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Introduction o '

| 4 The Malays1an economy is one of the most open economies in the
: orld Malaysnas economlc openness has 1ncreased over. the years.
: The rat1o of exports to gross natlonal product (GNP) has risen from 48.2
per cent in 1965 to 100 3 per cent 1n 1996 The trade dependence of the
, , Malaysmn economy 1s mamfest as the total value of exports and
A1mports is tw1ce as large the country’s natlonal 1ncome Structural
changes in the economy smce pohtlcal 1ndependence 1n 1957 have
/ ,rendered the Malays1an economy 1ncreasmgly outward lookmg
(’ The outward lookmg development strategy has paid handsome
| yi_tdlv1dends The economy has been growmg at over 8. 5 per cent per
;annum s1nce1987 The country s per. caplta income has r1sen sharply
mfrom US$304 in 1965 to US$4,465 i in 1996 Rapld economic growth has
. been accompanied by a more equltable d1str1but10n of income and

wealth What is more, Malaysia has been _quite, successful in

— maintaining domestic pr1ce stability w1thout 1nﬂationary pressures.

sty ‘(~Economic openness, [however,E has ’rendered_ the Malaysian
,k;economy susceptible to external ﬂuctualti,ons\,‘ although the jvulnerability
; ot"jthe domestic economy to external inﬂuences has been to some extent
: 1 ameliorated :by domestic policies‘ lt is noteworthy that Malaysia has

, ,been adoptlng fairly sound macroeconomic policies since m1d-1980s with

- budgetary d1sc1p11ne and monetary prudence

, Understandably, Malaysia has been regarded as showcase by the
) World Bank and. the Internatlonal Monetary Fund and as a model by
; _ many developmg countr1es in the reglon and beyond However, the
,' ..:ksharp deprec1at10n of the R1ngg1t smce July 1997 has cast some doubts
. labout the contmuity of Malaysm S 1mpress1ve track record An attempt ‘

is made in this paper to. analyse the current currency crisis and to draw

some pohcy 1nferences



Track Record -
| ~ The Malays1an economy has undergone rap1d transformatmn
’ dur1ng the last three decades, as reﬂected by the dramat1c changes in

~ the sectoral contributions to the gross domest1c product (Table 1) The

" share of the agrlculture sector in gross domestlc product (GDP) has

~declined over the years from 30.8 per cent in 1970 to 12. 8 per cent in

o 1996 notw1thstand1ng cons1derab1e agr1cultural d1vers1ﬁcat10n wh1ch

1ntroduced several commercial crops 1nclud1ng pepper ‘and cocoa The
share of the manufacturmg sector in GDP has increased rap1dly from
14.5 per cent to 34.3 per cent between 1970 and 1996, w1th a particular '
" focus on the electr1ca1 and electronic (E&E) products The share 'of}the
- -vmmmg sector would have been much smaller had 1t not been for the
' fortuitous d1scovery of petroleum ‘

o It is the manufacturmg sector that has played a key role in
| transformmg ‘the Malays1an economy o Slgmﬁcant industrial
restructuring has taken place W1th1n the manufacturmg sector. In
" particular, the share of E&E and chemlcal products in total
Mf";'tmanufacturmg value- added ‘has increased sharply Industr1allsat1on
" began in the late 1950s with 1mport subst1tut10n There was a rad1ca1

“shift from 1mport subst1tut1on to export promotlon in the late 1960s .

“*when it became obv1ous that the domestic market was too small for the

1ndustr1ahsat10n drive.” The 1970s w1tnessed the estabhshment of
‘ many “exports processmg zones in wh1ch multmatmnal corporat1ons

(MNCs) have played a p1votal role In the 1980s, Malays1a opted for a

" second round of 1mport subst1tut1on on account of 1ts amb1t10us heavy

" industrialisation programme ' The heavy 1ndustr1es Whlch the‘ :

s government has v1gorously promoted 1nclude petrochem1cals iron and
““steel and automobile manufacturing. These are among the most

heavily protected industries in the country. =




| ~ Despite the fact that Malays1a is a resource- r1ch country, prlmary
;product1on has declmed in 1mportance over t1me The share of
agrlculture and mmmg in GDP has fallen from 44 1 per cent in 1970 to
;20 0 per cent in 1996 ‘The share of primary exports (SITC 0- 4) in total
exports has also declined from 72 per cent to 22 per cent between 1970
and 1996. By contrast, the share of manufacturmg in total exports has
r1sen sharply ﬁ'om 11.1 per cent to 80.6 per cent dur1ng the same period.
| Surpr1smgly, resource based manufacturmg has assumed a
jrelatlvely low proﬁle Its share of total manufactured exports remams
. }relat1vely small at 23.8 per cent as at the end of 1996 Non—resourced-
based manufactures account for the bulk of total exports Asa matter
’.; I»of fact the Malaysmn manufacturmg sector 1s dommated by the
'( electrlcal and electromcs (E&E) subsector which accounted for 43 per
- cent of total manufacturmg output and 66 per cent of total
-manufactured exports in 1996. , ‘ | &
x _ Forelgn d1rect 1nvestment (FDI) has played a cruc1al role in the
; development of the Malays1an economy.. Indeed trade and mvestment
| are closely 1nterrelated Much of the manufactured exports are
) ,assoc1ated w1th FDI act1v1t1es in, the country ‘Japan, Smgapore the
; \ US and the EC have long been the maJor sources of FDI for Malays1a
More recently, Ta1wan and Korea have emerged as 1mportant mvestors
. in _Malaysla._ FDI has gone into a wide spectrum of manufacturing
, :,Vactiv.ities | rangmg from food processing to the production of scientific
and prec1s1on 1nstruments Nonetheless, _ eléctronics, chemlcals
‘textlles and wood products account for the bulk of FDI interests 1n the
country SRR Co e e "
Malays1a s track record in terms of econom1c performance is very
‘_ " impresswe Its per cap1ta mcome has 1ncreased by nearly fourteen
t_t1mes between 1970 and 1996 The 1nc1dence of poverty (1n terms of

percentage of poor households) in the country has declmed from 49 3 per



cent in 1970 to 8 9 per cent in 1995 The s1gn1f1cant strldes in economlc
' development that Malays1a has accomphshed are also amply reﬂected in
the key soc1o economic indicators. For example the mfant mortahty _
rate has decllne from 40.8 per cent in 1970 to 9.8 per cent in 1996 whlle
h hfe expectancy has 1mproved s1gn1ﬁcantly from 65. 8 to 7 1 7 years
o Ibetween 1970 and 1996 | |
- The Malays1an economy has been reg1ster1ng hlgh growth rates
In the 1970s, the economy posted an average real GDP growth of 7.8 per
Ecent Econom1c growth in the 19803 was also qulte 1mpress1ve desp1te
the recession in the m1d 1980s w1th the economy reglstermg a negative
- growth rate for the ﬁrst time m 1985. The economy has been growing
& at rates averagmg over 8 per cent smce 1987 W1th growth peakmg at9.5
) Vper cent in 1995. )
‘ Tt is also noteworthy that the unemployment rate has declined
shapely from 8.3 per cent 1n 1986 to 2.5 per cent 1n 1996. In fact, the
fj‘i"teconomy has suffered severe labour shortage espec1ally in . the
A' :’»*plantatlon construction and manufacturmg sectors wh1ch has been
filled by 1mm1grant workfotrce ’ There are some 2 mlll1on fore1gn
' 'f:workers in the country of whlch one- half are 1llegal It thus appears
f‘that Malays1a is exper1enc1ng an over-full employment g1ven ‘the large
~‘ratio of guest workers to the local labour force of 9 m1ll1on
O This remarkable that Malay81a has been able to reglster h1gh GDP
TEgrowth w1thout 1nﬂat1onary pressures except durmg the ‘mid- 1970s
" when double- d1g1t inflation was experienced. Durmg the high growth
vperlod of 1978-1996, 1nﬂat10n was kept at low levels at 3-4 per cent In
1996 inflation stood at below 3.0 per cent. >
o The only s1gn of overheatmg for the Malaysmn economy has been _
“"the | growmg deﬁmt in the current account of the countrys Balance of
Payments (BOP) Malays1a has trad1t10nally enJoyed trade surpluses

"f‘"\'(»experlencmg current account deﬁc1ts sporadlcally due to huge deficits in
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the service -account. Fortunately, the overall balance has been in
vrMalays1a S favour thanks mamly to the substant1al FDI mﬂows
_ | There have been growmg BOP concerns more recently, as the country
R ‘:began to face deﬁmts not only in the serv1ces account but also on the
merchandlse trade account in the Wake of slugg1sh 1nﬂow of FDI
The government has been adoptmg falrly hberal economic
p011c1es espec1a11y since the m1d 19805 Under the New Economic
Policy (NEP) durmg 1970 90 wh1ch was, de31gned essent1ally to
., ;v1ncrease the stake of the Bum1putras (1nd1genous people) in the economy
| in an attempt to reduce 1nter-ethn1|c econom1c dlspar1t1es -- the
government kept a high proﬁle in the economy by estabhshmg a number
o “ of state- owned enterprises.. Afﬁrmatlve action had also called for state-
) jmterventlons of sorts. In the aftermath of the recess1on 1n 1985 86, the
, government adopted pragmatrc measures that led to cons1derable
k deregulatmn and decontrol, recogmsmg the prowess of ‘the pr1vate
‘, sector Since the m1d-19805 the government pollcy has been h1ghly pro-
llbusmess w1th the private sector steerlng the ‘course and the pubhc
, sector takmg the back seat : L NI '
. 4 Economlc reforms  since the m1d 1980s have called for
conservatlve budgetary measures and prudent monetary pohcy
; Malays1a has opted for nothlng less than a balanced budget In fact,
’_Malays1a has been postmg budget! surpluses for ‘several years.
, Conservatlve ﬁscal pohcy has been accompamed by a falrly prudent
| -monetary pohcy, W1th the Central Bank pursulng reahstlc 1nterest
rrates However there have been con31derable central bank

. 1ntervent10ns 1n the forelgn exchange markets

_ Economlc Turmorl

Whlle Malays1a has accomphshed much 1n a short perlod of time,

there have been cons1derable ups and downs The :ﬁrst major econom1c



k crls1s expemenced by the country was 1n the m1d—19803 when the

‘ economy suﬂ'ered a severe recession which was attributed to the poor

performance of many state owned enterpr1ses heavy external debts,

overvalued exchange rate of the ngglt and depressed commod1ty

markets The Malaysmn economy, however ‘rebounded remarkably,

; respondmg pos1t1vely to the varlous econom1c reforms that ‘were

: 1ntroduced by the government These reforms 1ncluded pr1vatlsat1on of

many pubhc enterpr1ses debureaucrat1sat10n deregulatmn decontrol

" and the devaluat1on of the R1ngg1t The Malays1an economy has been

vgrowmg at rap1d rates since 1987.

Econom1c success ‘has brought w1th it new challenges The task

of managlng such success ‘has proved to be more dauntlng than that of

h 'creatmg it. Although the Malays1an economy has been fa1rly resilient,

'“'zlt remamed suscept1ble to the external ﬂuctuatlons, the pr1ce all open

'”"economles have to’ pay The currency turbulence since July 1997

o exper1enced by the Malays1an economy is an 1nterest1ng case 1n pomt

i The Malays1an R1ngg1t has deprec1ated by about 30 per cent causmg

shock waves throughout the system The Malays1an stock market has

" also tumbled badly W1th the Kuala Lumpur Stock Exchange plungmg by

Tabout 50 per cent.

B could understand the contaglon effect ar1s1ng from the fall of the Thai ,

The R1ngg1t debacle has taken many by surprlse although one

" Bhat that has spread to ne1ghbour1ng countr1es 1nclud1ng Indones1a
o Phlhppmes Hong Kong and S1ngapore and more recently South Korea

"However the contaglon effect could only prov1de a part1al explanatmn

for the sharp fall in the external valiie of the R1ngg1t For the rest. of
the explanation one has to look elsewhere. EE

It appeared that fundamentals were strong and sohd relatwe to

" that of Tha1land Ph111pp1nes and TIndonesia. On many counts Malaysia

s very d1fferent from these countr1es External debt accounts for only |




30 per. cent of GNP. Short-term external debts form only a ‘small
proportlon of the total Malay31a s savmgs GNP rat1o is nearly 40 per
’) cent. Internat10na1 reserves untll mid- July 1997 were large enough to
ﬁnance four months of retamed 1mports In the banklng sector loans
to property and secur1ty markets accounted for less than one- th1rd of the
total whlle the rat1o of non-performmg loans stood at less than 4 per
’. cent At the macro level Malays1a has been reg1ster1ng budget surpluses
for several years consecut1vely How can we then explaln the currency
turmml? . . : B U T o
| Whlle fundamentals determme the long term exchange rates 1t is
market sent1ments that drive the short term prlces of currenc1es
These sentlments are, more often than not are based on percept1ons
rather than facts and ﬁgures The 1nterpretat1ons of facts and ﬁgures
4 , are also often tamted by perceptlons ‘Be that as it may, one must not
1gnore a maJor ﬂaw namely the huge current account deﬁmts in_the
’k country’s balance of payments. The percept1on was that the BOP
current account deﬁc1t would get Worse, not better in the near term |
In 1995 the ratlo of BOP currenq account deﬁc1t to GNP Was 10 8
- percent. In 1996, the s1tuat10n seemed to have 1mproved s1gn1ﬁcantly,
| as this ratio was reduced to 5 6 per cent Nonetheless, the perceptlon
remalned that 1t would worsen in 1997 and the next few years. ThlS
percept1on was based on the expectatlon that the government would
1mplement several mega prOJects Wh1ch would cause a. dent in the
balance of payments glven the h1gh 1mport content of these prOJects and
the possible d1vers1on of resources from the traded to the nontraded
sector _This fear Was compounded by the RM2 1 b11110n trade. defic1ts
reported for the January-June 1997 permd p o
| X Although the BOP s1tuat1on had 1mproved in 1996 there were
. concerns about the way 1n wh1ch the deﬁc1t was ﬁnanced Not only was

there a RM13 b1ll1on current account deﬁmt there was also an outﬂow of
, .



long term cap1tal in the form of reverse investments” by the Malays1an
| ﬁcompanles to the tune of RMG 6 b1ll1on The Central Bank could also
1ncrease its external reserves by about 'RMBS. 2 b1lhon desp1te the
| current account deﬁmt FDI 1nﬂows could cover only a part of all these.
The rest of the ﬁnance came in the form of short- term cap1tal 1nﬂows
ﬁ estlmated at RMl 1. 2 b11110n Herem lay the seeds of the currency crisis
* that was to unfold in July 1997. The short-term cap1ta1 has always
" beent notorlously volatile. It could move out as fast as it moves in. Any
‘ crack in the confidence, perce1ved or real could trigger a massive
| toutﬂow of such short term funds.
| | Concerns about BOP referred to above were exacerbated by the
. ifact that FDI mﬂows 1nto country 1n the first 6 months of 1997 dechned
by about 45 per cent This led to fears about Malaysms ab111ty to
‘ﬁnance the'kdeﬁci:ts Many fund-managers and stock- brockmg ﬁrms
 were worrled that Malay51a w1ll have to run down its external reserves
- Eand/or resort to external borrowmg v
" In the domestlc sector, a cause of concern has lately been the
rap1d growth of overall money supply (MS) at rates exceedmg 20 per cent
per annum. What is more, bank loans have been growmg even faster
" at rates’ surpassmg 30 per cent per annum Apparently, the Central
B Bank was 1nJect1ng 11qu1d1ty to prevent 1ncreases in interest rates " The
: :base lendmg rate (BLR) of commerc1a1 banks hovermg at 9. 6 per cent
| was con81dered hlgh At the margm real 1nterest rates have rlsen
wsharply, given the low rate of 1nﬂat10n in the economy Loans glven to
o v‘the “unproductlve property and secur1ty sectors have been growmg ata
- much faster pace than that extended to the manufacturmg sector
There have also been conderns about property pr1ces whlch many
analysts tended to v1ew unfavourably, g1ven the ant101pated oversupply
- 'condltlons All these must have also contrlbuted 'to the currency

crunch., N



o Some pohcy pronouncements made in the mldst of the loommg
‘uncertamtles ~seem. to have backﬁred due to wrong t1m1ng For
‘_example the dec131on by the Central Bank to limit bank loans for
‘ vproperty, stocks and shares de81gned to dlvert resources from
unproduct1ve speculat1ve act1v1t1es to productlve sector although’
| | well-1ntent1oned unfortunately came at a t1me When the local stock
| market was already under sedatlon Such pre emptlve measures were,
1,however, seen as Warnmg s1gnals by the market operators -
‘4 o The 1998 Budget unve1led in. October 1997 could not prevent a
,‘.:deepemng of the currency crisis. The Budget 1ntroduced several ﬁscal
_‘,measures to increase exports ‘and to reduce 1mports The carrots
, v_‘;offered in the Budget 1ncluded export allowances remvestment
. mcentwes and reduction in the corporate tax. rate from 30 per cent to 28
per cent. Budget tlghtenmg took mainly the form of i increases in import
| duties on consumer durables, cutbacks in government expend1ture and
shelvmg of several mega prOJects Valued at RM65 5 b11110n Later in
December 1997, the Finance Mlmster announced several austerlty
measures wh1ch 1nc1uded an 18 per cent government expendlture cut,
;‘ l freezmg of reverse 1nvestments reductlon of targeted growth rate for
\(‘_‘1998 from 7 per cent down to 4 -5 per. cent and postponement more
i‘:;,mfrastructure pro;ects RTINS | ,
| » To be sure, the currency CI‘lSlS represents a temporary setback as
_‘_the real sector 1s m a fa1rly good shape The recovery process will,
’however depend cr1tlcally on the pohcy measures that the government
l:, w1ll adopt Itis unfortunate that there has been too much rhetor1c and

., too httle substance in terms of 1mmed1ate pohcy response.
\ :Systemlc Problems

It 1s 1mportant that the pol1cy makers recogmse that all is not

:well W1th the domest1c economy and that one cannot blame 1t all on
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V‘external factors’ There is certalnly a need for the pohcy makers to
l,come to terms w1th the new reahties and to set the house in order |
- " The Malaysmn economy has been growmg too fast at rates
" jllaveraglng 8.5 per cent per annum during the last 10 years Growmg
o 'current account BOP deﬁmts are a sure sign of overheatmg, although
- 1nﬂat10nary pressures have been defused thanks mamly to the presence
of fore1gn workers. The latter have helped prevent a wage-push
inflation by depresvsmg wages and a demand-pull 1nﬂatlon by
: 'repatriatlng their ear_nlngs. There is certalnly a need to rein in on
growth A run- awaygr’owth has serious cost implications, as it could
" strain the country’s balance of payments and ﬁnanc1al system The
: 'actual real GDP growth rates have exceeded the potentlal” growth rate
B (Chart 1), where the latter is deﬁned as one that would not exert upward
" 'pressure on wages and pr1ces It is thus 1mportant to brlng the growth
o rate 'down to what is cons1dered potentlal or opt1ma1
e It is also disturbing to note ‘that the hlgh GDP growth rates
o experlenced in recent years have been largely 1nput-dr1ven, w1th more
" and more cap1ta1 and labour‘ and not product1v1ty driven, as 1ndlcated
.1\,:’ by the dechmng Total Factor Product1v1ty (TPF) (Chart 2) That
- :capltal has not been used very efﬁ01ently may be 1nferred from the fact
that. 1ncremental capital output ratlo (ICOR) has been rislng sharply
- (Chart 3). However, the sharp increase in ICOR may be partly due to
H'heavy investments in infrastructure W1th a long gestatlon per1od
""Labour product1v1ty has been lagglng beh1nd wage 1ncreases w1th r1s1ng

unit ‘labour costs, although it has been rising at a decreasmg rate in

‘recent years (Chart 4). Nevertheless, ‘there are s1gmﬁcant inter-

industry variations, -with the transport equipment 1ndustry registering '

the sharpest 1ncrease in unit labour costs and the textile 1ndustry

e experlencm g the least the only exceptlon being the chemlcal and plastlc

o 1ndustry where ‘unit labour post has fallen markedly durmg January-

Y




; 'July 1997 (Table 2). There ‘were also 1nd1cat10ns of an exchange rate
: vovervaluatlon of the Malays1an currency from 1992 onward with the
:“Jreal effect1ve exchange rate d1verg1ng from the nommal exchange rate
 (Chart5). R R

§ Shortage of capltal and labour has been overcome through
wllmportmg forelgn capltal and labour ThlS is a dangerous recelpe, as
Lthere are hmlts to the 1mportat10n of capltal and labour Forelgn short-
term capltal is hlghly volatile and senS1t1ve, whlle long term capltal is
_hard to come by as. many countrles compete to attract FDI Foreign
labour is really not as cheap as it may appear, as the soc1al costs far
:"exceed the ~wages pa1d by the employers Malaysm should learn to
produce more with less capltal and less labour by 1mprov1ng the
product1v1ty of cap1ta1 and labour. ,

” : Malays1a invests nearly 45 per cent of GNP, wh1le its savings
‘:amount to about 39 per cent of GNP. ‘There 1s a need to close the
TA dornestlc resource gap by usmg cap1ta1 more carefully and by 1ncreas1ng
national ~savings. Nonetheless, FDI must contmue to play an
| 1mportant role, even if the domestlc resource gap. 1s ehmlnated For
, domestlc capital i is no subst1tute for FDI It is. 1ncorrect to v1ew the
y latter purely as ﬁnanc1al ﬂows, as they brmg w1th them new technology,
marketmg know-how and new managenal skills, . all of which have a
‘ipowerful demonstratlon effect on local 1nvestors To put, 1t dlfferently,

the external economles assomated w1th FDI are far more 31gn1ﬁcant,

L than that of domestlc 1nvestments e o

Malays1a S dependence on forelgn labour 1s a dlfferent story
There are some 2 m11110n guest workers in the country Iti is est1mated

that nearly one- half of them are. 1llegal workers The number 1s too

e large, g1ven the small local workforce of 9, mllhon , AWhlle the

- overpresence of forelgn workers has kept wages low, thereby

. ; mamtammg the compet1t1veness of Malaysmn BXPOI’tS it has 1mpeded
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* structural adJustments that m1ght have otherw1se taken place Higher
'H:wages would have forced firms to adopt labour- -saving productlon
" methods and raise labour product1v1ty, thereby taking the economy up
the technology ladder The heavy dependence on forelgn workers
"""seems to have adversely affected technology transfers as ﬁrms are
- unw1111ng to mvest m guest workers who may not stay long enough
lealaysm is ‘thus r1sk1ng the danger of belng trapped in a low level
'technology equ1l1br1um -
‘ ’ Bes1des forelgn labour is not as cheap as it m1ght appear, as the '
‘s001a1 costs clearly exceed the pr1vate costs to the employers H1gh
soc1a1 costs which take such forms as strams on medical amenities,
"f;introductlon of new dlseases and 1ncrease in crlme rates, 1mply that
society 1s subs1dlsmg the firms that employ such workers What is
‘ ‘\~'Amore the large presence of guest workers has also dented the current
Ak account of the countrys balance of payments through 1ncome
J :remlttances Assummg that each guest workers sends home RM250 a
‘month 2 mllhon of them Would be rem1tt1ng some RMG bllhon a year
Wthh is probably a gross underest1mate S ‘ ' (
G "This is not to deny the pos1t1ve contr1but1ons of forelgn Workers
In the1r absence, the economy would have grown more slowly and wages
'would have chmbed more steeply ‘and 1nﬂat1on would have risen more
"rapldly The pomt made herie is that all th1s is not W1thout h1gh costs to
the economy “To put it d1fferently, Malays1a may have forgone long-
term gams for short term beneﬁts by resortmg to the 1mportatlon of
forelgn workers too early o T '
& Another serious problem faced by the Malaysmn economy 1s the

" recent | phenomenon of reverse 1nvestment flows. " In 1995- 96, reverse

" jnvestments by’ Malays1an companles amounted to about RM13 bllhon v

" In the first seven ‘months of 1997 reverse 1nvestments exceeded RM7

- b1ll1on It is not d1fﬁcult to craft a case in favour of such 1nvestments
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as; they help not only to establish equlty hnkages but also to penetrate
. mto the host country markets The mam dlfﬁculty however arlses from
the fact that these 1nvestments have stramed the cap1tal account
w1thout easmg the current account of the balance of payments ‘In
other words, Whlle the massive outﬂows have weakened the capital
,' account there has been very httle 1nﬂow in the form of 1nvestment
twmcomes in the current account Perhaps, it is too early for these
1nvestments to brmg home proﬁts But the fact remalns that 1t is
| unwise to 1ncrease such 1nvestments at a t1me when the country is
“experlencmg severe BOP deﬁmts A country must generate enough
j\ surpluses to. effect the “real transfer” assoc1ated w1th capltal exports
AAThe dlfﬁcultles are compounded by the fact that the bulk of the reverse
,mvestments have gone largely mto the development of 1nfrastructure
:development and tour1sm-related act1v1t1es which have a longer
. gestation period before harvests , ‘
_ The serv1ces account of Malays1as balance of payments has
5 'always been in. deﬁc1t In .an attempt to reduce this deficit, the
. | government has been promotlng local sh1pp1ng and insurance for many
years. w1thout much result Apparently, Malays1a does not have a
:potentlal comparatlve or. compet1t1ve advantage in shlppmg -and
’:y 1nsurance, as the local ventures have falled to grOW up over. t1me This

does not mean that nothlng can be done about the serv1ces account
g deﬁc1t To be sure there are. several other services areas- in which
Malaysua can develop 1ts own mches Tourlsm 1s a clear candldate
| i Malays1a has been qulte successful in attractlng tourlsts in recent years, '
', .‘ | but 1t isa late comer compared W1th Thalland or Indones1a Educatlonal

servmes represent yet another potentlal area, and 1t was only recently

‘ that the government has begun to look serlously at the prospects of
A_‘.iexportmg educat1ona1 serv1ces by turnmg MalayS1a 1nto a regional

TMcentre for hlgher educatlon Ernancral servrces’_:are_ {also viewed in
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‘ 731m1lar hghts for transformmg Malaysra 1nto a reglonal ﬁnanc1a1 centre
" The fact, however remams that the serv1ces sector is over regulated
. ) and over-protected and that they cannot compete 1nternat10nally |
8 | The manufacturmg sector now accounts for about 35 per cent of
k 'the country s GDP The manufacturmg share is l1kely to level oﬂ' after
reachlng the 38 per cent mark It will plateau for a whlle before it
“'/\'beglns to dechne as 1t has happened in many 1ndustr1ahsed countr1es
In other words the manufacturmg sector cannot be the ¢ engme of
R growth” for long | The Malayslan economy needs a new “locomot1ve” to
w2 propel the economy The serv1ces sector is thus seen as the new engme,
; i'but it is by no means ready to play th1s role. This sector has been
E bprotected for too long. This sector is too inward- look1ng There 1s a
need to reor1entate the serv1ces sector by exposmg them to greater
- fore1gn compet1t1on ‘which calls for a gradual and orderly hberahsatlon
and deregulation of the services sector AN | o
The 1mportance of a sound bankmg system can hardly be
l‘exaggerated Wlthout a doubt Malaysms financial system has been
e restmg on sohd grounds The central bank has always been a good
'watchdog It has adopted a fa1rly prudent monetary pohcy However |
b there are 51gns that there 1s too much l1qu1d1ty in the system Broad
& money supply, M3 ‘has been growmg at/over 20 per cent per annum in
" recent'y years. More alarmmg is the rap1d expansmn ‘of bankmg loans
. whlch have grown at the rate of over 30 per cent per annum It appears
fyi,that bank cred1t for speculatlve and property sectors and non traded
' sector act1v1t1es has grown more than that for the manufacturmg and
l /“"other traded sector act1v1tles Interest rate d1fferent1al between depos1t
and lendmg rates have w1dened over the years Lack of transparency
" has often led to rumours that undermme the fa1th in the bankmg system

- 'durmg uncertamtles There are also’ concerns about growmg non-

- performlng loans. Tough actlons taken by the central bank durmg
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dlfﬁcult tlmes can force even firms with sound fundamentals to fold up.
‘ v ‘Tough measures durmg bad tlmes may lJust as 1mprudent as the lack of

‘, them dur1ng good t1mes

Rap1d economic growth since 1987 d1d cause strams on the

- country’s 1nfrastructure Malays1a has always pr1ded itself as one of

) ' the few developmg countr1es w1th good 1nfrastructure fac111t1es
| ~;‘ ‘Indeed one of the main attract1ons of Malaysw for FDI has been 1ts good

“ _11nfrastructure There were concerns. 1n the early n1net1es that
‘, ) 'Malays1a s 1nfrastructure was laggmg behmd economlc growth Hence
}f the renewed 1mportance attached to . 1nﬂ'astructure development

pro;ects It appears that Malays1a was overzealous in 1ts 1nfrastructure

- development dr1ve in recent times. The clustermg of many multi:

bllhon dollar prOJects seems to have stramed the economy by d1vert1ng
_ resources away from traded-sector act1v1t1es and by i 1ncreas1ng imports.
_;,The 1998 Budget unvelled in October 1997, postponed or shelved
, several mega projects valued at over RM65ib1ll10n, _ More prOJects were
shelveid later in December 1n 1997 as. part o}f the emergency measures,

.as the currency crisis deepened The ‘message: 1s loud and clear while

| _,wmfrastructure development must keep pace W1th econom1c growth it

must also be kept within manageable l1m1ts r

,TheWayForward e ree, i, : et e
| Econom1c cr1ses are, somet1mes blessmgs in dlsgulse as 1t tends to
: have a humbhng effect on people at the. helm and forces them to take a
: hard look at themselves, get the1r bearmgs r1ght sh1ft gears, and change
d1rect10ns Econom1c cr1ses compel pohcy makers to be pragmatlc and
, down to- earth . Thus, the currency, crﬁus may be seen essent1ally as a
, market correctlon 1n .the face of an overheatmg economy W1th an
v overvalued currency. However the market is by no means perfect as

| , 1t tendsto overshoot, causmg excesswedeprematlon W1th the pendulum
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h "swimggmg to the other extreme where the R1ngg1t is grossly
" undervalued. It w1ll take a while before the dusts settle and th1ngs
anormallse Thmgs w1ll probably have to get worse before 1t can get
i”better\ T ‘
o There mlght have beenI an 1mp1031on in the Malays1an economy, if
'the R1ngg1t d1d not deprec1ate along w1th the currenc1es of other East
k(As1an countnes Malays1a would have lost its export compet1t1veness |
:' caus1ng”the export sector to contract with severe unemployment
consequences. It is in th1s sense that the currency cr1S1s has averted a
Mbigge’r real sector crisis This does not necessanly mean that the real
© sector of the economy is now safe Far from 1t To be sure, the
"!:ﬁnanmal sector crisis w1ll 1mpact on the real sector as well sooner or
| .later through r1smg costs in general and 1nterest rates in part1cular
" The recovery w1ll be delayed by the lack of conﬁdence 1n the
"currency and the ﬁnanc1al system Cap1tal ﬂlght in search of safer
"~ havens would exacerbate the dn’:'ﬁcult1es, causmg the R1ngg1t to sp1ra1
" downward and interest rates to soar upward It is ot easy to restore
5 conﬁdence, espec1a11y when transparency is lackmg There are
1mportant lessons of governance in all these not only for the government
sector but also for the corporate sector ‘ '

All  these notw1thstand1ng, one must not overlook or
underestlmate the pos1t1ve side of the R1ngg1t deprec1at1on It w1ll
. st1mulate exports ‘even though some of the advantage of the weak

/ R1ngg1t may be offset by r1s1ng cost of 1mports ‘and other costs It will
\also stlmulate the domest1c sector ‘as demand gets d1verted from

iexpenswe 1mports towards cheaper local subst1tutes Th1s, however

o may not be sufﬁc1ent to prevent a maJor slowdown in the countrys

~ economic growth in 1998 and 1999 as the government and the corporate

sector must t1ghten the belt and b1te the bullet - o

i



The fundamentals of the Malaysian economy remain strong. Be
that as it may, strong fundamentals can assert themselves only in the -
long run It does appear that the Malaysmn economy is still the
strongest among the alhng ones in the region. But then, it is not good
enough if Malaysia puts its own house in order and others do not.
Malaysia’s econornic recovery will depend also on that of the
nelghbourmg countrles, as foreign investors tend to look at the region as
a whole | , , ,

The medlum and long-term prospects seem bnght prov1ded that
‘Malaysm has the will to address the challenges dlscussed above. Ifthe
Malaysmn expenence of the m1d-19803 is anythmg to go by, one can be

very conﬁdent about Malaysia’s future prospects
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Table 2
Manufacturing Sector: Labour Productivity, Real Average Wage and
, Real Unit Labour Cost by Industry
(Annualised % Rate of Change During Jativary-July 1997)

, ‘Labour Real Average Real Unit
Industry Productivity Wage - Labour Cost
All Manufecturing | 10.8 200 . 83
vﬁi‘ec;ricél, elgétronics&machinery ,12.3 283 - 14,0
Tcxﬁlés, apparel and f;)btwear 53 7.4 _ 1.9
Chémica]s, chemical and plastic products 22 9.4 -10.3

Transport equipment A 5.5 S 182

Source: Ministry of Finance, Malaysia, Economic. Report 1997/98.

:
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Chart 2.

TFP growth and Trend TFP growth
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Chart 3

_Malaysian Economy - COR and ICOR

|
i
i

3.0000

| 2

1.0000 T T T T T T T T T l‘._ T T T T ™ Y T -
™~ o =) g v g [ 3{ v g [ it 0 = § - =~ o g ‘\n
3 0 % =Y - . - -3 =3 =3 ) =]
2% 8 & & .%8 & & & '8 & .8 %8 € § &:. 8§ §
Source: MIER

23



Chart 4

Manufactunng Sector - Real Unit Labour Cost, Real Output per
Employee and Real Wage Cost per Employee
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