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PREFACE 

T h ~ s  paper, the 20th in the IEA's Occas~onal Papers serles, 
a sc-sses tne crls s tnat grippe0 a nLmDer of East As.an co-ntr es 
- notao y ndor,es~a So-m rcorea an0 Tna ana - In me .ate 1990s 
Development nlhese countrles had been regarded as models by 
many other countries part~wiarly in the underdeveloped world 

An account IS given of the factors that precip~tated the East Asian 
ciis~s how the WISIS Impacted on sub-Saharan Afr~can countries In 
aeneral and Ghanainoartlcular thefailureof natlonal author~t~esto 
rake prompt acllon on the crlsls before they were compelled to 
~mplement remed~al measures with the encouragement and finanual 
suppart of the International wmmunlty led by the IMF and the lessons 
to be learned from thecrlsis 

The author draws attention to the relatively embryon~c state of the 
banking system In most Afr~can countries whlch makes them 
vulnerable to a banking crlsis And aga~nst this background, he 
suggests caution In emulat~ng the East AsIan model In h ~ s  view 
the lessons drawnfrom the East Asian crisls prov~de a framework 
for formulation of domest~cpol~cy Such a policy should be almed 
at lessen~ng the probab~llty of a slm~lar crisis In Ghana, and 
mlnimlslng the Impact of such a crlsls, should ~t ever arlse 

The paper IS a welcome addltlon to the literature on development, 
and shouldf~nd a plaoe In thel~brary of every Afr~can economlcpollcy 
maker 
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INTRODUCTION 

The East AsIan crls~s represents the most v~s~b le  and destablllzhng 
shock to the world economy In recent years Unl~ke the 011 crlsls of 
theseventleswh~ch was Inflatlonary thls crlsls 1s on balance, lhkely 
to exerta moderate wntractlonary and dlslnflat~onary effedon the 
world economy at large Wh~le th~s reduces the r~skof  overheating 
In those wuntr~es operating at h~gh  levels of resource utll~zat~on. tt 
poses a serlous challenge to the growth of relat~vely weak 
economies Indeed the most recent publ~cat~on of the World 
Econom~c Outlook descr~bes the East Asian crlsls as the maln 
factor respons~ble for the downward rewaon In projected world 
econom~cgrowth from 4 percent In 1997 to 3 percent In 1998 The 
OECD half-yearly report pred~ctedeven lowerworld growihrates of 
2 percent In 1998 and 2 1 percent In 1999 (Busmessand Frnanc~al 
Times Nov 29-Dec 6 1998 p 3) 

Thls paper focuses on the Impact of the AsIan crlsls on developing 
countries In general and the pollcy lmpllcat~ons for Ghana In 
particular The d~scuss~on IS organ~zed In the follow~ng format The 
first section provides a brief background to the crls~s and examlnes 
the rna~n causes of the crlsls Th~s ~sfollowed by an analyslsof h e  
rrnpactof the c r ~ s ~ s  on Sub-Saharan Afrlca In general and on Ghana 
In part~cular The paper then ~dent~fles the lessons that can be 
gleanedfrom the crlsls and the~r rrnpl~cat~onsfor pol~cy makers In 
Ghana 
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CAUSES OF EAST ASIAN CRISIS 

The countries of East Asla represent someof the most successful 
emerglng market economtes In terms of growth and gams in Itvlng 
standards W ~ t h  generally prudent fiscal policies and high private 
saving rates thesecountrles had become a model for many others 
That this reglon mtght become embroiled In one of the worst financ~al 
crises in the postwar per~od was hardly evercons~dered-wlth~n or 
outside the r e g i o n a  real~st~cposs~bility What makes the East AsIan 
crlsis unlque 1s that 

~t or~ginated in private sectorf~nanc~al mismanagement rather 
than undisclplinedf~scal spendlng In the publlc sector and 

~t combined both a banking and a currency crlsls 

Thefactors precipitating the Asian crlsls can be grouped under flve 
categories 

1 Inconsistent macroeconomic pollcies 

2 lnadequac~es of regulat~on and supervision 

3 Contag~on 

4 External factors and 

5 Governance Issues or lackof transparency 

. Inconsistent Macro-policies 

Follow~ng years of export-led economlc growth export earntngs 
decllned due to a slowdown in global demand Meanwh~le, to the 
extent that most East AsIan currencies were pegged to the dollar 
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the 50% appreclatlon of the dollar relative to the yen (from mid-1995) 
further underm~ned the exoort comoetltlveness of the East AsIan 
economies, and contributed to the deteriorat~on of their external 
aef c~ ts  o,r ng tne 1996.1997 per oa Nonetne.ess fore gn cap.ta. 
n t r  snor-term mat..r,t es reaa , f orrea n to f nance tne external 
moa ance awe to tne mpress i e  growh rates n tne reg on Tne 
Danh ng sector n t-rn -sea ule oans to f nance 'ong-tern n4estment 
In real estate and othernon-exporting sectors 

lnvar~ably the lnab~l~ty of author~t~es to promptly address the 
fundamental causes of the current account deRc~t, and the perception 
that the exchange rate was unsusta~nable further exposed other 
weaknesses In the economy includ~ng substant~al unhedged forelgn 
borrow~ng by the prlvate sector an Inflated property market and a 
weak and over-exposed f~nanc~al system The response was a 
masslve reversal of capital flows spread~ng from Tha~land and then 
to other East As~an wuntrles as investors began to realize that the 
problems affect~ng the Tha~ economy ~ncludlng overvalued real 
estate markets weakand poorly superv~sed banking sectors, and 
substant~al prlvate short-term borrow~ng persisted In the other East 
AsIan countries 

To protect the~r currencies and enwurage the retent~on of resources 
In the economy the East Asian central banks ra~sed short-term 
interest rates wh~ch, In turn enwuragedfurther capital inflows and 
even h~gher domest~c interest rates As a result of the hlgh w s t  of 
borrowlna investments olummeted unemolovment rose and 
corporatl&s and financial lnstltutlons assumedgrow~ng levels of 
forelan currencv risk These develooments sianificantlv Increased 
the ;ulnerablilty of the East fo an ecoiomles io  external 
disturbances 
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inadequacies of Regulatron andSupervision 

The East As~an criss unmasked lnadequacles in the management 
regulat~on and supervlslon of financ~al nstltutlons Banks had 
accumulated an unexpectedly large amount of r~sky and ~mpa~red 
assets aga~nstwhlch they held Inadequate cap~tal and reserves In 
some cases levels of lending to related part~es were very high 
Regulatory and supervisory forbearance prevented the exposure of 
the extent of the f~nanc~al losses In addt~on standards for publc 
d~sclosurefell short of what was necessaryfor economcagents to 
assess thefragilty of f~nanc~a nstltut~ons Thus thecrsis ~dent~f~ed 
a need to among other th~ngs mprove financ~al leg~slaton upgrade 
the supervlslon and regulation o f f~nanca  instltutons review the 
strategies for dealing w ~ t h  troubled ~nsttutlons and set new 
standards for publc d~sclosure 

Contagion 

Repercusstons of the crlsis w h ~ c h  o r~gna ted  In Tha~land 
reverberated through the r e g o n  w ~ t h  some economies 

experlenclng capital outflows and declining stock market Indices 
and asset prlces because of contaglon Even countries w~th sound 
macroeconomic pollcles and healthy ftnanctal sectors were not 
spared the turbulence although they were able to avert major 
f~nanc~al and exchange rate crlses The process of contaglon 
uncovered economicpol~cy weaknesses that e~ther had prev~ously 
gone unnot~ced or had not prompted reactions In particular 
weaknesses In ftnanc~al sectors became ev~dent In lndones~a 
Tha~land and South Korea as wellas n Malaysia and the Ph~lipplnes 
Thealready fragtlecondton of the fnanc~al sectors (due to maturlty 
mismatches and poor Iqu~dtty management) worsenedw~th culrency 
deprec~atlon which Increased the debt servlce costs of banks and 
those of the~r customers who had not hedged ther pos~t~ons 
Economic contraction throughout the reglon curta~led exports 
aggravating the general loss of cred~worthlness The reperwsslons 
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were stronaer for countries the weaker their economic ~erformance. 
the stronger the~r economlc and financtal tles to economies already 
In cnsts, and the more stmtlar the structures dthetrfinanctal systems. 

. Governance Issues 

The East Asian WISIS was compounded by problems of governance 
and ~ol l t lca l  uncertalntles. In Darticular, there was a lack of 
transparency about the extent df government and central bank 
aD I t  es aoo-t tne -noer y ng nea In of mef  nanc a sector, aoo-1 

tneextent ano s t ~ c t - r e  of noeoteaness n tne pr vale senor an0 
a ~ 0 - t  tne I n6s beween Dan6S .no-st? and government ana me r 
poss.ble Impact on economtc po cy n aaa ton  proolems of oata 
avallabll~ty and lack of transparency hlndered market partlclpants 
from malntainlng a real~stlc vlew of economicfundamentals, and at 
the same tlme added to uncertainty In the absence of adequate 
lnformatlon markets tended to fear the worst and to doubt the 
capac~ty of governments to take tlmely corrective actlon 

Furthermore, the lmposltlon of controls on market actlvlty, and the 
poss~blllty of further controls In the future not only made Investments 
rlskler but also tended to reinforce the vlew thatgovernments were 
addressing thesymptoms, ratherthan thecauses, dthelr problems 
Thls not only sent forelgn Investors fleelng to safer havens, but 
propelled a rush by domestlc corporations, lncludlng thosethat had 
borrowed heavlly Inforelgn wrrencles to buy forelgn exchange 

Developments In global financial markets and In advanced 
economles slnce the early 1990s also contrtbuted to the crlsls 
Weakgrowth In Europe and Japan contributed to low Interest rates 
In those economtes In response large capital flows headed toward 
emerglng economles particularly those In Asla These flows 



eventually served to flnance increasing domest~c and external 
Imbalances Dur~ng the pre-cr~sls per~od the volume of lnflows 
especially short term exerted upward pressure on domestlc prlces 
caused the real exchange rate to appreciate and thus eroded the 
export competitlveness of some countr~es However the lnflows 
continued desp~te ev~denceof Inflated asset prlces espec~ally those 
of real estate In retrospect ~t is clear that most ofthese~nflows d ~ d  
not show sufficient concern for the potentlal r~sks When exchange 
rate regimes prevalllng In the region were deemed to have become 
unsusta~nable cap~tal ouflows set In As a result exchange rates 
fell steeply In the most affected countrles (as well as In most other 
countrles in the reglon) and domest~c res~dents rushed to hedge 
the~r l~abll~ties (I e they boughtforeign currency) making currencies 

fall well below what was requlred to corred the in~tial overvaluations 

To contaln the economlcdamagecaused by the cr~sis the countrles 
dlrectly affected have been compelled to implement corrective 
measures, and the ~nternat~onal community led by the IMF has 
provldedfinancial support for pol~cy programs In the countrles worst 
hit-lndones~a, South Korea and Thailand 
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EFFECTS OF EAST ASIAN CRISIS ON 
SUB-SAHARAN AFRICA 

The crlsls In East Asla has led to a downward revlslon of the 
projected real GDP growth rate for Sub-Saharan Africa, of nearly 
one half of one percent to about 4 percent In 1998 It IS also 
responsible for the 2 percentage polnt increase In the projected 
external accounts deficit (excludlnq qrants) for 1998, which IS 

est~mated at 6 percent of GDP ~nvanab~ i  the crlsls w~ll tend to Impact 
Sub-Saharan Afrlca In terms of lower commoditv orices. hlaher cost > ,  

of borrowing, and dlmlnlshed access tofore~gn ald and Investment 
Fmance and Development, September 1998) 

Decline in Commodity Prices 

The decline In world commodity prlces has been compounded by 
weakened demand in East Asla and the consequent reduction In 
the demand for metals, fuels and agrlcultural raw materials whlch 
wnstltute lmoortant exoorts from Sub-Saharan Afrlca Meanwh~le 
In recent years trade llnks between Afrlca and East Asla have been 
on an upward trend Consequently lower As~an Imports are llkely to 
nave a meas-rao e mpan on Afr can expons For nstance cmv.een 
1980 ana 1994 Ah can exOOrtS of aar c.. t-ra mater als to As a arew 
by an average of 13 8 percent whlle exports of ores and metals 
grew by 16 percent Thls IS hlgher than Afrlca s export growth of 
these comrnodlt~es (2 1% and -3 1% respectively) By 1997 20% 
of Afrlca s total agrlcultural exports and 13% of mlnlng products 
were golng to Asla (Dally Graphrc Wednesday October28 1998 
p 23 Asran F~nancral Cnsrs From Boom to Bust ) 
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Indeed, the prices of lndustrlal commodit~es are at the~r lowest in 
real terms slnce the 1930's Th~s  has lnvarlably hurt commod~ty 
producers not only In Afr~ca but In Lat~n Amer~ca Australla and 
Canada aswell In particular, the drop In gold prlces has hurt Ghana 
Mall, S Afr~ca and Zlmbabwe The sharp decl~ne In the price of 
copper has ser~ously affected Zamb~a wh~le the fall In the demand 
for diamonds has had a major impact on Botswana Nam~b~a and 
South Africa Moreover fears that Russ~a m~ght try to boost export 
revenues by dumping commod~t~es on the world markets have 
exacerbated the decllne The Economist AM-items Commodity 
Pnce Index has fallen by 30% since mld-I997 to its lowest in real 
terms in over25 years 

Producers of agr~cultural raw materials In Sub-Saharan countries 
havealso beenadversely affected In December 1997 Cameroons 
state-owned t~mber exporting company which sells approx~mately 
60% of ~ t s  logs to Asla began confront~ng a slowdown in sales and 
by m~d-1998 as unsold stocks mounted ~t ceased purchas~ng more 
t~mber from domest~c logging companies leadlng to widespread 
layoffsof both loggers and transporters Again Swaz~land s Usutu 
Pulp Company one of the largest in the country shut down due to 
largedecl~nes in Aslan sales G~ven the global nature ofthe problem 
even countrles that do not export d~rectly to Asla have faced 
shrinking markets However the impact vanes by country due to 
the vaned composibon of each country s exports 

Countrleswhose commod~ty basket IS dominated by copper gold 
diamonds fuels and cotton generally bore the brunt of the crlsls 
slnce such products have been adversely affected by thecrlsls In 
particular oil-producing African countrles have been h ~ t  heavily by' 
falllng prlces whlle 011-lmportlng countrles such as Ghana have 
benefited from reduct~ons in the~r import bills Likew~se exporters 



of cocoa, coffee and other beverages have been dotng very well 
due, In part, toclvll unrest In Indonesia, a major producer of cocoa 
and coffee 

The devaluation of East As~an currencies has also enhanced the~r 
export competltlveness relatlve to Afrlca and consequently threatens 
the continent's share of world trade For example, the 
competlt~veness of text~le exports from several Afrlcan countrles 
lncludtng Ghana Maurltlus and Zlmbabwe has been undermined 
bv thecurrencv deurectatlons In East Asla On the other hand the 
decline In the prlcd of rice has benefited Ghana and several other 
West Afrlcan countrles 

Hrgh Risk Premra Due to Decline in Investor Confidence 

The ~mpactwtll also depend on the extent towhlch Afrlcan countrles 
are exposed to developments In forelgn exchange and flnanclal 
markets, and theextent towhlh financial flows have been redlreded 
following the crlsls BwlSed by losses ~n Asla and Russla Investors 
are fleelng from rtsky assets to safe havens such as Amerlcan 
Treasury Bonds As a result the yleld on emerglng market bonds 
has rlsen 15 percentage potnts above the yteld on Amerlcan 
Treasuries Thls IS In stark contrast to a mere 3 percentage polnts 
difference In thefall of 1997 Hlgher bond ylelds have In effed ralsed 
the costs of borrowing dampened growth In the emerglng world 
and ~nflated government debt sewlclng Total net capltal flows to 
emerglng markets are estimated to slump to $119 bllllon In 1999, 
down from $186 btllton In 1998 and $247 bllllon In 1997 Higher 
costs of borrowtng coupled wlth dlmlnlsh~ng capital flows could 
underm~ne growth In several Afrlcan countrles Furthermore, to the 
extent that forelgn capital funds become more expensive Itcan have 
dlre consequences for the debt sewlce burden of Afrlcan countrles 



On the other hand, the lmpact of thecrlsls onfore~qnexchanqeand 
equlty markets In sub-~aharan Afr~ca w~ l l  Invariably be mirglnal 
because of the nascent stage of development of these markets 

Increased Competition for Aid 

A pr~nc~pal wncern here IS that Overseas Development Ass~stance 
(ODA) w ~ l l  be dlverted for the purpose of bailing out some of the 
troubled AsIan ewnomles Indeed there IS some ev~dencethat thls 
IS underway The IMF expects net externalfinanc~ng and net external 
borrowings from official sources to Afrlca todecllne slgniflcantly In 
1998. 

Developments In East Asla also suggest that Afr~ca can no longer 
count on a ~ d  flows from crlsls-strlcken Japan, the top donor country 
In theearly 1990 s Furthermore thecrlslsserlously undermines 
the potent~al of As~an countries as an Important source of forelgn 
d~rect Investment In Afr~ca 

In recent years, Malays~a, for Instance, has been a sourceof funds 
and expertise to Ghana In the areas offilm, televlston stattons, postal 
sewlces, and dry dock and sh~pbulldlng management Flnally, 
budgetary restra~nt In other main donor wuntrles could potenttally 
compromise a ~ d  flows to Afr~ca 
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IMPACT OF EAST ASIAN CRISIS 
ON GHANAIAN ECONOMY 

The Impact of the crlsis In Ghana has been muted at best A key 
component of strategy In deallng with the crlsis has been the 
maintenance of an approprlate macro-economlc environment 
characterized by tight monetaryand flscal pollcy to slowthe rate of 
lnflatlon reduce Interest rates and stablllze the nomlnal exchange 
rate The fallout from the East AsIan crlsls was manifested In 
relattvely low commodity prlces particularly for gold and tlmber 
The average spot price of gold In the flrst half of 1998 ($296 94) 
was 14 5 percent lower than In the correspondlng period of 1997 
($347 24) However lower gold prlces were largely offset by 
Increased export volumes resulting In only a marglnal(2 0 percent) 
decllne In export values between the first halvesof 1997 and 1998 
Export receipts from tlmber (mainly lumber) also decllned 36 8 
percent between thefirst halvesof 1997 and 1998 as prices tumbled 
37 percent from US$210 7 per cublc meter In December 1997 to 
US$132 9 per wblc meter In June 1998 

On the other hand, the decline In gold and tlmber prices was largely 
offset by relattvely low 011 Import bills The growth In 011 Imports 
decllnedfrom a hlgh of49 percent between theflrst halves of 1996 
and 1997 to a mere 11.6 percent overthe correspondlng perlods In 
1997 and 1998 

Furthermore, mmmodlty prlces for cocoa were higher In the flrst 
half of 1998 than In the corresponding period of 1997 The average 
three-month futures pncefor m m a  Increased 9 4 percent (from $978 
to $1070 5) between the first halves of 1997 and 1998 Thls 
development may have been tled to developments In Asla 



Specifically the clvll unrest In Indonesla, a major producer of cocoa 
and coffee, may have contributed to htgher commodity prices 
through dlsruptlons ~n world supply 

Developments In the non-trad~t~onal export sector were also 
promising Eamlngsfrom thissector are est~mated to have Increased 
47 6 percent (from US$92 8 mllllon to US$137 0 million) slnce the 
flrst half of 1997 In splte of the real apprec~atlon of the exchange 
rate As a result the non-tradltlonal export sector Increased ~ t s  
cnntrlbut~on togross export receipts by 3 5percentagepolnts from 
12 5percent In 1997 to 16 5percent In 1998 

As a result ofthe above-mentioned developments, total exports grew 
at a faster rate (12 percent) than Imports (9 8 percent) between mld- 
1997 and mid - 1998 (CEPA Mid-YearReport) Furthermore, the 
mld-1998 trade de f~c~ t  lmoroved relatlve to orevlous vears Even 
though ~t deterlorated by 4 6percent relatlve to mld-19b7 the mld- 
1997 deflclt was over 300 oercent laroer than the corresoondlna 
deflcit for mld-1996 (CEPA Ghana bid-Year ~acro-ehonorn; 
Review 1998) Hence, def~cits notw~thstandlng the 1998 figures 
represent an Improvement over tlme 

Furthermore, the East AsIan crlsls aooears to have had no 
s,sta n w  ao~erse mpactonaomestlc wrrency anoeq-,ty marnets 
W ~ t n  tne exceol on of S Afr ca ea.. 14 marfiels n Afr ca nave been 
largely lnsulatedfrom the global upheaval, ch~efly because they do 
not have large amounts of forelgn portfol~o Investment In fact Atrlca 
recelves only around 2-3 percent of total world forelqn d~rect 
lnveslment however Inere are same nolcat ons tnat tne Gnana 
Stoc* Excnanae mav nave aenef tea from Ine cr s s In tne form of 
capita ~ n f  o ~ s - ~ n e  ~ n a n a  Stoc6 Excnange %as oescr oeo as Ine 
woria s pest-~erformtna stoc6excnanqe n 1998ov ~onaon-oaseo 
financial analysts  heba bail^ Graphic. Thursday ~ i v e m b e r 5 ,  1998 
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3 1 Tne GSE A -Snare lnaex tne n-J w o r  of iarne'  performance 
aas -p ace": 53 ceCcerl from 51 1 74 con's n Decem3er 1557 lo 
970 18 polnts In June 1998 An all-t~me h ~ g h  Index of 1,201 08 
points was rewrded In May 1998 (CEPA Ghana Mid-Year Macro- 
economic Review, 1998) 

Overall the above-mentioned events have consp~red to br~ng about 
a modest decllne In the growth of domestc and external def~c~ts 
lower Interest rates and a decl~ne In the lnflaton rate whch IS 

currently est~mated at about 17 percent However the appreclatlon 
of the real effect~ve exchange rate ralses concerns about the 
~mplications for export compet~tveness and consequently the 
external balance of theewnomy 
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LESSONS FROM EAST ASIAN CRISIS 

Adopt Sustainable Macro-policies 

The East Aslan crlsls polnts to the need for authorities to respond 
swiflly to macro-ecnnomlc Imbalances In the East AsIan case the 
mountlng external def~c~ts in the face of an appreciating nominal 
exchange rate should have been addressed before Investor 
sentiment regarding the sustalnab~l~ty of government policy turned 
sour In the short run the current account defic~t could have been 
addressed through currency deprec~at~on to boost exports and ralse 
the domest~c currency price of Imports Contractlonary fiscal pollcy 
could also have curbed lmports by reduc~ng domest~cdemand In 
retrospect pegging the domesticcurrency to the dollar in the face 
of mounting external defic~ts llm~ted the pol~cy optlons of the 
government and merely postponed the inev~table devaluation of the 
currency A more prompt response would have averted the drast~c 
lossoffore~gn reserves exper~enced by East As~an central banks In 
the~r unsuccessful effort to rescue the~r domest~c currencies and 
restore Investor confidence in the economy 

Create Desirable Conditions for Liberalization 

The prudent~al and superv~soryframeworkln the East Asian countries 
faclng crises was clearly Inadequate to ensure an efflclent and 
cautious management of the rlskaof lendng and other contracts by 
financ~al instltutlons Hence the East As@n experience emphas~zes 
the need to support flnanc~al sector l~beral~zation wlth the 
establishment of an adequateframework for prudential regulation 
and supervlslon of financial lnstitut~ons Countries that seek to 
liberalize the~rfinanc~al systems must create banklng systems that 
adequately protect the savlngs of small depos~tors Bank~ng systems 



must also befreed from qovernment Intervention in theallocat~on of 
cred~t, so that funds arechanneled not lust to afavored few, but to 
those who w~ l l  use it ~roduct~velv Ultimatelv the crisls raises the 
Issue of the pace of lhberallzat~on and the Importance of putting In 
place the lnstitut~ona mechanisms that are neoessaryfor successful 
f~nanc~al liberalizat~on 

Managrng Caprtal Inflows 

The crlsis In East Asia also points to the necessity of managing the 
destab~liz~ng effects offoreign capltal inflows While capltal lnflows 
can f~nance the external defic~t provide cheap access to capital 
and fac~ltate higher investment and growth in the absence of 
approprlate macro-economic polic~es they can also fuel tnflat~on 
support unsustainable consumer levels cause the real exchange 
rate to appreciate and consequently wlden the current account 
def~c~t  Thus ~nflows must be accommodated w~thin the framework 
of sound macro-polc~es involving a comb~nat~on of currency 
deprec~at~on and tight flscal policles to improve international 
competltlveness and reduce pressure on the current account 

Capital Flows and Integration 

The integration of domestlc economies through global~zation 
facltates the swft transmission of both economic benefts and 
losses across national boundares The contagion that the East AsIan 
crisis brought n its wake suggests that no country can solate Itself 
from the effects of a currency crlsls This makes it even more 
lmperatlve that countries put In place monitoring mechanisms that 
promptly detect and identifydomest~c regulatory lapses espec~ally 
within the banking system 

In ths context the f~ndings of a recent study aimed at ~dent~fying 
posslble warnlng slgnals or leading indicators of banking system 



d~stress are lnstructlve The study exam~ned 43 ep~sodes of bank 
crlses In 38 countries from late 1970 s through 1988 A dist~nctlon 
was made between bank~ng crises and bank~ng distress Banking 
crlses were determ~ned to be assoc~ated w~th big credit expansions 
funded malnly by capital inflows and fluctuations In real effective 
exchange rates By contrast periods of bank distress were more 
lhkely to be lhnked to domestic phenomena such as a largely 
contemporaneous fall in real GDP growth boom bust cycles In 
~nflat~on (I e b ~ g  ~ncreasesfollowed by b ~ g  decreases In lnflat~on 
and cred~t growth) cred~t expansion and cap~tal ~nflows rlslng real 
Interest rates a sharp decl~ne In the real exchange rate and an 
adverse trade shock 

Countr~es w~th deep and more soph~st~cated bank~ng systems are 
more likely to experience periods of d~stress rather than full-blown 
crises Thefind~ngfor Afr~ca 1s unlque In thesense that unl~ke other 
reglons the blggest source of bank d~stress came from terms of 
trade shocks and less from lnflatlon fluctuat~ons For Asla there was 
a very strong correlation between banking sector d~stress and cred~t 
growth increased capltal Inflows real appreciation of the domestic 
currency on the one hand and excessive Investment on the other 
hand (IMF Working Paper Leading Indicators of Banking Crises 
Was Asia Different?) A disturb~ng conclusion of the paper IS that In 
general bank crlses are d~ff~cult to pred~ct or forecast a year In 
advance 

In short the findings clearly lndlcate thatto theextent that the banklng 
system In most Afrlcan countr~es are relatively embryon~c the 
probab~l~ty of banklng crlses In th~s reglonisqulte hlgh Furthermore, 
unl~ke other reglons, such a crlsis ~smost Ihkely to be tr~ggered or 
associated wlth a terms of trade shock 
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IMPLICATIONS FOR DOMESTIC POLICY 

The lessons drawn from the East Asian c r ~ s ~ s  prov~de a framework 
for domestlc pol~cy formulat~on, almed at minimizing the Impact of 
the crlsls on the local economy and lessen~ng the probabil~ty of a 
slmllar crlsls In Ghana Uslng these lessons asa backdrop, the last 
sectlon examlnes pollcy recommendat~ons under two broad 
categor~es macro-econom~c policy central bank reform and 
transparency 

Macro-economic Policy 

Soundecnnomlcpol~cy must rest on macroeconomlcstab~l~ty Wh~le 
the Ghana~an economy has made good strides In stabil~z~ng the 
nom~nal exchange rate and reduc~ng the rate of lnflat~on and Interest 
rates through t~ght flscal and monetary pol~cy, more needs to be 
ach~eved In th~sarea ~f f~nanc~al lhberallzat~on 1s to be successfullv 
Implemented 

1 The current account has been In de f~c~ t  for several years In a 
row and has been susta~ned by foreign capltal lnflows By 1997, 
the external debt was 92 percent of the GDP In a flexible 
exchange rate regtme r~slng external deflclts tend to exert a 
downward pressure on the domest~ccurrency Since both the 
Interest and the prlnc~pal must be repa~d In fore~gn currency, 
thereby lnduclng furtherdemand forfore~gn exchange Th~s  can 
In turn Increase currency volat~l~ty and Investor uncertainty as 
lndlvlduals buy forelgn currency as a hedge agalnst currency 
depreciat~on Hence there IS a need to reduce theexternal defiat 
through Increased export revenues, partlularly in non-trad~t~onal 
exports 
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2 It appears that nominal exchange rate stablllty In Ghana has 
been assoclated wlth a wrrespond~ng appreclatlon of the real 
exchange rate Whlle a stable rate encourages Investment by 
reduclng rlsk and uncertalnty assoclated wlth currency 
fluctuations currency stab~l~ty must be consistent w~th  the 
underly~ng reallt~es of theeconomy ~f one IS to avold currency 
mlsallgnment Even though an overvalued exchange rate benefits 
Import dependent ~ndustr~es ~t penalizes exporters and 
consequently contributes to the external deficit 

3 lnflatlon rates need to be further reduced to slngle dlglts to 
reverse the real appreclatlon of the exchange rate enhance 
export competltlveness and thereby Improve the trade balance 
Slncefood Items are heavlly wetghted ln the CPI pollc~es almed 
at lmprovlng agricultural productlvlty w~ l l  be Instrumental In 
reduclng lnflatlon In the context of a flexlble exchange rate 
system rlslng lnflat~on results In a depreclat~on of the nomlnal 
exchange rate However a sustained downward splral In the 
nomlnal rate may cause Investors to hedge the~r posltlons by 
selling the local currency, wh~ch In turn leads to subsequent 
deprec~at~ons promotes uncertalnty and ~nducescapltalfllght. 

4 The central bank's commitment not to honor government 
spendlng beyond the Publlc Sector Borrowing Requirement 
(PSBR) IS a laudable step In the d~rectlon of monetary and fiscal 
d~sclpllne However slnce Treasury Bills can be used for the 
dual purpose of Open Market Operations (OM0 s) and publlc 
sector borrowing there IS the need for a transparent mechanism 
toensure that funds accrulngfrom OMO's are not avallablefor 
government spendtng Lapses In thls area could comprornlse 
thecredlbllltyofthe bank'swmmltment to low ~Vlatlon and thus 
undermine Investor sentiment about the health of h e  ewnomy 



5 It has been suggested in someclrcles that the East AsIan crls~s 
h~ghl~ghts the volat~lity and potent~ally destab~l~zing effects of 
short-term capltal flows and hence, s~gnalsthe need for capttal 
controls (e g Malaysla ~nst~tuted fore~gn exchange controls on 
September 1st) Indeed Paul Krugman a w~dely respected 
economist advocates controls to break the llnk between 
domestlc Interest ratesand the nom~nal exchange rate so that 
the Interest rates can be cut to spur domestlc growth W~thout 
weakening the currency The danger IS that cap~tal controls can 
be used as a subst~tute for necessary but unpopular reforms 
requ~red to address the underlytng d~stort~ons that tr~ggered the 
capttal flows In the f~rst place Furthermore by he~qhten~nq 
~n;estoranx~etyre~ard~n~ the safety of thelr ~nvesimenti, cap1t2 
controls could adverselytmpact on future cap~talflows. Hence, 
controls should only beemployed as a short-term pall~at~ve, and 
not a long-ten solutlon 

In contrast a pol~cy mlx of f~scal t~ghten~ng and mlld controls 
such as requlrlng aresewe requirement on capital Inflows may 
be more effect~ve The benefit of aflex~ble exchange rate reglme 
as obtains In Ghana 1s that capttal tnflows cause the nom~nal 
exchange rate to apprec~ate w~thout a corresponding Increase 
In the money supply Flex~b~ltty also ~ntroducesuncertalnty and 
d~scourages some short-term speculattve capltal lnflows 
However large ~nflows lead to large wrrency appreclattons and 
tend to undermine export competlt~veness 

Banking Reformand Transparency 

The East As~ancr~s~s ~dent~fied the need for countries In the process 
of I~beral~zat~on, to tmprove f~nanc~al leg~slat~on upgrade the 
supewlslon and regulat~on of financ~al lnstttuttons review the 
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strategies for dealing w~th  troubled lnstltutions and set new 
standards for public disclosure and transparency Untll recently, 
however Treasury B~lls have been a lucrative and safe Investment 
for domest~c banks hence the ~nvestmentportfol~os of banks have 
been both conservative and lucrative As Treasury B~lls decl~ne In 
Importance and banks compete for equally profitable but more r~sky 
investments a closer examlnatlon of bank portfol~os may be 
warranted To thls end the legal and regulatory instltutlons that 
oversee thelr activities must be prov~ded un~mpeded access to 
information to ensure that sound bank~ng practices arenot sacr~ficed 
on the alter of prof~t-seeklng To this end the establ~shment of an 
Independent Superv~sory Agency to monitor banking activities 
together w~th  periodlc self-assessment of the quallty of the assets 
of financial ~nst~tut~ons may help to foster credib~lity and confidence 
In the lend~ng practices of the banklng sector 
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CONCLUSION 

The experlencesof the East As~an countries suggest the need for 
caution In emulating the As~an model Afr~can countrles in the 
process of f~nanc~al lhberalizat~on must come to terms w~th the fact 
that l~beralizat~on~s aprocess that requires the painstaking creatlon 
and regulat~on ofthe lnstltutions that facllltate llberal~zation Polcy 
makers must also realize that pol~cy errors are severely penallzed 
In a llberallzed environment hence the need for consistency and 
d~sc~pl~ne In pol~cyformulat~on and lmplementat~on F~nally as policy 
makers strive to attract fore~gn investment they must be cogn~zant 
of the fact that a major contr~but~ng factor to the crlsls was maturlty 
mismatches Thus quality and term of foreign investment should be 
an overrid~ng considerallon In the quest for cap~tal Inflows Med~um 
to long-term ~nflows must be the preferred option relat~ve to portfol~o 
lnvestments which tend to be volat~le and destabll~z~ng Furthermore 
to the extent that short-term inflows predominate in the Investment 
por7folio mechanisms must be put In place to ensure that short- 
term inflows are not disproport~onately channeled Into long-term 
lnvestments Such measures w~l l  be helpful inforestalllng some of 
the problems experlenced by the East AsIan countrles 
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