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LAST Tuesday, Prinme M nister Datuk Seri Dr Mahat hir Mohamad announced
controls to stop offshore trading of theringgit as well as a determ nedly
fixed ringgit exchange rate.

These measures, conpl enmenting the Nati onal Econonic Recovery Pl an ( NERP)
announced on July 21, forma conprehensi ve package to steer the country
out of the econom c maelstromit is in.

They are ai ned at i nprovi ng an econony whi ch has suffered since July
| ast year. The crisis was brought to Mal aysia by a "contagion' effect,
whi ch was characterised by i nvestor's nervousness when the region's
currenci es were attacked by specul ators.

This resulted in a sudden wi t hdrawal of foreign short termfunds,
resulting in a gross underval uati on of our exchange rate.

The danage has been severe. Froma high of 1,271 points in Feb 25 | ast
year, the Kual a Lunpur Stock Exchange (KLSE) Conposite I ndex (Cl) plunged
to alowof 262.70 on Sept 1 this year, a fall of 1008.3 points or 79.3
per cent. The ringgit, too, depreciated fromRM2.50 to the USdollar to
fluctuations reachi ng over RW4.

The effects of the declines are begi nning to show. Businesses are
suffering, workers have been laid off or are receiving snmall er pay-
packets, a situation nmade worse with the steep rise in the prices of
i mported goods.

The i nplications are obvi ous: each of us has a stake in ensuring the
success of these neasures. If they fail, we | ose our jobs, our spending
power, all that we have spent so much effort building up.

But the sad fact is that apart fromthe econom sts, policy-nmakers,
acadeni ci ans and t hose who deal w th econonic and financial matters, the
rest of us still have a poor understandi ng of the nature of the crisis,
what's bei ng done, what's at stake, and what we, as Mal aysi ans, can do.

In a series of econom c conferences and semi nars held | ast nonth, the
panel s of speakers agreed on the inportance of all Ml aysi ans
under st andi ng the nature and root causes of the crisis in order to
under st and t he why such remedi al neasures are bei ng i npl enent ed.

And t he problem according to Third Worl d Network director Martin Khor,
isfinancial liberalisation, whichresultsinvolatility when foreign
short termcapital suddenly in and out of a country.

Devel opi ng countries |i ke Mal aysi a possess nassi ve potential. However,
many | ack the capital needed for growh, thus the need for foreign funds.

"As a result, many devel opi ng countries carried out financial
|'i beralisation and deregul ation."

This facilitated the fl owof capital into the devel opi ng econom es.
These funds cone in three fornms: foreign direct investnent (or FDI, where
i nvestors set up factories and other long-termfacilities. The nost
desirable is "greenfield FDI", where the capital is used to devel op new
capabilities); | oans (when | ocal conpani es borrowfromforeign banks and
financial institutions); and nost notably through portfolioinvestments
(when foreigners buy | ocal shares).

According to figures by the Bank of International Settlenents, a huge
capital inflowoccurred in devel opi ng Asi an econonies as a result of
financial |iberalisation.

From 1994-1996, it was US$184 billion, with US$94 billion in 1996 and
US$70 billion in the first half of 1997. At its peak, a daily US$2



trillion crossed borders worl dwi de before the crisis set in.

But only one or two per cent of this noney went into foreign direct
i nvestnent. "The bul k went into specul ative short-terminvestnents,"
Khor .

Bank Negara's 1997 Annual Report indicates that | arge anbunts of short-
termforeign funds entered the KLSE i n 1992 and 1993, pushi ng KLSE
capitalisation to 375 per cent of G oss Domestic Product (GDP, or the
total flow of goods and services produced by the econony) at end 1993.

Furthernore, spurred by lowinterest rates, the private sector was
borrow ng heavily fromabroad.

Anal ysts had put the rati o of the banking system s | ending to the Goss
Nati onal Product (GNP, or GDP plus incone earned frominvestments abroad)
just before the crisis at about 150 per cent.

"The problemwi th this sort of capital,"” added Khor, "is that it can
nmove very qui ckly when t he specul ators' or investors' perceptions change."

This sets the nmbod for the currency attack, which was exactly what
happened when the crisis first broke in July 1997.

Sensing that the region's currency was overval ued, currency specul ators
| ed by market | eaders |ike George Soros went in for the kill. They started
wi th Thail and.

"What speculators do is “shock' a currency", explained Khor. "They wi |l |
borrow massi ve anobunts of | ocal currency and agree to pay back in US
currency. Wen the val ue of the local currency falls, the specul ators now
have to pay back in less US dollars. This is howthey nmake thier profit."

When t he operational |eaders |ike Soros did this, others foll owed,
dunpi ng nassi ve anounts of Thai baht. "This is what you call the " herd
instinct', in which a market opinion or operational |eader starts to pul
out, and triggers a panic withdrawal by large institutional investors and
pl ayers, " said Khor

I nvestors, panicking at these devel opments, | ost confidence in the
regi on. They fl ocked out of the stock markets, dunping their shares for
payment in a depreciated | ocal currency, which they sold off, making the
drop even worse.

Overal |, according to Khor, US$102 billion in capital left
the Asian region in the second half of 1997 as a result of the crisis.

"The short termspecul ative capital surged in, then herded out," said
Khor. "In the case of East Asia, although there were grounds to believe
that some of the currencies were overval ued, there was an over-reaction by
the market, and consequently an "over shooting' downwards of these
currenci es beyond what was justifiable by fundanmental s. ™"

Inthis respect, he asks what we have real ly gained fromthis whole
thing called financial |iberalisation.

Uni versiti Ml aya economics professor Dr K. S. Jonp pointed out that the
crisis has denonstrated that what happens to the financial sector is
becom ng i ncreasi ngly unconnected to t he real econony.

"The economy can be growi ng reasonably wel |, but the financial indices,
the stock nmarket index, will be doing quite badly. O you coul d have a
relatively lowrate of growh, but your stock market indices will be doing

sai d

quite well. This kind of disjunctureis increasingly possibleintoday's
gl obal i sed econony," he sai d.
When a devel opi ng country carries out financial |iberalisation before

its institutions or knowl edge base is prepared to deal with the
consequences, it opens itself uptothe possibility of trenendous shocks
and instability associated with i nfl ows and outfl ows of funds. "For Asia
to get out, we need to reduce deregul ation and |iberalisation."

VWhich is what the recent nmeasures outlined by the Prine Mnister aimto
do. By making the ringgit val uel ess overseas, specul ators woul d be starved



of the funds they need to nount attacks.

Determining a fixed rate for the ringgit will helpinlimting violent
fluctuations. More inportantly, therulingthat theringgit obtained from
shares transactions by foreigners remains inthe country for at | east a
year woul d help curtail short-termcapital flights.

The results of these nmeasures may not be felt any tinme soon. Al the
experts general |y agree that nonetary and exchange rate policies often
take six to 18 nonths to be fully felt.

But as Special Functions M nister Tun Dai mZai nuddi n poi nted out, "Now
isthe tinme for unity of purpose - all else will have to take second pl ace
inthe interest of the nation."

Therefore, al though these nmeasures nay be seen as radical, even extrene,
by sone, nore inportantly, the country | eaders feel they are workabl e and
necessary. W nust understand why t hese neasures have been adopt ed,
understand their inplications, and work hard for their success.

What's at stake is nothing | ess than our jobs, our livelihood and our
children's future.

In short, it's nothing | ess than our continued survival .

( END)
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