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Prologue
The financial maelstrom that descended upon East Asia following the collapse of the Thai baht in July 1997 will, for a long time, be seen as a defining chapter in Asia’s economic history. Occuring at a time when macroeconomic fundamentals of the region’s economies seem sound and healthy, the crisis itself and the ensuing policy debates challenged international economists, putting them to task in identifying the causes behind it all. In fact, in its aftermath, there was little agreement on how to characterise the crisis. Certain economists see it as a balance of payments crisis, considering the deficits sustained by most of the affected economies, while others maintained that it was essentially a currency crisis. Eventually, in the eyes of many, it began to be seen as the darker side of globalisation. In all, one of the most important and challenging tasks in its wake was to restore and maintain macroeconomic and financial stability, this being rendered even more precarious in a climate of volatility. What began as a currency crisis has rapidly devolved into a financial, economic and political crisis in many cases. 

The unprecedented turmoil and instability that followed subsequently gave rise to various questions on the effectiveness of macroeconomic policies and governance in the region. The raging debate over East Asia’s “economic model” that brought years of phenomenal growth to the region subsided. The cry of the “triumph” of Asian values over Western practices dissipated to naught. In its aftermath, Malaysia’s immediate concerns were those of stabilising financial markets, restoring investor confidence and strengthening the resilience of the economy to potential systemic risks arising from contagion effects. The initial focus of macroeconomic management was thus along these lines. The measures and policy packages Malaysia implemented, however, evolved with the changing circumstances during the course of the crisis. The Malaysian economy was in recession in 1998 but the situation has turned for the better and the economy is gradually recovering. To a certain extent, this upturn may be attributed to measures undertaken by the government. Nevertheless, the regional turnaround has played a part and has contributed to a renewed spirit that recovery on a regional scale is underway. 

The main thrust of this paper is on the macroeconomic stabilisation measures and recovery efforts undertaken by Malaysia to deal with the crisis. In light of the debate on globalisation since the onslaught of the crisis, and in conjunction with the theme of the conference, we have included a related section on this theme in our paper. The paper asserts that there were indeed structural weaknesses in the system, calling into question the sustainability of Malaysia’s high growth strategy. It will open with an overview of the macroeconomic situation in Malaysia in the period preceding the crisis before proceeding to look at developments during the crisis period. In doing so, the paper will discuss and analyse policy pronouncements leading to the present situation. The final section will briefly comment on the much debated topic of capital mobility and globalisation in relation to economic stability and the crisis. 

_________________________________________________________________________

I
The Malaysian Economy Prior to the Crisis

In the four decades since independence, Malaysia successfully underwent a transformation from being an essentially agrarian economy dependent on a few primary products to become a full-fledged manufacture-based economy, shifting towards the high-technology end of industry. Historically, Malaysia’s macroeconomic management has always been considered to be sound by any standards. There have been considerable fiscal discipline and monetary policy prudence. At the same time, Bank Negara was able to maintain financial stability by successfully sterilising short-term capital flows. Dubbed as one of East Asia’s “star economies”, Malaysia’s growth averaged 8.9 per cent between 1988 and 1996 while successfully maintaining a low inflation rate of approximately 3-4 per cent per annum over the period. At the same time, Malaysia has one of the highest savings rates in the world at 38-40 per cent of her GDP. The rate of unemployment has generally remained relatively stable and low over the past three decades with the only exception being during the recession of the mid-1980s when it reached a record 8.3 per cent in 1986. By 1996, the unemployment rate had dropped to a mere 2.5 per cent. In comparison with other East Asian economies affected by the crisis, Malaysia had a relatively low level of external debt of US$45.2 billion or 42 per cent of her GDP as at June 1997 while her debt service ratio was maintained at a manageable 5.5 per cent, and the short-term component of the total debt amounted to 31.1 per cent. The economy had also been posting budget surpluses for five years consecutively since 1993.

On the whole, although the Malaysian economy experienced a moderation in growth to 8.6 per cent in 1996 compared with the robust figure of 9.5 per cent in 1995, the rate was still considered in retrospect too high. Simultaneously, the external position of the economy improved significantly due to a much lower growth in imports over the same period. The merchandise trade balance registered a much higher surplus of RM8.6 billion in 1996 compared to the 1995 figure of just RM233 million while the current account deficit narrowed considerably in 1996 to -RM13 billion from the previous year’s figure of -RM18.7 billion as a result of a slightly improved services balance which recorded a lower deficit that year. In terms of nominal GNP, this amounted to -5.5 per cent in 1996 as compared to the previous year’s figure of -9.0 per cent. The year 1997 was thus ushered in with much optimism. While the growth rate had seen some moderation in 1996 and whilst there may have been indications that the peak was past, they were mainly overshadowed by this optimism. Growth was expected to continue to be strong and was projected at 8 per cent for the year. Fundamentals were still described as good. The external payments current account deficit was expected to further narrow as a percentage of GNP while the public sector fiscal position was expected to be in surplus. This optimism was also probably due to a strong feeling that adjustment measures initiated to address the existing economic imbalances would achieve a soft landing in terms of a more sustainable growth with stability (BNM Annual Report 1997). 

In a situation of full employment and full capacity, concern had begun to mount in the three years prior, regarding the adverse impact of too rapid a growth. Excess demand pressures on the balance of payments and the disproportionate expansion in bank credit, especially loans, to finance unproductive or speculative sectors had begun to raise questions. Also, there was intense competitive pressure on Malaysian exports from lower-cost producers, not to mention the overvalued exchange rate of the ringgit hurting the country’s manufactured exports. Remedial measures instituted since 1995 to alleviate the situation seemed to have produced some results in terms of the significant improvement in the external balance as well as a moderation in the inflation rate in 1996. Further prudential measures announced in the beginning of 1997, thus, could only serve to enhance confidence that corrective measures were in place to reduce credit and monetary growth as well as to pre-empt rises in asset inflation (BNM Annual Report 1997). Therefore, when the Thai baht was first hit by a wave of speculative-selling in mid-May, 1997, and the subsequent contagion effect was initially felt, Malaysians maintained a certain calm and optimism. It was after the free-floating of the baht in July and when the ensuing effect unfolded that reality began to take hold. The Malaysian economy which had, until early 1997, been one of the stellar performers of emerging East Asia, began to experience a turnabout in performance. Notwithstanding the acclaimed fundamentals, the economy succumbed.

_________________________________________________________________________

II
Macroeconomic Concerns and Underlying Weaknesses
Few would actually have expected at the onset of the crisis that the repercussions could have been so severe. The beginning of summer 1997 still saw investors gung-ho about investing in emerging Asia. In the mid-1990s, several economists in the West had begun cautioning East Asia about the possibility of the “bubble bursting”. Lawrence J. Lau of Stanford (Lau & Kim 1992) and Alwyn Young of Boston University (Young 1993, 1994) had, through their research, commented that East Asia’s growth had more been “a matter of perspiration than one of inspiration”. At about the same time, Paul Krugman published an article in Foreign Affairs (Krugman 1994) on a similar theme. Nevertheless, when the going was still good, how many actually took heed of ‘academic’ theories of a similar genre? 

Amidst the confusion in the wake of the crisis, the Malaysian Prime Minister Dr. Mahathir Mohamad criticised international currency speculators for being the ones who precipitated the East Asian crisis. True, to a certain extent, currency speculators played a predatory role in the event. Unfortunately, investors often tended to perceive that all countries and economies in the region are identical. Herd behaviour driven by panic and hysteria led to the wholesale pullout of funds from the region. Thus, the speculative attack on the Thai baht amidst concerns of a slowdown in exports, high short-term external debt position, overvaluation of the currency and the decline in asset prices led to the belief that similar risks were present in other regional economies. This set the dominos to tumble one by one. Looking back, one must perhaps concede that currency speculators, after all, are messengers with a message that all may not be well at home (Ariff 1999). Were there then, reasons for Malaysia’s economy to be vulnerable? To begin with, macroeconomic figures can conceal underlying weaknesses. Essentially therefore, contagion was only part of the story. In actual fact, it could be clearly inferred from the analysis of the situation prior to the crisis that both internal as well as external factors played a role in ending Malaysia’s (and the region’s) “miracle”.

II.1.
An Overheating Economy

The Malaysian economy was already overheating due to the rapid growth since the late 1980s. This may be evidenced by the persistently large balance of payments current account deficits since 1990. By 1996, GDP growth was about 2-3 percentage points above potential. This exerted pressures on prices which, in turn, manifested itself in the form of wage increases above that of productivity gains. Infrastructure bottlenecks were experienced at many levels in the economy. The success of Malaysia’s development policies in creating employment had led the economy to experience severe labour shortages, in the lower and the high-skilled end. Given Malaysia’s relatively small labour force coupled with the workers’ high reservation wage, she had to resort to immigrant labour. Consequently, there was a large influx of immigrant workers estimated at 2.0 to 2.5 million (both legal and illegal) during the first half of the decade to fill this vacuum. 

II.2
Erosion in Export Competitiveness

Malaysia’s exports began to experience an erosion in competitiveness partly due to rising business costs and partly because of the overvaluation of the ringgit. The devaluation of the renminbi in 1994 and the depreciation of the yen had all eroded Malaysia’s export competitiveness. At the same time, the US dollar has been appreciating in the couple of years preceding the crisis. With the ringgit and most East-Asian currencies “quasi-pegged” to the dollar, this trend began to undermine the region’s competitiveness.

II.3
Resource Misallocation and Loss of Efficiency

Resource misallocation is often indicated by a decline in Total Factor Productivity (TFP). In Malaysia, the high GDP growth was essentially input-driven and not productivity-driven. Total factor productivity (TFP) was beginning to plunge into negative territory and productivity could not keep up with increasing wages. TFP growth averaged 0.9 per cent per year between 1991 and 1996. Between 1987 and 1990, it averaged 2.9 per cent. [Its contribution to GDP growth declined from 28.7 per cent between 1991 and 1995 to 19.5 per cent during 1996-1997 (White Paper 1999)]. This was further compounded by the fact that the incremental capital-output ratio (ICOR) was steeply rising. While a rising ICOR may be indicative of large-scale infrastructure investments that have yet to show its positive contribution to output, given the declining TFP, it was a sign of growing inefficiency in capital allocation. 

II.4
Excessive Credit Expansion and Diversion of Resources to Non-
Productive Sectors

Over the period, there was a diversion of resources from the real sector into speculative activities while within the real sector itself, there was diversion into non-traded activities such as the property sector and the construction of various mega-projects. Excessive credit disbursement by the banking sector to non-productive sectors defined to include the broad property sector, consumption credit, and loans for the purchase of stocks and shares became a major cause for concern. Between 1992 and 1994, loans were growing at an average rate of 12.2 per cent but by 1995, the rate had risen dramatically to 28.6 per cent. In 1996, it eased slightly to 26.7 per cent but in early 1997 it had increased again to reach a worrisome level of close to 30.0 per cent. As a percentage of nominal GDP, the loan/GDP ratio increased strongly from 103 per cent between 1992 and 1994 to an excessively high level of 135 per cent in June 1997
. In this, loans disbursed to the property sector constituted the largest share, constituting 31.8 per cent of total loans in June 1997 and was growing at a strong rate of above 30 per cent for most of 1997
. The strong lending to the property sector was attributed to the boom in the construction sector in the recent past. The strong rise in property prices was reflected by the Malaysian House Price Index (MHPI) which grew by 25.5 per cent and 12.2 per cent in 1991 and 1992 respectively. This had encouraged involvement in the property market in view of profit expectations. “Moral hazard” also played a large part in the rise in unproductive investment and loan disbursement, often leading banks to perform only a cursory review of projects and availing loans for unprofitable or un productive sectors such as the property development, stock market speculation and consumption credit. 

II.5
Escalating Savings-Investment Gap and Current Account Deficit

Malaysia may boast of one of the highest savings rates in the world hovering around 38-40 per cent; nevertheless the rate of investments have been consistently higher at above 45 per cent during the 1995-1997 period. By the middle of the 1990s, the savings-investment gap was behind the current account deficit. In the past, this gap was bridged by Malaysia’s heavy reliance on FDI. However, high inflows of foreign investment and foreign debt actually resulted in hefty investment income outflows overseas. [While external debts remained comparably low, domestic debts were excessively high. It represented about 160 per cent of GDP by the end of 1997 which was the highest level of domestic indebtedness in Southeast Asia (Athukorala 1998)]. Arguably, the current account deficit per se may not be a problem but the financing of the deficit does matter. In 1994 and 1995, the current account deficit was only partially financed by net long-term capital inflows. Reliance on short-term capital to cover the current account deficit is not tenable in the long term because of the volatile nature of this form of capital. At the same time, sharp increases in the outflow of “reverse investments” between 1995 and 1997 by Malaysian companies to finance long-term projects [with no prospects of early returns] have inadvertently exacerbated the country’s BOP problems. In addition, many of these outward investment projects in new emerging regions failed miserably for the reason of the absence or lack of proper analysis or detailed studies made of the situation prior to investment.

II.6
Liberalisation

Since 1996, there has been a sharp decline in FDI flowing into Malaysia. This has significant repercussions on the economy. This fall has been caused by factors such as the reduction in Japanese investments overseas following the fall in value of the yen, and perhaps more importantly, because of the tight labour supply conditions in Malaysia, which, in the past, had been one of the main attractions for labour-intensive industries. To an extent the fall in FDI was offset by an increase in portfolio investment which gained importance beginning in 1993 following the Malaysian government measures to liberalise the capital account. Short-term portfolio investments can be a source of instability as they are notorious for being extremely “footloose” and dependent on investor sentiment. Any slight hint of economic, political or social instability in the country or region may well result in capital flight. 

Capital account liberalisation may have its benefits, the most important of which would be access to international savings but it could also prove to be a precarious step if an economy is not ready for it. It has been argued that, in their rush to jump on the bandwagon of globalisation, many East Asian economies had agreed to greater liberalisation, especially financial liberalisation. This may only be partly true in the case of Malaysia as she tends to walk the thin line between liberalisation and the continued protection of certain key industries at the same time, one of which is the financial sector. However, in terms of capital account liberalisation, the long-term costs seem to have outweighed its benefits. 

II.7
Lack of Institutional Infrastructure and Deficient Governance

There has also been an onslaught of accusations of nepotism, cronyism and bad governance prevailing in East Asian business and malpractices within the government in the wake of the crisis. There may be a half truth in these as many of these elements are not necessarily unknown in developed nations either. It must, nevertheless, be admitted that, in terms of governance and institutions, Malaysia (and most of East Asia) still has a certain way to catch up. Malaysia still lacks the necessary institutional infrastructure that should go hand in hand with industrial deepening. Similarly, institutions necessary to generate the required human resources for these industries remain underdeveloped. Even though Malaysia has launched several commendable initiatives to upgrade her human resource development through a strengthening of her institutions, the development of her infrastructure and support systems, real progress in this direction has often been limited or hampered by problems of co-ordination, among others. The transition from a labour-intensive economy to a technology-based economy necessitates institutional support and control to facilitate the process. Similarly, a higher degree of transparency will facilitate the creation of a more fertile ground for good governance to breed.

II.8
High Debt-Equity Ratios

At the micro level, debt-equity ratios of many corporate entities have been abnormally high. In addition, there have been chronic mismatches with short-term borrowings being employed to finance long-term investments (Ariff 1999). As a whole, non-performing loans (NPLs) for the financial sector hovered at a not-too-alarming figure of 10 per cent but certain banks had NPL ratios which exceeded 40 per cent (based on the international definition of bad loans as those not serviced during the preceding three months). In spite of the ‘sweeping’ reform measures carried out in the late 1980s following the 1985-86 crisis, one has to admit that unsound practices within the financial system and poor corporate governance continued. This, admittedly, also contributed to the financial crisis. Rising M2 (a proxy for short-term liabilities) relative to international reserves, the ratio of which increased from 3.0 per cent in the early 1990s to 4.7 per cent at the onset of the crisis, should be taken into account as yet another indication of the growing vulnerability of the Malaysian economy. This rise eroded the ability of the economy to defend the currency (Athukorala 1998).

_________________________________________________________________________

III
The Impact on the Real Economy
The impact of the crisis on the real economy became evident only towards the end of 1997. In fact, real GDP managed to register a 6.0 per cent growth in the fourth quarter of 1997. Thereafter, the economy went through a dramatic downturn, experiencing a sharp contraction of 10.9 per cent in the third quarter of 1998. In the last quarter of 1998, the situation improved slightly with real GDP showing a smaller contraction of 10.3 per cent. This was regarded by many as an indication that the economy may possibly have bottomed out.

The sharp depreciation of the Malaysian ringgit led to rises in the price of imported items, which were then passed on to domestic prices. Inflation, as measured by the Consumer Price Index (CPI), rose from around 2.2-3.2 per cent in the first half of 1997 to reach a high of 6.2 per cent by June 1998. Thereafter, inflation has been on the downtrend, moderating to 2.5 per cent in July 1999. In spite of this, the level of CPI inflation can still be considered very low compared to the other crisis-hit countries. This may be partly attributed to the composition of the basket of goods and the weights assigned to controlled items. The impact on prices was, in fact, more pronounced at the producer level. During the crisis, the Producer Price Index (PPI) rose into double-digit territory and remained there for nine-months, reaching a peak of 17.0 per cent in July 1998.

The sharp depreciation of the ringgit and the plunge in stock prices adversely affected many companies. To make things worse, the high interest rate environment during the first half of 1998 and the decline in domestic and external demand severely affected the financial standing of firms. This translated into a series of corporate restructuring exercises whereby many firms proceeded to either cut workforce or reduce wages. The result was an increase in the number retrenched workers. [In 1998, 83,865 employees were retrenched as compared with 19,000 a year prior]. Of the total number retrenched, 54 per cent came from the manufacturing sector. The unemployment rate increased from a condition of tight employment at around 2.5 per cent before the crisis to about 5.5 per cent at the end of 1998.

The rise in unemployment and inflation became the main channels through which the social impact of the crisis was transmitted. In addition to the existing poor, a new group of poor has emerged as a result of the crisis. The government’s subsequent move to repatriate foreign workers has, to some extent, helped in freeing some jobs for locals. Monthly retrenchment figures have since declined from a high of 12,335 people laid off in July 1998 to an average of 3,818 during the first three months of 1999. To facilitate mobility, the government set up training programmes to help retrenched workers acquire other skills which may still be in demand. Most importantly, the crisis has revealed inadequacies with regard to social safety nets to cushion the sudden loss of income at a time of emergency. 

Simultaneously, the corresponding banking sector was severely hit as corporate borrowers went into difficulty due to declining demand. The earlier investment boom, which led to over-extended lending activities by the banking sector, left it susceptible to rising non-performing loans (NPLs). On the eve of the crisis in June 1997, the banking sector was thought to be in a relatively sound position. The ratio of non-performing loans to total loans stood at only 3.6 per cent. The risk-weighted capital ratio (RWCR) was at a comfortable 12.0 per cent, exceeding the minimum international standard of 8.0 per cent. As the crisis unfolded, the NPL/total loans ratio gradually increased to a high of 14.9 per cent in November 1998, basing on the “three-month in arrears” definition of NPLs. [If based on the “six-month” definition, the NPL to total loan ratio would have reflected a high of 9.0 per cent in the same period]. Due to their high NPLs, a few financial institutions were eventually put under the central bank’s supervision, but none were closed down. In order to avoid bank runs, the government assured depositors that their savings were guaranteed by the government. The NPL problem brought about a new cautiousness in banks. At the same time, loan demand dropped drastically, resulting in a slowing down in the rate of loan growth. By early 1999, loan growth had become almost stagnant. 

_________________________________________________________________________

IV
Stabilisation Measures and Recovery Efforts
Essentially, recovery efforts in Malaysia were home-spawn. Unlike Thailand, Indonesia or South Korea, Malaysia rejected IMF assistance, a main reason for which was because she did not want to commit herself to the packaged reforms that come with IMF assistance. Politically and socially, there would have been constraints in doing so. Some scholars and analysts perceived the attitude of the Malaysian Government during the initial stages of the crisis as that of a denial. Seemingly hesitant and slow in response, investors took it as a sign of a lack of political will to make the necessary effort to stem the crisis. The unveiling of the 1998 Budget in mid-October 1997 was anticipated to shed some glimmer of hope but this proved to be a disappointment as it failed to live up to expectations. This lack of direction was Malaysia’s Archilles heel at a time when neighbouring countries which have accepted IMF assistance seemed to have, at least, a clear policy direction. As the situation deteriorated, Malaysia eventually introduced a reform package in December 1997 which, ironically, reflected IMF policies for the region. Six months later, the situation forced an about-turn in policies to favour an expansionary approach. Conceptually, therefore, after the initial “listlessness”, Malaysia’s policy responses may be seen to have gone through two very distinct phases. 

IV.1
The Initial Months

The slide of the ringgit against the US dollar and most other currencies actually began in March 1997. In the half-decade prior to the Asian crisis, the Malaysian ringgit exchange rate had been hovering in a narrow band of RM2.36 and RM2.51 to the greenback. From a level of 2.48 against the greenback in March 1997, it fell to an average of 2.57 in July
. The Malaysian government’s first reaction was to try to defend the status quo by rushing in to defend the national currency. The Malaysian central bank endeavoured to uphold the currency for about a week but was finally forced to float it on 14 July by which time it had lost close to US$1.5 billion in its efforts to prop up the ringgit. One main reason for such currency support operations was the apparent desire of the authorities to defend the ringgit’s ‘quasi-peg’ against the dollar. There was widespread consensus that the ringgit had become overvalued by its ‘quasi-peg’ to the dollar, especially as the US economy and the dollar had strengthened significantly in recent years (Jomo 1998). It was, thus, expected that the ringgit would depreciate to around RM2.70 - RM3.00 to the dollar which was presumed to be an equilibrium rate after having taken into account macroeconomic fundamentals, purchasing power parity, etc. However, volatility persisted and the situation became particularly sensitive to Prime Minister Dr. Mahathir Mohamad’s remarks against currency speculators and foreigners, which in fact, only served to convince the international community that Malaysia was trying to side-step real issues and deflect responsibility away from herself. 

At the same time, initiatives were also made to intervene in share market operations in an attempt to curb speculative activity. In late August 1997, the KLSE banned the short-selling of 100 blue-chip stocks and regulations were introduced to discourage the sale of stocks. Sellers were requested to physically deliver share certificates to brokers before selling their shares while the period of settlement was reduced from five to two days. By early September 1997, a plan to allow funds in the Employees’ Provident Fund to prop up share prices by buying stocks from Malaysian shareholders at a premium above prevailing prices was unveiled by the government. These measures, in fact, only served to erode investor confidence in Malaysia, eventually leading to a massive sell-off of stocks in the KLSE. Subsequently, there was some withdrawal from some of these early policies in the weeks that followed. The ban on short-selling was lifted in September 1997 and in the same month the government announced the postponement of some so-called mega-infrastructure projects. These moves notswithstanding, it could be seen that the government still did not have a clear policy direction as yet three months into the crisis. 

IV.2
Virtual IMF Policies

Five months into the crisis, the then Deputy Prime Minister and Finance Minister of Malaysia Anwar Ibrahim announced a reform package on 5 December 1997. The package reflected the IMF stabilisation measures undertaken by some of the neighbouring economies. Under the prevailing situation then, the tight monetary policy already in place prior to the crisis was further tightened. Further policy measures were announced as 1998 unfolded and the National Economic Action Council (NEAC) was established in January 1998 to act as a consultative body to deal with the crisis in early January. 

Interest rates were raised so that they were in line with the expected higher rate of inflation. The central bank further curbed loans, and a credit plan to limit the growth of loans to 25 per cent by the end of 1997, 20 per cent by the end of the first quarter of 1998 and 15 per cent by the end of 1998 was introduced. Stringent guidelines on hire-purchase lending and lending to the property sector (excluding low and medium-cost residential properties, factories and industrial buildings) were issued.

Fiscal spending was scaled down and the implementation of various infrastructure projects were either cancelled or deferred. The objective was to reduce imports and to address the problem of excessive credit growth as well as the high leverage of some corporations. Simultaneously, prudential regulations of the financial system were adjusted to be in line with international norms. Accordingly, NPLs were reclassified as loans in arrears for three months instead of six months as Malaysia had previously stipulated. The rate for general provisioning was increased and the central bank pursued a merger programme for finance companies. 

Nevertheless, maintaining this delicate balance of pursuing a tight monetary and fiscal policy without excessively affecting the already slowing economy was rendered extremely difficult by the volatile external financial environment of the period. Being contractionary, the ‘virtual IMF policy’ brought more pains instead. Given the strength of the government financial position, there was no necessity for such a drastic slash on expenditure. The measures managed to contain price increases and succeeded in reversing the current account of the balance of payments through import compression from a deficit to a surplus position. However, they severely dampened private sector business activity and only served to worsen the cash flow problem of the business community already badly affected by the ringgit’s depreciation. 

IV.3.
The Expansionary Stage

Malaysia was caught between Scylla and Charybdis as any easing of interest rates to boost spending would send the ringgit and investor confidence on a further downward spiral while high interest rates would continue to choke the business community. As the economic situation continued to deteriorate, policy-makers began doubting the feasibility of the combination of a tight monetary and fiscal policy regime. The second quarter GDP contraction of 6.8 per cent (MIER 1998) plunged Malaysia into recession and prompted a rethinking in favour of a more expansionary policy. After the brief experiment with IMF-style macroeconomic measures, the Malaysian government moved in the opposite direction, initiating monetary and fiscal expansion as the middle of 1998 unfolded. In July 1998, the government launched the National Economic Recovery Plan (NERP), providing a comprehensive framework for an economic turnaround. Its objectives, among others, were to strengthen macroeconomic fundamentals, stabilise the national currency, restore market confidence, maintain financial stability and continue with the socio-economic agenda. The NERP recommended the easing of monetary and fiscal policies and the lowering the cost of capital to revitalise the economy. This includes a wide-ranging proposal for economic stabilisation and structural reforms and at the same time, addressing socio-economic priorities. 

Interest rates peaked in June 1998. The three-month interbank rate, which went up to an average of 11.05 per cent in June 1998 declined to 10.22 per cent in August. In the same month, there were three downward revisions in the three-month intervention rate of the central bank, bringing the rate down by 150 basis points. By November 1998, it had gone down to 7 per cent. The lowering of the SRR had, in fact, begun in mid-February as it was lowered from a high of 13.5 per cent to 10 per cent. It continued to be subsequently lowered in stages in the following months. The Base Lending Rate (BLR) for commercial banks has gone down from 11.96 per cent in March 1998 to 7.24 per cent in July 1999. 

The lowering of interest rates, nonetheless, sparked accusations that investment flows will be discouraged. Such accusations are unfounded as low interest rates are a boon for the bond market and experience has shown that a high interest rate is not the sole criteria to attract foreign capital during ‘abnormal circumstances’. This includes portfolio funds, despite the fact that interest rate considerations tend to be one of the factors that they are sensitive to. [FDI is generally not influenced by the interest rate-exchange rate factor]. Foreign investors tend to look at the regional market as an entity rather than focusing on an individual country market. High interest rates in Malaysia in the months following the onslaught of the crisis did not result in an inflow of capital. However, they served to deter a flight of domestic funds in search of better returns offered by offshore facilities. 

At the same time, the government introduced a fiscal stimulus package of RM7 billion, expanded existing funds and set up new specialised funds targeted at specific priority sectors. The stimulus package would see the overall public sector account registering a manageable deficit of 1.8 per cent of GNP in 1998 and 5.5 per cent in 1999 (White Paper 1999). The government also went on to liberalise the equity policy for the manufacturing sector to further promote FDI. Certain sectors including telecommunications, shipping and forwarding, insurance, tourism and MSC-approved activities saw the relaxation of the 30 per cent limit imposed on foreign ownership
.

IV.4
Introduction of Capital Controls - The Move into Controversy

After the change in policy orientation, some progress was observed in containing inflation, improving the external balance and maintaining a low external debt exposure. However, the economy continued to remain vulnerable to external developments and instability in regional financial markets. Similarly, this also affected the progress of the on-going reforms in the country. With little room for manoevres, Malaysia imposed selective capital controls and pegged the ringgit at 3.80 to the dollar on 1 September 1998. These “shocking” measures were meant to insulate the economy in order that monetary policy could be set without the external disciplining forces to reckon with. It was, to a large extent, motivated by the second quarter contraction of 6.8 per cent, plunging the economy into recession, as well as the volatile capital flows that were continuing to nullify attempts to revive the economy.

The imposition of the controls rendered the ringgit worthless beyond the national borders, effectively closing the ringgit market to speculators. In addition, portfolio funds are subjected to a one-year holding period before they can be repatriated abroad. At the same time, as the controls are designed to selectively target portfolio funds, FDI inflows and outflows are given exemptions. The direct one-off impact of the controls was the inflow of RM12 billion parked abroad, and the “trapping” of about 23 per cent of KLSE capitalisation owned by foreigners. The capital controls effectively put an end to offshore ringgit trading and the offshore trading of shares. While they may not be a solution to the crisis, selective controls will provide a temporary respite for the affected country to undertake reforms.
Revising its policy, the government has since introduced an exit tax with variable rates depending on the length of stay of the receipts. Under this graduated exit levy system, foreign funds other than FDI are divided into that which entered the country prior to 15 February 1999 and inflows after that date. A special external account was created under the exit levy system for funds brought in on or before 15 February. For investments entering the country after 15 February, the principal can be repatriated freely but profits are subjected to a graduated levy. These measures are intended to encourage a longer term approach to foreign portfolio investors and to discourage destabilising short-term flows. This relaxation did not result in a major outflow of foreign capital, indicating, perhaps, that foreigners are still interested in Malaysia’s financial markets. The end of the one year moratorium on 1 September 1999 did not witness a massive outflow of funds either. The certainty that the fixed exchange rate has brought about may be a positive factor in this sense, despite the additional hassle of going through additional procedures. Also, investors may have chosen to stay for the fact that economic indicators in Malaysia have improved and the regional outlook is brighter than a year ago. What is more, the undervaluation of the ringgit provides an incentive for foreign capital to stay in Malaysia. Nevertheless, one should not attribute all the recent positive developments to the control measures in place. Similar positive signs have also been registered in other crisis-hit countries in the region where no exchange or capital controls are in place. Although it is too early to establish any causality, it does appear that the “regional trend” factor has played an important role in influencing the Malaysian economy, apart from domestic policies, during both the meltdown and the subsequent recovery. 

IV.5
Financial and Banking Sector Reforms

The organisation of the banking and financial system plays a crucial role in the development of a nation. It is, therefore, not an exaggeration to say that the health of the economy is critically dependent on that of the banking and financial system. In this sense, the intrinsic link between macroeconomic policies and the financial sector cannot be denied. In the past couple of years, the East Asian crisis has exposed the dark side of the interface between the financial and the real sectors of the economy. 

What began as a currency crisis evolved into a financial crisis before transforming itself into a full blown economic crisis, with banks and other financial institutions taking the centre stage as the drama unfolded. The currency crisis fuelled concerns about the health of the banking system in the crisis-hit economies. Excessive lending without adequate safeguards have been the main drawback of financial institutions, resulting in soaring non-performing loans (NPLs) and gross capital inadequacy. In several crisis-hit economies, the banking system took a severe beating with many institutions folding up altogether, while the real sector in these economies suffered badly as a consequence. Malaysia was, however, more fortunate in the sense that none of the banks caved in. 

The Malaysian financial sector has experienced a radical transformation and deepening in tandem with the development of her economy since the immediate post-independence years. Over the years, innovations and reform measures have gradually taken place side by side. Hindsight suggests that this, coupled with good central-bank supervision and surveillance must have had much to do with the remarkable resilience of the Malaysian banking system. While Malaysia may be credited for maintaining sound financial policies and good supervision, it must not be denied that inherent weaknesses do exist within the system. Thus, the concerns about the health of her banking system in the aftermath of the crisis. Rising NPLs in the banking sector gave rise to the fear of systemic bank failures. Nevertheless, the NPL problem in Malaysia pales in comparison with that of other crisis-hit countries in the region. It also pales in comparison with Malaysia’s own previous experience in the mid-1980s crisis when NPLs rose as high as 33 per cent of the total loans. This time around, the NPL ratio was at most, approximately one-half of what it was in the last crisis (14.9 per cent in November 1998 if measured by “three-months” classification). 

The thrust of Malaysia’s banking and financial sector reform measures introduced during the crisis was two fold. They were aimed at stabilising the banking system in the immediate period, and building a strengthened, more resilient banking sector over the medium to long term. Short-term measures were initiated to ensure the smooth functioning of the intermediation process, while rationalisation, consolidation and reform of the financial and banking sector were initiated through the setting up of an asset management company, a bank recapitalisation agency, a corporate debt restructuring committee, and mergers. These represented part of the long-term strategy to strengthen and consolidate the sector. 

Two agencies, dubbed “Special Purpose Vehicles”, namely, ‘Danaharta’ and ‘Danamodal’, were established to deal with NPLs. While Danaharta was created to buy up bad loans and take over the supporting assets, Danamodal was established to inject capital into banks which had to bear losses resulting from the sale of NPLs. By the end of July 1999, Danaharta had acquired and managed loans amounting to RM39 billion from the financial system, representing 1,999 loan accounts. From the banking system alone, Danaharta acquired and managed NPLs amounting to RM28.5 billion or 35 per cent of total NPLs in the banking system. With this, the net NPL ratio had moderated to 7.9 per cent based on a six-month classification as at the end of June 1999 after peaking at 9.0 per cent as at the end of November 1998. If based on the international three-month classification of bad loans, the NPL ratio would be in the vicinity of 13 per cent. At the same time, Danamodal had pumped RM6.2 billion into the banking system. Risk-weighted capital ratio (RWCR) is also at fairly comfortable levels, partly due to new capital injections and partly due to the tendency for banks to avert high-risk lendings. This reflects that Danaharta and Danamodal have performed fairly well so far. Nevertheless, there is still much more to be done. 

The arduous task of buying up bad loans at reasonably discounted prices and financing them with zero-coupon bonds may seem easy compared with the more daunting task of managing the assets that have been acquired in the process. In many cases, the restructuring of underlying businesses and assets are necessary. Thus, besides debt restructuring, operational restructuring is vital for the long term and as evidenced in the Mexican experience, restructuring and recapitalisation are lengthy and complicated processes. Malaysia’s Danaharta will be working along the lines of the successful Swedish Securum Asset Management Company. Danaharta has projected to start selling NPLs as soon as the acquisition phase is over but only after having first gone through an active restructuring role. Apparently, Danaharta has now emerged as the biggest owner of real estates in the country in the process. Under present circumstances, disposing these properties in an orderly fashion without upsetting the market is not going to be easy, given the huge supply glut. 
Simultaneously, the Corporate Debt Restructuring Committee (CDRC) was established to complement the two agencies above by providing a channel for banks and debtors in distress to sort out an agreeable and workable loan restructuring exercise. As at 20 August 1999, 62 applications have been received, of which 10 restructuring schemes involving debts of RM10.2 billion have been completed and are in the process of being implemented. Three cases involving debts of RM1.1 billion have actually been sold to Danaharta, while 12 other cases involving debts of RM 2.9 billion have been rejected. Nevertheless, without any empowerment, and being just a facilitator bringing creditors and debtors to the negotiating table, there is very little that the CDRC can actually do. The overhang of corporate debts is certainly a cause for concern. Banks and finance companies are still saddled with about two-thirds of the NPLs as Danaharta has managed to absorb only one-third. Even though Malaysia’s external debts are not large relative to gross domestic product (GDP) by developing country standards, her total domestic debt is very huge. Bank loans which represent the largest chunk of domestic debt amount to 145 per cent of GDP (the pre-crisis peak was 135 per cent), which is, by far, the largest in Southeast Asia. This does not go very well with the central bank’s call for higher loan growth in order to stimulate the economy. Higher loan growth will raise the loan-GDP ratio which is already too high, thereby weakening the country’s macroeconomic fundamentals. One redeeming feature is that the central bank’s reserves have increased significantly within the last year. 

For a small population of 22 million, Malaysia is considered overbanked with 21 commercial banks, 12 merchant banks and 25 finance companies, not to mention foreign-owned institutions. In order to further consolidate and rationalise the banking system to meet the challenges of an increasingly globalised market, the central bank has encouraged banks and finance institutions to merge. In the initial phase of the crisis, the number of finance companies was reduced from 39 to 25 upon central bank intervention. The central bank now plans to reduce the number of 58 domestic financial institutions to just 6 anchor institutions by getting them to merge. This exercise will, nevertheless, not involve locally-incorporated foreign banks. The two main objectives of this consolidation process are, to enlarge the capital bases thereby ensuring a better management of risks and enhancing the resilience of the system, and, to cut costs and improve the competitiveness of local institutions. 

True, a merger exercise of this proportion will enhance prudential supervision and reduce systemic risks besides producing larger and stronger institutions capable of meeting future global competition. However, questions arise as to how the operations will be funded and where the thousands of retrenched employees will go. More worrisome still will be the implications of this exercise on the day-to-day management of the institutions if attention is diverted away from such pressing problems as bad loans to the mega-merger exercise, not to mention significant interbank cultural differences that would challenge post-merger harmonisation. Furthermore, it must seen here that mergers alone cannot transform the banking system into a formidable force overnight. The fact remains that some small banks have performed better during the crisis than some bigger ones. Size may still matter but size is not synonymous with professionalism, competence and the level of sophistication and efficiency. All this has much to do with the competitive environment within which banks operate. This observation underscores the importance of deregulation and liberalisation in the banking reform exercise. The merger exercise would become more meaningful if banking reforms include an agenda to expose the sector to increased competition, paving the way for a greater opening of the banking and financial sector to foreign competition. 

_________________________________________________________________________

V
Developments Thus Far
The expansionary policies went some way towards improving growth prospects for the economy. However, there may be some time lag before the effectiveness of those policies fully filter into the system. After a decline over five consecutive quarters, the economy recorded a positive growth of 4.1 per cent in real GDP in the second quarter of 1999. In fact, the uptrend has been evident since February 1999. GDP growth emanated both from a strong external demand as well as a recovery in domestic demand. Since the fourth quarter of 1998, the expansion in the external sector has further strengthened. This has generated increases in income which provided the basis for a significant revival in private consumption. 

The current recovery is supported by the continued strengthening of Malaysia’s macroeconomic fundamentals. This may be seen in the current low inflation, the favourable trade performance, increasing external reserves, improved labour market conditions and a low external debt position, especially short-term debt. Reflecting this, market sentiments have further improved as indicated by higher capital market activities, continued loan growth, higher private consumption and an increase in property transactions. 

According to the Consumer Sentiments Survey conducted by the Malaysian Institute of Economic Research (MIER), consumer confidence soared to new heights with the Consumer Sentiments Index (CSI) leapfrogging to 101.6 points in the 2Q99, from a low 84 points the previous quarter. The CSI bottomed out in the second quarter of 1998, at an all-time low of 79.1 points. Although the latest index is still below the all-time high of 133.4 points recorded in 2Q97, barring some unforseen event, a return in confidence in the coming quarters looks inevitable.

Consumer Sentiments Index
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Similarly, the domestic labour market situation improved in the second quarter with a reported increase in job vacancies, mainly in the manufacturing sector, and fewer retrenchments. Reflective of this, MIER’s Employment Index surged ahead with consumers expecting brighter job market opportunities, rising by 23 points from the previous quarter to 112.3 points in 2Q99. At the same time, loan-growth (including NPLs sold to Danaharta) has picked up again from a low of 0.4 per cent in January 1999 to reach the vicinity of 1.8 per cent in May in the second quarter. If NPLs acquired by Danaharta was excluded, then loan growth would be -4.3 per cent in May 1999. The gradual acceleration in loan growth in 1999 reflects a moderate increase in demand for loans as economic activities pick up. In fact, for commercial banks, loan growth has already reached a notable level of 8.0 per cent. Loan approvals was also maintained at a higher quantum of RM7.6 billion in May 1999, much higher than the RM4-5 billion average last year. 

Loans and Deposits Growth (% change year-on-year)
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Simultaneously, manufacturers have reacted favourably to the positive economic developments. After a lacklustre performance seen in the last six quarters, manufacturers are ready to kick-start operations in view of the improving demand conditions. The MIER Business Confidence Index (BCI) surged past the 50-point benchmark in the second quarter of 1999 to a level of 60.3 points from 48.2 points registered in the previous quarter. On a scale measuring up to 100 points, levels beyond 50 points are viewed as a plus factor in business activities. Based on this backdrop, gross fixed capital formation is expected to expand at a moderate rate of 3.9 per cent in 1999, rebounding from a steep 42.9 per cent fall in 1998.

Business Conditions Index
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On the supply side, recovery was broad-based with positive growth in both the domestic and export-oriented industries. In tandem with increasing sales, manufacturing production rose sharply in the second quarter. The sector rebounded to increase by 10.4 per cent (1Q 1999: 1.1 per cent). Also, it is pertinent to note that while production has shifted to a higher gear, there has been little evidence of inventory build-up. Investment spending was also seen to move in tandem with the momentum of manufacturing expansion in the second quarter of 1999. The overall capacity utilisation rose to 81 per cent in the second quarter of 1999, an upward surge from 77.9 per cent reported in the previous quarter. On the demand side, the pick up in public sector expenditure and the rebound in private consumption expenditure contributed to the strong economic expansion in the second quarter of 1999. 

Monetary growth further expanded in the second quarter of 1999 with M3 increasing by RM8.7 billion or 2.1 per cent
 while interest rates declined in the same quarter due to two reductions in the central bank’s three-month intervention rate as well as a further increase in the resource surplus of the banking system. With further reductions in the intervention rate
, the average base lending rates (BLR) of commercial banks and finance companies saw a further decline. The stock market has also recovered strongly to record new highs in trading activities. However, this need not necessarily be reflective of the performance of the real sector. In this context, it is likely that the recovery in regional markets has, in some way, contributed to the rebound. 

Money Supply Growth (% change year-on-year)



The Malaysian economy is now expected to post a growth of about 3 per cent in 1999, following a severe 7.5 per cent contraction in 1998. This growth is expected to be mainly driven by public sector spending rather than private sector expenditure. In the year 2000, real GDP growth is projected to exceed 4.0 per cent. This is expected to be brought about by the recovery in the private sector, the continuation of expansionary fiscal and monetary policies, and a better external (export) environment with the acceleration in global economic growth. Private consumption is forecast to grow by 7.3 per cent while public consumption is predicted to rise by 8.2 per cent.
Malaysia: Real Growth by Domestic Demand



However, one must not fail to realise that there may be some downside risks. If the external environment does not turn out as expected and if Japan continues to remain in deep recession, Malaysia’s exports will be affected. The trade surplus would decline and foreign reserves will be reduced. Under these conditions, it would be difficult to maintain the exchange rate peg and the exchange controls. At the same time, firms may not expand as much as hoped for despite the low interest rates. They may be burdened by huge debts and may not be willing to expand during a recessionary period while banks may be over-cautious in lending and reducing funds needed for investment and consumption. Finally, funding requirements for strengthening the banking sector and the additional fiscal expenditure may not be enough. 

_________________________________________________________________________

VI
Globalisation, Short-term Capital and Instability 

In the past couple of years, the financial turmoil that descended on the East Asian region has drawn much attention to the role and the ‘behaviour’ of volatile short-term capital. The sudden acute pre-occupation with the subject surpasses discussions and debates on the same following the European ERM saga in 1993 and the Mexican crisis of 1994/1995. Central to the current argument is the notion of a rapid and recent process of economic globalisation. In the depths of it all, the world economy has seen its basic dynamics internationalised and dominated by uncontrollable market forces, the principal economic agents and actors of which are identified as transnational corporations and short-term portfolio investors who owe allegiance not to nation-states but to wherever profit and advantage may lure them. The globalisation thesis has become so powerful that it has been endorsed by practically all spectrums of society in the world. Yet, it must be realised that the current highly internationalised economy is not an unprecedented phenomenon. It is, in fact, one of the different conjunctures of the world economy that have manifested since the Industrial Revolution. History testifies to that. In certain aspects, today’s international economy is, in fact, less open than the regime that operated between the late 1860s and the First World War. A difference is the degree and level of technology that is the catalyst for the current process, and this, seemingly spearheaded by an opening not only of political space but simultaneously, of economic space in the post-Soviet scenario.

Emerging with the opening of economic space is a new ethos of “openness”, which, this time around, is expected to be the herald of the second burst of capitalism. This new neo-liberalism has essentially been regarded as the flip side of the globalisation coin, where open markets and open economies are increasingly extolled as the generators of wealth. Unfortunately, the recent crisis in the East Asian region has shaken off some of the glib assumptions about globalisation and neo-liberalism. The seismic shake-out has provoked a serious re-thinking along such lines, especially among the seriously afflicted. It has gone on to underscore the basis of the anti-thesis of globalisation and openly questioned the sense of post-Cold War Anglo-American ultra-liberalism. On a large scale, it has gone on to challenge the postulates of the benefits of free market capitalism which was assumed to have routed all other forms of economic organisation. A priori, some like Richard Higgot and Nicola Phillips of Warwick, have simply described the crisis which has, to a certain extent, extended beyond the East Asian geographical space, as the first “crisis of globalisation”. (Higgot & Phillips 1999)

Essentially, the stark differences between free trade and free capital flows ought to be clearly recognised. Economic logic and evidentiary trends of the success of free trade orientation over the past four decades have obviously given a solid basis to neo-liberal theories and have been a major force behind the push towards accelerated liberalisation and deregulation across economic and geographical space. Nonetheless, the same logic does not necessarily apply to unfettered financial and capital flows. Milton Friedman once said that speculative flows tend to be “stabilising and welfare-enhancing” as speculators betting against “fundamentals” would be wiped out in the marketplace. Contrary to this claim, the catastrophe resulting from the mid-1997 meltdown in East Asia accentuates the very imperfect nature of markets. Financial markets are not characterised by auto-regulation as supporters of neo-liberal theory would have it. Rather, volatility and anarchy rule. Economic historian Charles Kindleberger described capital flows as subjected to “panics, manias and crashes”. “Hot money” in the form of short-term capital flows tends to be hypersensitive to small changes even those of a psychological or perceptive nature, let alone changes of a fundamental kind.

In the past decade, the liberalisation of economies did not progress symmetrically. Essentially, the liberalisation of the international trade structure has been slow and as such, has allowed developing countries a certain comparative advantage. This cannot be said of the international capital markets where full liberalisation is virtually complete. Competitive dynamics, the need to lure capital and the growing advocacy of the advantages of neo-liberalism have been the driving force behind many developing economies’ move to liberalise their capital markets. Many East Asian governments, encouraged by institutions such as the World Bank and the IMF, liberalised their financial systems including their capital account meaning a freer flow of firms’ financial asset transactions. This, as we have mentioned previously, has been further augmented by astounding advances in telecommunications and information technology, greatly facilitating international financial transactions and increasing capital mobility. All this has led to a rapid integration of global financial markets. As a consequence, investment funds have grown enormously in importance, operating under intense competitive pressure to earn high returns. The ageing population profile and the establishment of pension fund schemes in the developed world have also contributed to the sharp increase in the supply of such capital. Simultaneously capital controls that had been an important feature of the Bretton Woods system were gradually lifted after the collapse of the system and through the 1980s. The abolition of controls fostered the development of a whole new range of sophisticated derivatives designed to take advantage of the new borderless financial world. This resulted in an explosion of speculative activity around the world, a corollary of which is increasing exchange rate instability. According to estimates of the McKinsey Global Institute, the total stock of financial assets traded around the globe has risen from US$5,000 billion in 1980 to US$35,000 billion by 1992. The sum has been forecast to hit US$83,000 billion by the year 2000 (Michie 1999) 

East Asia has been inundated with short-term capital since the early 1990s. Japan, with her large domestic surplus of savings over investment has been one of the major sources. Following the diversion of investment funds after the Mexican crisis, West European and North American capital has also been active in the region. It is not surprising, therefore, that East Asian economies with an excess of investments over savings became an attraction for such funds. Although these countries are big savers, domestic investments are far greater. Hence, there was a need for foreign capital to fill the resource gap. The fact that most East Asian currencies have long been tied to the dollar with central banks intervening in the forex market to defend the preferred external value of their respective currencies has served to preclude exchange risks. This resulted in a tendency not to hedge foreign currency borrowings, as currency-rigidity could be intrepreted as implicit government guarantees against the risk of currency volatility. A large proportion of these capital inflows were in the form of portfolio investments and speculative dealings including property and land. 

While interest rate differentials do provide an incentive for short-term capital to move between countries, its mobility cannot be uniquely attributed to interest rate changes. This explains why East Asia could attract much of such capital flows in spite of the fact that its interest rates were not that high. Rather, these portfolio investments were attracted by prospects of high returns and not high interest rates. At the same time, regional economies could also borrow from abroad given the high ratings given by international rating agencies. Taking advantage of this, institutions have borrowed short abroad and re-lent long at home (at higher rates). This explains the sharp increase in short-term external debts in some economies prior to the crisis. Such a mismatch represents another important source of instability for the region. What can we learn from this? For one, unrestricted short-term capital flows can destabilise the system by creating bubbles to grow and burst. In the absence of international financial governance, unfettered capital movements facilitated speculation and this will continue to remain a pillar of risks to the international financial market in the future if nothing is done to remedy the situation. Large surges of capital with the potential risk of sharp reversals can result in dramatic upheavals in economies, even if fundamentals are considered sound. This can be extremely destabilising, especially for developing countries and the crisis bears testimony to this. In Malaysia, short-term portfolio capital flooded the system in 1993, with an important proportion destined for the stock market, only to leave suddenly the following year. Obviously, the valuable lesson was not well-learnt as the new unsustainable build-up from 1995 sent stock prices soaring again despite declining price-earning ratios. 

The fact is that many countries did not see capital inflows as a serious problem. They get upset only when capital flows out. It is, however, natural that what flows in one day will flow out some other day. Countries should not liberalise their capital accounts and then complain when short-term portfolio capital suddenly flows out. If short-term portfolio capital is indeed destabilising, then perhaps control should be imposed at the point of entry and not at the point of exit. As a matter of fact, inflows can be just as damaging as they can disturb the domestic financial market equilibrium and throw the domestic monetary system out of gear. This damage could be minimised by sterilising capital inflows. The problem is that it may be difficult, if not impossible, to determine if such inflows are actually short- or long-term as some portfolio investments may be genuinely long-term. Regardless, financial capital is highly volatile, quite unlike foreign direct investment (FDI). The argument in favour of any form of controls, therefore, should only target financial capital and not FDI. Two very good examples are Chile and Colombia, both of which have imposed capital controls at the point of entry, where investors are requested by law to deposit a portion of their capital with the central bank interest-free. In the case of Malaysia, the controls imposed were, in fact, quite the opposite. Such should be justified only as a temporary respite in an emergency situation in order for reforms to proceed. It cannot be a long-term solution to the “hot-money” problem. In this sense, there is now a recognised need for a new international order or some form of governance framework. All this, nonetheless, should not amount to putting all the blame on foreign investors, global forces and the shifting of responsibilities to global bodies. Rather, the recent crisis that shook the region can be partly attributed to premature financial and capital-account liberalisation, and the undermining of each economy’s financial and monetary governance. 

_________________________________________________________________________

Epilogue
Economic historians will one day look back and regard the closing decade of the XX Century as one which propelled Southeast Asia to its zenith of growth before plummeting the region into the depths of turmoil. The fateful events towards the end of the 1990s have brought many in the world to re-consider the region as the paragon of economic growth. Nonetheless, this does not necessarily mean that the region is doomed economically. Au contraire, Southeast Asia should remain a reservoir of growth into the next millennium. However, the basis for this lies in the region’s will to regard the crisis as a humbling experience and take advantage of this opportunity to institute the necessary reforms, and concentrate on building a competitive and resilient system to face the challenges of the future.

Despite having maintained good fundamentals, Malaysia was far from spared. Much like it was in certain regional economies, the “virtual IMF policy” that Malaysia initially adopted did not produce the desired results. Instead, it led to a worsening of the crisis situation due to the rapid contraction of the economy
. This prompted the government to change its course and adopt an expansionary policy by the middle of 1998. Macroeconomic policy instruments were further finetuned, while simultaneous efforts were undertaken within the financial sector, with an aim to strengthening economic and financial sector fundamentals, and of restoring stability. In spite of some positive developments thereafter, vulnerability to external developments, particularly repercussions stemming from the instability of the regional financial markets, could not be contained. In response to this, Malaysia shocked the world by imposing selective capital controls and pegging the ringgit to the dollar. One year on, despite much external pessimism and criticism, the situation has largely improved. Economic fundamentals have strengthened and the Kuala Lumpur Stock Exchange is on an uptrend after plunging to an all-time low earlier during the crisis. Some have credited these improved conditions to the capital controls. However, this may be difficult to assess as regional countries which have not imposed any form of controls are all similarly experiencing an uptrend. In any case, the benefits seem to have, so far, outweighed the risks. Eventually, the recovery will depend not only on domestic factors but on external factors as well. Domestic initiatives alone may not be as effective if regional conditions do not improve as foreign investors tend to regard the region as an entity. 

Strong macroeconomic fundamentals notwithstanding, it must be seen that free, uncontrolled short-term capital movements can actually be a disruptive force. What happened in the recent East Asian scenario is now down in the annals as having been brought about, partly, by volatile short-term capital flows. One cannot deny that these unrestricted short-term flows can be very destabilising by the bubbles they create. Unfortunately, little may be done, if not to stem such inflows into an economy through controls. There is now a recognised need for a new international financial surveillance framework which may allow countries to benefit from the advantages of liberalisation and globalisation while minimising the risks and negative aspects of the process. Difficulties aside, nonetheless, such an undertaking is not something to be anticipated in the immediate future. In all, capable institutions and prudential regulations must necessarily complement strong fundamentals in the quest to avoid a similar experience in the future. 

______________
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� It further increased to 149% in December 1997 (BNM 1998)


� It touched 33% in December 1997 (BNM 1998)


� “Currency Turmoil & the Malaysian Economy” Genesis, Prognosis & Response, Mohamed Ariff et al, MIER 1998


� The relaxation in equity policy applies to applications received between 31 July 1998 and 31 December 2000, as well as those already received but pending approval. 


� 2Q1998: -RM5 billion or -1.3%; 1Q1999: +RM8 billion or +2%


� The 3-month intervention rate was reduced by another 50 basis points on 9 August leading to a further decline in banks’ BLRs


� The deepening of the crisis, however, may have forced serious economic reforms. 
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