any adjustment lags. 

Thus when r < Or, 

I= a+ Pr+ ):811 +~L [3.5.1] 

and p is expected to be positive. ln other words, when the financial system is 

repressed (i.e., interest rate held below equilibriwn) higher interest rates yields 

higher investment spending. However, when the systern is liberalised, (interest 

rates held above the equilibriwn, that is r > or) the equation becomes 

I= [a - 0 Or] - [f3 + 0] r + LDII +µ 13 .5 .2]' 

A simple t - test on 0 provides the test of whether or not there is a regime switch 

or stn1ctural break. And theoretically, W + 8) is negative, implying a negative 

correlation between investment and interest rates above the equilibrium. This 

9 Jnveslmenljimclion was interpreled as rej/ecling ejjeclive or realised inves/111enl ~pending rather 
than desired investment. 
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hypothesis is refi1ted in this work. The 'specification of linear spline growth and 

ICOR ti.mctions for Cameroon are described below. 

3.2.3 The Linear Spline Growth Function for Cameroon 

According to the earlier discussion on the theories of economic growth 

which involves real as well as financial factors, growth functions were specified 

in equations (3.1) and (3.2). The growth rate as expressed in equation (3.2) is 

assumed to depend on real deposit rate, r, total investment rate, ITY, and 

inflation rate or financial instability, CPI. However other factors which are non

financial have an impact on the growth rate in Cameroon. These variables are 

introduced to accmmt for the analysis that refonn in the financial sector should 

be co-ordinated with developments in the real sector. The question one raises is 

that why after more than a decade of economic reforms there has been a slow 

response on investment and growth in developing cow1tTies? ln the words of 

Njuguna, 1997, p.27), "part of the problem has been that most of the pre

conditions have not been met, the finai\cial refonns are still continuing in some 

countries, and shocks and constraints limit the success of adjustment in some 

countries". These shocks and constraints include fiscal imbalance, debt 

overhang and terms of trade. 
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For instance, s~rven and Solimano ( l 993) argued that almost a decade 

ago, the debt crisis and global shocks affecting developing countries set off a 

protracted period of instability and lack of external financing that led to a drastic 

decline in capital fonnation. The tmresolved debt problem and not the debt per 

se is an obstacle to investment and growth. 10 This debt problem could be 

proxied to the debt service export ratio (DSR) which is a claim against a 

country's export earnings or domestic output. The slow response of the growth 

rates in some developing countries is explained by the size of the debt service 

ratio which constitute an outflow of a country's resources. 

The exchange rate policy is also important in the adjustment process. 

Since sustained misalignment of the real exchange rate generates severe 

macroeconomic disequilibrium, most discussions on macroeconomic policy in 

developing countries have emphasised the central role it plays in the adjustment 

process (Dordunoo and M'bet, 1995). It is important to evaluate the impact of 

the real exchange rate on economic growth which is generated by investment 

and could be estimated in terms of external shocks substm1ed in the factors 

determining the real exchange rate. 11 

JO '/Jie assumption is lhat_a debtor cannot establish/iirlher relations with its creditors (/he or she keeps 
barging for claiming a'li111011y. 

11 Using a 111odijied version of a model put .fhrth by Ghura and Green (1992), M'bet and Niamkey ( I YY3) 
.5.pecijied the real exchange rate as a Jimction of the terms of trade, the openness of the economy etc. in 
c1,:,1 countries. 

CODESRIA
 - L

IB
RARY



142 

However the effect of exchange rate on aggregate investment 1s 

theoretically ambiguous (Felipe and Rodrigo, 1993). The ambiguity expressed 

by the real exchange rate requires an individual introduction in the growth and 

investment equations other variables that exhibit shocks. Considering that the 

' 
trade-able sectors m Cameroon and other CF A cow1tries are important and 

because agxicultural exports fom1 a larger share in GDP and labour force, 

devaluation will stimulate investment and gx·owth. Thus, with the devaluation of 

the CFA franc in 1994, the real exchange rate index is expected to fall aml 

boost up export production. 12 

In a nutshell, the growth rate is also influenced by monetary and fiscal 

policies 13 since they affect investment differently (Serven and Solima.no, 1992) 

and external shocks such as the terms of trade, openness, debt overhang and the 

real exchange rate (D0rdw1oo and M'bet, 1995; Mbet and Niamkey, 1993; 

Njuguna, 1997). Thus the growth model is expressed as follows; 

GR= GR (r, ITY, CPI, TOT, OPEN, DSR(-1), RER, CPR) [3.6] 

where the additional variables are OPEN, DSR(-1) RER, and CPR representing 

the openness of the economy defined as the sum of exports and imports to 

12 The real exchange (expressed as an index wiJh 199../ =· JOO) will absorb the e.Jject cf ll1e devalued C/•i'l 
franc thereby stimulating an increase in the production of tradeables or e:x.ports. 

13 A4onetmy policy in this case aj]ects growlh through inflation represented by the change in consumer price 
index. Expansionmy monetary policy leading to higher inflation reduces real incu111e and gruwtl,, while 
fiscal policy in terms offisca/ dejicil or press11re may raise interest rates and reduce credit tu the pri\,ate 
sector aml crowd out private invest111e111 (Chhibber and Daila111i, J 990). 
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GDP, lagged external debt service ratio, the real exchange rate, and the credit 

available to the private sector as a percentage of GDP respectively while the 

other vaiiables remained as defined above. 

3.2.3. l Definition of Vm·iables and Statistical Relationship 

On the basis of the above information a linear spline growth equation is 

assumed to be a fimction of: 

(a) Real deposit rate (r). Higher real interest rates are oflen needed to 

promote savings and a more efficient allocation of capital and thus 

increased growth (Malcolm et al., 1987; Thorton, 1991 ). Therefore, a 

positive correlation exist between the deposit rate and economic growth 

at below and above the equilibrium rate, with a break at the equilibrium 

point. 

(b) Total investment rate (ITY). Following the Keynesian theo,y of income 

determination a rise in the level of investment stimulates growth (Camey, 

1967). However, the Mckinnon-Shaw model assumes that rising capital 

formation requires an increase in the real deposit rate. Thus, a positive 

relationship should exist between real deposit rate, investment and 

growth respectively. 
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in inflation has the effect of reducing real income and growth (Njinkeu, 

1997) and inflation serves as a proxy for financial instability Oshikoya 

( l 992). Tims, a rise in inflation will affect economic growth negatively 

via a contraction of real output. 

(d) Terms of trade (TOT}. A deterioration in the tenns of trade impacts 

negatively on investment through a fall in prices of export production and 

thus growth as reflected in a fall in the current account balance. We have 

assumed as base year 1985 in order to fully captme the effect of 

economic crisis or falling export prices which sta1ied in Cameroon in 

1986. 

(e) Openness (OPEN). Outward-oriented economies grow more. More open 

economies are expected to allocate resources based on comparative 

advantage which materialises following an adequate incentive strncture 

in the financial sector (Njinkeu, 1997). Thus, as opened economy should 

tap in resomces via foreign exchange or capital inflows. The co-eflicient 

of OPEN is expected to be positive then. 

(f) Lagged external debt service-export ratio, DSR(-1 ). Payments of external 

debts represent a leakage or a loss of economic resomces from a count1y. 

This should result in a contraction of national income and as such a 

CODESRIA
 - L

IB
RARY



145 

negative coITelation between the external debt burden and growth exists 

through its negative impact on investment. 

(g) Real exchange rate (RER). It measures pnce competitiveness of a 

country's export relative to its trading partners. A devaluation of the RER 

render exports competitive leading to a rise in investment and thus 

!:,>rowth where as appreciation does the reverse. Defined as the price of 

tradeables to that of non-trndeables goods, it does on the whole help in 

analysing the resource flow and determining the cost of producing 

tTadable goods relative to non-tradable goods (Amin, 1996a, p. 29). It is 

expressed in index form and has been rebased to 1994 because the year 

coincided with the devaluation of the CFA franc in the process of 

adjustment by CFA member countries. A decline (increase) in the index 

indicates real depreciation (appreciation) of the exchange rate. The i<.ER 

has been derived as follows: 

RER = ERx CPI (World)/ CPI (Cameroon) where ER is CFA 

francs per dollar and CPI represents tl~e consumer price index ( expressed 

as an index with 1994 = I 00). 

(h) Credit as a percentage of GDP (CPR). The greater the ammmt of credit 

to the private sector, the more projects will be carried out. A positive 

relationship between credit, p1ivate investment and/or growth is 
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expected. The amount of credit to the private sector is conditioned by 

fiscal pressme or fiscal deficits. High fiscal deficits push up the price of 

capital or reduce the credit available to the private sector or both, thereby 

crowding out private investment (Chhiber and Dailami, 1990). This 

causes a fall in the rate of economic growth. 

(i) The effects of liberalisation will be captured by a post-reform dummy, 

DL and alternatively be replaced by a proxy which quantifies uncertainty. 

This proxy is the standard deviation of the real deposit rate, a. We 

expect the· sign of its coefficient to be positive to show an efficient 

financial system. 

Under the asswnption that the response of the growth rate to changes in 

other variables is the same tmder both the 'repressed' and 'liberalised' regimes, 

the linear spline growth function to be estimated is expressed as follows: 

GR = ao + a1r + a2 (r--ro)D + a3 lTY + ai CPl + as TOT 
+ao OPEN+ a70SR(-l) + as RER + a9 CPR+ alO DL [3.7] 

where ao to a10 are coefficients to be estimated, r0 is the equilib1ium interest rate 

and the other variables remain as defined above. However, DL the post-refom1 

or liberalisation dummy will asswne values of one from 1990 to 1996, and zero 

othe1wise. Another growth equation may be estimated by replacing DL with a, 

the standard deviation of the real deposit rate from 1970 to period t as already 
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mentioned. D in the equation also represents a dummy variable, equal to one 

when r is greater than r0 (assumed to be the period 1990 to 1996), or equal zero 

when r is less than r0 (ass1u11ed to be the period 1972 to 1989). A simple t - test 

on a2 provides the test of whether or not there is a regime switch. Theory 

suggests that (a1+a2) should be negative if r > r0 (i.e. during financial 

liberalisation), thus b1inging the model to 

[3.7. I] 

where XI are the other factors or variables and oi takes value of a3 to a 11 . This 

hypothesis indicates that the growth rate will be negatively correlated with 

above equilibrium interest rates. However, the study assumes that it all depends 

on the productivity effect of investment as measured by ICOR .. On the other 

hand, when r < ro bringing the model to 

GR = ao + a1r +Ioii [3.7.2] 

and theory a priori would suggest that a1 is positive and in this case we consider 

the productivity effect of investment to be less than the positive effect of 

investment. Libby ( 1991) argued that real growth rate wil1 be positively 

cmTelated with interest rates lmder such a condition of below equilibriLLin rate. 
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3.3 THE EFFICIENCY OF INVESTJVIENT AS A FUNCTION 

3.3. l Interest Rates and Efficiency of Investment 

The Mckinnon-Shaw ( 1973) empirical proposition is that increased real 

interest rates raise the quantity and quality of investment (Roe 1982; Thornton, 

1991 ). This enhances the possibility of high growth rate because the quality or 

efficiency of investment is one important factor apart from investment itself that 

promotes growth, (Peaker, (1974); Alan and Stuart 1997). 

The tenn incremental capital output ratio, (ICOR) is often used in assessing the 

impact of efficiency of investment on output growth Malcolm et al; (1987). The 

ICOR measures the productivity or efficiency of additional capital or investment~ 

Faini and de Melo (l 990) defined and computed ICOR as the ratio of gross 

investment to a change in Gross Domestic Product (CiDP). 1
'
1 Thus, ICOR as 

applied by Faini and de Melo ( 1990) is 

ICOR = lt/[GDPt - ( 1-d) GDP1_1] [3.8J 

Where I is Gross investment and GDP is Gross domestic product in current 

prices, d represents depreciation which is equal to 0.07 from estimates in 

Cameroon and t the time period. The policy prescription in the Mckinnon and 

Shaw models is that raising the interest rate ceiling will encourage savrngs, 

,., See Felipe mu/ Rodrigo, et! by Se11 1e11 and Soli111m10 ( I ()<JJ). 
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investment and thus growth. 'n1e average efficiency of investment also rises 

since low yielding investments are rationed out (Thornton, 1991 ). 

However, a few sh1dies like Fry, (1997) and Asian Development Bank 

. ( 1985)) relate interest rates directly to the efficiency of investment but none has 

hypothesised an equilibrium situation. This concerns estimating the relationship 

between the interest rate variable and ICOR using a switching regression 

technique. The role of private investment in the growth process is important and 

· requires that the efficiency of investment as affected by the' interest rate policy 

be well verified. However, total investment rather than private investment and 

b'TOSS domestic product are used to calculate ICOR. 15 Private and public 

investments contribute to output growth but the marginal productivity of private 

investment exceeds the marginal productivity of public investment (Khan and 

Reinhard, 1990). Thus, the two variables are included in the ICOR model in 

order to assess the relative impact on total productivity. 

3.3.2 Linear Spline l\tlodel for the Efficiency of Investment 

The incremental capital-output ratio is assumed to depend on the real 

interest rates (r), private investment rate (IPR Y) ru1d public investment rate 

(IPUY). The model to be estimated has the following equation, 

IJ 
If 11·as 11ecessmy to 11se private investment nnd its corresponding output lo calculate ICOR. 
((oll'e1·er, !he 11011-availahili(F (!( data made us lo assume that private sector 011/p11t is proportional 
lo Iota/ 011/p11f or (il)p_ 
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ICOR = b0 + b 1r + b2 (r-r0) D + b3 IPRY + b4 IPUY. [3.9] 

In the above equation, r0 is the equilibrium interest rate while D still assumes the 

assumption as in equation (3.7). The model hyp0D1esises that the efficiency of 

investment will be negatively and positively correlated with interest rates below 

and above the equilibrium rate respectively. Since ICOR must be inverted to 

incremental output-capital ratio (IOCR) in order to easily ineasure efficiency, 

then b1 would be positive when r < r0, hence reducing the equation to 

ICOR = bo + b1r + Iyi Zi [3.9.1] 

Where yi are coefficients of the variables IPRY and IPUY represented by Zi. 

But when r > r0 (proxied as periods of financial liberalisation), (3. 9) should read 

as 

[3.9.2] 

and theory proposes a pri01i that (b1 + b2) should be negative, implying rising 

productivity of investment when the interest rate exceeds its equilibrium rate. A 

t-test on b2 will justify whether there is a structural break or a regime switch at 
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3.4 THE SAVINGS AND INVESTIVIENT l\tIODELS 

3.4.1 Introduction 

In financial policy, it is important to distinguish between the implications 

of real interest rates for constunption-saving decisions on the one hand, and for 

decisions about uses of savings as concerns the channels through which savings 

flow, dn the other hand (Malcolm et al., 1987). The former statement revolves 

around estimates of the interest elasticity of savings, whereas the second 

concerns the elasticity of demand for liquid assets with respect to the real 

interest rate. 

This implies that real interest rates play a crucial role in the mobilisation 

of savings for development purpose. For instance, in the classical model, the 

savings function depends only on the interest rates as opposed t.o the Keynesian 

the01y which makes the function depend instead (or as well) on income, 

providing the basis of the multiplier effect (Allen, 1967, p. 132). Thus, in the 

General theory of Keynes, the level of income determines savings and the rate 

of interest determines where it is placed (Chick , 1983). The Keynesian theory 

considers the role of interest rate only in the determination of investment and 

assumes a negative relation between the two variables. This is opposed to tl1e 

financial liberalisation theo1y which asse1is that the interest rate plays a positive 

role in savings and investment decisions. 
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However, the amount of savings channelled through the financial system 

(i.e. real money demand) seems to be more important in the development 

process. As Malcolm et al., ( 1987) assert "where the interest elasticity or 

savings is small or zero but the elasticity of demand for liquid assets with 

respect to real interest rate is positive and large, financial policy may still have 

significant impacts on savings mobilisation through the financial system". T)ius, 
~ .t ' 

•.;.-

savings behaviom is a crucial element of the process of economic growth. This 

statement confirms the financial liberalisation theo1y which argues in favour or 

improved growth through fimrncial sector reforms and rising real interest rates. 

This theoretical framework is provided by Mckinnon (1973) and Shaw (1973) 

whereby the savings/liquidity-investment relation is fostered by positive\eal 
.·,. 

interest rate. This differs from the Keynesian perspectives where the relation 
'· ' 

stems from investment to savings. 

3.4.2 Theories of Saving 

3.4.2.1 Interest Rates and Aggregate Savings 

There is scepticism that interest rates, whether no1ninal or real, have any 

significant impact on private-sector consumption behaviour in either developed 

or developing countries (Malcolm et al., l 987 p. 341 ). The interest elasticity or 

saving has been foLmd to be insignificant. The notion of zern or 111i11imu111 
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elasticity is observed in the earliest savings functions of Keynes ( 1936) absolute 

income hypothesis where, real personal consumption and savings are an 

increasing ftmction ~f real personal disposable income. Hypotheses of private

sectoi· saving behaviour began to incorporate interest rates as determinants of 

savings behaviom only from the I 950s (Malcolm et al., 1987). This 

development replaced the conception of cun-ent income as the major 

explanatory variable with some approximation to 'normal' income representing 

the stream of expected income over some time period (Laabas, l 992). 

Examples of this include the life cycle model of Ando and Modigliani (1963), 

and Friedman's (1957) pennanent income hypothesis, both of which had, by the 

1980s, been extensively applied i11 studies of savings in developing countries 

(Malcolm et al., 1987). 

The life-cycle hypothesis is fmmded on the proposition that individuals 

save in their working years in order to maintain a stable stream of consumption 

dw·ing retirement years. Net lifetime savings of individuals will be zero in static 

economies and positive in growing economies. The model considers the interest 

rate as having a positive role in affecting savings decision, but the level of 

absolute income plays no role in explaining the ratio of savings to income. The 

pennanent-income hypothesis assumes that savings is a function of permanent 

and transitory incomes, but fwiher specifies that the fraction of savings out of 
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permanent income depends on several other variables including the real interest 

nite. 1
(' 

Research on consumption and saving in both itidusttial and developing 

countries has increasingly relied on variants of the pemianent-income and life-

cycle h)1Jothesis (Malcolm et al., I ~87), but it appears real interest rate assumes 

a central pl<1ce. Severn I studies including Gupta ( 1970; 1984)1 7 Gupta (1987); 

Fry (1977; 1978); Giovannini (1983); de Melo and Tybout (1986); Oshikoya 

( 1992); Ogungbenro et al; ( 1996) etc., have examined the effect of real interest 

rate on aggregate savings regressing .the ratio of savii1gs to GDP or GNP on 

variables such as income growth, pemianent income, tt·ansitory income, 

inflation, foreign savings and real deposit rate. However, the results were mixed 

as concerns suppmis for the Mckinnon-Shaw hypothesis. 

The level of savings is therefore influenced by many other factors apart 

from real interest rate. With the problems of data availability .in most developing 

countries, the possibility of applying more sophisticated versions . of the 

aggregate savings fimction becomes difficult. The most simple savings function 

like those estimated in Ft)' ( 1977, 1978); Oshikoya ( 1992); Ogungbenro et al 

( 1996); and de Melo and Tybout ( 1986) ai·e considered. The real money 

de1mmd is also impo1iant in financial polic~. As Malcolm et al ( 1987) 

ir, ;<.,·ce Molco/111 el nl., (/9R7, p. 3./ I - .?},.fill' detni/.1· 011 /ifi'cvc!e nnd permanent income l~11potheses. 
17 ,\'n, '/'lwmton (/99/).fil/' detnils. · 
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acknowledged "whereas the role of the real interest rate in savmgs -

consumption decisions is a matter of some dispute, the role of real interest rates 

in influencing the demand for liquid assets is rarely questioned, whether in 

developed or developing countries, by Keynesians or Monetarists". 

3.4.2.2 Interest rates and financial savings 

The demand for liquid assets in financially repressed economies or where 

nominal interest rates are not allowed to adjust fully to expected rates· of 

inflation as is. true in most developing countries, has been identified as a 

function of income, the real interest rate, and the real rate of return available on 

non-financial assets. 18 Concerning the relationship between interest rates and 

financial intermediation, the financial repression paradigm postulates that higher 

real rates of interest increase the incentive to save by means of bank deposits 

(Thornton, l 991 ). Thus, Malcolm et al ( 1987) assert that, "for at higher levels 

of real interest rates the public will be willing to hold larger liquid balances". A 

few studies including Lanyi and Saracoglu ( 1983 ); Oshikoya ( 1992) and 

Peninah ( 1995) have provided evidence on the relationship between interest 

rates and the growth of the broad money supply in real terms. The latter two 

studies regressed real demand for liquid asset on real income or GDP, real 

18 Ma/cu/111 et al; ( 198 7) op ci f. 
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deposit rate, private investment and lagged real money balances and came out 

with a mild support for the financial liberalisation theory. 

3.4.3 Interest Rates and the Investment Theory 

A relationship exists between the real interest rates and lhe level of 

investment as observed in the Keynesian liquidity preforence and financial 

liberalisation theories. However, like consumption~ investment depends on 

many things, some more important than others (Campagna, 197 4 ), but no one 

has been able to so.rt them out and developed a coherent investment function 

(Shozaburo, 1975). 1t is well known that the neo-classical theory of moneta1y 

1:,rrowth has no independen( investment fimction bu,t there appears to be an 

investment function derived from Keynes's theory of investment, in the 

Keynesian theory of monetary growth (Shozaburo, 1975). 

Keynes (1936) observed that investment depends on the prospective 

marginal efficiency of capital relative to some interest rate that is reflective of 

the opporttmity cost of the invested funds. Private investment according to 

Keynes was intrinsically volatile since any rational assessment of the return on 

investment was bound to be unceriain. After Keynes, the evolution of 

investment the01y was linked to simple growth models, which gave rise lo the 

accelerator the01y, popularised in the 1950s and early 1960s and widely used 
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even today in practical growth exercises (Serven and Solimano, 1992). Th~: 

accelerator theory makes investment a linear proportion of changes in output. \n 
1:·~\(~r 
. ,, ... 

a model of private capital fonnation within the flexible accelerator framework· 

that incorporates developing country's strnctural and institutional characteristiq, 
•,,. 
- ... 1-

Blejer and Khan ( 1984) emphasise explicitly the role of fiscal and moneta~;_ 
·(1. 

policies. 

The model which analytically detennines an investment equation, mak~s 
·;wM: 

private investment of many factors which include bank credit to the privqt~( 

sector, cyclical factors and public spending. These factors exhibit monetary q~ 
~;.,,:: ,1/ 

• :<tf< I 

well as fiscal impacts. The roles of monetaiy, fiscal ai1d exchange rate polici~~· 
I , . ~ 

. 'i-' 

in investment decisions have also been emphasised by Serven and Solimanq: 
:'{{ 

(1992) and others. Restrictive monetary ai1d credit policies affect investment. 
. ' ~ ', ·\ 

indirectly by raising the real cost of bank credit or user cost of capital and leaqs 
'.,~;_)(·· 

to a reduction in investment (de Melo ai1d Tybout 1986; Greene and Villanuey;',::: · 

1991 ). :~~t~i 
. ';~rny1.1<;.:. 

•\~ff:.· 

As concerns the fiscal policy, its effect on investment is through fi$·9·~jt 
.1f1~fr.ffi 

deficits. High fiscal deficits push interest rates up or reduce the availability~~f;:: 
. '!J;g\::1-;. 

credit to the private ·sector or both, crowding out private investment (Se1ven ~fiµ/ 
. . ;,\11i1Jlv 

· :~J1tf{t, 
Solimano, 1992; Chhiber and Dailami, 1990). i/;,/t{ 

[, i);. 
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{lilt!'' 
The effect of real exchange rate on investment may occur through r~a{ .. ·: . 

)t~~-(· 

· ·.1falt 
devaluation or appreciation. Real devaluation may raise the p1ice of goqfis,', 

~,1W'· 

·:f,stit( 
especially imported capital goods. Investment goods include foreign ~lW.: 

i..:~~~::~~ .. 
,,jt:H. 

domestic components such that devaluation raises the cost of import~f r 
. .'.f~Jµ/ 

compotients which could reduce the supply of those imported components::q( 
~i~t~'r 
"1':,:1,~/:,· 

•·. Ii:'°'-}'.• 

investment. This may negatively affect investlnent if the impo11ed componejlt§'-:'. 
·\pij~
·ht/i~t 

form a larger share of total input. In effect, interest rate and exchange rij}~j[ 

\nit 
policies affect the resources available to the private sector (Serven qniF 

i{~}V:· 
Solimano, 1992). Appreciation of the real exchange rate will obviously have tl1r 

. ,JrWf 
''l'''j_:f,' 

opposite effects. "?::ti:.i'! · 

Jfff\ 
The model of interest is the relationship existing between the real inte~~~t 

. ,:htr. 
rate and. investment within the framework of financial repression ai1d\ 

, 'r':11'·". 'i!t~tit 
liberalisation. Several studies have been canied out to this effect (Oshikqyf.!'i· 

f)Jii:;! 
1992; Oglmgbenro et al., 1996; F1y 1980; Libby 1991; de Melo and TybqL1t: 

.. ({{( 

1986) and two channels for the effect of real interest ~·ate on investment ~f~\ 
{!J\ 

postulated (Thornton, 1991 ). One is that the higher rates increase the availability/ · 
,:i~;:;f: 

of domestic credit to finance investment, while the other potential chann~I~Jf 
: \~ 

){ff 
through Mckinnon's ( 1973) hypothesis of the complementarity of money ai1'q · 

f.)~H 
·1,l•'1 

~ :I~\(: 

capital. Thus, two investment ftmctions are estimated. The ratio of domesH~' . 
·~·.; 

credit to GDP will confinn the credit availability mechanism w1d the other w11f 

I~~i 
.. •).,11 

.1:n :.~ 
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be the investment equation proper. The ratio of Domestic credit to GDP is 

treated as an endogenous variable to eliminate any simultaneous equation bias 

in the investment estimate (Ogungbenro et al., 1996; F1y, 1980); Oshikoya, 

1992). 

The effect of financial liberalisation on investment could be studied by 

regressing the ratio of domestic credit to GDP/GNP on per capita GDP/GNP, 

real deposit rate and lagged domestic credit ratio as in Oshikoya ( 1992), 

Ogrn1gbenro et al., ( 1996), F1y (l 980). In addition an investn1ent equation 

proper was assumed to depend on real deposit rate, real economic growth rate, 

changes in tenns of trade, public investment rate, inflation rate and lagged debt 

service ratio Oshikoya ( 1992). The variables used by de Melo and Tybout 

(1986) in their study of financial liberalisation were current and lagged real 

income growth, cw-rent and lagged real money growth, the real interest rate, the 

real exchange rate. 

3.4.4 Definition of Savings and Investment Equations for Cameroon 

3.4.4. l Savings Equations 

The aggregate savings function is presw11ed to take the following form: 

[3.10) 
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The determinants of the ratio of gross domestic savrngs to GDP, S, are 

hypothesised to include economic growth rate (GR), real deposit rate (r), ratio 

of foreign savings to GDP (FS), and lagged savings rate (S(-l)). The theoretical 

justification for the inclusion of real economic growth rate is that, we consider it 

as proxy to deviations from pennanent income which standard life-cycle theory 

suggests, should induce savings rate fluctuation. Lagged savings takes care of 

the adjustment process which may be spread over multiple periods ru1d foreign 

savings is included because it may crowd out domestic savings by allowing 

residents to consume at any given rate of capital accwnulation (OgLmgbenro .. et 

al., 1996). The Mckinnon-Shaw real money demand function for Cruneroon cru1 

be specified thus 

[3 .11] 

where InM, In RGDP ru1d htM(-1) are. the naperian logarithms of real broad 

money, real GDP and lagged real broad money respectively, whereas r is real 

deposit rate and IPR Y is the ratio of private investment to GDP. The 

determinants of real money demand, M, 19 are based on the theories of savings 

discussed above. Real GDP is postulated to exe1t positive impact on real 

demand for money. 

19 Real money demand (J\1) is de.Jined as currencv in circulation plus all ~vpes (!/ bank deposits (excluding 
government and inter bank deposits and deposits held by non-bank .Ji11ancia/ i11stil11/ion.1). 111i 1· Iola/ is 
de.Jlaled by price de.Jlalvr .Jhr GDP wilh J 990 = J 00. 'J]1e choice of /he 199() is bmed 011 /he .Jhct 1/w1 !he 
re.Jimns vflhe .Jinancia/ sec/or was slepped up in 1990/9 J wilh more.flexibili(v in /he interest rate .1'/mc/11re. 
See /he inlrotluction of this sllu(v jiJr details. 
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3.4.4.2 Investment Functions 

The investment equations to be estimated include the ratio of domestic 

credit to GDP and private investment. Based on the theo1y analysed above, the 

ratio of domestic credit to GDP (DC), is postulated to depend on, per capita 

GDP (LPCG) (in naperian logarithm), the real deposit rate, (r) and the lagged 

credit (DC(-1)) and the fonction is expressed as 

DC = C0 + C I LPCG + C2r + C3 DC( - I ) [3.12] 

As concerns the investment equation proper, the ratio of private 

investment to GDP is hypothesised to depend on several variables as outlined in 

section (3.3.3), and is expressed as foilows: 

IPR Y =do+ d1 GR+ d2r + d3 TOT+ d + IPUY + d5 CPR 
+ d6 RER + d7 DSR(-l) + d8(br orrl). [3.13] 

where 

GR = economic growth rate or growth rate of GDP 

r = real deposit rate 

TOT = tenns of trade 

IPUY = public investment rate or public investment as a percentage of GDP. 

CPR = credit available to the private sector as a percentage of GDP 

Price of capital = CentTal Bank discount rate (br) or real lending rate rl 

RER = real exchange rate 

DSR(-1} ~ lagged external debt service - export ratio. 
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However, the investment deflator which we consider as a proxy for the price of 

capital may also have served as a measme for fiscal pressLu-e or monetary and 

credit policies.20 Neve1theless the financial repression hypothesis suggests a 

positive relationship between real interest (deposit) rates and private investment 

rate. The economic growth rate is derived from the flexible accelerator model, 

public investment rate is included to test the . degree of complementarity or 

substitutability between private and public invesunent. Changes in the terms of 

trade, real exchange rate and debt service ratios are proxy vaiiables for 

macroeconomic instability ai1d unce1iainty that may impact negatively on 

private investment (Greene and Villaneuva, 1991; Libby, 1991; Serven and 

Solimano, 1993). 

3.5 ESTI1V1ATION TECHNIQUES 

3.5.1 Introduction 

The major st.atistical tool used in this study is the multiple ref:,>ression 

aiialysis which is most commonly applied in eco:nomeu·ic work. It is concerned 

with describing and evaluating the relationship between a given vai·iable ( often 

called the dependent variable) and one or more other vaiiables often called the 

explanatory or independent vaiiables). For a regression aiialysis to be car1ied 

20 The difficul(y in calculating /he inveslmenl dej/alor and ihe non-availabili(Y <f data on 111aximu111 lending 
ralesfor some years, made us lo use lhe Ce;1/ral Hank discouni rale as lhe price of capital. Jlowever, the 
real lending rate was inlroduced in /he i1west111ent equation by regressing lime series dataji'o111 1979 
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equation. "TI1ese are, the method of m~ments, methods of least square and the 

mc1 hod of maximum likelihood. The method ofleast square is the automobile of 

modern statistical analysis. Despite its lunitations, occasional accidents and 

incidental pollution, its numerous variations, extensions and related 

conveyances carry the bulk of statistical analysis, and are known and valued by 

all ( Maddala, I 988, p. ](>).Thus, we arc making use of the ordinary least square 

regression procedure. 

The relationship established between the dependent and independent 

variable in econometrics is as follows. 21 

Where Yt = dependent variable at time t, 

Xu = independent variable i in period t, 

b0 = the constant term, 

[3.14] 

bi= the corresponding regression coefficient to the independent variable. 

and 

Et = the error term 

21 I )11111/l~I' variah/es will he included in the regression equations lo take info account ejfcts that are 
1111111easurable such as the effects of interest rate liberalisation on the dependent variables. For details on 
the use of dummy variables, see Ko11tsoyia1111is (/977, p. 281 - 84) and A1addala (1988, p. 25 I - 92). 
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Even though the ordinary least square method is widely used, it relies on 

a number of assrnnptions. And just like any model that works under ce11ain . 

conditions, problems are bound to arise when such circrnnstances are not met. 

These problems are peculiar to a single-equation estimation and include: 

heteroskedasticity, serial correlation, multicollinemity, m1d nonstm1tionarity 

(specific to time-series data). An m1~lysis of some residual based diagnostic 

tests used in the study to detect these problems m1d the solutions proposed to 

deal with them if need arises is desclibed below . 

3.5.2 Inherent Econometric Problems and some Solution 

There m·e occasion in econometric modelling whe11 the assrnnption of a 

common error varim1ce, or homoskedasticity is tmreasonable (Pindyck and 

Rubinfeld, 1991 ). In such cases, the null hypothesis of a constm1t error variance 

is rejected. The consequence of heteroskedasticity is that the ordinary least 

squm·es estimators m·e rendered inefficient. Thus, if the error tenn·s do not have 

the assumed pattern of their behaviom, the evidence provided by the statistical 

Jests is invalid (Koutsoyimmis, 1977). However, since heteroskedasticity does 

not usually occur in times-series studies (Pindyck m1d Rubinfeld, 1991 ), it is not 

considered as a serious problem. Thus, no formal test shall be canied out to 

detect its presence in this study. 
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Another assumption of the ordinary least square regression model is that 

there should be n'o exact linear relationship between any of the independent 

variables in the model. If any of such intercmrelation among the explanatory 

variables occw·s, it becomes difficult to disentangle the separate effects of each 

of tl1e independent variables on tl1e dependent variable. The consequence of 

multicollinearity is that the sampling distributions of the coefficient estimators 

have relatively large standard en-ors and small t-ratios (Thad, 1988, p. 255). 

The variance-inflation factor (VIF-described by Maddala 1988, p. 220) could 

be used as a device to test for multicollinearity. But according to Klein,22 

intercorrelation of variables is not necessarily a problem wtless it is high relative 

to the overall degree of multiple correlation. Since tl1e problem of large star1dard 

errors at1d small t-ratios caused by multicollinearity could be solved by dropping 

some variables (Maddala, 1988, p. 243), during the estimation proper most of 

the variables defined in the various specified models may have to be re-defined 

and re-estimated ~o as to increase the power of the test statistic or R.2, ar1d in 

doing so, hopefolly the condition defined in Klein's rule shall be folfilled. 

Another asswnption of the linear reb>ression model is that the error tenns 

are independent or else serial correlation will occm when the error tenns 

corresponding to different observations ar·e correlated. The consequence is that 

22 L. R.. Klein. An introduction to Econo111elrics (Englewood Cliffs, N. J. Prentice-J Jall, 1962) p. 101 cited by 
Maddala (1988). 
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the ordinary least square applied directly will no longer be efficient though 

tmbiased. More precisely, R2 as well as the t and F statistics tend to be 

exaggerated smce the san1pling distribution of the standard eITors are 

underestimated (Thad, 1988, p. 227). The Durbin-Watson (D-W) statistic is the 

most common test used for the detection of serial correlation.23 It involves 

testing the null hypothesis p = o (p is the serial correlation coefficient) for no 

serial coITelation against the presence of a first order autoregressive process -

AR(l ). A range of values have been defined for the D-W statistic which act as a 

guide to the decision of whether to accept or reject the null hypothesis. The D

W statistic lies on the O to 4 range with a value near 2 indicatiilg no first-order 

serial correlation. Since D-W = 2( 1-p ), it implies there is no serial coITelation (p 

,, 
= o) when the D-W statistic is close to 2. Positive serial correlation is associated 

with D-W values below 2 and negative serial coITelation with D-W values 

above 2. 

Since exact interpretation of tl1e D-W statistic is difficult (Pindyck and 

Rubinfeld, 1991, p. 143), most tables include test statistics which vary with the 

number of independent variables and the number of observations. Two limits 

are given usually labelled dl and du representing lower and upper bound 

respectively. There is usually a range within which the results are inconclusive 

23 See Madda/a J 988, p. J 86 - 205, and Pimlyck and Rubinje/d 1991, p. 143 - ./8. 
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(that is when 4 - du< DW < 4 - d1, and d1< DW< du). The LM-test which is 

deiived from a gene.ral principle called Lagrange Multiplier principle24 can be 

applied in such cases. The test uses either the F statistic or p.F as the x2 with p 

degrees of freedom for the detection of. higher order serial coITelati.on. Thus, it is 

a test of Ho: p1 = p2 = ... = pp = o from the regression equation 

t=l) ... n [3.15] 

One advantage of the LM test is that it takes care of lagged independent 

variables and it is applied for higher order seiial correlation .. Nevertheless, 

Dm·bin suggested an alternative test called the h-test which is used when one or 

more lagged dependent vaiiables are present.25 However, which ever test is 

used ai1d if the null hypothesis is rejected, corrections for serial coITelation is 

done by the use of quasi-differences to alter the linear model into one in which 

the errors are independent Pindyck and Rubinfeld (1991, p. 140). This involves 

transforming the variables as follows: 

From that, a regression of Yt* on X1* is done using the ordinai-y least squares 

procedure. But since p (the serial c01relation coefficient) is not known a priori, 

24 11,e LM test is described by Maddala 1988, pp. 206-7. 
25 Durbin suggested an alternative test called the h-test but is still applicable only to AR(/) and used 

when one or more lagged independent variables are present. See Pin(~yck and Rubin.field ( 1991, 
p.147-149) for details. · 

CODESRIA
 - L

IB
RARY



168 

it has to be estiinated. The Cochrane-:Orcutt procedw-e is one of the rnethqds 

that could be adopted to estimate p. However, we did not encounter the 

problem of autocorrelation but where it occtuTed the models were re-estimated. 

The last problem involves the notion of non-stationarity. Many economic 

time series are clearly non-stationaiy in the sense that the mean and variance 

depend on time, and they tend to depatt even fiuther from a given value as time 

goes on (Maddala, 1988). The fact that we are dealing with time series data 

raises the above problem. The consequence of non stationarity is that one 

cannot validly model the process via a11 equation with fixed coefficients that ca11 

be estimated from past data (Pindyck a11d Rubinfeld, 1991, p. 443 ). One is 

likely to finish up with a model specified in levels of the series plagued by 

problems of spurious regression (Adam, 1993, p.25). However, to avoid loss of 

valuable information as concerns the effects of fu1a11cial liberalisation 

considering that the period is still very short (i.e. 1990-1996), the problem of 

non-stationarity is not considered. Most of the level variables were divided by 

GDP in order to reduce non-stationm·ity. 

Apatt from the various tests described above, other tests employed in this 

work are the t and F distributions. The t distribution tests the hypotheses 

concerning the significa11ce of the regression coefficient. More precisely, it 

verifies whether the null hypothesis of bi = o (where bi is the regression 
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coefficient) is trne. The F test on the other hand generally detects the overall 

significance of the regress.ion coefficients (or the joint hypothesis that b1 = b2 .•.. 

bk = o). Finally, to measw·e the goodness of fit of the regression models, the 

adjusted R 2 (R 
2

) is used. Unlike R2
, the adjusted R2 takes into consideration 

. 
the degree of freedom though both are still a measure of the propmtion of the 

variation of the dependent variable explained by the independent variables. 

3.5.3 Mathematical Form of Models 

Economic theory may or may not indicate the precise mathematical form 

of a relationship, or the number of equations to be included in the economic 

model (Koutsoyiannis,. 1977). For example, the theories of savings, investment 

or demand do not detennine whether the respective functions should be studied 

with a single-equation model or with a system of simultaneous equations. 

Furthermore, economic theory does not say whether the fimctions should be in 

linear, non linear or logarithmic forms. Thus in view of the vagueness of 

econmmc theory in this respect, it has become a usual practice for 

econometricians to experiment with various fonns and then choose from among 

the various results the ones that are judged as the most satisfactmy on the basis 

of ce1tain criteria.26 

26 Koutsoyiarmis (1977) op cit. 
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Sometimes, equations are estimated in semi-log or log forms to take care 

of heteroskedasticity problem and in many cases too the choice ofthe functional 

form is dictated by other considerations like convenience in interpretation and 

some economic reasoning (Madclala, 1988, p. l 77). For instance, the linear 

form of a production fimction given as 

[3.16] 

Where X is output, L the labour, and K the capital, implies perfect 

substitutability among the inputs of production. But in log form· which is 

expressed as 

[3. l 7] 

it implies a Cobb-Douglas production ftmction with unit elasticity . of 

substitution. Other examples are the estimation of the demand, savings or real 

money demand fimctions. Here the log fonn is often preferred because it is easy 

to interpret the coefficients as elasticities27 . For instance, in the real money 

function, 

Log M = f3o + f3 1 log r + f32log y: + f33 IPR Y + f34 log M(-1) [3 .18] 

where Mis real money, y is real GDP, r the real deposit rate and IPRY, private 

investment, f3 1 is interpreted as the elasticity of demand for liquid asset with 

respect to the real interest rate, whereas f3 2 is the income elasticity of demand 

27 n,e main objective in this sllll{Y is no/ to interprel coej)icients as elaslicilies but to verifj, if the interest m/c' 

policy C/ffec/s lhe level ofeco110111ic growth through the interrelalionship between .mving1· and i111 1est111e111. 
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for liquid asset. In this work however, the models have been specified in non

logarithmic linear fo1ms except the domestic credit and real money demand 

functions that are specified in semi-logarithmic fonns. This is because whereas 

most of the variables are expressed as proportion of GDP to mitigate the 

problems of heteroskelasticity and non stationarity, the former (the values of 

real money and per ·capita GDP) were not expressed as propo1iions of GDP. 

Thus the need to consider their log forms. 

The objective variables of the study have been specified and the next 

step involves their estimation. The post reform dtunmy variables which will be 

introduced in each of the equations to capture the effect of financial reforms will 

take values of one for the period 1990 to 1996, and zero for the period 1972 to 

1989 whereas, the standard deviation of the real deposit rate is calculated from 

1970 to period t. Fmthermore, the addition of the lagged values as explanatory 

variables in some of the functions specified above are meant to generally render 

our model dynamic. This is because the dependent variables oflen react to a 

change in one or more explanatory vaiiables only after a lapse of time, and the 

lagged models have also been fmmd to ·offer much flexibility to the fonnulation 

of models of economic behaviour (Koutsoyiannis, 1977, p. 296). Theory a priori 

expect variations in these lagged vai·iables a11d their dependent variables to be 

positive. 
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CI-IAPTER FOUR 

ESTIMATION AND ECONOMETRIC RESULTS 

4.1 INTRODUCTION 

The theoretical propositions in support of the role of financial conditions 

and other factors in economic development have been outlined in the preceding 

chapter. This chapter examines empirically to what extent these factors 

contribute to explaining the growth path of the economy through the observed 

performance of the efficiency of investment, domestic saving rate, demand for 

liquid assets, credit availability and private investment. Since part of the work 

concentrates on the effects of financial refonns or liberalisation, a dmnmy 

variable for the reform period (1990 to 1996) is introduced in each of the 

equations to capture the effects of ·financial liberalisation. Furthennore, the 

growth and incremental capital-output ratio equations are to take a spline shape. 

The area of focus is the effect of interest rates on vaiiables of economic 

development. Thus, as a point of departure in the analysis of the empirical 

results, the real rate of interest (r) is included in all our equations specified in 

chapter three in order to assess the interest rate policy over the entire period. 

CODESRIA
 - L

IB
RARY



-~ 

173 

However, before the regression results are presented it should be 

tmderstood that many vmiables do not feature in the estimated equations though 

they appeared in the model specification. In practice these variables had 

insignificant coefficients and thus the reported results exclude them from the 

equations. More surprisingly is the coefficient of the interest rate variable (r) 

which was very insignificant except in the liquid asset function. For this reason, 

the notion of linear spline growth and ICOR :nmctions were dropped and 

alternatively, simple equations re-estimated for them. Thus, the objective 

variables are insensitive to the interest rate variable and as such reduce the 

effectiveness of financial liberalisation and the interest rate as policy 

instnunents. Nevertheless, the coefficient . of the post-reform dummy are 

significant in the credit function, private investment, and real money demanq 

:nmctions even though they have not been dropped in the growth and 

incremental capital output ratio equations where they came out with 

insignificant coefficients. Each of the models specified above is examined in 

section 4.2 below. 
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4.2 REGRESSION RESULTS AND IMPLICATIONS 

4.2. l The Linear Spline Growth Function 

111e empirical proposition that needed a test as specified in equation (3. 7) 

is that increased real rates of interest through financial liberalisation promotes 

growth. Economic growth rate is to be regressed on aggregate investment rate 

(ITY), real deposit rate (r), inflation rate (CPI), tem1s of trade (TOT), openness 

of the economy ( OPEN), lagged external debt burden DSR(-1 ), real exchange 

rate (RER), credit to the private sector CPR and a post-refonn dummy (DL). 

The results are swnmarised in Table 4 .1 for the linear growth and simple 

growth equations. Most of the above variables were dropped as their 

coefficients were very insignificant. The estimated equations as reported in 

Table 4.1 provide tlrree versions of the results and other variables like domestic 

savings rate (S), foreign saving to GDP ratio (FS), private investment rate 

(IPR Y) and public investment rate (IPUY) have been introcluced in the 

regress10ns. 
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Table 4.1: Parameter estimates for the Growth equations 

Variable (1) (2) (3) 

C -0.237
1 

-0.236' -0.236+ 
(-2.167) (-2.156) (-2.346) 

r -0.086 -0.086 
(-0.461) (-0.461) 

\r-0.0l)D -0.086 
(-0.461) 

IPUY -3.30i -3.307t- -3.643* 
(-2.834) (-2.834) (-4.637) 

IPRY 0.179 0.179 
(0.169) (0.169) 

OPEN 0.80( 0.801° 0.841. 

FS 

s 

DL 

CPR 

-2 
R 

F 

D-W 

LM 

Note: 
* 
+ 
++ 
4 

(4.281) (4.281) 5.502 

0.918' 0.9181 0.878' 
(2.533) (2.533) (2.734) 

0.860
1 

0.860
1 0.976. 

I 

(2.191) (2.191) (5.086) 

· -0.045 -0.045 -0.053 
(-1.059) (-1.059) (-1.395) 

0.355 0.386" 
(0.909) (1.857) 

0.848 0.848 0.864 

17.863 17.863 26.363 

2.1 2.1 l.97 

F(7,18) 0.6432 (0.5386) 

t- statistics are in parentheses. LM = lagrange multiplier se1ial correlation test. 
Significant at the 1 percent level. 
Significant at the 5 percent level. 
Significant at the l O percent level. 
(r-0.01) D = See chapter three, sectioi1 3.13 for explanation. An equilibrium deposit 
rate of interest of0.01 minimised the sum of squared residuals for model (2). 
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Coltunn (1) shows the estimated linear -spline growth with poor results. 

Output growth rate is not responsive to changes in real deposit rate just like in 

the model of column (2). The coefficient of real deposit rate is negative 

indicating that real interest rate impact negatively though insignificantly on 

output growth rate when the fonner is below the equilibrirnn. When the first 

difference of some independent variables were introduced in the model as 

observed in appendix II, the deposit rate became a significant factor that 

influences the growth rate negatively. However, it may be that below the 

equilibrium rate of interest or during financial repression the negative real 

interest rates could not attract savings to :finance investment and generate 

growth as advocated by Mckinnon and Shaw (1973). Above the equilibrium 

represented by (r-0.0l)D, the coefficient of real interest rate is also negative and 

insignificant. Thus the liberalised interest rate is also ineffective. 

Both models including that of column (3) portray that the pu~lic 

investment rate crowds out output growth rate and the coefficients are 

significant at ·5 and 1 percent ievels respectively. This confirms the .fact that 

public investment had been non productive and tended to crowd out productive 

private investment. In columns (1) and (2), it is now tmderstood that in 

Cameroon, p1ivate investment has not got any significant effect on output 

growth rate. Most of the productive part of private investment are crowded out 
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by public expendihtre. Amin (1996b ), fmmd out that private investment rate 

contributes significantly and in some cases insit:,>nificantly to growth. However, 

in appendix. ll as cited above private investment rate in level became a 

significant factor influencing economic growth. Nevertheless, most of the 

variables had insignificant coefficients and when they are excluded from the 

model, private investment rate just like. real deposit rate retW11 to their 

insignificant levels. The behaviour of private investment cast no doubt. There 

have been a number of sh1dies into the importance of investment as a generator 

of t:,>rowth and results have not been conclusive (Alan and Stuart, 1997). For 

instance Kuznets (1961) and OCED (1970) found little or no clear relationship 

between the share of investment in GDP, and output growth rate. The effect of 

private or aggregate investment on output growtl1 may depencl on the measure 

used. 1 The gross domestic fixed capital includes fonns of non-productive 

investment which are irrelevant to economic growth and does not take any 

account of variations in the rate at which past investment is 'scrapped12 
. Thus, 

actual rate of depreciation of capital could be well in excess of official rates due 

to overvalued exchange rate. In tl1is c~se the true productive potential of an 

economy will be less than that implied by official gross or net investment data. 

1 As Alan and Stuart (1997) noted, "Vittas and Brown (1982) including the OECD (1985) country 
report on the UK and more recently an occasional paper from the Department of Trade and lnduslry 
(1996) reject the use of gross domestic fixed capital Jonna/ion as {m appropriate measure of 
productive investment. " 

2 Ibid. 
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This point could be linked to the formulae we used in calculating the 

incremental capital-output ratio in section (3 .2.1 ). It indicates that the higher the 

' 
rate of depreciation (d), the smaller the value of ICOR portTaying higher 

productivity when infact it is due to the overvalued rate of depreciation. 

However, in all versions of the growth model, openness of the economy, 

foreign savings, and dom.estic savings are positively related to !:,>rowth. They 

have a powerful influence on output growth rate with significant coefficients. 

Pertaining to the estimated growth equations, the behaviom of the post

liberalisation dummy variable does not support the financial liberalisation 

process in Cameroon. The coefficient is negatively insignificant in all the 

models, an indication that the financial refonn process had not got any i'mpact 

on output !:,>rowth rate. This is also observed on the coefficient of above 

equilibrium interest rates which is a proxy for financial liberalisation in colwnn 

(1 ). It is for this reason that the result in column (3) could be prefened though 

the post-reform dmnmy has not been dropped. Here the coefficient of credit 

available to the private sector became significant at the 10 percent level with an 

improvement in adjusted R 2. 

In stun, the growth rate is interest-inelastic both in the simple and spline 

equations. 111e equilibriwn interest rate is insignificant since the coefficient of 

the interest rate variable is insignificant. The behaviom of the post-refonn 
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dwnmy vaiiable also indicates that finai1cial refom1s have insignificai1tly 

discomaged growth. However, the problem may lie on choice of the interest 

rate variable as Haque ai1d Layiii ( 1990) argue. But the result is supported still 

by descriptive statistic or stylised outcome in Table 2.11 which indicates a fall 

in the f,1fowth rate in the reform period. Whe11 the post-reform dummy was 

replaced by a dwnmy for Lmcertainty though result not rep01ied, it behaves quite 

similarly to the post-refonn dwnmy by negatively influencing output f,Jfowth 

rate. But the coefficient was insignificant. Therefore, the decline in output 

growth rate dwing the refonn period taking into consideration the result of 

Table 2.11, may be as a result of the decline in openness of the economy, 

savings rates, credit to the private sector and. perhaps deteriorating tenns of 

trade observed in fe1ms · of a negative current account balai1ce or foreign 

savings. This conclusion could be accepted because the above factors contribute 

significantly and positively to output growth as obse1ved from ~1e empirical 

results in Table 4 .1, but they d.eclined dwing the refonn as shown by the 

descriptive statistic of Table 2.11. 

4.2.2 The Efficiency of Investment Model 

The detennii1ai1ts of the efficiency of investment in Cameroon were to be 

exainined by regressing the ii1cremental capital-output ratio (ICOR) on public· 

CODESRIA
 - L

IB
RARY



180 

investment rate, private investment rate and the real deposit rate asswning a 

switch at the interest rate variable. However, the coefficients of these 

explanatory variables were very insignificant thus indicating that neither public 

nor private investment are efficient and that the real interest rate does not 

influence the efficiency of investment in Cameroon. Even though tl1e descriptive 

statistics in Table 2.11 show that ICOR breaks from a relatively low value in 

' the pre-reform period to a relatively high value in the reform era, tl1e interest 

rate is not responsible for the switch. The conclusion one draws from these 

results is that no defined relationship exist between real interest and the 

efficiency with which investment is utilised. In other words the interest rate 

insignificantly affects the efficiency of investment negatively. 

In order to get a better estimate of the ICOR function, we excluded the 

public and private inveshnent rate from the reported results. We also saw no 

need of detennining an equilibriwn rate of interest because the coefficient of 

interest rate is not sibrnificant and when the latter is included in the model as of 

column (1) in Table 4.2, the error te1ms are time dependent or serially . 

correlated. The estimated results including other variables which have been 

suggested to influence the efficiency of investment are presented in Table 4.2 

below. These variables .are credit to the private sector (CPR), log of real GDP 

(Ln RGDP), real money balances M (in logfonn), lagged growth rate GR(-1) 
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openness of the economy (OPEN), and the post-refonn dwruny (DL). It was 

through continuous re;.estimation that these variables were r~tained as they 

contribute significantly to the overall performance of the regression. 

As shown in Table 4 .2, credit available to the private sector and real 

output (in log fonn) contribute positively to the ICOR function which is an 

indication that much credit extended to the private sector affects negatively the 

efficiency of investment. Unfortunately, there are several ways in which 

financial intermediaries may fail to lead to greater efficiency of investment. 

While some credit from the informal sector in tmderdeveloped economies 

finances expenditure which does not accelerate the rate of economic growth, 

some is used for financing productive often long-tenn investment. If these 

savings are transferred to commercial banks which lend only to credit worthy 

borrowers for low risk, short-tenn projects3
, the overall credit allocation may 

not improve the efficiency of capital in either a static or dynamic sense (Potter, 

1980 cited by Abebe, 1990). Indeed, the distribution of credits in Cameroon 

may prevent many potential borrowers with desirable operations from access to 

credit because of lack of collateral. More serious is the reluctance of banks to 

finance agriculture which is the mainstay of third world economies like 

3 In Cameroon secondary banks give greater importance to short term Joans (see Tables 2. 6 and 2. 7) 
as:,wned lo satisfy a tola/(y solvenl demand. 
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Cameroon but concentrates on the granting of loans to town dwellers for 

conswnption purposes. 

Table 4.2: Incremental Capital-Output Ratio (ICOR) equations. 

Variable 

C 

CPR 

InRGDP 

InM 

GR(-1) 

r 

OPEN 

DL 

F 

D-W 

(l) 

-0.173 
(-0.0038) 

45.89. 

(3.659) 

14.354° 
(3.296) 

-15.923. 
(-4.798) 

-23.845. 
(-4.7) , 

1.242 
(0.246) 

-11.054 
(-1.666) 

-1.308 
(-0.672) 
0.848 

19.364 

2.74 

(2) 

1.065 
(0.024) 

46.922' 
(4.085) 

14.395. 
(3.403) 

-16.068° 
(-5.061) 

-23.989. 
(-4.898) 

-19.003 1
+ 

(-1.812) 

-1.186 
(-0.648) 
0.857 

23.9 

2.68 

Note: t- statistics are in parentheses 
* Significant at the 1 percent level 
++ Significant at the 10 percent level 
LM Serial con-elation 
F- Statistic 1.694794 
Obs'1' R.-Squared 4.43706 

Probability 
Probability 

0.216967 
0.109498 
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The resttlt of real output is not meaningful as it came out with a wrong sign. An 

increase in real output should depress ICOR and hence improves on efficiency. 

It may be that what causes output to rise is costly in terms of investment or the 

rate of increase in investment exceeds that of output. 

Real money and lagged growth rate positively impact on efficiency as the. 

coefficients show negative and significant signs with respect to ICOR. The 

explanation given to the fmmer is that a monetised economy encourages risk

taking and renders production or investment more flexible as opposed to a less. 

monetised or barter economy. The liberalisation of interest rates contributes 

positively but insignificantly to the efficiency of investment indicated by as the 

coefficient of the post-refonn dummy variable. However, effic.iency could 

improve as ICOR exhibits a declining trend in the later part of the refonn 

process. Therefore, efficiency may be fostered as the reforms become 

sustainable. The fact that the real money balance influences the efficiency of 

investment and is also influenced by the real interest rate (see Table 4.4), is an 

indication that real interest rate could indirectly influence the efficiency of 

investment. 

Finally, the degree of openness of the economy became a significant 

factor that contribute positively to the efficiency with which investment is . 
utilised only when the interest rate variable was dropped in collUU11 (2). The 
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coefficient is significant at the l O percent level. This result conforms to the 

theory of comparative cost advantage where countries are expected to 

efficiently allocate their resources as they open up to trade. Tln1s,' the decline 

(rise) in the efficiency of investment (ICOR) respectively dtu-i.ng the refonn 

period as observed in Table 2.11 may have been initiated from the decline in the 

openness of the economy and real money balances or financial intermediation. 

4.2.3 Savings Equations 

A. Domestic Savings 

The factors influencing the savings rates in Cameroon were identified by 

regressing the ratio of domestic savings to gross domestic product on output 

growth rate, expost real interest rate on savings deposits, foreign savings 

relative to GDP, the lagged savings ratio and the post-liberalisation dummy. The 

estimated equations with model(l) excluding the real interest rate are presented 

in Table 4.3 below. 

The coefficient of real interest rate is insignificant and negative. The 

conclusion that could be deduced from tl1e above analysis points lo the fact that 

savings are insensitive to interest rate in Cameroon. This is in line with F1iend 

·(1963) who concluded that in a developing economies, the net impact of real 

interest rate movement is either negative or insignificant and also conforms to 

CODESRIA
 - L

IB
RARY



',; 

185 

Giovannini (1983) and Khathate ( 1988). However, though the estimated results 

show that savings rate is interest-inelastic, it is possible that the savings of the 

populace lured into the financial sector could be motivated by the other factors 

as expressed in the life-cycle hypothesis such as ability to provide for such 

things as old age, the education of their . children and for unforeseen 

contingencies. The government policy could also be used to influence savings 

rate. 

In the two equations as shown in column (I) and (2), the post-refonn 

dwnmy came out with a positive sign in line with the a priori expectation of a 

positive coITelation between savings and financial liberalisation but the t-vqlues 

are insignificant. As such, interest rate liberalisation have little or mild impact on 

the savings potential in the country. This result conforms to those of Oshikoya 

(1992), Ogungbenro et al~ (l 996) who came out with results that provided mild 

suppo11 for the financial liberalisation hypothesis. CODESRIA
 - L
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Table 4.3: Estimates of domestic saving rate function 

Variable (1) (2) 

C 0.023 0.0213 

(0.604) (0.582) 

r -0.026 

(0.215) 

DL 0.0114 0.118 

(0.562) (0.636) 

GR 0.168 0.181
1 

(1.7) (2.345) 

FS 0.34 0.327 

(1.342) 1.363 

' 
S(-1) 0.846. 0.848* 

(7.223) (7.466) 

.... 
" 

-2 0.736 0.746 R 
' 

F 14.382 18.866 

D-W 2.24 2.23 

LM F(5,20) 0.5594 (0.5812) 

Note: t- statistics are in parentheses. 

* Significant at the 1 percent level. 

+ Significant at the 5 percent level. 
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Another variable that is expected to influence savings rates is the rate of 

growth· of GDP (GR). The variable exhibits the a priori sign and though 

insignificant in column (1) it became a powerful factor that significantly 

contribute to savings rates when the real interest rate variable was dropped in 

column (2). This result is in line with the Keynesian theory that considers rising 

income or output as tl1e main detenninant of savings. 

The foreign savings ratio to GDP variable (FS) carries the a priori sign 

i 
showing that it could contribute positively to the . level of domestic savings. 

Unfotttmately, this variable fails to contribute significantly to domestic savings 

and hence capital fonnation through out the period of our study. The 

explanation for this could be that foreign savings is captured by external debt 
! . • . 

payment or by the govennnent and not well utilised. It may also be due to tl1e 

inconsistency in the nature of the data on foreign savings ratio. However, our 

result conesponds to several other studies like Fry (1980), Oshikoya (1992) and 

Ogungbenro et al., (1996) which found no significant relationship between 

foreign. savings and domestic savings. Finally; _in both versions of the savings 

model, all the lagged values of savings show the expected results both in sign 

and magnitude and are highly significant at 1 pe;rcent. For cunent savings 

depends on past savings. 
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B. Financial Intermediation 

Financial repression paradigm .postulates that higher real interest rates 

should increase the ammmt of savings in banks in terms of deposits. But it is 

still possible that reforms in the financial sector crowds out real balances. 1l1is 

may be the case where during the refmm process, real interest rate appears still 

low or savers become reluctant to save in banks because of spontaneous 

closures or restn1cturing4 that characterised the early period of liberalisation. 

Real money demand equation 

In M = 3.13*9 + 7.111 *r + 1.007 IPRY + 6.193* CPI - 0.166*DL + 0.7204* In M(-1) 

(4.38) (5.41) (1.21) (5.559) (-3.208) ( 11. 63 8) [ 4 .1] 

-2 

R =0.962 F = 122.11 S.E. = 0.067 DW= 1.88 

LM Serial con-elation Test : 1 · lags 

F - statistic 0.42268 Probability 0.66198 

Obs*R-Squared 1.184285 Probability 0.55314 

Note: * significant at the 1 percent 
t - statistics are in oarentheses 

The demand for money was examined empirically by regressing real 

stock of broad money on real interest (deposit) rate, private investment rate, 

inflation (a proxy for fmancial instability), lagged value of broad money and the 

~ lvlany banks were either liquidated or restructured between 1988 and 199./ in Cameroon (~·ee 'fob/e 2.10 
and Section 2.4). · · 
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dlllnmy that evaluates the impact of financial liberalisation on fimmcial savings. 

Real GDP that represents ru1 important factor influencing the standard demru1d 

for money as noted by the Keynesiru1 demru1d for money fimction was dropped 

as it came out with ru1 insignificant coefficient. 

The estimated result as reported in equation ( 4 .1) above show a positive 

and statistically significant sign for the real deposit rate during the entire srunple 

period. But during the reform period finru1cial intennediation did not improve as 

the dLUnmy came out with a negative ru1d significru1t sign at the l percent 

confidence level. The lack of confidence by depositors as many bru1ks were 

being liquidated or restructured may have caused interest rate liberalisation not 

to positively influence financial intennediation. We expected ru1 improvement in 

financial savings since the interest elasticity of demand for liquid asset is greater 

than zero in the entire period of study. Secondly, there was fu1ru1cial stability as 

observed in the coefficient of the consumer p1ice inflation rate which is positive 

ru1d significant. The fact that inflation is maiI1tained at a low level in the BEAC 

zone could encolU·age the populace to hold most of their asset in liquid fonn 

without a loss of value. The piivate investment rate which was introduced in the· 

equation to test the Mclcinnon's hypothesis of the complementarity of money 

and capital has little influence on financial intennediation. According to the 

result, the real demand for money is positively related to the investment ratio but 
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the coefficient is insignificant. It may be due to the inability of private 

investinent to contiibute to real output or income ( see Table 4 .1) and on which 

real money depends according to the Keynesian demand for money function. 

Commercial banks in Cameroon mostly provide short- tenn loans, fi.1f less risky 

and non productive projects. For this reason private investinent which is 

unproductive does not conti·ibute to the growth in output leading to no addition 

in the stock of real money. Thus, money and capital are not complementary in 

Cameroon as postulated in Mckinnon's hypothesis. But financial intermediation 

is not seen only in terms of increasing real money balances. 1t is a process that 

involves claims on real resources from some individuals or institutions in the 
l_ 

community by a financial· intennediary and then re-lends these claims to some 

other individuals or institutions in the community (Padmanabhan, 1996, p. l ). 

This is not the case in Cameroon as observed in the relationship between private 

sector credit, investment and real deposit rates. The empirical results relating to 

the investment functions portray that the fonner are not sensitive to real deposit 

rate (see equation ~.2 and Tables 4.4). It implies that the banks do not 

redistribute these funds as they become available to potential investors. There 

may be some sort of credit directives or rationing and to particularly 

unproductive short- term projects. Thus, financial intennediation and efficiency 

in Cameroon has not improved. 
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4.2.4 The Investment Functions 

A. Domestic Credit Function 

The empirical proposition to be tested here is that increased real interest 

rates as a result of financial liberalisation should raise the quantity of investible 

fimds as postulated in the Mckitmon and Shaw (1973) hypothesis.5 Thus, the 

credit available to the private sector (CPR) was regressed on several variables 

including real deposit rate (r) and all were insignificant. But when we carried 

out a re~estimation, the following variables with significant coefficients were 

maintained. These were foreign savings to GDP ratio, (FS) tenns of trade 

(TOT), price of capital or central bank discount rate (br), lagged credit ratio 

CPR(-1) and the post-refonn dummy (DL). The estimated results are presented 

below. 

Estimate of Domestic Credit 

CPR= - 0.007 - 0.037*FS + 0.009 TOT1 + 0.59611-br + 0.738*CPR(-l)- 0.059*DL 
(-.275) (-3.796) (2.488) (1.881) (9.878) (-3.824) [4.2] 

-2 
R = 0.965 F = 128.7 S.E 0.0137 DW = l.71 

LM Serial CoITelation Test 

F - Statistic 0.210222 Probability 0.812607 

Obs ·R-squared0.614518 Probability 0.735460 

Note: t- statistics are in parentheses 

5 However, we preferred to ini,estigate the credit availability 111echanis111 by evaluating the amount of credit 
taken by the private sector in re:,ponse lo real deposit rates because private investmenl is more productive 
than public capital (see Khan and Reinhard (1990)). 
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The result indicates that real deposit rate has no influence on credit stock 

available to the private sector. Though the price of capital seems to contribute to 

the credit stock, this might explain the fact that in Cameroon, the availability of 

fimds and not its cost matters. The tenns of trade contributes favourably to the 

level of credit granted to the economy. One could conclude that the decline of 

credit available to the private sector during the refonn period might have been 

initiated by the deterioration of the tenns of trade as observed in Table 2.11. 

Finally, foreign savings defined as the ratio of current accOLmt balance to GDP 

crowds out the credit stock available in the economy. It may be that the benefits 

from exports are captw·ed by public expenditure and so crowds out private 

credit or investment. After having examined how funds becomes available for 

investment, it is worthwhile investigating the effectiveness of investment m 

response to the interest rate policy. 

B. Private Investment Function 

The Mckinnon-Shaw school postulates that raising the real rate of returns 

on capital makes funds become available and thus raises tJ1e quantity of 
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investment. This situation had been examined in Cameroon by regressmg 

private investment rate on output growth rate (GR), real deposit rate (r), tenns 

of trade (TOT), public investment rate (lPUY), credit to the private sector 

(CPR), real exchange rate (RER), lagged debt service ratio DSR(-l ), price of 

capital (br or rl) and a post-refonn dummy (DL) which was later replaced by a 

dummy for uncertainty (cr). The result however was poor as most of the 

variables had insignificant coefficients. These were the real deposit rate, public 

investment rate, and the real exchange rate that came out with negative 

coefficients whereas those with positive coefficients were the tenns of trade, 

debt service ratio and the post-refonn dummy. 

The result presented in Table 4.4 excludes most of the above variables. 

In column (1 ), all the variables have i11significant signs except credit available to 

the private sector which signi:ficar1tly influence investment positively. However, 

when the real exchange rate and the real interest rate were dropped, output 

b>rowth rate becarne an impo1tar1t factor affecting investment as observed in 

column (2). An indication that the flexible· accelerator model works well in 

Carneroon. 
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Table 4.4: Estimates of Private Investment Fw1ction 

Vaiiable (l) (2) 

C 

GR 

CPR 

RER 

br 

r 

DL 

CTt 

-2 
R 

F 
DW 
LM 

Note: 
* 
+ 
++ 

0:64· 0.06( 
(3.554) (4.154) 
0.0596 0.117° 
(1.653) (4.456) 
0.336. 0.147H 

(4.867) (l.957) 
-0.012 
(-0.567) 

0.653° 
(3.078) 

-0.050 
(-0.843) 
0.006 -0.0301

11 

(0.418) (-1.944) 

0.74 0.817 

14.66 27.85 
1.58 2.1 

F(5,20) 1.8229(0.1901) 

t- statistics are in parentheses 
Significant at the 1 percent level 
Significant at the 5 percent level 
Significai1t at the l O percent level. 

(3) 

0.082. 

(5.776) 
0. 1005· 

(4.2) 
0.214· 
(4.491) 
0.044

1 

(2.216) 
0.546. 

(3.589) 

-1.265+ 
(-3.832) 
0.872 

33.64 
2.12 
F( 6, 19) 1.131 (0.3458) 

Still in column (2) private investment responded negatively to interest rate 

liberalisation as the dwnmy came out with a statisticalJy significant sign. It 

could be that the lack of business confidence and the distressed situations of 

commercial banks which are non-quantifiable characteristics of the liberalisation 

drive, caused investment to deteriorate. More generally, the closme and 

collapse of some banks and the Lmcertainty as to the sustainability of the reform 
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process itself must be taken into consideration. The result in co.lrnnn (3) is 

prefen-ed to the other two as it tries to quantify the characteristics of the refonn 

when the dummy variable is replaced with the standard deviation of real deposit 

rate (cr1). The depressing impact of the post-liberalisation period as shown in 

column (2) is echoed in model (3) as the coefficient of the drnnmy for 

tu1certainty is negative and statistically significant at the l percent. 

The price of capital (br) positively influence investment demand in both 

model(2) and (3). Nevertheless, it is the Central Bank discOLmt rate which in 

nominal terms remains relatively lower than the lending rates of financial 

institutions. ,The actual price of capital or real lending rate (rl) was included in 

the regression equation by runni1ig data from 1979 and the result is reported in 

equation (A-11.3) of appendix II. The real deposit and real lending rates show 

albeit insignificant signs. The surprise here is that whereas the deposit rate 

negatively influence invesbnent, the real lending rate conhibutes positively to 

invesllnent. Since the coefficients are insignificant it implies interest rates do not 

form the basis of monetary policy in Cameroon and the BEAC zone in general. 

The existing interest rate structmes seem not to respect economic fundamentals. 

Another conclusion drawn is that in Cameroon credit availability rather than its 

cost is an obstacle to investment. However, for the coefficient of the real 

exchange rate which became significant in model(3 ), one should be cautious 
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towards its interpretation. It should not be taken as a factor that contribute to 

investment. This is becmise the sign is ambi!,:ruous as it now appears to 

positively influence investment. The ambiguity that occills here confonns to 

what Felipe and Rodrigo (1993) stipulates, that the effect of exchange rate on 

aggregate investment is theoretically ambiguous. 

4.3 RELIABILITY OF ESTil\!IATES 

When econometric results are to be interpreted carefhl attention 1s 
) 

needed because the trustworthiness of the estimates are necessary to be checked 

Koutsoyiannis (1977). Three criteria are used for assessing the results of an 

econometric. analysis. One has been applied and it concerns the a priori 

economic criteria which are determined by the postulates of the economic 

theory and relate to the sign and magnitude of the parameters. The second is 

statistical criteria as detennined by the coefficient of determination (R2
), and the 

related t or F statistics. Finally, we apply a third criterion which is an 

econometric criterion to judge the 'goodness' of the estimates. This c1iterion 

provides evidence about the validity of the linear regression model and concerns 

test for the presence of heteroskedasticity, autocorrelation and multicollinearity. 

The overall performance of the various models is examined by first 

looking at the measurement of the goodness of fit (R 
2

) of the regressions. 
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R2ineasures the proportion.of the variation in the dependent variable explained 

by the independent variables. The growth equations in Table 4. J recorded more 

than 75 percent, implying that to a f,>reater extent those variables are responsible 

for the variation in output growth rate. Model (3) in Table (4.1) is highest and 

this was due to the exclusion of the real interest rate, thus meaning the latter has 

nothing to do directly with growth. Equally too is the F statistic which tests the 

existence of a linear relationship between the dependent and the independent 

variables. They are all significant at the l percent with colwnn (3) having the 

highest in value. 

The incremental capital-output ratio or efficiency of investment also 

recorded more than 75 pyrcent in tenns of R-and high F-statistic with model (2) 

of Table 4.2 best fitting the observed data. For the savings rate, it almost came 

out with 7 5 percent, when the real interest rate variable was dropped. F-statistic 

is equally significant at the L percent. The real money demand function is 

ach1ally explained by most of the changes in the independent vruiables as it 

recorded 96 percent in tenns of R.
2

. This is the case with the domestic credit 

equation with about 96 percent of the vruiation in domestic credit caused by the 

defined explruiatory variables. F- statistic was exceptionally high. FinaJly, the 

private investment equation also recorded more than 7 5 percent in the vru-iation 

of private investment as explained by the independent vru-iables in Table 4.4 
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with model (3) as the one that best fits the observed data. This happened when 

the real interest rate variable was left out. It should be w1derstood that, the F

test is used to judge the ove1a1l significance of the regression. or a test of 

significance of R2 (Koutsoyiannis~ 1977). As such, when R2 is high, the F- ratio 

is equally si6inificant. On the whole the R 
2 
indicates that in almost all of our 

equations, the dependent variables are to a large extent explained by the 

identified (specified independent variables). 

As concerns the last criterion used in assessing the econometric results, 

more impmtance was attached to the serial correlation test for reasons explained 

below. Heteroskedasticity does not usLmlly occw- in time-series data (Pindyck 

and Rubinfold, 1991 ). Nevertheless, the white statistic was determined though 

not presented and the hypothesis of heteroskedasticity was not rejected for the 

models. The problem of multicollinearity was solved by leaving out iffelevant 

variables that were not significant and tend to reduce tl1e explanatmy power of 

the regressions results. This resulted to increases in ow· R 
2

. And according to 

Klein's rule, (Maddala, 1988, p. 226) intercorrelation of variables is considered 

a problem only if R 
2 
is less than the correlation between any explanatmy 

variable and tl1e other explanato1y vaiiables. The Dmbin-Watson statistics 

which is tl1e test for the absence of first-order autocoITelation were detennined · 

for all tl1e models. But to avoid the problem of higher order autoconelation and, 
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· the fact that some of the lagged dependent variables occurred among the 

independent variables (i.e. in the savings rate, real money and credit ftmctions), 

we prefeITed to apply the Lagrange Multiplier test especially for those models 

we attached more importance to these are model (3) in Table 4.4, model (2) in 

Table 4.2 of Table 4.3, the models of equations (4.1) and (4.2) and model (3) of 

Table 4.4. The relatively low F- values for the L-M serial conelation of which 

all are insignificant indicates that the eITors have no memory. Thus there is data 

admissibility and the enor terms are independently and identically distTibuted. 

4.4 CONCLUSION 

. 
The key relations of financial liberalisation themy and interest rates have 

been investigated in Cameroon. The models hypothesise that the efficiency with 

which investment is utilised and the growth rate would be positively conelated 

with above-equilibriwn rates and negatively correlated with below-equilibriLUn 

interest rates. 

However, our empirical analysis portrayed that output growth rate, 

savings mobilisation and investment allocation as well as efficiency· of capital 

are insensitive to interest rate movements in the cmmtry. The econometric 

results there.fore made it impossible for one to assess the level at which interest 

rate could be detrimental to economic health (i.e. whether the interest rate 

CODESRIA
 - L

IB
RARY



200 

should be high or low). As such, the equilib1iwn real interest rates detennined in 

the model of Table 4.1 has no significant implication. Nevertheless in appendix 

I, it is obse1ved ttiat during the refon11 period except in 1994 and 1995, interest 

rates were held aboye equilibrimn and below it during the pre-refonn era but 

has no effect on t:,>rowth rate nor efficiency of investment. With th~ refonns in 

the financial .sector, the impact of interest rates on savings, output t:,>rowth and 

on the efficiency in the allocation ()f capital have been mild. The interest rate 

policy remains insignificant just like in the pre-reform period. Nevertheless, the 

real stock of broad money or financial savings is interest elastic but the 

liberalisation of interest rates impact negatively on it. The lack of confidence , 

which clouded the banking sector may have caused the decline in financial 

~avmgs. 

Moreover, there is evidence ()f an autonomous downward shift in the 

investment fimctjon dming the refonn period. This downward shift may be 

related to a general lack of confidence in the new system or specifically to a 

greater rt!lative price uncertainty <luting the liberalisation period. H can also be 
;; 

that in the liberalisation period t11e quantity of credit availaQle to the private 

sector rpayhave been too low frorn the stand point of fosteri11g investment and 

growth. Furthennore, concerning tl1e decline in investment, the micertainty and 

macro~conomic instability that characterises the reform period as measured· by 
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the dummy for· uncertainty might have been aggravated by shocks like adverse .. 

tenns of trade, external debt burden, fiscal deficits and the decline in openness 

during that period as also observed in Table 2.11. These· variables however 

insignificm1tly affected investment during the entire pe1iod of study. 

Pertaining to the .. other detenninants of economiG growth, efficiency of 

investment, savings qte, financial savings and investment functions, the 

tmderlying factors were identified. As concerns the economic growth rate, 

openness of the economy, foreign savings and credit stock to the economy were 

its. contributing factors. The fact that credit to the private sector has a salutary 

effect on otttput growth rate 1~ay be that dµring the entire pe1iod of study, fiscal 

discipline prevailed in Cameroon which crowded in productive private 

in vestment. 

Concerning the e.fficiency in the utilisation of capital, real money 

·. balances and a more 9pened economy could positively improve it. Furthennore, 

economic depression in terms of lagged growth rate could also impact 

negatively on efficiency. It was also fow1d that credit to the p1ivate sector, real 

exchange rate and the level of output growth rate are important detenninants of 

p1ivate investment in a positive sense. However, the real exchange rate variable . 

is arnbiguous, since it obtained · a positive and significant coefficient except 

when the interest rate variable was dropped and the post-reform dwnmy 

CODESRIA
 - L

IB
RARY



202 

replaced by a dLUnmy for uncertainty. Finally, one cannot validly accept that the 

real interest rate is economically insignificant. This is because when the first 

difference of some explanatory variables were considered (see appendix II), the 

real interest (deposit} rate appears to significantly influence output growth rate 

and investment though negatively. However, most of the other vruiables had 

insignificru1t effects ru1d when they were dropped the real interest rate returned 

to its insignificru1t level. It may be that, the effect of real interest rates on those 

variables occur rather indirectly through other mechanisms. 
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I. SUlVll\!IARY OF FINDINGS 

The 1hain objective of this study was to find out if the interest rates and 

financial refonns have any impact on economic growth. l'he mechanism was 

presumed to occur through increased savings and investment and improved 

efficiency in the alloqation of capital. However, before we present the summary 

of the results it is necessary to briefly state the difficulties encmmtered during 

the study so that our results ar1d conclusions/policy recommendations be 

interpreted within this context. 

These problems commenced from the inability to obtain an interest 

( deposit) rate that is representative of the ~conomy, consistent data, the use of 

proxies which implicitly admit measurement errors ar1d the lack of appropriate 

variables. Another serious obstacle was the impossibility to carry out sub-period 

estimates for the refonn pe1iod which still has a shmi time-series data ar1d the 

absence of quarterly data. Thus, we had to use dummy var-iables as a proxy for 

the interest rate liberalisation plagued by the impossibility of determining the 

time-series prope11ies of the variables or testing for non-stationarity. All these 

might have also led to measmement eITors. 

As observed, there are several sh011 comings in this study arid one is 

cautious of the fact that this may have affected the results of the study. 

However, we are hoping that the descriptive statistics which compared the 

CODESRIA
 - L

IB
RARY



205 

indicators of financial sector development tmder a liberalised and repressed 

environments together with' the quantitative analysis have improved the quality 

of the results. 111ese are all mathematical tools which rely very much on 

assumptions and even a study which may not encow1ter the limitations 

mentioned above still uses mathematical techniques. These techniques are based 

on asswnptions. And as we know neither theory or its assLUnptions are realistic. 

Friedman ( cited by Maddala 1988, p. 3) noted " ... the relevant question to ask 

about the assumptions of a theory is not whether they are descriptively 

'realistic' for they never are, but whether they are sufticiently good 

approximations for the pm-pose at hand. And this question can be answered by 

only seeing wlfother theory works, which means whether it yields sufficiently 

accurate predictions". With the foregoing statements in mind, a presentation of 

the findings could now be done. 

The refonns in the financial sector of Cameroon were undertaken under a 

severe macro-economic instability and widespread financial distress. Most of its 

banks were techni9ally bankrupt in the late 80s and this situation was 

compmmded with liquidity problems, mounting 11011 performing assets and 

undercapitalisation that threatened the success of tl1e programme. However, the 

reform began with frequent adjustments of interest rates taking into 

consideration market forces; elimination of preferential rates ( or relaxation of 

CODESRIA
 - L

IB
RARY



206 

requirements that bapks lend to priority sector of the ec011omy); recapitalisation 

of banks; r~habilitation or insurance companies.- anq the strengthening of 

prndential regulation, bank supervision and control. After all these measures and 

for almost a decade, the positive expectations of financial reforms in Cameroon 

have not yet been realised. 

Th<:! financial sector is still underdeveloped. The ratio of financial assets 
' . 

to GDP is shallow, with the ratio of broad nwney to GDP, M2/GDP, averaging 

0.20 and even lower during the refonn period. This is an indication that the 

banking network is poorly represented through · out the cow1try and it appears 

' ' 

the financial system is still relatively dominated by the central bank. The ratio of 

· centr&l bank liabilities in the form of rese~-ve money ( currency in circulation plus 

bank reserves) to M2 barely decline from 28.9 percent in the pre-refonn to 25.8 

percent in the reform era and secondly the reserve ratio is relatively high in the 

refonn than in the pre-refonn era.1 1-lowever, bank reserves to bank deposits 

which averaged 4.8 percent is relatively lower in Cameroon and the BEAC 

zone in general.2 As ~oncerns results of the refonn, though no benefits have 

been felt on financial inte1mediation and the structure of the financial sector, 

' ' ' 

nevertheless some positive response could be cited. Real interest rates became 

1 Fry Maxwe/1 J. et al., (1996) found out that batik reserves to bank deposits in some developing 
countries stood at an average of 28 percent as compared lo 5. 7 percent for S(!me OECD countries. 
n,ey concluded that central banks vfdeveloping countries dvmina_te the ii' financial :;ystems because 
of relatively high reserve money lo M2 an.d high reserve ratio. 

2 The low ,:alio· may reflect the high deman,d for CFA wich makes it d(/jic11/t .fbr monetary a11thorilies 
· .lo monitor bw1k reserves and implement 111011etmy policy (Njinkeu, 1997). 
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positive and there is an improvement in the efficiency of financial i11tennediation 

as measured by the decline in the ratio of reserve money to deposits which 

moved from 41.7 to 31.6 percent. The interest rate policy is yet ineffective after 

the refonns. 

The responsiveness of savings to real interest rate, the following results 

were obtained. The real stock of money demand or financial savings is 

significantly detennined by the real interest rate. But ii appears financial 

liberalisation impact negatively on real balances or financial intennediation. 

This might have occurred as a result of the general lack of confidence in the 

new system specifically in the banking sector. On the savings rate, it is now 

known that savings potentials exist at least in the Cameroon economy as the 

marginal propensity to save exceeds to a little extent the average propensity to 

save. However, this savings rate is not responsive to the real interest rate but 

highly depends on income growth. This may explain why after the financia~ 

sector was liberalised and real interest rate became positive, the level of 

domestic savings slightly responded to the real interest rate. Nevertheless, it 

appears the real deposit rate is still low though positive and given the low 

income level and· by implication high marginal propensity to consrnne, the 

former may not necessarily raise savings level in Cameroon. Thus, the income 

effect dominates the substitution effect of a price change. This is a serious 
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problem because the cmmtry has to rely on external somces to increase capital 

formation or eliminates its savings gap. 

Even though, real interest rates became positive after liberalisation, there 

is yet an improvement in the allocation of financial resources. Domestic credit, 

or bank credit to the private sector does not responds to the real deposit rate as 

expected. The latter has also got no effect on private investment which is 

interest inelastic. The reason advanced here -is that the banking system is still 

inefficient. Since financial savings responds to real interest rate, there is a clear 

indication that funds are always available in banks. Thus the positive link 

between higher financial savings and growth may largely depend on how the 

transformation of resources into investment takes place within the financial 

sector. The suggestion is that in Cameroon the available funds in banks are not 

effectively redistributed to potential investors. More precisely, bank credit to the 

private sector are allocated based on non-economic factors and interest rates do 

not fully reflect economic fundamentals. Another possible reason may be due to 

the emphasis placed on lending to consrnners or the concentration on short-tenn 

lending which are non-productive. Thus, little share of funds are provided for 

long-term risky and productive projects (see Tables 2.6 and 2.7). 

During the liberalisation period, investment was negatively affected and 

this appeared to have occmTed as a result of the decline in credit availability 
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rather than the relatively high cost of credit or real lending rate which does not 

influence investment. Nevertheless, there. was severe macroeconomic instability 

and tmcertainty observed in tenns of internal and external shocks. Thus, private 

investment appears to have been affected by non financial factors such as 

structural refonns or shocks like adverse tenns of trade, fiscal· imbalances and 

the external debt burden (which are proxies for tmcertainty). 

The impact of real interest rate and financial sector reform on the 

efficiency with which investment is utilised, and on output growth rate remains 

inconclusive. As measmed by the incremental capital-output ratio (ICOR), the 

efficiency of investment has been relatively high dming the pre-refonn period 

with ICOR averaging 2.5 between 1972 and 1989 and moved up to 6.9 in l 990 

and later dropped to O. 9 in 1996 in the refonn period. As observed, there was 

improvement in efficiency in the later part of the refonns, perhaps as a result of 

improving financial intern1ediation caused by the devaluation of the CF A in 

January 1994 or due to an understanding of the refonn process by the populace. 

As concerns real GDP growth, it averaged 4.7 percent and 0.45 percent 

during the pre-reform and reform periods respectively. Nevertheless, it appears 

these variables are yet to be influenced. by the real interest rate nor financial 

liberalisation. As such. it was imp?ssible to detennine whether the interest rate 

policy may be a powerful tool in such. a way that setting it too high may be as 
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detrimental to econonuc health as setting them too low. However, the 

equilibritun real rate of interest in the growth equation in Table 4.1 given as 

0.01 or 1 percent portrays that most of the setting during the reform· period were 

,, 

above the equilibriwu. The effects of real interest rate on investment and thus 

growth may occur indirectly since it significantly and in some cases 

insignificantly appears to influence investmen.t and growth negatively. However 

it was realised tl1at for the efficiency of capital to be improved and growth 

enhanced, the economy should be more opened, for open economies are 

expected to allocate resources based on comparative advantage; adequate credit 

stock should be made available to the private sector and tmproductive public 

investments cut down. Fmthennore, private investment in Cameroon appears to 

be rn1productive and so does not contribute to growth. Nevertheless, the high 

level of ( decline in) private fixed investment during the pre-reform (refonn) 

periods were accompanied by stronger (poor) growth performances respectively 

(see Table 2.11 and appendix II). 

In a nutshell, one can logically conclude that positive real interest rates 

are necessaiy but not sufficient conditions for increased savings mobilisation, 

increased investment and improved growth perfonnai1ce through an efficient 

allocation of capital. Economic theory suggests a positive correlation between 

savings, inveshnent and a 1ising real deposit rate, particularly in the immediate 
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' 
post financial repression era. However, from our findings and from other studies 

in some developing cow1tries, such expectations are not met. Macroeconomic 

instability and uncertainty have been suggested as responsible for this failure . . 
But other factors seem to play a significant role in the growth process although 

the extent of the$e factors can only be ascertained from · a thorough empi1ical 

study. Nevertheless, it would be effoneous to ignore their influence. However, 

despite the above short comings, it is now tmderstood that positive real interest 

rates may tend to make savers favour financial than non-financial fonns of 

savings cc:;msidering that in Cameroon the real stock of broad money is interest 

elastic. The ne.w jnterest rate policy or financial reform is yet to succeed just . 

like the failure of the old policy. Nevertheless, hopes exist in future since 

saving~ and the efficiency of investment slightly responded to the reform. 

2. POLICY RECOM1VIENDATIONS, 

From the above, . some · policy recommendations could be made. 

Cameroon and other BEAC member states have made some progress since a 
. . ' . . ' . " ' .. 

decade ago towards establishing a sow1.d and efficient banking system. 

However, the financial sector still falls short of achieving the dynamism and 

efficiency of a full-fledged market based financial system. This seems to reflect 

the fact that some of the key reform measures. are still to be implemented or 
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were introduced only recently and. have not yet produced their full impact. Thus, 

though most of the necessaiy legal and regulatory reforms are now in place the 

challenge still facing the authorities concerned is the inability to have the 

financial system reflect the principles of market mechanisms or competition. 

For instance, in Cameroon the state was still playing a fonnidable role as 

of JlUle 1994 (though not as a major shareholder) when all private agents are 

hnnped together, with about 85.6 percent of shares in non-commercial banking 

-· sector and 40.1 percent in commercial banks (Njinkeu, 1997). The interest rates 

charged in the sub-region are economically insignificant and the refonns in the 
. . 

' . . -~ ' . 

financial sector are yet to be beneficial. With the critical importance of savings, 

investment and effici_ency of investment in the growth prpcess, tl.1e . authorities 

should ensure the following for futwe succ~ss in the interest rate policy. 

First; borrowing and _lending $hould take place at substantial real rates of 

interest which requires that government participation in banks and the taxation 

of the financial sector be kept at very low levels. Furthennore, increased 

competition could . be encour~ged through financial openness. Domestic 

financial institutions· may tie up with international financial lllarketl? where 

residents are allowed to borrow freely from the l_atter and non-residents to invest 

freely in. domestic markets. However, this . requires a modification of the 

. investmeut code to suit the situation. Finally, within the sphere ·of external 
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. . . . 

liberalisation or financial openness. domestic transactions in foreign currencies 

(~uch as baf1k deposit and ''lending in foreign currencies) could be encouraged. 

With the. creation of interbank foreign exchange, ma,nagement of foreign 

exchange. is decentralise and market forces are allowed to play a greater role in 

real exchange i;ate detennination. 

Secondly, in order to improve on the ongoing financial refonns, long

term instruments · of credit toward the financing of private investment be 
' . 

promoted. This will help improve the efficiency of investment in the region 

where most credits are short-term and mostly for conswnptionpurposes which 

are not productive. This measure should be enforced by the creation of a 

Deposit insuranc~ corporation or scheme to induce more savers. Since savings 

potential exist in the coW1try and the liberalisation of interest rate slightly 

improve it, national savings could be encomaged by introducing other 

instruments such as certificate ·, of deposits coupled with large savmgs 

campaigns. However. plans are still underway for the creation of Deposits 

· guarantee ftmd and there are hopes for an ultimately efficient financ~al market if 

this measure together with plans of creating and In'ter-bank guarantee ftmd and a 

stock·exchapge market are implemented. 

Thirdly. prndential regulations should be strengthened. This involves a 

specification of ~tricter rules on ho\\:' to make provisions for non-pe1fonning 
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loans. A loan recovery company exists in the cmmtry but it appears the rules 

governing its fimctioning are not effective. The refonn of the law enforcement 

and judicial system coupled with· the presence of a stock market could help 

facilitate loan recovery procedures by ways of court and on ptu-ely market 

principles. A conversion of the non-performing loans in the banking system into 

debt instruments that can be resold in the stock exchange mea1.1s the proceeds 

could be used to off-set the non-performing loa1.1s or clea1.1 the bala1.1ce sheets of 

ban.ks. Further, a country which relies heavily on the ba1.1king sector for the . . 

financing of its deficits could have its debts converted it1to debt instnune~1ts on 

the stock market. The a1.nount of credit to · the govenunent will substa1.1tially 

redu~e a1.1d ftmds released to the private sector. This wiH be reflected in a1.1 

imprqvement ill financial inte11nediation. However, the development of a stock 

_ exchange which may also give birth to equity markets a1.1d risk taking requires 

greater liquidity and tra1.1sparency. An acceleration of the privatisation 
. : . ,. ' . ' 

procedure which lessens government participation in economic activities is 

important to this end. The commercial ba1.lks and non-ba1.1k fina1.1ci&l institutions 
! ' 

would be able to bear risk by financing long-term projects: 

The policy option of fina1.1cial reforms should not be done without 

. concern to the semi-fonnal and. infonnal fina1.1cial units. The latter a1.·e also 

sources of domestic fina1.1cing especially ill the rural world in economies like 
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· those of the BEAC sub-region that heavily rely on agriculture or the infoAna1 

sector. The· recent decree of the Prime Minister of Cameroon that submits 

savings and credit co-operatives to banking rules and regulc:ttion is a good step. 

This will ~uarantee security and confidence in the sector and encourage the 

development of savings schemes in th~_.cow1try, making more f~ds .available 

for the rutal world and to potential small and mediwn size enterprises. 

. . 

However, specific legislation is also required for infoffilal financial operators. 

This unit should be encouraged to fonn associations or other woups capable of 

securing transferable 2tnd discountable collateral for their loans. Finally, a clear

cut line on tlle mles governing credit co-operatives should be defined to avoid 

competition between conunercial banks and savings and credit co-operatives as 

both are now under the controloftl1e monetary authorities and COBAC. 

· Fin,ally, in order to successfully ;implement the above recommendations, 

macroeconomic stability. and certainty should be guaranteed: This requires 

monetary and fiscal discipline and approp1iate real exchange rate coupled with 

political stability. However, concenling.the interest rate policy there is need for 
. ' ' . . ' 

pohcy makers to recrnisider the existing struchrre of interest rates as they are 

· economically insignificant. The role of financial institutions rather . than the 

interest rate per se is ofparamow1t impo1tance in financing ecop.omic activities 

and growth in the BEAC regi011.'. Thtis, further research 1s encouraged to 
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investigate the detenninatiou of interest rates across financial institutions and on 

the aspect of interest rate setting as more data becomes available especially on 

. the different components of private investment. The principle of interest rate 

detennination requires a knowledge of the country specific institutional 

arrangements and financial market conditions. Thus, a countiy belonging to an 

economic integration unit like Cameroon of the UDEAC or BEAC zone must 

autonomously determine its interest rates. A re-orientation of the financial 

segments of the economy should be done with reference to the socio-economic 

environment of the specific cmmtry. However, for the time being minimum real 

deposit rates could be linked to or placed above the central bank discow1t rate 

which in nominal terms favourably affects· credit to the private sector and 

investment. In addition, a widespread between deposit and lending rates should 

be avoided.· 
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APPENDIX I 

Table A-1.1: Some interest rates pr2etised by Financial Institutions in Cameroon. 

Year 3 - 6 months Savings Postal Savings Lending rate Central bank 
lime deposit deposit of Commercial discount rates 

Banks 

nominal Real nominal real* 

1972 n.a. n.a. 3.5 -4.3 n.a. II.a. 4.5 
1973 n.a. n.a. 3.5 -6.3 n.a. II.a. 4.5 
1974 n.a. n.a. 4.5 -10.8 n.a. n.a. 4.5 
1975 n.a. n.a. 5.5 -7.1 n.a. n.a. 4.5 
1976 n.a. n.a. · 6.5 -3. l n.a. n.a. 5.5 
1977 n.a. n.a. 7.25 -6.5 n.a. n.a. 5.5 
1978 n.a. n.a. 7 -4.9 n.a. n.a. 6.5 
1979 n.a. 6.25 7 0.4 6.5 -.09 6.5 . 
1980 3.5 7.5 6.5 -2.8 7.5 -1.9 6.5 
1981 3.5 - 5.75 7.5 7.5 -2.9 13 2.1 8.5 
1982 3.5 - 5.75 7.5 7.5 -5. l 13 -0.3 8.5 
1983 3.5 - 11 7.5 7.5 · -7.8 14.5 1.8 8.5 
1984 3.5 - 11 7.5 7.5 -3.5 14.5 2.8 8.5 
1985 3 .5 - 11 7.5 7.5 -0.9 14.5 5.5 8.5 
1986 3.5 I0.5 7.25 7.5 -(l.3 13.5 5.3 8.5 
1987 3 - JO 7 7.25 -5.2 13 -0.08 9 
1988 3.25 - 6.75 7.5 7.04 5.3 13.46 11.6 8 
1989 7.5 8 8 9.9 15 16.9 8 
1990 min. 7.5 8 8 6.8 18.5 17.2 10 
1991 min. 7.5 8 8 ' 7.9 18.15 18 l l 
1992 min. 7.5 8 8 8.1 17.77 17.9 10.75 
1993 min. 7.25 8 8 11.6 17.46 21.3 12 
1994 min. 5.5 8 8 -0.2 17.5 14.8 11.5 
1995 min. 5.5 6 8 -6.1 16 1.8 7.8 
1996 min. 5.5 6 8 0: 18 22 14.2 8.6 

Source: BEAC, Etudes et statistiques, postal office savings bank, Yaounde 

Note: 
n.a. = not available 

* = real interest calculated from equation ( 1.1) of chapter one. 
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Appendix II 

Growth equation (GR) 

GR= -0.532 + 0.959 OPEN - 0.325 CPR+ l.489IPUY +l.92IPRY + 0.057DL 
(-2.91) (3.54) ' (1.84) 

[A-II. I] 
+ 0.477dRER-0.017dTOT-0.718dCPI - 0.187 dDSR(-1) -0.768r 

(-2.33) (-2.22) 

-2 
R = 0.735 S.E of regression= 0.059.3 DW = 1.6 

F - statistic 7. l 
LM serial correlation Test: 
F - statistic 0.46577 probability 0.637033 
Obs*R-squared 1.559704 probability 0.45847 . 
Note: t-statistics are in parenthesis and are significant at the 10 percent level. 

Private investment equation (IPR Y) 

IPRY = 0.052 + 0.395CPR+O.I04 IPUY+0.019DL 
(2.02) ( 4.58) 

-0.022dRER + 0.003dTOT + 0.084dDSR(-l) - 0.0146r 
(-2.45) 

-2 
R = 0.699 S.E. of regression= 0.0152 DW = 1.6 F - statistics 8.3 

LM serial correlation Test: 
F :- statistics 0.64540 probability 0.54457 
Ohs* R-squared 2.07746 probability 0.353902 

Note: The coefficient ofreal interest is significant at 10 percent. 

Private Investment equation (lPR Y) 

fPRY = 0.205 + 0.034GR+ 0.02CPR + 0.002TOT- O. l 12r 
(3.72) 

-2 

+ 0.018rl - 1.33crt - 0.07DSR(-l) 
(-1.78) 

[ A-II.2] 

[A-11.3] 

R = 0.876 S.E ofregression = 0.014 DW=l.98 F-statistic 10.ll 
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