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Currency controls the best way out

Dr Mahat hir Mhanmad

ABQUT a year ago | spoke in Hong Kong on the Asian financial crisis and
the need to regulate the activities of currency specul ators to protect
devel oping countries fromhaving their limted wealth destroyed. M ne was
a voice in the wilderness and ny views were regarded as ridiculous in a
worl d that was noving rapidly in the direction of ever greater

gl obal i sati on, deregul ation and |iberalisation.

VWhen borders and the obstacl es against free trade were being di smantl ed,
how coul d anyone tal k of regulating the free flow of capital worldw de?
Regul ation would stifle international investnents by the rich which woul d
hel p the capital -poor countries to grow.

Mal aysia of all countries should not talk of obstructing capital flow
because it had benefited greatly through Foreign Direct Investnents. Not
only was Mal aysia's industrialisation the result of investnments by
foreigners, but the Ml aysian stock market, the biggest in Southeast Asia
was enriched greatly by massive injections of capital fromthe rich
countri es.

The capitalisation of the Kuala Lunmpur Stock Exchange rose to around
US$350 billion foll ow ng road-shows conducted by Ml aysi an conpanies to
attract institutional investors fromthe Wst. So why should Mal aysia tal k
of curbing the activities of foreign funds, including the hedge funds?

Mal aysia is no nore capabl e of predicting the future than anyone el se.
No one actually predicted the extent of the econom ¢ turmpil which now
engul fs the whole world. No one can claimthey expected that the financia
probl ens of Thai banks woul d spread so widely that today not only is the
whol e of East Asia affected, but Russia and Latin Anerica are al so
af f ect ed.

Even the great United States of Anerica is not beyond being affected by
the turmoil which began in East Asia as denonstrated by the effect of
massi ve | osses by the Long- Term Capital Management Fund in its investnents
in affected countries.

As | said, Malaysia did not foresee the extent of the damage that could
be caused by the currency tradi ng of the hedge fund nanagers. Ml aysi a was
concerned largely with the possible effect on the devel opnent objectives
of the country.

Many experts tal k about fundamentals, about confidence, about herd
instincts and contagion effects. It was suggested that sound fundanental s
and good transparent financial managenent woul d prevent contagi on and the
flight of capital

Countries of Asia would do well to reformtheir financial systemin
order to create confidence anong the people who control the flow of funds.

Mal aysi a was and is not convinced that currency traders do business
based on their confidence or lack of it in any country. W believe they
are notivated by pure greed, by their desire to make as nuch profit for
their funds as they can, irrespective of the cost to others. If they have
to destroy the wealth of countries and the |ivelihood of poor people they
woul d not hesitate to do so, if there is good profit to be nade.

We believe, and we said so, that currency traders are not specul ators
but are mani pul ators instead. The difference is that while specul ators
depend on their perception of the trend of the market and they place their
bets accordingly, nanipul ators know eactly what direction the narket woul d
t ake because they have the capacity to mani pul ate the narkets. Thus if



they want the currency to be deval ued, they can do so sinply by repeated
selling of that currency until the target is achieved.

O course, central banks may defend the currency by buying it
repeatedly. But the capacity of the central banks is limted by the
reserves they hold. For devel oping countries |ike Ml aysia the usua
reserve woul d be around US$20 billion.

But hedge funds can | everage their funds by twenty tinmes through credit
made avail abl e by gi ant international banks.

In the case of Long-Term Capital Managenent Fund, for their US$4
billion, they were able to borrow US$120 billion and | everaging on this,

t hey obtained credit ambunting to US$1 trillion.

Bet ween t he hedge funds which are involved in currency trading, they
hol d about US$180 billion. Leveraged by 20 tines even, they woul d have at
their disposal US$3.60 trillion. No central bank can match them Defending
a currency under attack is an exercise in futility.

But hedge funds are not the only ones involved in currency trading. The
bi g banks worl dwi de have made currency trading their principal activity,
their main source of profits.

Clearly these funds have unlimted resources to nani pul ate the market.
They can buy or borrow any amount of any currency and sell to deval ue.
They are in a position to devalue any currency at will. They are not
dependent on the vagaries of the market at all

If they want to short-sell any currency they can do so. And, of course,
they can literally determ ne how nuch profit they want to nake for
thensel ves. Their investors believe that the size of the funds they invest
inwill ensure that they can never | ose. How can they when they can
reval ue or deval ue according to the profit-naking plans that their Nobe
| aur eat es had desi gned.

Clearly these funds and their managers have trenendous power, power
whi ch far exceeds those of Governnents and countries. This power is rea
and the exercise of this power not only brings profits for thembut can
actually force Goverments, affected or not, good or bad, to cringe and
kowt ow bef ore them

They, the funds' managers, can actually force the Governnents of the
countries they attack to submt to their whins and fancies. In fact, they
can and they have brought down CGovernnents.

Wth this enornmous power, it would be a miracle if they do not becone
corrupted. W repeat, ad nauseam power corrupts and absol ute power
corrupts absolutely. The hedge funds and the great banks of the world have
absol ute power and they are, therefore, absolutely corrupted. They woul d
abuse that power to satisfy their greed. The LTCM debacl e has proven this
to be true.

Thi s was what Ml aysi a saw when we condemed t he hedge funds and
currency trading. W saw shadowy figures in the world's financial centres
wi el di ng enornous power without any rule or regulation or norality. W saw
t hem expl oi ti ng devel opi ng countries |ike Ml aysia which had reached a
certain stage of devel opnent and is, therefore, rich enough to nmake their
ki nd of financial abuse profitable to them

And since no one supervises these funds, and there are no regul ati ons,
rules or laws for themto subnit to, there is nolint to their quest for
quick and imtless profits. Countries and people nust suffer as a result.

That was what we saw and it was this that frightened us. It was the
possi bility of unending suffering fromthe destruction of what we
pai nstakingly build every tinme. Human greed can only be curbed by human
soci ety.

If society gives a free hand to powerful, greedy individuals they will
destroy everything in order to satisfy their lust for wealth and power.



They will destroy society itself.

When Mal aysia urged either the abolishnent of currency trading or
regulating it, we had not taken into account the role of the I M
(I'nternational Monetary Fund). This relic of the defunct Bretton Waods
system has now becone an i nstrunent of the rich to domi nate the poor.

The I MF is supposed to pronobte the restructuring of the financial system
of the devel oping countries in order to inprove their econonic
performance. But the renedy it proposes seens nore |likely to destroy the
econom es than to inprove.

In the end, the banks and corporations will fail and their Governnents
bankrupted. Knowing this, the clients of the | M would refuse to conply
but, if they refuse, the currency traders and the stock-market raiders
woul d deval ue the currency and the shares.

Thus, the devel oping countries would conply with the demands by the | M-
i ncl udi ng opening up the narkets. Wth the shares scrapi ng bottomand the
currency deval ued, the foreign banks and corporati ons woul d be able to buy
up the banks and all the businesses at rock-bottom pri ces.

Bet ween the | M-, the currency traders and the big foreign banks and
corporations, between themthey would be able to buy up all the worthwhile
busi nesses in the devel opi ng countries under | M- control. Once they have
control of these businesses, it would be an easy matter to strip the
assets or to refloat the econony and control the countries conpletely.

Maybe, Mal aysia is paranoid but what has happened today has shown that
it has reasons to fear, to be paranoid even.

Mal aysi a appeal ed to everyone to regul ate currency tradi ng. Mst |aughed
at Mal aysia for not understanding the workings of the world financial
system for not understanding herd instincts, the role of confidence etc.

A few, and this includes the | M-, hunpoured Ml aysia, promi sed to study
and then did nothing. Tinme was running out and the Mal aysi an currency and
shares were falling rapidly. In neighbouring Indonesia the currency had
fallen through the bottom Could Ml aysia wait while the | M- and ot hers
fiddl ed?

Believing that the world, especially the rich and powerful, would not
hel p, Mal aysia decided to do things onits owmn. It toyed with the idea of
adj usting wages and prices to reflect the exact |evel of deval uation.

Thus if the currency is deval ued by 20 per cent, then all wages and
prices woul d be increased by 20 per cent. This way the peopl e woul d not
feel the effect of the currency deval uation. But the inplenmentation of
this solution would be too conpl ex.

The best way was to isolate and insul ate the Mal aysian currency fromthe
ot her currencies of the world. The ringgit should be | egal tender only
wi t hi n Mal aysi a.

Any ringgit found outside Mal aysia woul d be prohibited from bei ng
brought back into the country. This nmakes the ringgit outside Ml aysia
conpl etel y wort hl ess.

O course, nost of the ringgit outside is not in the formof cash. Such
of fshore ringgit would have to be reflected in Vostro accounts in
Mal aysi an banks. Any of fshore transaction nust involve transfers fromone
Vostro account into another Vostro account in Ml aysian banks. To stop the
of f shore ringgit frombeing |l ent, bought or sold and so to have val ue
abroad, transfers fromone Vostro account to another is forbidden. Thus
| endi ng or sale of offshore Malaysian ringgit will not be acknow edged in
Mal aysia. Since the ringgit is not |egal tender outside of Ml aysia,
owni ng Mal aysi an ringgit abroad becones quite neaningl ess.

For the first nonth the offshore ringgit may be transferred back to
Mal aysia. After that it may not be transferred at all, thus rendering the
of fshore ringgit usel ess and wi thout any val ue.



Wthin the borders of Malaysia the ringgit remains | egal tender and can
be used for all transactions including the purchase of all foreign
currenci es. The exchange rate of the ringgit was fixed at RML to US26
cents or RM3.80 to the US$1l and to the dollar equival ent of all other
currenci es.

Since the exchange rates between the US dollar and other currencies
fluctuate, obviously the exchange rates between the ringgit and ot her
currenci es except the dollar will also fluctuate. But this is not nmuch of
a probl em as changes can be nmade to the exchange rate agai nst the dollar
in order that the conpetitiveness of Ml aysian products will be
mai nt ai ned. However, this will not be done until every avenue for ensuring
conpetitiveness has been expl ored and appli ed.

A fixed exchange rate can only be regarded as fixed if it remains at the
| evel for a considerable | ength of tine.

Besi des t he exchange rate of the ringgit, Ml aysia has al so insul ated
its stock exchange from bei ng nmani pul ated by foreigners who care nothing
for the well-being of Ml aysian conpanies or its people in their quest for
quick profit fromcapital gains.

Today, as result of the neasures we have taken, the share prices reflect
t he performance and asset val ue of the businesses nore closely. Oher
nmeasur es have been taken to prevent mani pul ators fromdeliberately
bankrupting t he busi nesses so they may buy them cheaply, probably in order
to strip assets.

We can expect the greedy foreign capitalists and their collaborators in
their Governments and other institutions to try to underm ne the neasures
we have taken. They would want to force us to submt to themagain. But so
far we have been able to withstand their attenpts.

In the first nmonth of the inplenmentation of the new strategies the
performance of the Ml aysi an econony has been quite encouragi ng. Reserves
have i ncreased and busi ness has generally inproved. The slide into
contraction has been slowed. Foreign direct investnent has not been
adversely af fected.

Investors, both foreign and local, are finding that the fixed exchange
rate nakes forward planni ng easier and nore reliable. Business needs
predictability of the future environnent and the fixed exchange rate
provi des this.

Exchange rate control is not the same as control on capital flows.
Capital can flowin and out of Malaysia w thout restriction.

In even the nost devel oped countries the novenents of currency in and
out of the country are recorded and controll ed.

O course, many devel opi ng countries require such novenents to be
decl ared. So what Mal aysia has done is only to enforce currency novenent
regul ati ons so as to be able to control the exchange rate.

Because capital can flowin and out of Ml aysia, foreign investnents and
foreign trade are not affected. Trade settlenments have to be in foreign
currency because the ringgit has no val ue outside Ml aysi a. Foreign
currency nust be changed into ringgit to pay for all transactions in the

To take out noney the ringgit nmust be changed into foreign currenci es.
As Mal aysia has a | arge trade bal ance and m ninmal foreign short-terml oans
there will be no shortage of foreign currencies.

Since the inplenentation of the fixed exchange rate and the enforcenent
of the rules regarding the novenent of noney in and out of the country
there has been no maj or problem

The allegation that Malaysia is isolating itself fromthe internationa
community is conpletely without basis. Malaysia is a trading nation. It
just cannot isolate itself if it wants to trade. A fixed exchange rate
facilitates trading



Hedging is no | onger as necessary as before and this reduces the cost of
trading in goods and services. Long-termcontracts for supply or
construction can be entered into in ringgit w thout having to worry that
it may lose its purchasing power during the period of the contract.

There is, of course, a need for Ml aysia to conserve forei gn exchange.

I mports nust therefore be linted to essentials and exports exhanced. A
"Buy- Made in Mal aysi a" canpai gn has helped a lot in slowi ng the outfl ow
of funds. Travel abroad is possible but funds taken out in foreign
currencies have to be linmted. The limt is reasonable and not too
restrictive.

Mal aysia is mndful that it has a mediumsized airline and the viability
of this airline depends on the number of Ml aysians travelling in and out
of the country. We cannot restrict travelling too rmuch.

Clearly the control of the novenent of nobney and the restriction of the
Mal aysi an ringgit going out of the country is a limted exercise which is
not noticeably nore than the controls by many countries, devel oped and
devel opi ng, over the nmoverment of noney crossing their borders.

The main ef fect of Malaysian restriction on currency novenent is to
prevent the Malaysian ringgit frombeing traded by currency traders. To
themthe ringgit has zero val ue sinply because to trade they will have to
have the ringgit outside Malaysia. Any ringgit outside Malaysia will not
be all owed to be brought back into Mal aysia in whatever form

Since the ringgit is legal tender only in Ml aysia, not being able to
bring the ringgit back into Mal aysia nmakes it useless. Therefore, the nain
| osers as a result of Malaysia's control over the novenments of the ringgit
are the currency traders.

But who gai ns? The Western detractors and their nmedia are quick to
broadcast that the beneficiares are the cronies of the Governnent of
Mal aysia, as it is an Asian Governent.

The Governnent of Mal aysia has no cronies. W believe in co-operating
with the private sector sinply because the revenue of the Government cones
largely fromcorporate taxes. Twenty-ei ght per cent of the profits of the
private sector belong to the Governnent. In hel ping the private sector to
make profits we are actually hel pi ng oursel ves, the Governnent.

The neasures taken by the Ml aysi an Governnment will benefit the whol e
busi ness comunity, local and foreign. It will also benefit the indi genous
(Bum put era) busi nessnen, but not appreciably nore than the non-Bum putera
busi nessnen.

We are in the process of redistributing wealth between the different
communities in order to elimnate racial jealousies. W will continue to
do this with apology to no one.

If you cone to Malaysia you will not believe that we are facing economc
turnoil. There is an appearance of business as usual everywhere. No one is
starving. People are not searching for food in rubbi sh heaps. The shoppi ng
conpl exes and restaurants are doi ng good busi ness. There is m nim
unenpl oyrent .

The reason for our appearance of normalcy is due to our very strong
fundanmental s fromthe very begi nning. We have been able to manage the
currency and share market depreciation fairly well. And now w th nmeasures
we have taken to control the movenent of the ringgit and the share market
we are |l ess affected by outside nani pul ati ons.

We think we are already seeing the econony turning around. W think we
are on the road to recovery.

In business the nost inportant thing is stability and predictability.
Busi ness takes tinme to give a return. The neasures taken by the Ml aysi an
CGovernnent are cal culated to achieve stability all round; political
econom ¢, financial and social stability for now and for the foreseeabl e



future. Since they will do this and are already doing this, they shoul d be
wel coned by the busi ness community, whether foreign or |ocal.

The only people who will not benefit fromthe neasures taken by Ml aysia
are the currency traders. W are now seeing how destructive these peopl e
can be. If they lose | don't think we should be sorry. It is their abuse
of currency exchange which has caused the present economc turmoil in the
wor | d. They deserve to | ose.

* (Text of speech by Prime Mnister Datuk Seri Dr Mhathir Mhamad at the
I uncheon neeting organi sed by Ni kkei in Tokyo.)
(END)
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