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Capital controls produce faster econom c recovery

Har dev Kaur

COWPARED to the International Mnetary Fund (I M) programes, Ml aysian
capital controls produced faster econom c recovery, snmaller declines in
enpl oynent and real wages, and nore rapid turnaround in the stock market.

This is the assessnment and concl usi on of Dani Rodri k and Et han Kapl an of
Harvard University. In their paper on "Did the Ml aysian capital controls
Wor k?" they consi der how Mal aysia did conpared to South Korea and Thail and
when these two countries were undergoing their | M- programmes. In their
anal ysi s they nmake al | owances for changes in the external environnent.

The approach taken by Rodrik and Kaplan is different from previous
conpari sons which asked how Mal aysia did relative to South Korea and
Thai |l and after Septenber 1998 when Ml aysi a i nposed sel ective capital
control s.

In their analysis, the Harvard professors note that "sone of the nore
pessi m stic prognostications about the consequences of capital controls
have not been borne out".

Mal aysia and the Prinme M nister Datuk Seri Dr Mahathir Mhanmad were
anong ot hers | abelled as pariah, a heretic, cutting fromthe world and
nmovi ng agai nst the tide of liberalisation, noving towards isolationismand
a nove not conducive to building investor confidence.

Today the results speak for thensel ves. And as Rodri k and Kapl an poi nt
out there has been a change in the attitude towards Ml aysi a's neasures.

"Early prognostications of inpending doomwere gradually replaced by
nmore upbeat projections, as it becane clear that Ml aysia was recovering
rat her than sinking deeper into crisis".

They eval uate Mal aysia's capital controls fromfour perspectives, namely
financial, econonmic, political and the long term perspective.

Fromthe financial perspective increased sophistication of financial
mar kets, and in particular the spread of derivatives has | ed many
observers to be skeptical of the Governnments' ability to target specific
types of bal ance of paynents flows for restriction. In fact doubts were
expressed that Mal aysia's controls could have been effective in this
sense.

"Such doubts seemto have been m splaced. The Governnment had no
difficulty in sharply | owering donmestic interest rates, and making the
fi xed exchange rate stick w thout the appearance of a black market prem um
for foreign currency,” Rodrik and Kapl an point out. The stock market al so
did better and inflation was | ower.

In addition an | MF report says there were "...no indications of
ci rcunvention t hrough underinvoici ng or overinvoicing of inports" while
another | MF report concludes that controls were effective in elimnating
the of fshore ringgit market and choking off specul ative activity agai nst
the ringgit despite the easing of nonetary and fiscal policies".

Quoting fromIM's Wrld Econom ¢ Qutl ook Rodri k and Kapl an show how
vi ews and opi ni ons changed over tinme in favour of Ml aysia's selective
controls at the Bretton Wods institution:

* Qctober 1998: "The introduction by Malaysia in early Septenber of
exchange and capital controls nay also turn out to be an inportant setback
not only to that country's recovery and potentially its future
devel opnent, but al so to other energi ng nmarket econom es that have
suffered fromhei ghtened i nvestor fears of similar actions el sewhere."

* May 1999: "Despite stimulative nonetary and fiscal policies introduced



| ast year, however, donestic demand is expected to strengthen only
gradually..." and

* Qctober 1999: "... a strong econom c recovery is also now underway in
response to fiscal and nonetary stimulus and the peggi ng of the exchange
rate at a conpetitive level".

The critics had said the timng of Malaysia's capital controls was al so
wong. They argued that the econony had stabilised as had ot her countri es.
But Rodri k and Kaplan said this was not quite so adding that "the
financial crisis was deepening in Malaysia in the sumrer of 1998".

For instance, they point out that unlike in South Korea and Thail and
where interest rates had fallen to single digit, offshore ringgit deposits
were paying rates in the range of 20 per cent to 40 per cent. The Harvard
prof essors point out although domestic interest rates remmined stable due
to an interest rate ceiling of 2.5 percentage points over the base | endi ng
rate, the large onshore/of fshore interest rate differential initiated
massi ve capital flight and subsequent credit crunch

But "Mal aysia recovered fromthe Asian crisis swiftly after the
i mposition of capital controls". Critics argue that so have South Korea
and Thailand, two countries that took the orthodox path. But as Rodrik and
Kapl an point out the situation was different.

Sout h Korea and Thailand, in return for financial assistance fromthe
| M= and other multilateral institutions, had to adhere to very strict
conditions and structural reforms, raise interest rates, tighten fisca
policy, open up their financial markets to foreigners and cl ose troubl ed
banks and financial institutions.

Mal aysi a on the other hand i nposed sel ective capital controls and fixed
the exchange rate of the ringgit to the US dollar and reduced interest
rates.

The sel ective controls, anong others, were aimed at stopping specul ation
against the ringgit. "Mst of that specul ation was coning fromshort
selling of the ringgit in offshore (mainly Singaporean narkets). These
mar kets were offering high interest rates to attract ringgit deposits that
inturn served to fund the shorting of the currency"”.

Opponents of capital controls argue that the nmeasures "enl arge the scope
for donestic political mschief". But Rodrik and Kaplan say, "In
Mal aysia's case, there is no indication of an increase in petty corruption
- the controls were inplemented transparently and with remarkabl e
efficiency".

Froma | ong term perspective they say in Malaysia's case there is
concern about the inpact on direct foreign investnent (DFl) as these
pl ayed an inportant role in the "successful econom c devel opnent to date".

But "The Mal aysi an authorities were quite careful to target short-term
specul ative capital flows, insulating DFI... " Repatriation of profits and
di vidends fromdirect foreign investnent were freely all owed.

The authorities also took pains not to affect current account
transactions with foreign currency transactions for current account
pur poses were not restricted.

In conclusion: Malaysia's much maligned and criticised selective
controls produced better results than the alternative on al nost al
di nensi ons.

On the real side, the economic recovery was faster, enploynent and rea
wages did not suffer as much. On the financial side, the stock market did
better, interest rates fell nore, and inflation was | ower.
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