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Back on strong financial footing

Zulkifli O hman

THE story of how the Ml aysi an econony benefited fromits strong
fundanental s to survive the Asia-wide financial crisis with relatively
little social costs, is well told.

Prime M nister Datuk Seri Dr Mhat hir Mhamad threw out the textbook in
bringing the country out of its worst recession in 1999 with capital
controls and lowinterest rates, and to win the general election |ast
year.

The international financial institutions and funds are com ng back,
especially with the reinstatenent of Malaysia into the influential Mrgan
Stanl ey Country Indices (MSCl) in May.

As the Mal aysi an recovery gathered nomentumin 1999, the internationa
conmuni ty, including the International Mnetary Fund, acknow edged t hat
the cooki e cutter approach to crisis nanagenment was not for all

The underval ued ringgit, a benefit of selective exchange controls, are
attracting rmultinational conpani es from nei ghbouring Si ngapore and
el sewhere to relocate their less capital intensive operations to Ml aysi a.
It remains an attractive |location for foreign investors and its export-Ied
industry is internationally conpetitive.

Mal aysia has left the Asian financial crisis in the dust and is
approaching the levels of growmh that it has been accustoned, and nmay be
on the way to repeating the 1991-1996 period of eight per cent growth
bef ore | ong.

The official conservative forecast of 5.8 per cent GDP growt h for 2000
i s overshadowed by nore realistic projections of between five and 7.6 per
cent from anal ysts.

At the height of the crisis, real GDP contracted by 7.5 per cent in 1998
conpared with 7.5 per cent growth in 1997, but by the second quarter of
1999 out put was beginning to reverse earlier declines.

Propelled by lowinterest rates and forei gn exchange advantages, growh
accel erated t hroughout 1999, and Ml aysi a achi eved an annual growh of 5.4
per cent for the year.

As part of its selective exchange control policy, introduced in
Septenber 1998, Mal aysia fixed the ringgit to the US dollar. By the end of
1999 the ringgit was, according to central bank estinmates, about 6-8 per
cent undervalued in real ternms conpared to the pre-crisis level in the
second quarter of 1997. This, coupled with the overall recovery of globa
export markets was the push behind Ml aysia's dramatic exports and
recovery.

In US dollar terns, nmerchandi se exports grew by 17.6 per cent in 1999
benefiting froma strong gl obal demand for el ectronic products such as
sem - conductors, personal conputers and other information and
conmuni cati on-rel at ed conponent s.

The other ingredient of Malaysia's recovery strategy, private domestic
consunption, began to recover fromthe second quarter of 1999 on the back
of i mproving econonic conditions, strengthening consuner confidence and
better enpl oyment prospects.

The strong export performance, and curbs on nmajor inports, pushed the
bal ance of paynment to record levels in 1999 reaching RMB3.5 billion. After
allowing for a larger deficit in the services account due to the increased
net paynents of investnent inconme, Ml aysia achieved a current account
surplus of RMA7.4 billion (US$12.5 billion), or 16.9 per cent of GNP



As a consequence of the repaynent of debts, sonme repatriation of funds
that had been | ocked in by exchange controls, Ml aysia' s capital account
posted a deficit in 1999. Despite net capital outflows, the record surplus
on the current account led to an increase in Malaysia's foreign exchange
reserves.

The repl acenent of sel ective exchange controls by a tax on capital gains
did not trigger the nmassive capital outflows that sone feared. Over the
third and fourth quarters of 1999, when capital trapped under the one-year
nmoratoriumof repatriation expired, portfolio outflows anmbunted to only
US$2.2 billion, and in the next few nonths were anply replaced by infl ows
of US$1.8 billion

The country's GDP expanded by 10.3 per cent in the first six nonths of
the year after recording its fifth consecutive quarterly growh of 8.8 per
cent in the second quarter. The 8.8 per cent was slightly | ower than
expectations largely dragged down by the agricultural sector but it stil
reflected the Governnent's expectations that the GDP woul d grow by 5.8 per
cent.

Due to the strong first half, Bank Negara now expects GDP for the year
to be higher than 5.8 per cent.

Inflation has remained fairly stable despite the pick-up in economc
activities and increase in capacity use in najor sectors. It noderated to
2.8 per cent in 1999 fromb5.3 per cent in 1998, representing a
decel eration fromthe peak of 6.2 per cent in June 1998. The CGover nnent
has said it will keep inflation to bel ow four per cent in 2000.

The nost obvi ous baroneter of the recovery is the Kuala Lunpur stock
mar ket, which i s heading towards stabilisation and recovery. The Kual a
Lunpur Conposite I ndex (KLCl), which had crashed by over 70 per cent in
August 1998 in ringgit terns fromits peak, had recovered substantially.

In the first two nonths of 2000, the KLCl continued to performstrongly
whil e stock markets in other affected countries softened. By the end of
March 1999, the KLCI had al nost reached its pre-crisis level of June 1997
inringgit terms. In US dollar terns, however, it was still 40 per cent
| ower .

The resol ution of the problemw th Ml aysian shares traded in
nei ghbouri ng Si ngapore's over-the-counter Central Linit O-der Book renoves
a big cloud over the performance of the KLSE

CLOB were consigned to |inbo when under 1998 capital controls
regul ati ons owners of these shares were not recogni sed as beneficiaries
because their stocks traded in a market that is not sanctioned.

After nonths of belligerent posturing by the two country's exchanges and
a Singapore Governnment threat to bring the matter to the Wrld Trade
Organi sation, the problemwas resol ved al nost overni ght. The CLOB
i nvestors, nostly Singaporeans, have agreed to a schene where their shares
will be gradually migrated to the KLSE in amounts that will not drag down
t he market.

As part of its managenent of the crisis and to strengthen the financial
sector against future shocks, the Governnment created agencies to buy and
manage bad debts (Danaharta) and to recapitalise and rehabilitate illiquid
financial institutions (Dananodal). The Danaharta programe has hel ped
reduce non-performng | oans rati o of the banking systemto 11.1 per cent
based on three-nonth classification, fromthe peak of just under 15 per
cent at Nov 30, 1998. Dananodal provided over RMB billion to recapitalise
10 banking institutions that were deened vi abl e.

Bank Negara, the central bank, has ordered 54 financial institutions to
merge into 10 anchor banks by the end of 2000 to enable themstand up to
i ncreased gl obal conpetition, but the jury is still out on whether these
mergers would | ead to stronger banks.



In 2000 the consolidation of the banking sector is a real pronise as
wel | as further progress in corporate debt restructuring and Bank Negara
has prom sed nore neasures to strengthen banki ng and corporate sector
gover nance.

The banki ng restructuring however, is expected to distract |ocal banks
in the short termand provide opportunities for foreign banks to increase
mar ket share

Bank Negara has indicated that it would |i ke to see the nunber of banks
be reduced further fromtarget of 10 set in 1999, and these nerger
concerns is likely to disrupt operations and policies of banks.

The nine foreign-banks in the country are expected to take advantage of
the situation by intensifying marketing efforts and may potentially
devel op a substantial presence.
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