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Looki ng forward to stronger growh

Kevi n Chew

THE first half of 2003 had been a trying period for policy-nmakers. The war
inlrag and SARS (Severe Acute Respiratory Syndrome) out break had combi ned
to slow the econony to a wal k. However, with clever policy nmanoeuvring,

t he econony nanaged to escape.

Unli ke some other SARS-afflicted countries, Mal aysia posted a
surprisingly strong growth of 4.5 per cent in the second quarter of 2003.
This was nearly as strong as the 4.6 per cent reported in the previous
quarter.

No wonder, there were critics out there who were puzzled as to howthe
econony coul d have possi bl y escaped unscat hed gi ven t he si gni ficance of
the services sector, interns of its contributionto real output.

And the "yo-yo |ike" adjustnents in the Government's industri al
production figures then gave themnore reasons to be sceptical.

But now, few can doubt that the econony's performance as well as its
outl ook has inproved since the second quarter.

The nunerous quarterly surveys on key sectors of the donestic econony
conduct ed by M ER have i ndi cat ed t hat nbst busi nessnen and consuners are
confident that econonmi c conditions are nowbetter thanin the first half
of the year.

And Bank Negara's recent Press release on the third quarter GDP nunbers
reported that the strong private sector response to the pro-active
government measures, amd a lowinterest rate environnent, has
strengt hened t he econony' s growt h monentum Thi s has al | owed t he econony
to gain further nomentumto expand by 5.1 per cent in the third quarter.

Furthernore, visitor arrivals have al nost gone back to their pre-SARS
levels. As aresult, tourismand hotels sub-sectors are again | ooki ng busy
following the sharp rise in occupancy rates and bookings for tour
packages.

Buoyed by an excess liquidity environment, |ocal and, to a | esser
extent, foreign funds have capitalised on Mal aysia's recovery story by
pushi ng the stock market up in excess of 20 per cent. The weal th effect
fromfinancial price appreciation, inturn, has provided further oonph to
consunpti on spendi ng and fuel the increase in demand for residenti al
property.

More i nportantly, foreign direct investnent (FDI) flows, as indicated by
foreign investnent applications in manufacturing projects, have been
revived.

Forei gn applications already reached RMLO billion during the first three
qgquarters of 2003, whichis within striking distance of the RML1.7 billion
reported for 2002. Perversely, China's initial mshandling of the SARS
out break coul d wel | be part of the reason for the recovery. Still, there
coul d be nore potential factors that could throwa wench into the
expectation of a further rise in FD in the nonths ahead.

Economi ¢ observers are wai ting anxiously to see whether the foreign
i nvest ment community, especially inthe US, will heed the call of a
| eadi ng and influential US-based Jew sh | obby group, Sinmon W esent hal
Centre, to boycott tourismand i nvestrment in Mal aysia, follow ng the
former Prime M nister Tun Dr Mahat hir Mohamad' s renmarks on Jews at the O C
neeting in Cctober.

The i nprovenent in the gl obal econony has cone at an opportune tine.
There are clearer indications of a broad-based upturn in the G3 economi es.



The US factory activity, as indicated by the sharp surge in the
manuf act uring i ndex tracked by the I nstitute of Supply Managenent (I SM,
has raced ahead i n Novenber to reach its hi ghest readi ng si nce Decenber
1983.

Mal aysi a, because of its strong underlying fundanmental s, has al ways been
wel [ -positioned to benefit froma recovery in external denmand.

Therefore, it was indeed very puzzling this time when Mal aysia's
exports, contrary to what was seen in the East Asian region, initially
failed to show signs of life for three straight nonths (July to
Sept enmber) .

Thi s has pronpted sone to specul ate about the possibility that Ml aysia
may be facing a serious "hollow ng out” problemin the manufacturing
sector. In recent years, Ml aysia has | ost a nunber of nultinational
conmpani es that had rel ocated their operations, partly or entirely, to
Chi na, Thailand or Vietnam

Al so, there was specul ation that exporters night be parking their export
proceeds overseas to circunmvent exchange control s.

The chi ef explanation for the weakness in export figures has turned out
to be the underreporting caused by t he changeover in the data processing
systemfromthe manual processing systemto the el ectronic data
i nterchange system an online network systemto speed up cargo
docunent ati on and cust ons decl aration that woul d reduce bureaucracy and
the likelihood of bribery.

Even then, the revised export figures, though higher, are not
signi ficant enough to dispel the earlier whispers of unease, as they are
still well below the region's average.

So, given the current scenario, what is in store for the Ml aysi an
econony this year? Can the recovery be sustai ned?

The bal ance of evi dence suggest that Mal aysi ans coul d | ook forward to a
better year with econonic growth of six per cent or thereabouts.

That is assuming that the current gl obal recovery, especially in the US,
i s sustained over the next 12 nonths.

The pursuit of higher econom c growth, however, will not be effort-Iess.
For sure, the econony will be w thout an inportant key driver that it has
becone so accustonmed to in recent years - that is, the stinulus from
fiscal spending.

Si x years of expansionary fiscal policy, through annual budgets and
wel I -timed of f-budget packages, to counter the adverse external conditions
have |l eft a gaping hole in the Governnent's financial position.

Though not at an unsustai nabl e | evel yet, the Governnent felt that with
the econony recovering, it isnowtineto start trinmng the deficit. The
aimis to bal ance the book by 2006/07. The return to fiscal disciplineis
i ndeed prudent given that a failure to prevent a further significant
accunul ati on of foreign debt coul d potentially i npede the econony in the
long term

After all, such deficits do indeed |urk behind nany devel opi ng
countries' economic problens. In addition, afailuretoreininonthe
deficit despite the opportunity to do so could be interpreted as a sign of
fiscal irresponsibility, raising Ml aysia's nmacroecononic ri sk premni uns,
whi ch coul d eventually turn off foreign investment inflows.

As in the past, the Governnent found very little scope to reduce
operating expenditures. And with the recovery still inits early stage,

t he Governnent cannot raise taxes.

Hence, devel opi ng expenditure will have to bear the main brunt of the
cutback with an RMB billion reduction, or a sharp 21 per cent |less than
t he previ ous year's allocation. This, together with higher revenues, wll
bring the deficit down sharply to 3.3 per cent of nomi nal GDP for 2004



fromb5.6 per cent |ast year.

W thout the stimulus frompublic spending, the private sector will have
to work a lot harder to achieve the five-six per cent grow h.

The positive effects frompast stinulus measures, the newas well as
ongoi ng construction activity in the various expressways, railways as well
as the renewed vigour inresidential property construction, will continue
to provide significant spin-offs to the donestic econony.

The task will surely be nade a | ot easier if the current recovery in
gl obal demand can be sustained. After all, domestic demand coul d not
possi bly sustain the recovery wi thout a recovery i n external demand.

Inthis context, it is encouraging to note that the current gl obal
recovery i s broad-based as it is not driven only by consunption spendi ng,
but al so aided by a recovery in investnment spending. This is very
i mportant as only an increase ininvestnment spendi ng can bring about a
sust ai ned recovery.

There is still roomfor the stock narket to rise further this year. In
all likelihood, the | ocal stock market will continue to rise as the
econony gathers further strength along a non-inflationary path.

This will allownobnetary policy to remain acconmpdative and justify
hol di ng down interest rates for nost of 2004, even as the economy surges.
Al so, the Mal aysi an market, being a |l aggard, coul d benefit fromrotational
pl ay as funds nove out of markets that have out-perforned.

The key fundanental factor driving the stock market will continue to be
the excess liquidity prevailing in the system

About RMBO billionis currently |l ocked out of the financial system
t hrough the central bank's aggressi ve nmoppi ng-up exerci se.

The new | eader shi p has, no doubt, inherited a fundamental |y strong
econony. But nuch is still at stake. Al though sone significant progress
has been carried out, better approaches and adjustnments still need to be
devel oped and adopted on sonme key policy issues.

As the Asian financial crisis has showed, tinely and accurate
information is vital for investors to assess our econony. In light of the
recent data confusion, it will be useful if any adjustnments or changes in
met hodol ogy i n data col |l ecti on be acconpani ed by a brief description of
what have been done and whether simlar adjustments have al so been done to
ensure consi stency and conparability.

It is noteworthy that Prime M nister Datuk Seri Abdul | ah Ahmad Badawi
has cone out strongly to declare an all-out war against corruption and
enphasi se the need for a nore efficient civil service.

These should go a | ong way to i nprove the Governnent's delivery system
I nstead of direct negotiati ons between t he Governnment and t he appoi nt ed
contender, thereis aneedto shift to a nore transparent systemt hat
entirely pronotes competitive bidding and nmeritocracy.

That way, it will get rid of the | ayers of m ddl enmen which, in the past,
have contri buted to gross inefficiency, shoddy work and wast age of
government funds.

This could surely hel p the econony to achi eve nore, even with nuch | ess
gover nment spending. Malaysiais working within a limted budget.
Therefore, it will be crucial for policy-makers to ensure that funds are
spent prudently in order to ensure an effective allocation of resources.
In this context, it is heartening to note that the Government has
rightfully decided to defer the doubl e-tracking rail project.

* The witer is aresearch felloww th the Mal aysian institute of
Economi ¢ Research (MER).
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