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Striking a balance in global financial system

Dr lan Chia

AM DST a declining stock market which was reeling froma |oss of over
US$140 billion (RW632 billion) and its currency that had been deval ued by
over 40 per cent, Prime Mnister Datuk Seri Dr Mahathir Mhamad took the
unprecedented step of inposing selective currency controls in Mlaysia in
Sept enber 1998.

The world nedia predicted doom and Ceorge Soros told the world that "the
effect on the (Ml aysi an) econony woul d be di sastrous"”.

In his book released a few weeks after Malaysia's introduction of
capital controls, Soros stated that the nove would "inflict considerable
darmage on foreign investors and specul at ors”

Soros was right in the last count: currency specul ators | ost
substantially. The original ternms of the selective controls were to
restrict trading of the Ml aysian ringgit abroad, a one year hol ding
period for noney invested in shares and was ainmed at stopping the abuse of
the liberalised nonetary systemthat had yet to have an appropriate
nmonitoring systemin place.

The situation then was serious: having followed the Internationa
Monetary Fund advice (but not resorting to a | M- bailout), the econony
shrank and the inposition of high interest rates brought businesses to
al nost a standstill.

The nove to inpose capital controls was a carefully deliberated but
radi cal decision. The delay in inmplenmenting the decision resulted in a
series of drops in Goss Donestic Product growh rates from- three per
cent in the first quarter to 11 per cent in the third quarter of 1998, and
woul d have been worse without the total reversal innovative packages to
revitalise the econony.

By the first quarter of 1999, the econony began its slow nove forward,
GDP growth inproved by over five per cent to 1.4 per cent in the first
quarter and by the second quarter to +1.5 per cent. Business confidence
overall has inproved, and by year end it should show a GDP growth of +3
per cent or nore.

The recovery of the econony was al nbost niracul ous. Yet many critics
doubted the official figures.

It has been argued by econom sts |ike Paul Krugman of the Massachusetts
Institute of Technology and Jeffrey Sachs of Harvard that the Ml aysian
econony woul d have recovered anyway w thout the capital controls just as
in Thailand, |ndonesia and South Korea which received the Internationa
Monet ary Fund bail out package.

But the difference is this: Ml aysia' s recovery was achi eved wi thout the
bl oodshed, riots and the destruction of property and lives which
I ndonesi a, experienced, w thout surrendering vital equity in najor
corporations to foreign investors who bought it at a song due to the
deval ued currency of South Korea, and wi thout the massive retrenchnent of
workers in Thailand and el sewhere.

The social cost and destruction to those econoni es outwei gh the
tenporary relief it is now enjoying.

For it can be argued also that w thout some propping up by the I M the
country could not have stood on its own, and its recovery woul d have been
subjected to the injected confidence and terns of the overseeing |ender.

The capital controls has further been relaxed, and a standardi sed exit
levy on profits of 10 per cent flat was introduced on Sept 22



Conpared to the United States which has a capital gains tax of 30 per
cent for transaction gains within a 12-nmonth period irrespective of
repatriation or not, this is better for investors.

Wth a quick response nechanismin place, Ml aysia has the capability to
react to the realities of the challenging environnent in the quest to find
bal ance in our fluid world financial system

At the Aug 27 seminar in Kuala Lunpur, Krugman exerted that it was tine
to lift capital controls or face the scorn of foreign investors.

Is the country ready to open its doors again to potential currency
attacks as its refornms of the financial sector has yet to be conpleted
when the world financial "systen is still in a flux?

The enmergi ng economies were in a process of transformation when the
crisis struck. It is now recognised by IM- that the crisis in Asia was
largely the result of a global crisis caused by the rush for
liberalisation and deregulation in econom es that have no nonitoring
systens in place

After the substantial |iberalisation of the capital account of the five
Asian countries - South Korea, Indonesia, Milaysia and the Philippines
around 1993 - sone US$220 billion in private capital flowed into the
region during the three-year period between 1994 and 1996.

The reversal of flows in 1997 due to the sudden shift in confidence
amounted to about US$100 billion. None of the countries or the region
could tolerate the sudden shift in market sentinent from euphoria to panic
that caused the huge reversal of private capital flows.

It is the inherent instability of liberalised international capital
markets that sudden reversals of market confidence caused periodic panic
of differing magni tudes and duration

Krugman acknow edged that "hedge funds and not crony capitalism played a
significant role in the crisis".

And, the Report of the G/ Finance Mnisters statenent on capital flows
supports the use of capital controls in situations like this:

"The use of controls on capital flows may be justified for a
transitional period as countries strengthen the institutional and
regul atory environment in their donestic systens...

"More conprehensive controls on inflows have been enployed by sone
countries as a nmeans to shield thensel ves from narket pressures.

"Such steps may carry costs and should not in any case be used as a
substitute for reform™

The Report does not share the view that a conpletely free-floating
reginme or a currency board is viable.

But "countries choosing fixed rates nust be willing...to subordinate
other policy goals to that of fixing the exchange rate" and that
"arrangenments institutionalising that policy can be useful to sustain a
credi ble conrmitnent to fixed rates”

The stance of G/ in regards to turbulent capital inflows is clear inits
statement: "...to prevent turbulent capital inflows it should be justified
when a country wants to keep capital inflows to a manageable |eve
according to the stage of devel opnent of its financial sector..."

It noted that there might be some cases that "justify the reintroduction
of controls on capital outflows as an exception", for exanple, in order to
avoid a bailout by | M | oans.

The | esson that can be learnt fromthe crisis is not for governnents to
intervene heavily to defend an unsustai nabl e exchange rate | evel

Nor should there be large scale official financing provided for this
pur pose.

Qur world is in search of an international financial system After US
President Richard M N xon's Aug 15, 1977 declaration of the non-



convertibility of the US dollar to gold, the fixed exchange rates
establ i shed at Bretton Wods ended.

Today, of the 178 currencies listed, 23 are pegged to the US dollar, 14
pegged to the French franc and 38 currencies are pegged to another
currency or a currency conposite of their own choosing

There are 31 countries whose currencies are "managed floating" and 37
that are classified as "independently floating"

The absence of a proper international regulatory mechanismled Soros to
remark that "financial markets have recently acted nore like a wecking
bal I, knocki ng over one econony after another”

He said that "unquestioning faith in market forces blinds us to crucial
instabilities that have chain-reacted to cause the critical situations we
find ourselves in today - a situation which has the potential to get nuch,
much worse".

The instances of the abuse due to flaws in the international financia
system has led to fiascoes in derivatives trading, such as those narrated
in Frank Partnoy's F.1. A S.C.O - blood in the water on Wall Street and
G egory MIIman's The Vandals Crown on currency trading

The herd nmentality and rational calculations of Robert Merton and Myron
Schol es the 1997 Nobel Laureates - misled the two emi nent economists to
err in their Long Term Capital Managenment - LTCM and had to be bail ed out
by a consortium of banks.

An even greater danger now confronts our world. dobal capitalismis
fast giving way to its transnutation - "Cyber Capitalisnt

Cyber capitalismwas first coined by Dr Ei suke Sakaki bara, the speci al
advi sor to the Japanese Finance Mnister who is popularly known to the
world as M Yen - a reference to his role in the Japanese yen

Sakaki bara argues that "tremendous anount of information is being
processed in real tine in cyberspace", and "on the basis of the
i nformati on, a huge anobunt of funds changes hands in an instant”. This has
given birth to cyber-capitalism

Cyber capitalismas it is taking shape is likely to becone an extrenely
unstable and risky systemas it has no rules or pattern to conformto.

W are in a period of rapid changes and the transformation to cyber
capitalismecalls for a shift in paradigm It is in this period of great
uncertainty that Ml aysia's capital controls need to stay in place while
international institutions such as G/, |M- and regional groupings continue
to look for solutions.

The |l one voice crying to the world to wake up to this pendi ng danger of
coll apse of the financial structure if global or cyber capitalismis |left
uncontrolled, is Dr Mahathir.

H s voice now echoes in advanced text books in International Business
aut hored by Czinkota, Ronkainen and Mffett (5th edition).

Students in MBA programres worl dwi de are introduced to the internationa
financial market with Dr Mihathir's fanpus statenment "Currency trading is
unnecessary, unproductive and imoral...... it should be illegal".

Dr Mahathir's fight for the freedom of energing nations to devel op
without the fear of being undernmned by the destructive force of erratic
capital flows, is contained in his |latest book A New Deal For Asia

H's fight has not been easy. Mrket fundanentalism has becone so
powerful that any political force that dares to resist it is branded
illogical and naive.

The foreign nmedia, sone of which are owned by people who benefited from
trading in currencies, turned the sharp edge on Ml aysia and the Prinme
M nister with the accusation of political persecution of his former deputy
i nst ead.

It has been a nobst unequal fight. The nedia still refuses to acknow edge



the fact that hedge funds were the main cause of the Ml aysian crisis. Nor
are they willing to recognise that the capital controls has hel ped the
nation to recover.

Neverthel ess Dr Mahatir's call to the world has not been in vain. The G/
countries net and endorsed the view that the capital flows that tend to
cause disruption, needs to be exam ned. Apec |eaders endorsed the view to
curb disruptive capital flows.

A new twi st of events brought a benefactor of currency trading, Soros to
join in the call "to rethink and reform the global capitalist system for
the "breakdown in the global financial system may be acconpani ed by a
breakdown in international free trade".

The sword of currency trading cuts both ways: those who gain instantly
can al so be bankrupted instantly.

As Dr Sakaki bara noted, we are living in a period of great
transformation. In order to adapt to this great transformation, a shift in
paradi gm from "market fundanentalism..or a perception that governnments
and nmarkets are substitutes...to a regine where national governnments and
regi onal and international organisations conplenmented and interact with
mar kets seens in order".

We have overcone the inmediate crisis but the root cause of the problem
is still with us that is, the "inherent instability of cyber capitalism
and serious convul sions associated with the transition".

Econom es such as ours cannot afford another round of attack. Econom cs
which in real life determines the fortunes or niseries of individuals,
corporations, nations and regions, are too inportant to be left alone to
international institutions, rating agencies, and econoni sts however well
i ntentioned or |earned they nmay be.

W are living in exciting tines. W are watching history as it happens,
whether in conflict or in the shaping of world events. And as we watch
events unveil, we have Dr Mahathir to thank for taking the cause al nost
singl e-handedly to right a serious flawin the world financial system
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