Salomon: Tests show M’sia
will have healthy reserves

By JAGDEV SINGH SIDHU

MALAYSIA would have a
“healthy cushion” of external
reserves even in the worst-
case scenario, based on a se-
ries of stringent stress tests
carried out to assess the cf-
fects of its capital controls.

Salomon Smith Barney,
which conducted the stress
tests on projected economic
indicators for both pre- and
post-capital controls, said:
“Malaysia has the capacity to
absorb a range of adverse de-
velopments in its external ac-
counts and still retain a rea-
sonably comfortable liquidity
position.”

In its report, Capital Con-
frols Can Strengthen Malay-
sia’s Sovereigh Credit Profile,
the top US investment bank-
ing firm which has been ap-
pointed financial adviser to
the Government and Dana-
modal Nasional Bhd, said it
had put Malaysia’s economic
data through two tests, the
second being the more strin-
gent.

The first stress test as-
sumed that Malaysia would
pay-down a significant por-
tion of its short-term debt —
US$3bil each in 1998 and
1999.

Under a more stringent
test of the first scenario —
reserve coverage of external
obligations — Malaysia’s
forex reserves at the end of
the year was projected o be
1.5 times its total short-term
debt outstanding plus princi-
pal payments due in 1999.

“T'hat mecans Malaysia
could pay-down all of its
short-term debt, meet ils
long-term debt obligations
and still have S0% of ils 1998
reserves,”” Salomon Smith
Barncy said.

In the second “disaster sce-
nario” hypothesis, the firm
assumed that Malaysia would
reduce its short-term debt
outstanding this and next
year, would not replace that
short-term debt with long-
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(1) Assumes same pay-down of short-term debt as in Scenario |, but also assumes current account deficit in 1999,
and no bonds issuedin 1998.

{2) Reserve coverage of extemal obligations is defined as reserves at end of period divided by the sum of short-term
debt outstanding at end of period plus principal payments forecast for following year. Interest payments are
excluded from this calculation because they are already captured in current account balance.
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term debt, would not issue
any new foreign bonds this
year and would run”a current
account deficit next year.

“The lalter assumes zero
growth in cxports in 1999
versus 1998 and that imports
grow by 10%.

“These assumptions are in-
tended purely to illustrate
what might happen to Malay-
sia's external accounts as a
result of domestic economic
recovery (higher imports)
and potential competitive ef-
forts arising from the fixed
exchange rate (slower export
growth),” Salomon Smith
Barney said.

The disaster scenario had
projected that Malaysia
would emerge, at the end of
the year, with foreign ex-
change reserves 2.9 times its

projected principal payments
on long-term debt in 1999,
and 2.3 times more than
short-term debt outstanding
at the end of the year.

“At the end of 1999, pro-
jected foreign exchange re-
serves are smaller than in ei-
ther of the two scenarios, but
they are still projected to be
3.2 times short-term debt
projected for the end of
1999." Salomon Smith Bar-
ney said.

Even after applying the re-
serve coverage of external
obligation test, the firm
found that Malaysia, after
paying down all of its short-
term debt and meeting its
long-term obligations, would
have a 30% cushion of for-
eign reserves.

“This is a thin cushion but

it is a cushion, nevertheless,
under a rather severe test.”

Salomon Smith Barney said
although controls on repatri-
ation of ringgit funds held by
foreigners in Malaysia and
the Government’s reluctance
to reduce barriers on foreign
ownership of Malaysian
banks had affected creditor
assessment of the country’s
sovereign risk, these must be
weighed against three fac-
tors:

® Malavsia's long track re-
cord of liberalisation under
Prime Minister Datuk Seri
Dr Mahathir Mohamad,

@ Reforms that had taken
place before the change in
foreign exchange policies;
and

® The country’s large ex-
ternal sector.
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