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MALAYSIA'S: WAS IT DIFFERENT?

Rudi Nombusch

“Then the unexpected happened The Asian miracle was shaitered
almost overnight and suddenly once fawning economisis argued that ofl it really had
been was o bubble, over-inflated by corruption, cronyvism and bad louns. Asians were not
onfy impoverished bur were Mamed for impoverishing themselves. "

Mahathir Mohamad (1999, p.47)

‘The Asian crisis came as a big surprise to all: investors, credit rating agencies,
ntermational 1mstinations and not least officials in the crisis countrizs. No question, the
long run performance, hard work, high saving rates. seemingly competent officials all
addéed up to creating a power{ul presumpiion that all was well and that any problems, if al
all, would be isclated and manageable. And. since everybody held tha: beliet, everyone
was reinforced in his or her unquestioned beliefs by everybody else. No question either
that nnce the weakness in balance sheets revealed itself, evervbody'’s skepticism was
profound and their willingness to remain invested undermined. All that is a bit different
from all the preceding cnses where it 1 more the usual suspects of Latin America who
yurprise, bul the mechanisms don't differ much.

What differs in the case of Malavsia though is the forceful reaction of the leadership, D
Mahathir staged a dramatic rejection not anly of speculators and of the wnternational
capital market but also of international officialdom. He took recourse to financial
restrictions with quite a bit of grandstanding plus the claim that the country did better in
recovering because of precisely these measuvres—-so to speak, a finger in the eve of the
IMF and G-6 treasuries. ' It remains to explore whether that claim is indeed appropriate
or whether it is primarily domestic grand standing of a weakened and challenged _
leadership which uses the internztional issue o deflect from domeatic political issues.”

The Malaysian case deserves attention not only on its awn terms but because the
presumption of capital controls in response o crisis — failing an early and gracious arrivzl
of the IMF—has become far more of a presumption. And 1f it could be demonsgtrated that
it had an asprecianly positive effect on dealing with a crisis, pelicy makers would evan
have to come around and welcome such a development. Of course, a presumption of
capital cortrols would create a very tngger-happy intemational environment. It might be
argued, with some merit, thal the cnviroament is already trigger-happy and what is
rmissing is a good response. Hence, no surprise, it is the natfonal sofution that countries
lezn toward.

! 36 becawse Japan is not oo cecord a3 quastioning Malaysian palicy resposes. On che contrary, it
participated and led the call for an Asian IMF ard new and different poliey responses Lo regional financial
Crises,

* Ses Hzggard and Low (2000) for the policeal setting and its link to capits] contols.



If capital controls have not delivered clearly better economic results, that does not mean
for a minute that they failed on the political side. The show-Lrial style artack on
speculators who undermine the Asian dream and the Malaysian model were a central
move in the effort to ward off challenges to Mahathir's leadership and the claim that the
model, including 2020 and the public investment programs were right, and that the rest of
the world was wrong. They were fully effective in thia.’

To make seme progress on these issues, three questions might ke answered:

»  On the eve of the crisis, was Malaysia appreciably different in its vulnerability from
ather crisis countries? f so, that is pessibly the explanation tor the claimed suecess in
dealing with the problem?

s Did the policy measures — banking, stock merker, capital contrels, business
subsidies -make for a significantly better performance than in nther economies?
Better performance means higher growth, less pervasive bankrupiey without
offsetting large increases ‘n public debr, less volatility.

v s there an indication of lasting costs, or benefits, of the pohiey choices?

ft is as well to anticipate our conclusion: the costs or benefiis of capital controls remain
ambiguons: Malaysia had morc favorable preconditions, it did not do appreciably better
and the timing of controls coincided with the Ted rate cuts that put an end to the crisis
atmosphere in world markets. Rut the reverse case equally holds; there i5 no evidence
that capital controls or failure to apply an IMF program so far had obviously cetrimental
effects.

THE BACKGROUND
It is helpful to put a setting for th2 Malaysian events. The relevant me frame goes from
the Thai problems starting in spring of 1997 to the interesl rate cuts administered by the

Fed in the aftermath of the LTCM problem and the Russian crisis. Various Astan
economies joined the crisis progressively.

May-July 1997 Pressure on Thailand, exchangs control, 2-tier market,
Devaluation,

Tuly Philippires go to a float, Malaysia abandoné support for the ringeit,
Thailand goes to the IMF

August Thailand suspends 42 banks, Indonesia abandons rupiah support,
Malaysia restricts short selling, Indonesia restricts credit for rupiah
trading

7 Zez Mohamad (1999} where Dr. Mahathir's prasems the case.
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Detober Indenesia goes to the IMF, Malaysia anncunces austerity budget, HK
Dellar under attack

Nuvember Korea abandons won support and gocs to the IMF
December Rescue packag: for Korea

Jan 1998 Malaysis ammounces full deposit guarantees

Jan-Aug IMF packages revised, financial restructuring, downgrading
May Indonesia’s Subarto steps down

Auguat Russian erisis

September LTCM crisis, Malaysia impeses capital controls

Scpt- November Fed cuts rates by 75 basis points

The backeround of the Asian crisis. includes the Jarge buildup of capital inflows m the
firsi half of the 1990s, not FDT but bank loans and portfolio capital The crisis invelves,
in 1997, the sudden drying up and reversal of these Tlows and the resulting
macroeconomic prasseres of currency depreciation, high inierest rates. output decline and
financial siress. This is shuwn in the sccompanying figure for te Asian crisis cconomics
as a graup. The counterpart of the capital flows is a reserve loss and current account
surpluses in the crisis sconomigs.

EXTERNAL CAPITAL FLOWS FOR CRISIS-AS1A (BIN SUE)
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The pressure for outflows soon reached all economies and within 6 months, following the
Thui debacle, Indonesia, Malaysia, the Philippines and Korea had been lut apd Hong
Kong had come under attack..

One summary measure of gvents is the path of real GDF. From star performance up to
1996, growth in 1997 came vil as the economies shifted toward crisis. The following
vear, 1098, involves an output decline everywhere and by 1999 recovery is underway. By
2000 even per capita GDP is above pre-crisis levels, Judged in that way, the crisis was as
short as it was deep. But there are other measures that show mare lasting damage.
‘nelnding an impaired banking system, a significantly higher public debt everywhare and
a loss of momentumn with resulting temptation for governments to step in.

MALAYS|A AND OTHER CRISIS COUNTRIES: GDP GROWTH
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A CLOSER LOOK AT MALAYSIA

This paper does not address the immediate the immediate reason for the crisis. In
Dormbusch (2001) there is a summary of the vulnerability factors—misaligned real
sxchasnge rates, nonperforming loans in the sanking sector. funding risk of the natioral
halance sheet due to excess debt or mismatches of maturity and currency denomination.

With the pressure of capital cutflows and increeses in interest rates, already underway
since early 1995, and poorer export performance growth gave way. Ultirnately it turned
negative; industrial production declined, investment fell sharp.y to only half its previous
level as a share of GDP, the steck market fell sharply and the rcal exchange rate
depreciated in a majo: way.



Table | Malaysia: Economic Indicators

9095 | 95 96 97 |98 99 2000
Cirowth 8.9 9.8 1N |75 75 |54 8.8
Inflation 37 3.2 33 19 5.3 2.8 1.8
Investment® 37.5 436 | 41.3 429 1267 223 |24.1
Budget Deficits” -0.4 32 39 61 0% |02 2.6
Current Account® -5.3 -9.7 -4.4 56 0129 160 |87
Exiernal Debt (5l 343 1397 472 (425 436 | 450
% of GDP 38.7 1393 471 |588 352 1504
%% Short term © 19.1 .279 |253 |78 '
Eeserves (SBilf) 238 270 217 | 262 |309 i 332

]

"Percent of GNP "IMF {1999¢)
Source; Goldman Sachs, except as noted

MALAYSLA: MONEY MARKET AND LENDING RATES
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MALAYSIA: STOCK MARKET
{Index Jan 94=100, Source Datastream}
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MALAYSIA: REAL EFFECTIVE EXCHANGE RATE
{JPMuorgan Indax 1990=100}
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MALAYSIA: INDUSTRIAL PRODUCTICN (INCEX 1385=100)
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A large part of the macroeconotmic scene involves problems of banks and firms with
balance sheets unprepared for recession or recession. The response in terms of
restructuring, bailing out and subsidizing is certainly part of the controversial response.
But this part is not really very different from the other economies where none of this
happencd promptly, decisively or successfully,

CAPITAL CONTROLS AND THEIR EFFECTIVEMNESS

But one critical difference with other economies was the imposition of capital controls on
September 1, 1998, This went further than the Thai measures that already were
suspended by then or credit measures 10 aveid financing capital flight that had been used
elsewhere. The details of the capital controls involved cssentially the mandatory
repatriation of offshare ringgit funds and their locking up with a one-year holding
period.® These controls were partially relaxed in February 1999 to become a system of
graduaced exit taxes. FDT flows faroughour were exempt and the exchange rate was fixed.
The drastic attack on capitat flows certainly had the cffect to stop capital flows, both
ways, as shown in the accompanying diagram that uses portfolic flow data (made
availahle by 83A.)

By the canons of IMF policy and commitments, the impusition of capital controls was, of
course, a radical measure. For whatever reason it was imposed, Dr. Mahathir justified n

1 Zes IMF {1999a) pp. 54-56, Ses, too, IMF {1999¢)



with a quote from Paul Krugman “extreme measures niiglt be needed for extreme
times.™ He migh:, in his justification for opting cut of classical financial rules, have
quoted Keynes “in the Street it Is betler accepled ta fail by irmditional means thar to
succeed by unconventitonal ones.”

It is readily seen from the graphs above that the stock market recovery and the decline in
cnshore irterest rates follow promptly as does the recovery of industrial production. It is
tempting therefore 10 s¢e the imposition of ¢apital controls as the turning point. However,
as the LMF has rightly arpued, at the time capital controls were impasad, markets had
already settled in Asia, interest rates had been coming off and would soon do so
everywhere under the impact of Fed rate cuts ands a reduction in jitters.

SHORT TERM INTEREST RATES
INDONESIKOREA  THAILANLC MALAYSIAPhilippines

1/31/98 57.18 2263 2131 8.99 19.098
2/28/98 64.81 23.53 19.83 10.2 17.789
3/31/98 91.76 2262 20.57 9.62 16.587
4£30/98 70.8 21.23 19.11 10.59 15.202
2431198 §3.54 18.45 16.4 9.13 14 377
B/30/98 £4.59 16.25 15.58 10.18 14.004
7/31/98 75.32 12 67 11.72 9.21 14,667
3/31/98 §1.01 9.53 9.81 9.18 14.085
9/30/98 £8.21 B.43 7.7 6.64 13.822
10/31/98 59.35 7.27 5.35 6.24 13.528
11/30/38 £5.49 7.24 3.55 6.1 13.451
12/31/98 33.44 3.86 2563 o.41 13.43
1/31/99 3792 5.35 2.73 5.29 13.239
2/28/99 39.57Y 9.63 3.08 5.23 12.731
3/31/99 4198 5.03 2.25 8.23 12.136
4/30/99 33.54 4.82 1.85 3.93 10.85
9/314/99 28,78 4.3 1.45 3.08 2.86
6/30/99 22.55 4.81 1.33 2.81 0.258
7/31/89 14.84 4.84 1.47 2.61 5.42%
8/31/99 12.45 4.75 1.26 2.54 8.447
9/30/99 12.34 474 1.71 2.33 8.574
10/31/89 12.32 4.75 1.65 2.54 8.577
11/30/99 12.28 475 1.35 2.66 8.858
12f31/98 12.06 4.77 1.23 2.52 8.895
1/31/00 9.68 477 1.55 2.55 8.914

i See Mohamad (2000, p.106



MALAYSIA: PORTFOLIO FLOWS
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SHOULD MALAYSIA HAVE DONE RETTERY

Another way of looking at the question of nen-IMF pelicies and the claim that Malaysia
did well with this prescription is to ask how the country compared to others in terms of
vulnerability. Two issues influence performance, initial conditions and policy responses.
f performance was not substantially different, one might argue whether it should have
been simply because initial conditions were significantly more favorable or unfavorahle
to start with. In particular, very bad balance sheets would imply more difficulty in dealing
with the crisis and hence poorer performance. On the other side, better vulnerability
indicators would mean less stress and hence better performance.

"Tatle 3 Vulnerability Indicators: 1966

Stock Market | DebvEquity  Private Bark | Short [erm External.
Cap/GDP Ratio Credit/'GDP DeblRescerves
Indonesia 40 310 354 177
Korea 286 518 57.6 193
Malaysia 310D 150 RG.2 41
- Philippines 97.3 160 49 80 '
T hailand 55 250 100 100 ‘
|

Source: World Bank (2000} p.70 _ - ‘

Tables 3 and 4 show a series of vulncrability indicaiors, In Tatle Malaysia looks
relatively good on deht/equity ratio of the corporate sector and importantly the ratio of
short-term external debt to reserves. Beth the stock market GDP ratio and the private
credit GDP ratio are high. These were, indeed, Achilles heels since the high valuation
reflected a vast share of GDP—7 percent—of bank credit lent o stock purchases.

In table 4 we look at the banking system by 1999, Malaysia looks favorable, relaiively, in
terms of nonperforming loans as a share of total loans. But as a ratic of GDP these
numbe-s are high, reflecting the large share of private credit relative to GDP. In terms of
the ¢cleanup cost, Malaysia compares favorably, more so since the Korean numbers
almost certainly understate the cost of restrucluring Lhe banking system and the corporate
SeCclor.
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Table 4 Nonperforming Loans and Increased Public Debt: 1999

NPL/Total NPL/GDP Increase in Public
Debt/{GDP (% points)
[ndonesia 55 22 64.6
Korea 16 23 20.7
Malaysia 24 35 16.0 [
Thailand 52 53 4.6
Source: IMF (1999a) Word Bank (2000)

Table 3 looks at some numbers for debt and debt structure in the corporate sector. Apgain,
in no way does Malaysia stand out unfavorably. Public debt in 196 is hi gher than in
Korea or Indonesia bet certainly not alarming — the banking system and private
investment (with or without cronyism} was financing the development swrategy, unlike in
Laun America, But Malaysia shows initially a better-rated banking system. lower
debt/equity in corporations and 2 marurity of debt taat is not substantially sherter than
elsewhere.

Table 5 Public Debt, Bank Strength and Corporate Debt Structure in 1996 ]

Public Bank Strength | Debt/Equity | Short Term
| Debt/GDP Rating Ratio {%1) DebtTatal Debt

Indonesia 229 D 188 54
| Karea 3.8 D 355 57
- Malaysia 36.0 C+ 118 54
Philippines | 105.1 D 129 48

Thailand 15.7 D+ 236 &3 [

)

Source: [MF (1958) p. 36 and Asian Development Bark {1999) p.27 World
Bank {2000) p. 70

in sum, Malaysia was in no way moere gXposed than other crisis countries and, for thar
reasan, should not have heen dning worse. Accordingly, it cannot be arpued that a
situation that otherwise would have been much worse was conlained by the effects of
capital controls. (Unce again then, no evidence one way or another,

11



One more question is whether Malaysia enjoys lasting benefits from the continuing
capital control regime (see Bank Negara Malaysia's website for the bureaucratic aspects
of ongoing circulars modifying the regime). The answer here s suraly that it is far toc
carly to judge the impact, if any. In the ERM experience in Europe, the Netherlands paid
a lasting small price for a one-time devaluation that broke with the tradition of fixed rates
on the DM. [n emerging markets differentials reflect engoing control repimes,
macrocconomic instability and, importantly, political uncertamsics. To wWentify the capital
control “misconduct” premium is overly ambitiaus.

12
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