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THE year 2004 wi |l undoubtedly be a crucial year for Mal aysi a and t he
region. Risingoptimsmresulting fromthe accel erating gl obal econonic
nmoment um augurs wel | for the Mal aysi an econony.

Consuner confidence i s surging, boosting donmesti c denmand whil e export
performance i s speedily i nproving, at | east according to the | atest survey
by t he Mal aysi an I nstitute of Econom ¢ Research (M ER). At the sane tine,
t he Masterlndex survey of consumer confidence by MasterCard reports that
Mal aysi a ranks second after Thailand in the Asia Pacific region.

More inportantly, 2004 will mark a new era of policies by Prime M nister
Dat uk Seri Abdul | ah Ahnmad Badawi, follow ng his predecessor Tun Dr
Mahat hi r Mohamad' s success in steering the econony to new hei ghts. So far,
t he new adni ni strati on has recei ved an overwhel m ngly positive response
fromfinancial markets foll owi ng t he appoi ntnment of Tan Sri Nor Mbhaned
Yakcop as Finance Mnister |I.

Wil e an overal | econonic i nprovenent is expected this year, the new
admi ni stration realises that sone critical issues will have to be
addressed. G owth has to be mai ntai ned at respectabl e rates and exports
woul d have to expand nore vigorously. At the sanme tine, Bank Negara
Mal aysia will have a difficult task steering interest-rate direction,
especially with the prospect of higher borrow ng costs in devel oped
econom es like the United States, United Ki ngdomand the euro region.

Anot her equal ly inportant task woul d be to address the budget deficit
probl em foll owi ng punp-primng efforts undertaken to refl ate the econony
after the Asian financial crisis. Theringgit peg will al so post anot her
chal l enge for the newadministration, especially because of a swift
decline in the value of the US doll ar.

Growt h Strategy

The new phrase in town is “donestic demand', a sharp U-turn fromthe
export-led strategy wi dely adopted by nmany Asian countries in the 1990s.

Most regional econonies benefited fromthe expansi on of gl obal external
trade during the past decade. No doubt about it, export-led growmh was the
darling strategy and was said to be the nmajor catalyst for the Asian
economc mracle. Gowth rates accel erated by nore t han 7%per annumin
nost Sout heast Asian countries in the 1990s and foreign direct i nvestnents
(FDI's) were pouring into the region.

In 1998, however, the mracle stopped. Starting with the coll apse of the
Thai baht on July 2, 1997, the Southeast Asi an econoni es were brought to
their knees. Many ended up resorting to | oans fromthe I nternational
Monetary Fund (I MF). Fortunately, Ml aysia brushed off the conventi onal
econom ¢ wi sdomby resorting to capital control neasures and peggingits
currency agai nst the US dol | ar.

After a series of Keynesian punp-primng efforts and | owinterest rates,
t he regi onal econoni es got back on their feet and by 2000, t he Ml aysi an
econony was once again roaring, growing at atorrid pace of 8.5% A
simlar pattern was seen in other regional econom es. Wile a general
phase of recovery took place, many policy-makers suddenly shifted focus
fromtraditional FDIs and external trade to enhanci ng donesti c demand to
bol st er econom c performance.

The dramatic shift was actually the result of volatile external denmand
foll owi ng the econom ¢ bubble burst in the USin m d-2000. Adding to that
were rising geopolitical risks that reinforced the idea that a sustainable



econony had to come fromdonestic-1ed consunpti on.

I n Sout heast Asia, Thailand s Prinme M nister Thaksi n Shi nawatra energed
as an inportant individual who trunpeted the idea of the so-called " dual
track' econom c strategy, whi ch enphasi sed t he enhancenent of donmestic
demand activities. Private consunption becane the main tool in stinulating
econom ¢ activities through a lowinterest rate regine.

Similarly in Malaysia, punmp-primng efforts and lowinterest rates
becane the core strategy to stinmul ate econom c growth. Easy credit through
the micro-credit scheme introduced in the | atest stinulus package in 2003
has enabl ed many smal | busi nesses to expand and t ake advant age of the
accel erating econonmny.

O her newgrowh areas were also identified to diversify the econony and
reduce reliance on traditional electronic products. As a consequence,

Mal aysia's GDP growt h for 2003 i s expected to be about 5%conpared with
4.1%in 2002 and 0.3%in 2001.

Whi | e Thaksin's policies are hail ed as the new econom ¢ nodel for the
regi on, the key question i s whether such consunption-led growth can ensure
the sustainability of economc growh inthe next fiveto 10 years. This
is where econonists differ in their views.

A sinmpl e study was done to eval uate the above i ssue. Using Thail and as
an exanpl e, our anal ysis seens to suggest that Thaksi nom cs has yet to
prove its worthiness as a long-termpolicy. This is not to say it is a
total failure. In fact, results so far have been so inpressive as to
pronpt sone Thaksin foll owers to clai mthis neweconom ¢ phil osophy to be
conpar abl e to Keynes' fanpus General Theory witten in the 1930s.

What we are arguing, however, is the sinple fact that the negative
rel ati onshi p bet ween growt h rates and change i n unenpl oynent still existed
bet ween 1983-2002. This can be seen fromthe red line in Chart 1.
Therefore, thereis nothing toindicate that this policy is along-term
sol ution for sustainable econonic grow h.

VWhile this could be a difficult concept to grasp for those not famliar
with macro anal ysis, the whole idea is quite sinple. It goes like this:
Econom ¢ growt h can be obtai ned (after a recession) by addi ng nore peopl e
to the | abour market and by utilisingidle machines. This woul d nean t hat
growm h i s usual ly acconmpani ed by a reduction in unenpl oynent rate.

So as growh rises, the change i n unenpl oynment rate will be negative and
vi ce versa. As |l ong as this phenonmenon clearly exists, econom ¢ expansi on
issinply aresult of a reduction in excess capacity. Unfortunately,
however, the unenpl oynent rate cannot be driven down forever, meaning that
this type of growmth will not be sustainable.

The sanme phenonenon can be seen in the US econony in the 1980s. Wile
some economi sts tend to argue t hat Reaganom cs (Presi dent Ronal d Reagan' s
econom ¢ policy) brought newideas that bol stered the econony during that
period, the rel ati onshi p between grow h and t he change i n jobl ess rates
i ndi cat es ot herwi se.

The negative rel ati onship was si gni ficant between the two vari abl es
(indicated by the tightly fit data around the so-called regression |line -
the red line). That means, no significant structural changes were seenin
t he econony in the 1980s, as shown in Chart 2a. This however changed in
t he 1990s when productivity growth suddenly junped after 1995.

Therefore, what can really sustain the growh of an econony in the | ong
termis actually arise in productivity. This can be seen fromwhat
happened to the US economny in the 1990s.

When productivity beconmes a maj or force in stinulating econom ¢ growth,
GDP expansi on need not be acconpani ed by a reduction in the unenpl oynent
rate - at | east the negative relationship may not be that obvi ous anynore.
Jobl ess rates can renmai n unchanged but out put keeps expandi ng. This can be



seen in Chart 2b where the data is not so tightly fitted around the red
regression line.

Therefore, there is no clear negative rel ati onshi p between growth and
t he change i n unenpl oynent rates seen here.

So what are we sayi ng here?

For one, consunption-led growth can provide a tenporary buffer for our
econony. In fact, this type of strategy can go on for several years. It is
t hus an excel l ent strategy for keeping the econony afl oat while
formul ating a nore structural change to achi eve potent fornulas for | ong-
termsustai nabl e growt h through productivity enhancenent. This is what
Mal aysia is currently doing.

Real ising this, the Governnent is currently searching for newgrowth
areas and new gl obal nmarkets for the country's products. The idea of
relying on el ectronic exports is sonething of the past. Mre donestic
dermand can be created through the introduction of new products and
servi ces.

At the sane tinme, external trade would have to expand beyond t he
traditional markets of the US and Europe. The new potential nmarkets are
now wel I known - China and I ndia.
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