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I. Introduction

In this paper on Malaysia, we will focus on relating the events of the crisis, analyzing the factors
that contributed to the crisis, and examining the differences of Malaysia's experience with other Asian
countries. The structure of this paper will be as follows. First, we will present an overview of the
Malaysian economy. Second, we will present a chronology of events and, in particular, we will examine
the behavior of exchange rates and stock prices. Third, we will look more closely at Malaysia's banking
system. Finaly, to conclude we will examine the relationship between Malaysia and the International

Monetary Fund.

II. Overview of Malaysia

Following riots between the Bumiputra (native Malays) and ethnic Chinese in 1969, the Malaysian
government instituted the New Economic Policy (NEP). The goal of the NEP was to decrease racial
tensions between the two groups by raising the wealth of the Bumiputra community. The Bumiputra
currently comprise approximately 55% of Malaysia s 20 million inhabitants, compared to the 30% who are
Chinese. The NEP promoted Bumiputra economic development through preferential access to education
and training, hiring for public service, and contracts for the production of public-works projects. The
United Malay National Organization (UMNO) is the major political party for the Bumiputra and has
controlled the government for the past three decades. The Prime Minister, Dr. Mahathir Mohamad, has

been in power since 1981. The results of the NEP have been twofold. First, the NEP succeeded in raising
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the living standards of the Bumiputra. Moreover, rapid economic growth has prevented the improvement
of Bumiputra living standards from being at the expense of other ethnic groups. Secondly, the NEP (and its
successor plan the NDP) have created a native Malay corporate elite which has strong ties to the

government. The NDP has required that Bumiputra hold at least 30% of all localy incorporated

companies.’

Table 1
Economic 1990 | 1991 | 1992 | 1993 | 1994 | 1995 | 1996 | 1997 | Ave.
Indicators
GDP (M$ bn) 1146 | 129.6 | 147.8 | 165.2 | 190.3 | 218.7 | 249.8 | 269.7
(market prices)
GDP (US$ bn) 424 | 471 | 580 | 642 | 725 | 873 | 993 | 959

(market prices)
Real GDP growth (%) 9.8 8.7 7.8 8.3 9.2 9.5 8.6 7.8 8.7

CPI 31 4.4 4.7 3.6 3.7 34 3.6 2.7 3.6
(ave. %)

Merchandise exports | 289 | 33.9 | 39.7 | 46.2 | 56.9 72.1 77.2 78.1

fob (US$ bn)

Merchandise imports | 27.0 | 340 | 369 | 432 | 553 72.2 73.3 74.4

fob (US$ bn)

Current Account -2.1 -8.9 -3.1 -4.7 -6.2 -8.4 -5.2 -53 | -55
(% of GDP)

Reserves excl gold 9.8 10.9 17.2 27.2 254 | 237 27.0 | 21.0
(US$ bn)

Total external debt 378 | 378 | 345 | 407 | 40.7 | 394 | 40.0 | 46.3 | 39.7
(% of GDP)

Source, EIU various issues.

Malaysia's economy has performed strongly over the past decades. From Table 1, Maaysia's
strong economic performance is evident. Real GDP growth averaged 8.7% from 1990 to 1997. Malaysia
has achieved this rapid growth, with some of the lowest inflation rates in the region. Inflation, as measured
by the consumer price index, rose 3.6% between 1990 and 1997. This rapid growth has transformed
Malaysiato a
semi-industrialized country with manufacturing comprising 34% of GDP in 1996. Moreover, Malaysia has
achieved this growth with afairly low external debt burden. Total external debt to GDP has averaged only

40%. The Maaysian government, despite initiating a system of preferential hiring and awarding of

! See p. 5 of this manuscript. (editor)
% In February 1998, the government relaxed the 30% limit to allow indebted Bumiputra to sell shares to
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contracts to build large-scale public works, has kept its budget balanced.

In the run-up to the recent crisis, however, there have been a few factors that have brought into
question Malaysia's ability to sustain such rapid economic growth. By 1996, Malaysia had begun to suffer
from a shortage of skilled labor. Malaysia's exports are dominated by the production of electronic goods.
These products utilize Malaysia's relatively high-skilled, low-cost labor force. At end-1996, the
unemployment rate was approximately 2.5%. As a result of rising wages and a lack of skilled workers,
firms have begun moving to Indonesia and China. Additionally, Malaysia's exports have a heavy import
content. Malaysia has relied on exports and a trade surplus to offset its reliance on foreign investment.
This growing reliance on imported components to manufacture its exports, has reduced Malaysia's trade
surplus and has caused the country’s current account deficit to rise. The current account deficit reached a

high of 8.4% of GDP at end-1995 and averaged over 5% in 1990-97 period.

I11. Malaysia s Financial System

The Malaysian financial system was susceptible to the current crisis because of substantial risk
taking by some banks. The ability of the banking sector as a whole to weather the crisis without having to
turn to an IMF bailout is in part due to the high level of provisions and capital adequacy ratios. At end-
1996 the average capital asset ratio was 11.5%.

Malaysia currently has 22 domestic banks and 13 foreign banks (all of which are domestically
incorporated). Malaysia has had the same number of banks for the past two decades; growth in the banking
system has come from the opening of branches of domestic banks. Malaysia suffered from a banking crisis
between 1985-88, which affected 3.4% to 7.8% of the financial system’s assets. Malaysia does not have
explicit deposit insurance, but Bank Negara Malaysia, the central bank, has bailed out troubled banks in the
past. Following the crisis of the mid-1980s, Bank Negara increased regulatory oversight. In 1991, the
government liberalized all interest rates freeing them from the control of the central bank.

Bank Negara Malaysia has maintained a relatively good regulatory and supervisory system for the

banking system. The banking system has historically been liquid. Bank Negara requires capital asset ratios

other ethnic groups.
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to be over 8%, specific provisions on loans past due more than 6 months, and general provisions of 1% of
total outstanding loans. Beginning in 1995, the government began to push the development of Kuala
Lumpur as afinancial center. In June of that year, the government liberalized the capital market and eased
controls on securing loans with shares. Consequently, Malaysian banks experienced a growing exposure to
the property sector and stock market. End-1996 data shows that lending to the property sector increased by
29.9% and lending to buy stocks and mutual funds rose 30.5% over the past year.

By 1997, as the crisis began to unfold in Thailand, Malaysian firms had become dependent on
cheap credit. In 1997, the average gearing (debt-to-equity) ratio of Malaysian companies reached 200%.
In the run-up to the crisis, Malaysian banks were more aggressive in their lending policies. Total loans held
by the public and private sectors reached 170% of GDP in 1997, one-third of these loans were to the broad
property sector. The exposure of banks to the property sector and stock market made them vulnerable to
sudden price declines.

Bank Negara Malaysia enacted areform package in April 1997 to limit the risk- taking behavior of
banks. The central bank lowered the percent of credit facilities distributed to the property sector to 20% of
outstanding loans from 40%. Moreover, the central bank required that stocks could secure no more than
15% of total outstanding loans of commercial banks and finance companies. Bank Negara Maaysia also
ordered banks to reclassify loans as nonperforming when the loans were not serviced for 3 months instead
of 6 months. The central bank also increased the amount of general provisions banks must provide to 1.5%
of total outstanding loans from 1%.

These steps taken by Bank Negara Malaysia before the devaluations of the Asian currencies were
important in building up confidence and liquidity in the banking system. However, actions taken by the
government designed to prop up the stock market and property sector undermined the central bank’s
policies. On August 21% 1997, Standard and Poor’s downgraded Maybank, Malaysia's largest bank, from
“stable” to “negative”. On August 30", the government asked banks to desist from calling in their margin
loans to stock market investors, even if collateral limits were exceeded. On September 4™, the government
announced it would set up a M$60 billion fund to buy stocks at a premium from domestic investors. The

government also announced it would set up a bailout fund to be financed by the sale of bonds. The funds
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would be used to offset collateral shortfalls at banks. On September 25", depositors initiated a run on
Malaysia' s largest finance company, MBF Finance. It was not until December 5" that the government
reversed itself and ordered banks to make margin calls and not to bankroll borrowers that were unable to
honor their debts. In February 1998, the finance ministry announced plans to merge the 39 finance
companies into 6 finance companies.

Unlike Thailand, which ordered banks to classify and call in problem loans, raise capital, and
greatly increase provisions, Malaysia's reluctance to take similar actions has resulted in less of an apparent
collapse in the banking sector. By end-1997, Thailand’ s nonperforming loans averaged between 20%-30%.
Malaysia' s nonperforming loans were only 6.8% of total loans at end 1997. By February 1998,
nonperforming loans had risen to 8.7% of total loans. Some of this difference in the amounts of
nonperforming loans can be attributed to the Malaysian banking sector’s higher liquidity going into the
crisis. However, the rest of the difference is likely to reflect Malaysia's reluctance to revea its banking
sector problems. Moreover, by end-1997, property pricesin Malaysia had not yet fallen nearly as much as
in Thailand. If property pricesfall in Malaysia and banks disclose the extent of their problem loans, we are

likely to see deterioration in the balance sheets of Malaysian banks.

IV. Conclusion

Malaysia, unlike Thailand, Indonesia, and South Korea, has not turned to the IMF for assistance.
There are two reasons for Malaysia's actions. First, Dr. Mahathir Mohamad has the strongest political
position compared to his contemporaries in the other three countries. Moreover, Dr. Mahathir’s political
strength stems from his creation of a corporate class of native Malays. Any IMF program would involve
dismantling the system of preferences that has been in place for almost 3 decades. Second, the Malaysian
banking system has been more liquid and has had higher capital-asset ratios than the banking systems in
Thailand, Indonesia, and South Korea. Also, while Maaysia does have directed lending programs, these
have not been on the scale of South Korea.

Malaysia was susceptible to the crisis because of its rising wages, its reliance on imported

components for exports, its dependence on foreign capital, and its deterioration in bank balance sheets.
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Malaysia' s shortage of skilled labor has forced investors to question the country’s ability to compete with
China and Indonesia and, thus, its long-term growth prospects. Malaysia’'s dependence on imported
components has reduced the country’s trade surplus. The abundance of foreign direct investment has
provided Malaysia with cheap credit for its banking system and fueled the boom in property and stock
prices. Moreover, Maaysia had begun to rely on thisinvestment to prevent the current account deficit from
growing. The lending behavior of banks began to deteriorate as early as 1996. However, the industry’s
relatively high capital-asset ratios and provisions combined with the government’s reluctance to force

bankruptcies has prevented a short-run collapse.
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The Dual Economy

During the 1950’ s and 1960’s, when Japan was growing at rates comparable to Malaysia and Thailand
in the early 1990’s, one of the most prominent features of Japanese industrial policy was the promotion
of infant industries. Targeted industries with anticipated economies of scale were initially protected
from foreign competition so that they could develop in the domestic economy. The most efficient of
these companies than became exporters, competing in foreign markets and becoming even more
efficient.  The formula was extremely successful, resulting in a quadrupling in GDP from 1955 to
1973. Eventualy however, the number of potential industries which could be promoted successfully
through import protection was exhausted, and a dichotomy developed in the economy between the

trading and non-trading sectors.

The case that the emergence of a dual economy is in large part responsible for the recent Japanese
slowdown is made persuasively by Katz (1996). Comparing productivity in the non-traded and traded
sectors of the economy relative to United States productivity, Katz finds that the variance in sectoral
productivity has increased consistently since 1965 with the most productive industries in the trading
sector and the least productive in the non-trading sector. This dual economy has resulted in high input
costs for the productive trading sector stemming from artificially high costs in the import protected
non-trading sector. The response of the more efficient sectors has been to move manufacturing
overseas at an increasing rate in the 1990's, robbing the economy of the most obvious engines of job

growth precipitating a “hollowing out” of the Japanese economy.

The Main Bank System

Before the emergence of efficient equity and bond markets in Japan, a disproportionate level of bank
financing of business investment existed in Japan relative to other industrialized economies. Banks
which became the primary lender to an individual firm over many years became the “main” bank to
that firm, taking a special interest in the fortunes of that firm. Over time thistight relationship allowed
for efficiencies in financial markets, as long term planning was conducted by both banks and firms

jointly. In many instances banks lending to businesses in Japan a so held stock in those companies.

While these tight relationships between banks and firms created efficiencies during Japan’s boom
years, in recent years it has probably contributed to the overall stagnation in the Japanese economy.
Following the crash in asset prices with the burst of the bubble economy, banks faced a hit to their
balance sheets not only in the form of bad real estate loans, but in the form of declining stock values
which substantiated a large portion of the banking systems capital. This necessitated the issuance of
additional debt by individual banks to shore up their balance sheets.



