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NEVER M ND t hat currency controls have a dismal record. Never mind that
they are known to create econom ¢ distortions and add bureaucracy to
gover nnent machi nery.

The fact is, they seemto be bringing about the desired results in

Mal aysia. Currency controls have been in place the past nmonth to, anong
others, insulate the ringgit fromcurrency specul ators. The result: Most
ordinary fol ks with housing | oans or other debts, inporters and conpani es
with forex exposure are heaving a sigh of relief as interest rates tunble
and the ringgit stabilises.

Even the stock market is reacting favourably. It has rebounded nore than
50 per cent fromits | ow of 262 points on Sept 2.

Conpare this with the scenario a few nonths ago. Spiralling interest
rates of up to 18 per cent caused nonthly housing | oan instalnments to

i ncrease by at |east 30 per cent, manufacturers could not operate due to
the high cost of funds, long-termexport orders were not forthcom ng due
to the fluctuating ringgit, inporters had to bear a high cost and
conpani es recorded large currency translation | osses. Al so the stock

mar ket was at its | owest ebb

When Prime M nister Datuk Seri Dr Mahat hir Mhanmad announced that the
ringgit would be de-nerchandi sed fromCct 1, sone Ml aysi ans were unfazed
while foreign investors were dazed and cried foul. The outcry was
under st andabl e as t he basic needs of any foreign investor are that the
profits and principal can be taken out of a country at any tine and that
there be consistent econom c policies and political stability.

By i mposing currency controls, foreigners claimMl aysi a does not
provide free convertibility of the ringgit and has regressed inits
econom ¢ policy. Mrever, they are irked as the authorities had earlier
deni ed runuors of capital control. The sacking of Datuk Seri Anwar |brahim
fromhis mnisterial posts has al so caused political instability, they
say.

But as the dust settles, it is clear that currency controls wll not

af fect genui ne investors and busi nesses, tourists or travellers or
ordinary folk who need to send or bring in noney for valid reasons. Al so,
with all-round support expressed for Dr Mahathir's | eadership, there are
little signs of a political crisis.

It must be noted that currency controls are not permanent. Dr Mahathir
and Bank Negara have stressed that Malaysia will go back to the free

mar ket system when the international comunity acts to curb currency
traders and when the country revitalises its battered econony.

As for fund managers stuck with short-termcapital in the stock or
derivatives markets, Bank Negara has clarified that only the principal
must be retained in Malaysia for a year while capital gains can be
repatriated. Although investors are stuck with the principal, at |east
they can repatriate their capital gains fromthe stock market.

"The objectives of our currency controls are to insulate the ringgit
fromcurrency specul ators and get the econony novi ng by bringi ng down
interest rates. O course there will be sone | eakages, but at |east now
specul ators cannot | aunch attacks on the ringgit when interest rates are
bei ng | owered' says a Bank Negara official. "W had anticipated that the
initial response fromforeigners would be bad as the neasures were sudden
But then drastic econonic neasures |like currency controls cannot be



i mplemented with prior notice. It nmust be inplemented wi thout warning to
ensure there is no manipul ation or capital flight.'

Mal aysia's renmedy for its economic ills, a conbination of capital
control nmethods used in countries Iike China and Chile, is being watched
by other countries affected by the currency turmoil. China's capital

controls are simlar to Malaysia in that the rennminbi is not traded in
international markets, while Chile requires foreign investnents to be
parked in that country for at |east a year (see sidebar).

Thail and's former Deputy Prinme M nister Virabongsa Ramangkura has
proposed |long termcapital controls for the country of up to 10 years
while the Philippines is watching. Brazil's Luis Inacio Lula da Silva, the
| eftist presidential candi date advocates exchange controls like that in
Mal aysi a.

I ndonesi a i s experiencing capital flight on the back of rumours that
capital controls may be introduced. |ndonesia had, during the Suharto era,
toyed with the idea of introducing a currency board but it fizzled out.
“If currency controls had been introduced six nonths ago, they would
probably have been unacceptable. But now, a | ot of people are | ooking at
Mal aysia to see if it succeeds,' says Stephen Parker, a senior research
fell ow of the Asian Devel opnent Bank Institute.

Such controls have suddenly becone quite acceptable. In fact, Malaysia's
control s have seen other regional currencies strengthening and
stabilising. Currency specul ators are keepi ng away.

But Dr C H Kwan, the senior econom st of Nonmura Research Institute is
worried that Malaysia's bold noves m ght spark a trend in the region.
“What is good for Mal aysia may not neccessarily be good for others. |
believe countries that are financial centres, |ike Hong Kong, will not
followthis path.'

Parker says that if Mal aysia uses currency controls as a short term
measure to shore up its financial system then they may be something worth
|l ooking at. "A lot of fear about the new policy is that it will be an
excuse not to reformthe financial system' he says.

The banki ng system needs to be recapitalised to the tune of between RMLO
billion and RML6 billion. At the tine of witing, it is learnt that
Dananodal , the vehicle in charge of recapitalising the banking system
will inject about RMB.6 billion within the next two nmonths. This noney is
likely to conme fromreserves held within the better,' says Dr Jeffrey Koo,
a prom nent banker in Taiwan. Dr Koo is also an advisor to the Tai wanese
presi dent.

The ringgit is pegged at RVB.80 to the US dollar. The free market rate
before controls were inposed was RV4. 20 to the US dollar. Thus pegging the
ringgit benefits inporters, but exporters need to price their products
nore conpetitively or take a | esser profit.

To what extent the peg affects exports, inports and the trade account,

whi ch is a conponent of the current account, renains to be seen. ~One
thing is for sure, exports nust go up while inports nmust cone down,' says
Dr Kwan.

I n previous years Ml aysi a had budget surpluses although its current
account ran deficits of about five per cent. These deficits were financed
by the inflow of foreign direct investnents (FDIs).

But now, with the weaker ringgit pronpting higher exports and | ower
imports, the situation should reverse. The budget is expected to be in
deficit by nore than 3.5 per cent while the current account shoul d have a
heal t hy sur pl us.

An econom st says that one option the governnent has to fund its deficit
is to nop up excess funds that will cone into the systemfrom abroad.

Al t hough there are no figures on how nmuch ringgit is held abroad, it is



estimated that there is at |east RML5 billion, the bulk of which is held
i n Si ngapore.
How much of this actually comes in remains to be seen as Singapore's
banks face a shortage of ringgit, but so far RML1 billion has returned. It
is learnt that custonmers wanting to withdraw their ringgit are being
of fered equi val ent anpbunts in other currencies.
The possibility of FDIs coming in to help finance the rebuilding of the
econony is not bright at the noment except for, perhaps, conpanies
involved in the Multinedia Super Corridor which is exenpt fromcapital
controls.
"This is the cost that Ml aysia pays for its currency controls. Foreign
investors will get jittery with such drastic change in rules.
“China started with curency controls and investors went in knowing fully
wel | what to expect. But Malaysia is starting md-way,' says Dr Kwan. "It
will take a long time for investors to regain confidence.
But then, confidence is a matter of perception and can be built.
Besi des nacroeconom ¢ i ndi cators, one way Ml aysia can build confidence
in the international community is to indicate when the capital controls
will be lifted and whether Mal aysia is ready for the quantum | eap back
into the free nmarket system
If that can be established, then foreign capital will definitely
come back.
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