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AS prom sed, Prine Mnister Datuk Seri Dr Mahathir Mhanmad di d shock
Mal aysi ans and forei gners by announci ng sweeping controls on the ringgit.

Currency controls include a ruling that nmakes the ringgit non-1Iega
tender abroad, restrictions on the anmount of cash in ringgit and foreign
currencies that travellers can carry, new regul ati ons on the purchase and
sal e of stocks in the | ocal bourse, and making it conpul sory for exporters
to turn in their export earnings which will be denom nated from now on
only in foreign currencies.

Al'l these are no doubt shocki ng but by no means surprising for those who
have been reading the lips.

Apparently, Dr Mahathir by a single stroke of genius has delivered a
serious blowto the currency speculators by bringing an i mediate end to
ringgit trading in the international market.

The ringgit will be no nore than a piece of paper outside the country
after Oct 1. This is a strategi c manoeuvre to insulate the econony from
the adverse effects of currency turnoil that threatens to take on gl oba
proportions. Al this nmeans that there will be currency exchange for
econom ¢ transactions but no currency trading.

It may well be argued that tough tines warrant tough neasures, even if
they flout econom ¢ orthodoxy. This is time for lateral, not |inear
t hi nki ng. As the sayi ng goes "when the going gets tough, the tough get
going". Be that as it may, there are pros and cons to al nost everything.
Not hing i s costl ess.

The downsi de represents the price one nust pay for the upside. It is
important to count the costs and benefits before one can conclude if it is
really worth the price one pays.

There are many positive things one can say about ringgit controls. First
of all, it will protect the econony fromthe adverse external influences
emanating fromthe forex market by stabilising the ringgit. Second, it
will force ringgit parked abroad to be brought hone before the end of
Septenber. Third, it will ease liquidity shortage in the banking system
and keep interest rates low Fourth, it will defuse inflationary pressures
by keeping inmported inflation at bay.

Fifth, it can nake nore domestic resources available for inplenmenting
the National Econom c Recovery Plan, especially Danaharta and Dananobda
whi ch have been established to buy non-perform ng bank | oans and to
recapi talise the banking system respectively.

Sixth, it can rev up the econony by renoving the credit crunch that has
had a debilitating effect.

Finally, it is likely to induce redundant foreign workers to return
hone, thereby creating jobs for retrenched Mal aysi an workers.

What is nore, all these positive effects are likely to be felt al nost
i mmedi ately. The announcenent by itself has produced sone results, as
shown by the firmng up of the external value of the ringgit on the first
day before the central bank fixed the exchange rate at RM3.80 to the US
dol | ar.

The stock market has also rallied remarkably. The positive inpact on the
real sector of the econony nmay becone nanifest in the next few nonths, as
of fshore ringgit deposits return hone.

The flip side is just as inportant. W nust be wary of pitfalls. Recent
measures may not bode well for the local bourse in the nediumand | ong



term as foreign portfolio investnments are likely to shy away under the
new regul ati on governi ng stock market transactions. The vision of nmaking
Kual a Lunpur a regional financial centre will remain a pipe-dream It had
better be, as it will mean sacrificing other nore inportant socio-economnic
obj ectives for sonething in which we may not even have a potenti al

advant age.

We may have to watch out for the adverse consequences of ringgit
controls on the real sector of the econony which are likely to surface in
the mediumand long term By the |look of it, exchange controls and open
econom es are inherently inconpatible. To be sure, exchange controls are
not our intention, but the Ml aysian version is sonmewhat different in that
it is much less restrictive than controls in rmany ot her devel opi ng
countries.

Exchange control s have worked effectively in countries with |arge
donestic econom es. W nust not |ose sight of the fact that Malaysia is a
smal | open econony. Trade is the |ifebl ood and foreign direct investnent
t he backbone of the Mal aysi an econony.

Al'though it is stated clearly that the policy shift will not affect the
busi ness operations of traders and investors in the sense that current
account convertibility and free fl ows of foreign investnment and
repatriation of interest, profits and dividends are guaranteed, there is
little doubt that exchange controls will nake traders and investors
somewhat upti ght.

Currency controls nmean newrigidity, while traders and i nvestors prefer
flexibility.

Since the ringgit will not be quoted any nore in the forex market, Bank
Negara has to fix the official exchange rate at which it will buy and sel
ringgit at hone. The ability of the central bank to defend this rate will
depend critically on the supply and demand for foreign exchange at hone.
The supply of foreign exchange will conme mainly fromexports while the
demand for foreign exchange will be for purposes of paynments for inports
and ot her rem ttances.

Any di vergence between supply and demand can destabilise the exchange
rate of the ringgit. In other words, there is no such thing as absol ute
certainty about the value of the ringgit vis-a-vis other currencies even
under exchange control

The central bank will have to adjust the exchange rate fromtine to
ti me. Nonethel ess, such adjustnments are likely to be infrequent and
mar gi nal , nowhere near the kind of extrene volatility that we witnessed in
recent tines.

St abl e exchange rates, w thout a doubt, are good for trade and
investnment, as it will elimnate one of the major sources of uncertainty
and reduce transaction costs. However, in practice, it is extremely
difficult to set a market-clearing exchange rate that woul d equate supply
with demand. This woul d | ead exporters to under-invoice and inporters to
over-invoice so that they can park some of their funds abroad.

Much woul d al so depend on the conpetitiveness of our exports. If at the
of ficial exchange rate our exports are not conpetitive in the world
mar ket, the exporters will use different exchange rates for pricing
pur poses, while they are obliged to sell their export earnings to the
central bank at the official rate, incurring a loss in the process. This
risk is particularly serious when the conpetitors in the nei ghbourhood
practise a floating exchange rate system

There is no denying that a freely floating exchange rate is a wong
policy in a no-confidence situation. The market is by no neans perfect.
More often than not, it tends to overshoot especially when confidence is
lacking. It is for this reason that the ringgit has remined grossly



under-valued in recent tines. Fixing the exchange rate in such a way as to
reflect the fundanentals is also unwise at a tinme when other currencies in
the regi on are even nore under-val ued.

The danger is that we may be pricing ourselves out of the market. There
is therefore a need to be cautious in fixing the exchange rate. Although
it appears that the equilibriumrate for the ringgit is around RMVB. 20 to
the dollar, it will be inappropriate to junp to this | evel at one go. W
may have to crawl towards the equilibrium

Experi ence el sewhere has shown that controls beget nore controls.

Busi nessnmen are adept at circunventing controls. One way to beat exchange
controls is to nove goods instead of funds. Such practices may invol ve
transfer pricing, under-invoicing and over-invoicing. Al this has
pronpted sonme countries to i npose trade controls as well. Needl ess to say,
such trade controls would be detrinmental to snall open economi es.

| f experience in other countries is any indicator, exchange controls
tend to spawn bl ackmarkets. Wile the central bank nay readily provide
exchange at the official rate to traders and nmanufacturers, foreign
exchange for many ot her purposes is not easily available in a situation
wher e dermand exceeds supply, with fewer people selling than buying.

Exchange controls require an el aborate bureaucracy at the central bank.
It is inportant to ensure that bureaucratic red tape is kept to a m ni mum
Manuf act urers and exporters who need to inport internediate inputs need
central bank approval for paynments. Speed is critical especially for the
el ectronics sector where goods fly in and fly out at short notice. Del ays
in central bank approvals can be fatal to such industries. W nust al so
ensure that exchange controls do not increase transaction costs.

Exchange control s nake enornous sense as an energency neasure that can
achieve much in the short term while its adverse effects are likely to be
felt only in the nediumand long term It will therefore be in the
interest of Malaysia to disnmantle exchange controls after they have served
t heir purpose.

Exchange controls, if allowed to outlive their useful ness, may do nore
harm t han good for Ml aysia, 15th |largest trading nation in the world. W
must ensure that insulation through exchange control does not lead to
i solation by default. Selective capital controls to discourage volatile,
specul ative short-termcapital flows nmay make better sense as a long-term
neasur e.
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