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WEEKS bef ore t he Gover nment announced t he sel ective capital controls on
Sept enber 1 | ast year, the nedia were al ready maki ng specul ati ons.

| deas were thrown around on howto arrest the worrying decline of the
ringgit.

One was to create a currency board and anot her was to have a trading

band on the ringgit.

Thi s way, the currency woul d fluctuate between a fi xed range of exchange
rate which would el imnate any drastic decline.

Wien Prine M nister Datuk Seri Dr Mahat hi r Mohamad announced detail s of
the selective capital controls this day | ast year, he shocked the

I nternational Monetary Fund (I MF), a great many foreign investors and fund
managers, and not a few Ml aysi ans.

After his attacks on currency specul ators and hedge funds at t he Hong
Kong neeting of the | M- and Worl d Bank, nany were convinced that Dr

Mahat hir was desperately trying to save a si nking vessel.

Bank Negara Mal aysi a, as the custodian of the Mal aysia currency | ooked

at all the possibilities and decided on the sel ective controls.

First and forenost on the central bank's mind was howto control the
currency as it was evident that the fluctuati ons were not entirely driven
by market forces.

Hedge funds maki ng profits by betting on currencies were part of the
probl em

The i nmedi ate i npact of fixing the ringgit's exchange rate and naking it
illegal totrade it offshore effectively curtail ed any unwant ed bets on
the currency. What hedge funds needed - offshore ringgit - was no | onger
avai |l abl e.

The ringgit was fixed at 3.80 to the US dollar. This hel ped sort out a
nunber of problens faced by busi nesses as well as the central bank.

For any central bank that guards a fl oating currency, there woul d al ways
be an interest rate dil emm.

Under the floating exchange rate system high interest rates were

consi dered good for strengthening the external val ue of the ringgit but
bad for the ailing donestic economy. One cannot target interest rates and
exchange rates sinultaneously. If the forner is the target, the latter
will have to be left free and vice versa. Hence the interest rate dil emmna.
A straight forward sol uti on was obvi ous. By disallowing the ringgit to
float in the forex market, the nonetary authorities no | onger have to
worry about the inpact of interest rate policy on the exchange rate.

Busi nesses which relied oninportedinput started to breathe easy with
the fixed ringgit exchange rate. Inflated costs due to the ringgit's
depreci ation had pronpted conpani es to pass on these i ncreases back to the
consuners.

"How do we do busi ness when prices have to change every so often? Now,

we know what our cost is and custonmers will be assured of a stable price,"”
sai d Rafi k Mohd Shah, the former finance director of Nestle (M Bhd.

At the other end of the spectrumis exporters. Alower exchange rate at
RM3. 80 neant a nore conpetitive pricing for their products. Despite this,
other currencies in the region had al so been deval ued and this created a
hi ghly conpetitive scenari o as exports fromthis regi on becane cheaper.
The sel ective controls al so stipul ated that the country's exports nust

be paid in foreign currency. This was done in order to address the



country's current account deficit of RML2.2 billion and RML4.2 billion
posted in 1996 and 1997 respectively.

Mal aysi a managed to reverse it to a surplus position of RM36.1 billion
in 1998. To kickstart the econony, the Governnment qui ckly addressed the
soaring interest rate problem Bank Negara cut the three-nonth
intervention rate enabling the base lending rate to ease from12. 21 per
cent in May |l ast year to 6.81 per cent in August 1999.

The central bank al so realised the banking systenmi s need for liquidity
and thus cut the statutory reserves requirenent froma high of 13.5 per
cent to four per cent currently.

This made it possible for banks to | end again to producti ve sectors that
can hel p revive the econony.

Fol | owi ng the inposition of the controls, the stock market which
plumeted to a 10-year |ow at 262. 70 poi nts on Septenber 1 1998 rebounded
to close at 389.08 points on Septenber 15 1998.

However, it was still about 65 per cent |ower than it was in June 1997,
as was market capitalisation

For the whol e of 1998, the gross donestic product (GDP) contracted by
6.7 per cent, and the clinb-back has been arduous, but signs of a
turnaround started to emerge in the final nonths of the year

As aresult, inthe first quarter of 1999, GDP contracted by a
significantly lower 1.3 per cent, with the nonths of February and March
recordi ng positive grow h.

Mal aysi a energed fromfive strai ght quarters of contraction to post an

i npressive 4.1 per cent GDP growth for the second quarter for 1999.
Consuner confidence has returned and even Mdrgan Stanley capita
International Inc has decided to put Mal aysia back on its indices.

The anni versary of Mal aysia's capital controls should not cause jitters.
As wit h Merdeka cel ebrations the day before, it should be an ocassion to
cel ebrate as the nation has shown the world that there is an alternative
to pai nful and puni shing but yet not guaranteed to succeed presciptions of
the | M.

While other crisis-hit countries in the regi on have al so begun to
experience si gns of econom c recovery, Malaysia's revival is certainly
nmost stylish and nost probably the nost sustai nabl e.

The rate of recovery in other countries will continue to depend on naj or
external devel opnents as well as the likelihood of another round of
currency attack. It will be sonme years before they repay the debts owed
the I M- and there is the sad fact that many | ocal institutions and
corporations had to be transferred to forei gn ownershi p and custody as a
result of the bail-out.

There is al so anxi ety on a possi bl e deval uati on of the yuan but a bigger
concern to the crisis-hit economies in the region is the Anerican econony.
Its stock market is riding high on an unprecedent ed economi ¢ boom
Contrast that with having a nassive current account deficit andit is also
the world's biggest debtor nation

Recently the Federal Reserve has put the brakes on the US econony by
slightly raising interest rates. That nove, however, fail ed to danpen
Mal aysi a's recovery.

Even Harvard econoni st Paul Krugnan, who was probably the first to
advocate capital controls when it was clear that the | M- was failing
mserably inits tasks to deal with the crisis, was awed by how t he

sel ective control s have wor ked and succeeded i n i nsul ati ng the Mal aysi an
economnry fromexternal shocks.

Krugman has suggest ed, however, that Mal aysia not wait too | ong before
dismantling the controls as in the long run, the costs of keeping it would
be hi gh.



However, Dr Mahathir said Malaysiawill only lift the controls when the
i nternational financial architecture is reforned.
This time round, very few peopl e woul d want to stake their reputation
and go against this doctor's prescription.
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