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Executive Summary
World Outlook

Excerpted from World Economic Outlook,

WEFA
November 3, 1997, @ WEFA, Inc.

In Brief

The troubles in South East Asa wil undoubtedly have a negative impact on the wodd
economy. Although thetroubles wil be severe in the South East Asan economes them-
seles,atpresentitseems unikely tha they wil be lage enough to provoke a global crsis.
The countres embroied in the curency crsis account for a retively smdl proporton of
word outputandtrade, and economt growthinthe rest ofthe word seems to hawe ganed
sufficentmomentumtowithstand the shock. Word output (measured in purchasng pover
panty temms) stil seems to be on course to expand at a rate of around 3.5% in both 1997
and 1998, with upward revisions to the growth projections for Noth Amenca, Westem
EumpeandLain Amencaoffsetting a weaerpedomance in Japan anddeveloping Asa.

Econome growthinNoth Amenca has been somewha stonger than expected, with the
proionged uptuminthe US mantaning a robustpace and the upswing in Canada continu-
ingtogatnerspeed. Anupwarddrit ininflaton overthe next twelve months is expected to
incucethe Fedtorase interest rates agan, to slow economc growth to a more sustainable
2.3% -2.5% pace from 1998 - 2002, afterastong3.6% gan in 1997,

InJapan, the impact of the fiscal tightening appears to be more severe and lagting longer
than wasomginaly antcipated. We stil expectagradualrecovery in actvity as the fiscal drag
dimnishes, with red GDP growth forecast to rise from only 0.8% this year to 1.9% in 1998.
Howvever, there isarisk that the supporttothe recovery from netexports wil fal short of ex-
pecatonsifthere isamore severe and sustained slowdown indeveloping Asa.

The exportded recovery in continental Eumpe seems to be piking up steam, and the
strength in exports has stated to spead into domesic demand. The domestc demand
drven UK economy continues to expand at a robust rate. Red GDP growth in Westem
Eumpeasawhole is forecast to improve from an estimated 2.5% this year 10 an upwardly
revsed2.7%in 1998, with a more broadly based upswing in manland Euope mome than
compensating fora poicyinduced slowdown inthe UK.

Lain America like the Pactfic Basin, has several economes with curent account deficits
andstongcurenaes. Butthe recovery in the lagest Latin Amencan economees from the
1994-35 recessons has not lasted long enough to generate deficits much above 3% of
GDP. Morover, nore of these countres have accumubted big prvate local cumency
lendinginred estate and other non-traded goods sedtors. Nonetheless, we expect Latn
Amencads mapreconomes -except Mexco --toslow growth next yea in order to stabilze
therrtrade deficits
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Forecast Summary Table
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Asian crisis upsets fi-
nancial markets.

Concerns overblown.

Improved performances
in other regions com-
pensate for Asian slow-
down.

Downside risks to ex-
ports.
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WoRLD Economy: CRisis? WHAT CRisIS

Concems tha the globaleconomy may be faang a severe downtum have increased in
recentweeks asthecumency andstock maket tumoil in South East Asa spread to fi-
nancialmaketsinthe rest of the wodd. Atthe time of wrting the equity markets in the
mapr industral countres have lagely recaptured most of the ground lost dunng the
sel-off inlate October, but there is stil some uncertanty about the consequences of
the Asan metdown forthe word economy.

Fears tha the economc slowdown in Asa may lead to a deflatonary recesson inthe
rest ofthe wodd seem tobe overdone. Deeloping Asi as a whole cettainly accounts
for22.5% of wodd output, based on purchasng power panty vabiaton. However, ex-
cluding Chna and India, who have sofarremained retively immune from the curency
crsis, therest of developing Asa accounts foronl 7.3% of global GDP and only 4.4%
ofword exportsofgoods and sewvices. Ths suggests tha even a severe recesson in
the affected Asen economees should have a retively modest impact on global eco-
nome growth. And the cument consensus istha most South Eagt Asan economes
are heading for an economc slowdown rather than outight recesson. The polcy
measures beng implementedto ded with the curency crsis wil cefainly darmpen do-
mesticdemand inthe economes most affected bythe recenttumoil namelythe coun-
tres ofthe Paafic Basn (ie. Hong Kong, Indonesa, Magysa, the Phiippines, Singa-
pome, South Korea, Tawan and Thaland), Butnetexports should lend support to eco-
nomc actvity aided by the improvement in compettiveness from the shap cumency
deprecations.

WEFA's latest forecasts show tha econome growth in Indonesia, Mahysa and the
Phiippinesisnowexpected tobebetween 1.210 1 .5perentage ponts lower in 1997
than previously forecadt, and between 2.0 and 4.0 percentage ponts lower in 1998.
The projectionsforThaland have been lowered even mor shaply, by3.7 pecentage
pontsths yearandby5.8 percentage ponts next. Overall red GDP growth in the Pa-
cific Basin isnowforecast to increase by 5.3% ths year and 5.1% in 1998, compared
with the Augustforecasts of 6.4% and 6.6% respectively. Economc growth in Devel
opng Asaasawhole,indudng China, the Indian subcontinent and the Padific Basin, is
expected toaverage 6.7% in 1997 and 1998 (previously 7.4% inboth yeas).

A slowdown in Asa of ths magnitude has only a limited impact on WEFA's projectons
forwodd economi growth, asthe shock hasocaurred at a time when the prospeds for
otherregionshave shown some improvement Economic growthin Noith America has
been somewha stonger than expected, with the prolonged uptum in the US man-
taning a robust pace and the upswing in Canada continuing to gather speed. The
buoyancy inNoth Americahasbeen renforced by futtherstrong growth in the UK and
amarked pick-up in actvity in continental Eupe. Output in Latin America is also ex-
pandingmom rapidlythan iously antici d, idly in A tinaand Mex-
ico. Atthe presenttime, itlooks very much as if the ongoing strength in these regions
wil filthe gap left bythe shortfdlsin growthindeveloping Asa and in Japan, where the
economyis sufferng a lagerthan expected reaction to the tightening of fiscal polcy.
Woid output (measured in purcchasngpower paity tems) stil seems to be on course
toexpandata rate ofaround 3.5% inboth 1997 and 1998, with upward revisions to the
growth projectonsforNoth Americaand Eunpe, offsettng the weekerperformancein
Japan anddeveloping Asa.

Whie the developments in Asa hawe not as yet fundamentaly altered the generaly
postive outockforthe wodd economy, there is stil a risk tha economt conditons in
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Stock market correction
may have further to go.

The risks are real, but
should not derail the
globai upswing.
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Asa may delenorate more than we expect and exert a more widespread adwerse im-
padt. The potental effectsonthe rest of the wodd would be tel viaa numberof chan-
nek - thoughfomigntrade, thoughtougherprce compettion from countres with de-
valued curenaes, though the banking system, though reduced eamings from for-
eign directinvestment and potfolo investment. Most of these elfects are difficult to
measure, butitispossible to roughly quantify the impact of a contraction in export de-
mand.

Among the developed economes, Japan is likely to be the most affected by a more
severe slowdown inthe PaaficBasn, since these countres accounted forabout 33%
oftotal Japanese merchandise exportsin 1996. Ths part of the woid is also quie im-
potant forthe US, whch sels about 17% of its exports to the Paafic Basin (defined
hem as the four NICs plus the ASEAN four), whereas the Euopean Unon (EU) asa
whole only sels about 5% of its exports to ths region. However, economc actvity in
the memberstaes of the EUis moe dependent on extemd trade than the US, with
merchandise exportsaccountng forabout 24 % of EUGDP compared with about 8%in
the US. The contnbution to GDP from exportsto the PadficBasin inthe USand the EU
isvery similar, at 1.3% and 1.2% respectively, less than haf the level in Japan (3.3%).
Consequently, Japan would sutiermore severely from a recesson in South East Asa.
Thediectimpactof a 10% drop in mechandise exports to the Paafic Basn might re-
duce red GDP growth in Japan by about 0.3 pecentage pont, cormpared with about
0.1percentagepontinboth the USandthe EU.

The recenthiausin globalstock maketshasalso diected attenton to the possibe re-
pecussonsofastock maket“crash”. The spead of the South East Asa problems to
Hong Kong was the catalyd forthe recent tubulence but not the cause, whch was
prmarly cancems about the overallvaliaton of the US stock market. ttis stil not clear
whetherthe tummoilin globalequity makets hasbumt itself outorwhether it was merly
the precursor of a more fundamental corection. However, the retrenchment and de-
valuatonsinthe Padfic Basin could exert futherdownwad pressure on the woiddwide
prce of manufadured goods, thus exerting a squeeze on profits in the developed
economies andtnggennga stock market“crash”., )

A shap dedinein equityprcescould potentally have a noticeable impacton consumer
confidence and expendlure in those economes, such as the US, France, UK and
Canada, where households equity hodings are lage (50-80%) reltive to GDP. Provi-
sionalestimates, based onthe current levelsof equityownership and empirical studies
ofthe link between financal wedth and private consumption, suggest tha a 10% de-
cine inequity prces would reduce GOP growth by about 0.4 percentage pont inthe
USand byabout 0.3 percentage pont in France and the UK, corrpared with only 0.1
pexentage pont orless in Japan and Gemany. However, with equity prces in most of
the mapr maxkets stil showing a double-digt annual gan, it seems unikely tha the
wedth effectsofadedine of ths magnitude from the curent high levels would have a
signifcant near-term impact on global economi actvity. As Gavyn Davies of Gotdman
Sachs hasrecently ponted out “The positive wedth effects of (the previous) inceases
in equity prces have not yet been fuly reflected in consumer spending around the
woild. By the same token, any dedine in equity prces from cument levels would not
depressspending immedidely.”

Thetroubles in South East Asawil undoubtedly have a negative impact on the wodd
economy, but at present it seems unikely tha they wil prove severe enough to pro-
voke a globalcrsis. The underying growthmomentum inthe rest of the wodd seems to
be sufficentto withstand the shock, though some countres (e.g. Japan) and sedors
(e g. manufacdumg) wil suffermor than most. Some worst case scenaros suggest
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tha the Asan crsis might reduce overall economc growth in the developed econo-
mies by about 0.5 pexcentage point, with Japan losng about 1.5 pexentage pont.
The piaure would obviously be bleaker if the crsis spread to the emerging markets of
Latn Amencaand Eastem Europe, which are more important exportmaketsforthe US
and EU. Anothernsk tothe outiookcould arse ifthe dolar wem 1o suffer, which would
pose athreattothe exportded recoveresin Japan and continental Euope. However, it
some of the worst risks wee to materidize then the IMF and central banks would react
tocontainthe situaton.

The prospects and risks forthe main countries/regions are:

Although stong investment and restrudturng may have rased the US economy's
non-inflatonary growth potentel, red GDP growth continues to exceed even the
most optimistic estmates of a sustainable rate. As the unemployment rate ap-
proaches 4.5%, wage gans wil pick up, pushing up consumer prces and inducing
the Fedtotighten modesty over the next six months. This should slow economi
growthtoamore sustainable 2.3-2.5% pace dunng 1998. Key risk: wage nses ac-
cekrate shaplyinlate 1997 and growth remmains higherthan potental. The Fed re-
acs aggressvel, and higherinterest rates push the economyinto recesson.

Recentevdence suggests tha the recovery in Japan hasnotyetregained momen-
tumalterthe downtum caused bysignitcantfiscaltightening tha came into effect in
Apnl. However, the slowdown should prove temporary and modest growth is ex-
pecedtoresume, led by prvate domestc demand, paticulary business invest-
ment. Inaddition, the yen remains at a conpettive level ensunng tha net exports
continue to make a signifcantcontnbution to growth. Key risk: with limted scope for
amonetary or fiscal stmulus, the economy may fal back into recession due to the
impactofthe siowdown in south-east Asa on exportsand comporae profits.

The exportded recovery in continental Euope appears to be picking up steam,
whie the domestc demand driven UK economy continues to expand at a robust
rate. Polcy tightening and the lagged impact of sterling’s apprecation is expected
to slow UK growth next year, whie economc growth in manland Eumpe should
show some futtherimprovement, as the recovery spreads to domestc demand.
Keyrisks: Consumer spending in Gemanyand France continues to stagnate in the
face of pesistently high unemployment, and the dolar dedines shamply aganst
Eumpean curendes, undermningthe hitherto robustexport peformance.

Growth in the east Asan region has slowed down signifcantly and is expected to
slacken futhernext year. The cumency crisishashad a “contagion” effect on allthe
economes ofthe region. Exports, boosted by the improved compettiveness pro-
duced bycurency deprecation, wil be a key driver for growth. Key risks: the Japa-
nese economy stumbles, limiting the market for developing Asia's exports. A ful-
fledgedcurency crsisin South Koea, which leads to anotherround of capital flight
fromthe region.

Apat from Brazil, Latin America is not very vuherable to an Asian-style curency
meldown. The risk ofamapr devaluaion hasinaeased in recent weeks, however,
causing Brazilto double short-termintarest rates from 21%to 43% and to adopt fis-
calcuts amounting to about 2.5% of GDP. We expect Brazilan growth to slow from
4%to1%nex yea asaresultofthese measures, reducing its curent account defi-
cittoa safer 3% of GDP. Argentna wil also be affected by slower Brazilan demand
foritsexports. Mexicoand most ofthe other Latin American countries wil be litlle af-
fected by Brazil's criis. Key risk: A mapr devaluation in Brazil, which would likely
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Real GDP growth slowed
in the second quarter.

Employment growth has
also slackened in recent
months, but the labor
market is still tight.

a
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slow growth 10 -2%in Braziland knock Mexco and Argentina's growth down by 1%
aswel.

Oil exporters continue to post postive growth rates but at a pace slower than in
1996. Growthinthe non-oilMiddle Eadt, exceptforisrael, remains robust. Economic
activity in Afdca remains on an upward trend for the fourth consecutive yea. Key
nsks: Subdued oil prces and a futher slowdown in the peace process could
dampen the macroeconomic envionmentforthe Middle East region as a whole. In
Alnca, drought and wezness in cormmodty markets could send the region inio a
recesson.

The outookforcontinued growthand stabilty in most East Eumpean countres re-
mans favorable. One possibe excepton is Romania where eroding poitical sup-
por forthe reformminded govemmenttha took office late last yea threatens tode-
ral effortsto cunalinfiaton and introduce market reforms. Elsewhere in the region,
there is broad agreement on marketonented economc polcies. Ths is ilustated
bythe minimalimpacttha the change in govemment in Poland at the end of Oco-
beris expected to have on the country's pro-maket econome policies. Key risk:
economc stabilty in the region could be jeopardized if the lage cument account
deficits many countrees are running continue to widen and are not sufficenty cov-
ered bycapitalinflows. E

The recent plunge in Russian stock prces has not altered the outiook for a con-
tinuing slowdown ininflation anda moderate recovery in GDP next year. The tumnoil
inthe stock marketis notexpected to precipiate acumency crsis. Russia's lage cur-
rentaccountsumplusanditsample foreign exchange reserves should keep the ru-
blestable. Keynsk. stabilzaton and market reform remain vuherzble to the lack or
wesekness of approprate market-economy ingtitutions ~for example, an adequate
tax<olecton mechansm.

998

MoMENTUM CARRIES IN

After an exceptonaly strong pedormance in the fist quater of 1997, the pace of
growth moderated somewhat in subsequent three months but remained wel above
wha has traditonaly been regarded as a sustainable rate. Annualzed quatedy red
GDP growth slowedto 3.3% inthe second quarterfrom 4.9% in the first. A shap slow-
down inconsumer spending, which had propelied the shap growth infirst quarter, was
the prmary cause ofthe decelertion: In contrast, there wasthere an accelermtion inthe
rate of growth of most of the other sectorsof demand. Business investment, which has
been a mapr drving foce behind the curent uptum, now in its seventh yea, ex-
pandedata robust annualzed rate of 14.6%, whie stocks continued to be buit upat
high rate. Export growth also strengthened, as the recovery in demand in key export
mark forthe ing effectofthe dolars rise. However, net exports
stil exerteda slightdrag onth, i activity asi grew even more rapidly.

The September payrolireport showed signs of a slowing in employment growth. Non-
famn payroll increased by 215,000 in September, but around 165,000 of those new
jobs wer UPS employees retuming from the stike in August. Some of the weekness
in September, however, resulted from a 47,000 payroll dedine in local education em-
ployment, whch is most likely a result of seasond factors not acoounting for eatier
schoolstats, asopposedtothe loss ofthose jobs. Over the past two months, payrols
have grown byan average of 128,000 jobs a month, about haf the 254,000 average
monthlygan forthe yea though July.

AEFA NOVEMBER 1707  WORLD ECONOMIC OUTLOOK



Inflation remains be-
nign.

Strong economic growth
reduces the fiscal defi-
cit.
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The unemployment rate wasunchanged in September at4.9%, reflecting the modest
nse innonfarmpayrols. Since Aprl, the unemployment rate hasbeen atorbebw 5.0%
inevery month. The recentlevelofthe unemployment rate shows tha the labor maket
is exremely tight, and remains as a signifcant indicaton of possibe wage pressue
problems. Average hourly eamings increased by $0.04 per hour in September folow-
ingarevised$0.06 gan in August (previouslyreported as $0.05). On a year-over-year
bass, hourlyeamings grew 3.6% in September, a signifcantly fagter pace than in most
011996, when the unemployment rate was above 5%.

Despite the tightness of the labor market, most curent measures of inflaton remain
low. Theyea-on-yea ingease inthe GDP implict prce deflator slowed to 1.8% in the
second quater, down from a 2.5% gan in the fist quater. In September consumer
precesinaeased by0.25% (mo-m)after two monthsof0.2% gans. Energy prees rose
1.3% folowng a 1.7% junp in August. Food prces slowed in September, ganing
0.1% afterfourmonthsina rowot sizable increases. Com inflaton (excluding food and
energy) was 2.2% torthe yea ended September, the lowest 124month inflaton per-
fomance inover 30 years. Whie consumer prce inflaton remauined steady, producer
preesjurmpedforthe second month in a row in September. The producer pree index
forfinished goods rose 0.5% (mo-m)in Septemberfolowng a0.3% increase the pre-
vious month. Ths pick-up. however, is lagely due to a tumaround in energy prces
whch have inceased by anaverage of 1.5% permonth over the past two months,

Figure 1: US Federal Budget Surplus Forecasts: CBO vs. WEFA.
WEFA Balanced in 1998, CBO by 2002

-0
Billions
€0

-100

-120

Thefederalbudgetdeficitwas $34.6 bilionin August,compared toa $41.8 bilion defi-
citin the same month last yea. Stong economc activity has inceased govemment
receipts forthe eleven months ending in August by 8.4% over last year. The August
numberlowersthe deficit forthe first eleven months of the fiscal year to $71.3 bilion,
50%lowerthan the $142.7 bilion deficitover the same eleven months of the previous
fiscal year. The recent budget agrement passed by Congress and signed by Presi-
dent Clnton hasradicaly alteredthe prospeds forthe federalbudget deficit The Con-
gressionalBudget Office (CBO), initsreviewofthe budget agreement, sees the deficit
widening in fiscal 1998 from the curent fiscal yea, before namowng in subsequent
yeastoreach asumplusinfiscal2002. Thi isline with the views of The Mid-session Re-
view reased bythe Office of Management and Budget (OMB), as revealed in its Mid-
session Review. Hovever, as Figure 1 shows, WEFA is more optimistic about the
nea-term prospeds, foecasting a baanced budget for 1998, but takes a somewha
less rosy view ofthe longertem outook
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Fed Chairman suggests
that the economy “is on

an unsustainable track.”

An upturn in inflation
will prompt a modest
monetary tightening.

Higher interest rates
should slow economic
growth to a sustainable
pace.
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A keylothe fiscalpostion in 1998 ishowlong the recent phenomenal pedormance of
revenues continues, and the rate at whch special facors that could be at work dissi-
pate. WEFA antcipatesa slowerdissipation ofthese effects, especidly because of the
reducton in the capital gans tax, resultng in a smal sumplus over the next few yeas.
The sumpluses, allless than $20 bilion, are forecast to continue over the forcast hor-
zon. Actualsumluses are unikely tobe greaterthan this amount, and it isqute possibe
tha the Federalgovemmentwil register a deficit as Congress and the President crank
upspending andtaxcuts. Betterthan expected news about the deficit wil reduce the
pressur tokeep spending andtaxcuts in line, an impact we have aleady seen in the
latestbudgetded. After 2003, the budgetwil start to show deficits once agan even on
apresentpoicybass. The likely federal budget supluses over the next few years do
notelminae the longerdemmproblemwith federal entitlement programs. As the baby-
boom generation neas retrementin 2012 and beyond, severe strins from entitle-
ment spending wil agan put pressur on the govemment's finances. Even so, the
budget picture entering the 21t century is far brghter than anticipated even a few
yeas ago.

Federal Reserve Chaman Alan Greenspan's testimony before the House Budget
Conmittee onOctober8 putthefinancal makets on notce tha the Fed remains pre-
pared to acton its continuing concems about the inflatbnary implications of stong
growthinthe contextofalabor makettha isalmadyquie tight. twas notso much wha
hesad as,ingeneral hedid notredly sayanything new. Rather, it was tha fact tha he
chose tosaywha he did atths paticulartime tha shook upthe markets There was no
need forhimto say anything about monetary poicy to the Budget Committee, as he
was there to testify about fiscal polcy. So, he went out of his way to say wha he did.
Greenspan ponted out tha, despite productvity gans, inceases in the demand for
laborinrecent years have faroutstrpped the underlying, long-term increases in labor
supply, ponting outtha increases inthe supply of labor have kept upwith increases in
thedemand forlaborin recentyears by reducing the amount of slack in labor markets.
Ths, he sad, isnota sustainable track: * The keypont istha continuously digging ever
deeperinto the avalable working-age population is not a sustainable trgectory forjob
creation,” and, “the performance ofthe labor maketsthis year suggests tha the econ-
omyhasbeen onanunsustanable track.”

Whetherthe Fed does tighten futher and, if so, when, depends on the performance
ofthe economyandinfiaton. The stong job market, with the unemployment rate now
bebw 5%, has alrady heped boost wages. Whie goods inflaton appears vitualy
nonexistent, sewvice inflation is forecast to begin to pick up speed along with higher
wages. After slowing to a 2.4% annudl average rate in 1997, consumer prce inflaton
wil pick up to0 2.9% in 1999. With higherinflation wil come higher interest rates. Be-
cause of inflatbn concems, WEFA expects tha the Fed wil rase short-term interest
rales beginning in eay 1998. By mid-1998, we expect the Fed Funds rate to reach
6.0%. Long-terminterest rates wil rise with the rise in short-termrates, with the yield on
the 30yearTreasury bond hitting 7.0% in mid-1998. With the easing labor market after
1998 and slowerdemand growth, CPlinflaton is forecast to slow to 2.6% in 2001 and
2002. The Fed wil lower interest rates moderately after the economy shows signs of
slowing. The Fed Funds rate drops to 5.5% in 2001 and 2002. The yield on the 30-
year Treasury bond fals t06.3% in2001 and 6.1% in 2002.

Red GDP growthinthe second hal of 1997 wil be slowerthan the first hal, but wil stil
average arobust3.6% for 1997 asa whole, the highest annual growth of the six-year
old expanson. The monetary tightening antcipated over the next six months, how-
ever, wil hep slow the economydown to growth rates more consistent with its longer-
run potental. Red GDP growth wil setlle in at a more sugtainable 2.3% - 2.5% pace
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from 1998 - 2002. Asthe economyslows toamome sustainable growth path, the labor
market wil ease sightly. After dipping 1o 4.6% in 1998, the unemployment rate wil
edge upto5.6% by2002, mor consistentwith most estimates of the non-accelerting
inflaton rate ofunemployment, orNARU.

Lower employment and disposable income gans wil slow the growth in consumer
spending from over 3%in 1997 tothe 2.2-2.3% range from 2000 - 2002. Investment
spending wil remain a mapr contributorto ligrowth, butred ir
growthwil decelerte fromthe close to double digit pace of 1995-1998 to a 3.2% rate
ofgrowth by 2002. Both red exportsand red imports are also curently growing at dou-
bledigit rates, but onbabnce, net exports wil cut red GDP growth by 0.3% ths yea.
Trade wil be sightly negative for overall growth in 1998 as wel. Over the longertem,
netexports wil contribute modestly to overall growth in 1999-2002. Fagter growth in
exporntswil narowthe curentaccountdeficitfrom $173 bilion in 1997 and $190 bilion
N 1998 to $167 bilionin2002.

JAPAN: SLow RECOVERY FROM SECOND QUARTER

SETBACK

Econome activity wezkened signifcanty inthe second quarterof 1997, alter a perod
of reltively stong growth over the previous six morths. Red GDP dedined by 11.2%
SAAR, more than offsettingthe 5.7% risa in the first quater. Although a fal in output
hadbeen widely anticipated, the second-quatercontraction wasworse than expected.
The downtum was led by a 21.0% annualzed drop in consumer expendiure, ex-
ceeding the 18.6% annualzed nise recorded in the first quater, when spending was
broughtforward to bea the increase in the saks tax. However, fixed investment also
fel. Publicinvestment picked up, as the avalability of funding for the new fiscal yea
provided aprobably temmporary filip. Butthis rebound wasoutwelghedbyalal mprwale
sedorinvestment. The dedine in private housing accel

lagt year's suge in advance of the sakes tax rise, and private business investment re-
coded tsfist quatedy dedinein over two years. The severe dreg on economc growth
from domestc demand was patialy offset by an improvement in net exports. Export
growth accelemted inresponse tothecheap yenand whie the weakening in domestc
demandledtoadedineinimpons.

Outputisexpected to show amodest recovery during the thrd quarter, but results so
far suggest tha the revival may be wezkerthan was previously anticipated. Industial
production inthe fisst two months of the third quaterwas 0.7% down on the second-
quateraverage. Consumer spending is stil subdued. Red household spending in
Augustwasdown 0.5% yea—owyea!olowng a3 2% rise mJul/ The Bank of Japan's
September Tankan suvey of b was L Condi-
tions forlage manufacturers deteriorated slightly whie those lor non-manufacturers
deteriorated significantly. The business outiookdiffusion index (D) for mappr manufac-
tuersdedined from +7in June to+3. Thedittusn index is the percentage of respon-
dents who feel their busness conditons are improving minus the percentage of re-
spondents who beleve conditons are getting worse. For smal manufacturing fimns,
probably benefitng less from stong exports, resultswere farworse: adrop to -13from-
7 inthe June suvey. For non-manufadurng, the Didropped to -15 from -7 for lage
busnesses,andto-18from-11forsmal entepnses Inaddition, the results show tha,
with the excepton of large non-manufacturers, companies expect conditions to be no
betteroreven worse bythetime ofthe next surveyin December.
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Thewidely herlded Liberal Democratic Paty (LDP) package for rewvitaizing the econ-
omy though derguhtion and a more expansonist fiscal polcy has received a luke-
wam recepton. Despite widespread reports tha the economc reforms, announced
on October21, would underwnte an expanding economy, the actual proposds were
limited and vague. No quantitative data wasgiven to show the likely impact of proposds
norwasthere anyindication astowhen they would beimplemented. As shown in Fig-
ure 2,the words “try to" p key forcutting taxes and for
abolishing the seaurities transadtion and landhoding taxes. This vagueness reflects
fundamental differences between the LDP and the Ministry of Finance. The LDP is
moderatelyexpansonist whie the MOFisopposed tofiscaleasing.

Figure 2: The LDP Economic Proposals

®  Bring 1998 putlic works forwardtoths year, with payment delyeduntil next year.

L] Try toabdishsecurities transactions tax.

] Try totreeze orabdishland hoddings tax.
L] Reviewregona tax onfixed assets andland sabs.
] Trytocutcomporde tax

" Enact sugplementary budgettoassist famers

L] Ease rue g P tosect d estateloans.

m  Broader y of tax credits tor

L] Reportland transactiors exostfacto, ratherthan ahead of ded.

- Dereguiateprices d tdephonecalk.

- Ease rues on foregn ipof i DO(i

®_ Easerdesovertrucking fees.

TheLDPsays that it wil intoduce more specifc measures next month, but action on
the alkimportant tax measures wil be delyed untl December when a dedsion is ex-
pededfromthe LDP taxcommmittee. Meanwhie an agreement must bereachedwith its
coditon patners, allbefore the Diet adpums on December 12. Since the construction
industry is a stong supporter of the LDP, it seems likely tha the proposds to aid the
red estate maketwil be adopted even ifthe LDP has to saaifice other proposds in its
dedings with the Ministry of Finance. These indude bringing public works foward to
this year, byan unspeciied amount, and freezing orabolishing the land hodingtax

Since the greaterthan expected drop inred GDPinthe second quarterthere hasbeen
very litle discussion of the possibiity of changing the discount rate, nowata remarkably
low0.5%. With low onanda d itwould be counterproductive
torase short-erm interet rates anytime soon. Forsavers who depend on short-term
interest income, the curentlowrate of interest income is often a near-dsaster. Never-
theless, inview ofthe less optimigtic news on the economy, WEFA does not see any
likelihood ofa higherdiscount rate before March 1998. Inanyevent, the Bank of Japan
is likely to rase the cal money rate before rasing the discount rate. Ths wil give the
bank greater day-by-day flexiblity in monetary polcy compared with changing the dis-
count rate. Ten-year govemmentbond yields, at 1.68% on October28, are neer a his-
toric low. Th hasledtothe argument tha highershort-terminterest rates would impact
long-termyields and preventan outlow of capital pushing down the vaue of the yen.
However, the drop inbond yields arsesto a greaterextentfrom the poor eamings out-
look in other domestt investmentsratherthan from short-terminterest rates. Morover
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feas of American retalidion are tending to support the yen despite the wide difter-
encesinbond yields.

We continue to expecta pick-up in activity in the thrd quater. Red GDP is forecast to
nse byanannualzed 5.3% inthethrd quater, about the same rate asthe 5.7% nse in
thefist quater, manlyduetoa recovery of consumer expendture. But the inaeases
inoutputinthe fist, thrd and fourth quarters wil baely offsetthe dedine in the second
quater, resulting in a modest 0.8% nise in red GDP for 1997 as a whole. Economc
growthisprojected torise 10 1.9% in 1998 and 2.8% in 1989, animprovementon 1997
butstilbebw the 3.7% growthin 1996.

Ths forecast assumes tha consumer and business confidence, badly bruised in the
1997 slowdown, wil gradualy improve. Consumers wil find their hodings of dumble
goods somewha depleted afterthe restraned spending folowng the sakes tax nse in
secondquater. Aganstths background they are likelyto push up growth rates of con-
sumer spending somewha higherthan in the 1994-1996 perod, before the digtor-
tions from taxinoreases. Business investment in plant and equipment is expected re-
sume an upward trend, nsng by 3-3.5% both ths yea and nex, and private housing
investment is expected to tum around dunang the course of the next twelve months.
Publicinvestmentmay also expenence a temporay pick-up nex yea, asthe govem-
ment completes its curent program of downsiang public works outiays. Net exports
should stil provide supporttothe recovery nextyea, with continued, albeit slower, ex-
port growth outstrpping tha of imports. However, there is a fisk tha the contribution
from extemad trade wil fal short of expectaions if 1) there isa mor severe and sus-
taned slowdown in the South East Asan countres and 2) the US retalides aganst
higherimports from Japan.

Consumer pree inflaton accelerated toan annualzed rate of 6.9% in the second qua-
terfrom 0.5% inthe first, but this was due sokly to the rise in the sak tax. Underlying
inflaton is negligble. The weaker yen has pushed up import prces and wholesde
prces, butdomestc inflationary pressues remain muted. Consumer prcesare forecast
torise atan annualzed rate of 0.3% and 0.7% in the thid and fourth quaters respec-
tively, bringing the average increase for1997 to 1.7%. Consumer prce inflation is fore-
casttofal backto 1.0% next yea, asthe effectofthe sakes tax hike disappears, before
edging up agan over the subsequentfour years in response toa grzdualsuengmem
inginboth domestc demand andlabor cost pressures.

WESTERN EUROPE: UPSWING REGAINS MOMENTU

Economi growthin Westem Euope gathered momentum duing the second quater
ofths yea. Red GDP in the fiteen member countries of the Euopean Unbn (EU) is
estimated to have increased by 1.3% between the fist and second quaters, a maked
improvementon the sluggish peformance in the previous six months (a0.1% rise in
1997Q1anda 0.2% rise in 1996Q4) Output in the second quarterwas 2.4% higher
than inthe same period of last year, compared to 1.3% in the previous thee months,
which was stil signifcantly bebw the comesponding growth rate forthe US (3.4%)buta
much stonger peformance than tha achieved by Japan, where red GDP was 0.3%
loverthan ayea eatier. Mogt ofthe mapr EUeconomies experienced an accelertion
inactvity duangthe second quater, with tdy, Gemmany, andthe UK all achieving annu-
alzed quartery growth rates of 4% ormore, whie French growth also showed a maked
improvement The man toths was where the officid
figures show red GDP fel slghtly forthe second successive quater, though the im-
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provement shown in most of the components of final derrand suggest tha ths may
memrlybea technical recesson. Outside the EU, Swizedand continued its recent re-
covery from a lengthy whie Noway a maked in
growth onthe back of robustir andastong inconsumer d

Recentmonthlyindicators pont toacontinuation of the upswing dusng the thrd qua-
ter. Provisonalestmates show retively stong gans inindustralproducton inthree of
the four lagesteconomies inthe fist two months of the thid quater. Industial output
inJuly and Augustconbined wasupa seasondly adusted 3.7% on the second qua-
teraveragein Gemany, 2.4% higherin France and 1.7% higherin the UK, but output
intdy rose byonly 0.3% onthe same comparson. Busness suveyresultsalso showa
strengthenng in manut ‘producton 1S in most EU ©es duing
thethrd quater(see Figure 3). In the case of Gemany, ths improvement seems 10
be manly atnbutabke to extemd demand. The voume of new export orders received
by Geman manufacturers in the fist two months of the thrd quaterwas 5.2% above
the semndquareraverage, whie domestc orders rose by only 0.7% over the same
penodand retailsaies voume (excluding cars and petrol) fel by 4.6%. In France, there
aresigns tha the stong upwardtrend inexportorsershasbeen renforced by a revival
inconsumer demand. Average monthly household purchases of manufactured goods
inJuly/Augustwasup 3.4%, invoume temns, from the average for the second quater.
Inthe UK, consumer spending appears to have remained the manstay of manufactur-
ing activity, asmanufacturers’export order books are stil deterioratng. The continued
expanson inactvity has contrbuted to a reducton in unemployment in some econo-
mies, though unemployment remeains at a relatively high level in comparson with the
USand Japan. The EUunemployment rate, on the OECD standadized measure, was
aseasondly adusted 10.6% in August, unchanged from the previous month butdown
from 10.8% inthe second quaterand 10.9% in the same period a year eardier. Unem-
ployment remains on a downward trend in the UK, Span and several of the smaler
economes (e.g. Porugd, Ireland), and has stabilzed in France, but has continued to
edge higherin Gemanyand tdy.

Figure 3: EU Production Expectations & Order Books

~©
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Degpite the high level of unemployment, the peniod of loose monetary polcy in the
core memberstaesofthe E sm has come to an end.
On October 9, two days after the Federal Labor Olﬁce released figures showing tha
Geman unemployment had nsen to another post-war record of nealy 4.5 milion
(11.7% ot the labor foxce) in September, the Bundesbank dedded to rase interest
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rates. The repo rate, the key money market rate, was rased by 30 basis ponts from 3%
103.3%, the fist risa in Geman officid interest rates since July 1992. The increase was
switly folowed by the central banks of Austia Begium Denmark Frence, Luxem-
bourg, and the Netherands The Bundesbank's explanaion ofthe mowe indicated tha
it was motivated manly by domestc consideratons, with the shap recovery in eco-
noric activity and some signs ofinflatonary pressures from the weeker DM ponting to
theneed fora less expansonary monetary poicy stance. However, the staement by
the Bank of France after its rate nse indicated tha the concerted nse in interest rales
wasalso pattly motivated by the need to secure a convergence of Euopean interest
rates bythe time tha monetary unon stats.

Although the ditferentid between bond yields in the member states has narowed
shaplyoverthelast twelve months, there is stil a wide gap between short-lerm rates.
Folowng the latlestmove, the repo, orequivakent, rate isnowatexactlythe same level,
3.3%, in Belgium France, Gemany, Luxembourg and the Netherands but ths is stil
wel bebw the levelsin hdy (6.02%)and Span (5%, aftera 25 bass pontscuton 3 Oc-
tober). fthe eum isintroduced as planned in 1999, the countres adopting it wil have
the same officid interest rate. Consequently, these gaps wil have to narow over the
next fiteenmonths, and ths islikelyto come about asa result of a dedine in ftdian and
Spanishrates and afutthernse ininteres rates inthe co® group. We expectshont-term
rales incontinental Europe to gradualy converge ona central rate of between 4% and
4.5% bytheendof 1998.

A gradualnse inshort-termintered rates in the core group should not pose a sefious
threattothe Euopean recovery. The dampenng influence of higherinterest rates in
Gemany and its nea-neighbors wil be patly offset by lower rates in tdy, Span and
Porugd. In addition, fiscal polcy, though stil restrctive, should impose a less severe
restrant than tha experienced duing the curent year. Most of the 1998 budget pro-
posals announced by Euopean govemments in recent weeks are stil directed to-
wards futherfiscalconsoldation byincreases inindirect taxrates, remmoval of taxbreaks,
and cuts inspending plans. However, the austerty measures are generaly more mod-
estthan those introduced over the last twelve months. On average, the general gov-
emmentfinancal deficit (not cydicdly adjusted) of the 15 EU memberstaes as a pro-
potionof GDP is expected to dedine by about 1.5 percentage ponts this yea. Next
yearsreducton isexpected tobeabout 0.5 pecentage ponts. The marked reducton
in budget deficits thoughout Euope in 1997 means tha most EU members, apat
from Greece, are on course to achieve, orcome very close to, the Maastricht taget of
3.0% of GDP. But progress has by no means been smooth, and several EU econo-
mies may stil face significant problems in mantaning fiscal rectitude in the coming
yeas.

The ttdian govemment's effortsto sustainits budget deficit reduction program ran into
troubled waters in eady October. The farleft Reconstructed Communists (RC) paty's
opposition to the pension reforms proposed in the 1998 budget led it to withdraw its
supportforthe Olive Tree coditon, foxing the resignation of the Prodi adminigtration.
Fotunaely, the crsis was shont-ived, as the RC backed down and agreed to support
the govemment. However, the govemment was forced to make concessions in order
toregainthe RC's patiamentary support, induding awatering down ofthe proposds for
welare reformand an agreement to introduce legisiaion to reduce the woking week to
35hours in2001, ayearlaterthan in France. The ded seems likely to ensure tha the
1998 budgetwil be approved and keep the budget deficit on a downward track next
year. However, itappearsto have debyed, if notderiled, the government’s plans fora
structuralreformofthe pension sysemand, asin France, the planned reducton in the
working week could pose a signifcant theat to the future conmpettiveness of the
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economy. The Geman govemmenthasalso faled to secure patiamentay approvd for
{tswide-spread tax reformpackage, butthe coditon hasageedto push ahead with the
valabke pre-election reducton in the soldatytaxfrom 7.5%105.5% in1998.

Inspie ofthese probles, the near-term prospeds forthe Euopean economes are
generaly favorable. Exports are continuing to benefit from the improvement in com-
pettiveness of the continental Euopean economes, due to curency deprecation
and cost moderation, and are likely to reman the man drving foce fora whie longer.
Moreover, there are signs that the recovery in SOme economes is now beng aug-
mentedbya stengthenng indomestc demand. Although consumers remain cautious
in the face of the persistenty high levels of unemployment and modest wage setile-
ments, prvate secoremployment has begun 1o fise in many economes, with the no-
table excepton of Gemany, and consumer confidence has generaly improved. Pri-
vate consumptioniis already on an upvard trend in rdy, the UK, Span and several of
the smalereconomes, and ths recovery isexpected to spreadto Gemanyand France
in the coming yea as the employment siuaton improves and the tax burden dimn-
ishes. Busness investmentin Gemany and France has also been slow to respond to
the recovery inoutputandnise incoporae profits. However, higher capacity utlization
rates inthe manufadurng secor, whch now maich orare close to their higtorcal aver-
ages, and the more favorable demend outookis expected to stmulde a pick-up in
equipment investment over the next twelve months. Construction investrent, how-
ever, may rerain reatively weeak acoss most of Euope,due in par to the squeeze on
publicseaorpmgranstromgowmnenlsliscalconsol‘uamn efforts.

Overall we continue to forecast a moderate stengthenng of economc growth in
Westem Eurpe in the coming yea as the exportded upswing spreads to consumer
spending and business investment. Red GDP growth is forecast to improve from an
estimated 2.5% ths yea toan upwardly revised 2.7% in 1998 before slowing to 2.6%
in 1999. Stonger growth in the mapr economes of manland Eupe, notably Ger-
many, France and ftdy, isexpected to moe than compensate forthe anticipated slow-
down inthe UK. An improving employment situation should lead to a modest drop in
the curenthigh rates of unemployment. Theunemployment rate inWestem Euopeis
expected todedine from anaverage of 10.9% ths yearto 10.7%in 1 998 and 10.3% in
1999. Inflatbn appears to have reached a cydicd trough in most countries and is ex-
pected to pick-up as the effects of curency deprecation fiter though and demand
stengthens However, the pace of inflation is expx d to show a rektively
acceleration inview of the large amount of slack in Euppean labor markets, generaly
subdued commodty prices and the continuing constrant of global comrpettion. Con-
sumer price inflation in Westem Eurpe is forecast to edge up from 2.0% in 1997 to
2.4% in 1998 and expected toaverage 2.3% peryezoveflheperiod1999-2002.

Most of the membersofthe Eunpean Unbn stil seem tobe on course forpaticpaton
inmonetary unon in 1999. Inflaton rates and long-tem interest rates in 14 ofthe 15
countries, the excepton being Greece, meet the gudelnes.A i

tion of tough fiscal measures, statistical revisions and a stengthening recovery has
broughtmost countries, agan apat from of Greece, within reach ofthe Maastrcht fiscal
defictcrtera. There are stil some concems about the sustainabilty of the budget defi-
citreductons, notablyinthe case of tdy. Butwe continue to expecttha the criera wil,
ifnecessary, be flexibl interpetedin ordertoensuretha EMUstats on schedule. We
stil anticipate tha EMUwil begin ontime inJanuary 1, 1999 and indude 11 countres.
Only the UK, Denmark and Sweden, who all have optouts, and Greece, who wil not
meet the convergence criera forseveral more yeas, are unikely to paticpate in the
fist wave. The recent poltical crsis in ftdy indicates tha itis by no means cerain tha
there wil be smooth transiton to EMU. At their meeting in Luxembourg in September,
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the Euopean Unon finance ministers agreedtha when the dedsion ismade next May
on the intial members of the monetary unon, the biteral conversion rates whch wil
apply from January 1, 1999 wil also be announced, eight months ahead of schedue.
There isansktha exchange rates maycome under pressure inthe run-upto monetary
unon ifexchange n\aﬂ(slsfeenhatheproposed biateral rates, whch wil probably be
the curent ER arenot

DEVELOPING AsIA: TIGERS TAKE TIME-OUT

Narendra Singh

Growth in the east Asan region has slowed down signifcantly and is expected to
slckenfuthernex yea. The curency crsis tha stated with the floating of Tha baht
onJul 2 had a“contagion” effectonalithe economes of the region. With the notable
excepton of China and Hong Kong, the curendes of all the mapr economes in the
region have deprecited at least 10% since the beginning of the yea. Thaland tops
the list with over 50% devaludion; Indonesia, Phiippines and Makysa have seen de-
valaton in30-35%range; curendes of Koea, Singapore and Tawan have dedined
by 10-15%. In response to the crsis, Thaland has worked out a stand-by agreement
with IMF although it is arguable it the amount of credit line ($17.2 bilion) wil suffice to
stabilze the curency. There we faled attempts attoppling the Hong Kong dolar. The
subsequent nise in interedt rates led to a shap dedine in the Hang Seng index. The
curency contagon changed into a stock market contagon as financiel market across
theglobe felinunson. AnIMFagreement tostabilze the Indonesian rupiah in late Oc-
toberhashadacaming effectonthe maketsalthough at the time of witing this report
thefinancal markets remain jitery.

TheAsan crsis beas a stong ressmbince to Latin “Tequila effect” of late 1994. In
both cases the crash folowed a pefiod of prolonged economc boom. The high growth
potental of the region and a pexcepton (encouraged by the central banks) tha cur-
rency risks were negligble attracted forign capital looking for high rate’ of retum. Sev-
erd years of high cument account deficit (suppored by lage capital inflows) set the
stage of the cumency crsis. A signifcant amount of capital especidly in the case of
Thaland, found tswayinto the red estate sector. In the case of Indonesia, the forign
capitalfinanced reckless growth in comporae debt. To compound matters, the regula-
tory machinery in the region has proven inadequate in monitosing the qudity of loans
the banks andfinancial companies have made (wth a signifcantpar funded by forign
money). Formany investors and debtors, luled by the years of curency stability, the
float came as a shock. Because the cost of hedging for curency vobtilty significanty

thep benefitor loss, very few were adequalely covered.
Asaresultarunonthi became a de. The ofthe
financal sysemand icon tha poltical i 108, ratherthan rationd poicy, is

guding govemment dedsions did futher damage to investor confidence, and has
prolonged the curency slde.

There have been predictable consequences of the crsis. Consumer demand has
weakened in most countres. Forinstance, in Thaland demand of dumbles has plum-
meted with saies of newcars faling 70%in Thed ducedcredit
crunch, high interest rates, lack of financng and cut back in govemment spending
would resultin a very slow 1998. Inflaton is picking up and wil probably pezk by the
middle of next year. Cumency deprecation wil continue foranother3 1o 4 months as
invester confidence, both domestc and foeign, stailzes. Govemnment budgets
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acossthe regionfor1998 aretalored to squeeze imports. Lage infrastructure projects
with signifcantimportcontent or forignHoan content have been puton hod. Tha is
bad news forconstruction sectorwhch isaleadysiaed fora slowdown due to excass
capacity inthe commerdalsedor.

Exportswil beakeydriverforgrowth. Since intra-ASEAN- expontsis only 6% of their
total exports, the slowdown in domestc demand wil not be renfoced by slowing ex-
pons. However, continued growth in US and Euope wil be cnuial in preventing an
outight regiond recesson. Since the devaluaion farexceeds any overvalaton the
curendesofThaland, Indonesia and Malysa suftered prorto the crsis, they wil enpy
alamge prce advantage. The big nsk isthe outookforJapan which acoounts for18% of
exportsfromthe ASEAN-4. However, even amodestinceass inthe Japanese market
shae trensldestolage ingease inexportsforthese economes.

Outsidethe ASEAN-4, the Korean economy looks the most fragile. The Koran econ-
omyison the dedinng phase of the busness cyde and appears close to its bottom.
Wek exports in 1996 and sluggish domestc demandths yea hasexposed the ineffi-
ciencies of the lage conglomerates. The result is several high profile coporae bank-
ruptcies whch intum hasledtodeterioraton of the banking sedors assets. The Bank
ofKoreahastaken 49%steke inKorea First Bank, one of the lagest banks, to prevent
itscolapse and hasofferedtobal out 19 stugging investment banks in exchange for
mome managementcontrol However, the timng could not be worse forsuch a move.
Thewon issldingandisvuherabletofuther speculaive attack. Forign exchange re-
sewes are running low patly due to futle attempts to contain the curency's dedine.
Nonetheless, aweak won, uptoapont,isneeded to hep Koea export its way out of
the slowdown. fexports, cumenty growingabove 15%, flounder, the won's fate would
besededandKorawoud hawe to knock onthe IMF's doors. This might happen after
the December presidentid elections.

Another sk over the next 3-6 months is the continued pressure on the Hong Kong
dolar. The dedine in stock market and the increasa in interest rates wil resultin slow-
down indomestt demand, paticulary consumption spending. We do not expect the
HKMA to buckle under pressure, especidly in the fist year of Hong Kong's retum to
Manland China. ttispoiticallytoo coglly. In any case, there is no economc justifcaton
fordevalung Hong Kong's cumency although tha has not been enough to prevent
speculative attacks.

Economc recovery forthe region as a whole is expected by 1999 although growth in
Thaland isexpected stay anemicunt| 2000. In the comring years, capital flows ino the
regionwil be more discriminating. However, since the region does notsufferhigh fiscal
deficit, managementofmonetary polcyin floating exchange rate regimeswil be easier.
The crsis is a watershed forthe financal sedtor of the region. Financal sedtor regula-
tions arebeing ughlened inthe bady affected countries. Although floating exchange

rates open the iblity of comrpettive ion, the risk of that event is very smal.
There has been speculdion tha Chna may be lonad to devalue its curency in two
years time toregain prce This ist China's manu-

facturng wages are stil very lowcompared tothe ASEAN countries and its cost advan-
tage isnotgong tobe eroded bythe recentdevaluaions.
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Bebw are some sekected country GDP growth and exchange rate forecasts:
GDP Growth Rate Avg Exch Rate, LocallUSS (%

1997 1998 1999 1996 (level)1997 1998 1999

Thailand 22.8%
Philippines 12.0%
Malaysia 6. 4. X 10.5%
Indonesia 18.2%
Korea 5.5% 4.8% 6.2% 804.5 12.7% 13.7% -2.4%
Singapore 65%  7.0%  7.3% 141 50% 62% -5.4%
Taiwan 6.4% 6.3% 6.1% 272 64.4% 3.8% 7.1%
I Hong Kong 5.6% 4.5% 5.5% 7.73 0.0% 0.0% -0.1%

LATIN AMERICA: HOW VULNERABLE Is LATIN AMERICA TO
CURRENCY CRISES?

Darryl Mcteod

In October, Latn American equily maketsabsorbed yetanothervoleyof negative sen-
timent and profit taking provoked by Asin cumency woes. How vunerable is Latn
Americato an Asen-style curency metdown? Apat from Brazil, the answeris not very,
atleast nght now. Fotunaely, Asa's crsis catches the big Latin economes in a faily
defendable stage intheireconomc cyde. We expect growth to slow in some and oth-
erstoshow symptoms of “bantuism’, butnone wil become seriously ill

Andysts like to point to curentaccount deficits and appreciated curendes as key vul-
nembiity indicators—and Latin America has some of these. But wha made Asi's
economes vuherable todevaludion isnotproblems with their traded goods sedos—
Latn Americacan only wish forthe exportpedonmance of most Asan countres. Asa's
economi woes reflect the impact of a long economc expanson on non-traded or
closed sedors such red estate and domestc banking. Many Asan curendes have
been appreciting aganst the dolar forten yeas ormorm. it was not the level butthe
directon ofchange tha banks andinvestors gotused to. Hong Kong and Thaland, for
example, accumulted mountans of debt secured by steadily rising red estate valies
and red wage increases. These assef valies would be devastaed by devaluaion, so
Asan govemment's ressted adustmentaslong aspossible. Mo long tem loans ac-
cumulated and nowthese iliquid lisbilties have to be slowly unwound dragging down
many lendersinthe process. Inthis respecta number of Asan economies caughtthe
Japanese long boom disease.

Latin Americds economeies have many problems, butalong red estateboomisnotone
of them. Nor have any of their curendes—outside of Argentna and Chle—
apprecited steadily formany yeass. Argentina and Mexco are only two years outofa
deep recasson. Theirbanks have barely hadtime to restrucure old loans, and in Mex-
ico's case, mudh less take onnewones. Brazils expanson isayear older, but its bank-
ing systemis also just emerging from a wrenching crsis caused byrapid disinfiation and
fiscal reform. Consumer lending is just beginning to grow, but Brazil's authorties are
alwaysimposing ths ortha restncton on any newfom of credit growth. Just a year out
ofrecesson, Venezuela'sbanks also have yetto begin any serous lending. In this re-
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mand growth to stabilize
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spect, Latn Americds recent banking crses have lamgely inoculded them aganst an-
othermaprfinancil colapse anytime soon.

Itis also important to recall tha an OECD report released in mid 1995 dedared tha
Mexco's crsiswould be similarto Japan's with along banking crisis inhibiting growth for
many yeas. Ths tumed out to be an incorrect assessment. Mexco's recesson was
very deep, butitsrecovery wasalso vely rapid. Red GDPis now above pre-criis levels
and growing atover 6% annually. One reason forthe quick recovery was tha Mexco's
monetary authortiesknew howtowork themsehesoutofdebt crsisinthe aftermah of
devaluations. Chie and Mexico both leamed about these problerrs in the eaty 1980s
thehad way. And, petapsmore important, the response ot allfour big Latin countries
tobankingcrseshasbeen tothrow open the doors furtherto foreign banks, adopt in-
tematonalregulatory standards and push forfutherfinancial deepenng though pen-
sion reformand other measures. These are measures many Asan countres have been
relctant totake, despite their outward orented dewelopmentstrategies.

Like the emerging Asian countres, severalLatin American countries have growing cur-
rent account deficits and stong curendes. But ths expanson has not lasted long
encughtogenerate defcits much above 3% 0f GDP — Brazil's 4.3% deficit is the lag-
estofthebigfour. Venezuelastil has a big trade sumplus However, the mapr econo-
mies are vuherable because of their widening trade deficits. Argentna and Mexico are
both growing at6-8% annually, butimportsare growing much fasterthan exports. This
1sagood time forboth economies to slow to 4-5% growth and brng import growth back
nto line with exports. Both Argentna and Mexco can and probably should slow growth
enoughtostabilze their cument accounts, netherof which exceeds 3% of GDP. The
Mexican peso istoostong and should wezken 5-10% over the next thee months, an
additionalsafety valve todiffuse pressure on its curency. Argentna would rather rase
interest rates than wezkenitspeso, butittoo hasa systemtorcooling import growth.

Brazilhas aleady slowed growth enough to stabilze its trade account. It needs to stay
the course and prepare fora likely speculative run onits cumency. With over $50 bilion
in reserves and a fearless Central Bank, Brazil can withstand a long siege. Intialy the
authortieswil rase interest rates and restrict credit. f reserve losses mount they wil also

[ the monthly deprecition ofthe red. However, we don't expect a long crsis.
With its equity market stil up over 60%in dolartemms this year, Brezilcan absorba shap
comectoninequityprces.Once share prees fal, investors wil agan find Brazils mas-
sive prvateaton program irresstible and capital wil come pouring back into its equity
market. With $50-70 bilion in privatzation revenues over the next thee years, Brazil
canfinance $30 biliondolarplus curentaccountdeficits and defendits curency forat
least anothertwo years. Inthe meantime, the theatof an Asia style crsis wil hep Presi-
dent Cadoso push thoughthe key reforms he needs to consoldate Brazil's stebilza-
tion program

Forthese reasons, Asa'scumency crsisis unikely to cause morm than a shap comec-
tion in Latin American equity makets and permaps an overdue d ation of the
Mexcan peso. Mexco and Argentna need to use the threat of a curency crsis as a
reasonto slow GDP andimportgrowthto more sudtainable levels. This is a prudent re-
sponse because withinayea ortwothe mapr Latn economies would have lagge cur-
rent accountdeficits just asthey enter natond election yeas. Had the Asian crsis hit in
1999 0r2000, the mapr Latin economes would be much moe vuherable. Smal ad-
justments to growth and exchange rates now wil hep sustain the curent expanson
longer. Meanwhie, wakching Asa's travais the authorties can take preventve meas-
ures tha can make a maprcumency crsisless likelyandless costly.
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How much will growth
have to slow?

The negative effects on
Russia of the recent
turmoil in world stock
markets are likely to be
limited.

Russian stock prices
plunged in late October
but remained over twice
as high as they were at
the end of 1996.

The drop in stock prices
around the world will
make it much harder to
borrow abroad.

But Russia is likely to
escape a currency cri-
sis.

Nor is there likely to be
a return to high inflation
and plunging output.
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Nomnally growth with nsng curentaccount deficits would continue forsome time. But
As@'scrsis wil make investors less wiling to finance curent acoount deficits. Asi's cur-
rency crsiscaughtthebig Latn American countries fairly eaty intheir recovery from the
1994-95recessons. Ths isfotunae because none have accumukted big prvate lo-
calcurency lending in red estate and other non-traded goods sedors. We expect
Latin Amencds mapr economies — except Brazil and Mexico — to slow growth next
yeainordertostabilze theirtrade deficits.

RussiA: DAMAGE To EcoNOoMY OF RECENT TURBULENCE
IN WORLD FINANCIAL MARKETS Is LIKELY TO BE LIMITED

Marzn J. Kohn

Many econome developments inrecent months have been moderalely encouraging.
Butthe keyquestion atthe moment is wha impact the recent tummoil in wodd financal
marketswil have onthe Russianeconomy. The answer of course greatly depends on
howmuch longerand howmuch futherstocks and related financil assets preces drop.
However, even iffinancal maketsdo notquickly recover, the negative elfects on Rus-
siaare likelyto be relatively limited. Cetanly, no retum to galopng inflaton and down-
ward spralng outputistobe expected.

Thecontagon of the talspn in word stock markets hit Russia with paticular foce on
October28, when stock preesthere fel almost 20% Much of the lost ground was re-
ganedthenext daybutprcesagan fel on October30. On the latter date, prces were
only 12% bebw their October 27 level. Compared to their peak on October 6, they
were 25% lower. Butthe valie of Russian stocks on October30 was mor than double
wha it was at the end of 1996. Consequently, given the previous boom, the recent
downtum, assuming itisnowarrested, hasnothad adevastaing effecton the vale of
Russian equity hodings.

Perapsthe most hamfuleffectonthe economy of the plunge in stock prices around
theworld isnotthe dedine in Russian stocks, but the difficulties it has created for Rus-
sian bomowing abmad. The tubulence inthe wodd's financial makets wil inceass the
relctance offoreign lenders to make loans to such a reltively high-rsk country. This
wil ata minimumincrease the cost tothe govemment of financing its budget deficit, al-
most hal of which is now covered by loans from abrmad. In addition, majpr municipali-
ties, banks, and entempiises which have been borowing in woid capital matkets or
planning to do so wil at least terrporarily be uneble to obtain loans aboad except at
prohibtive codt. As a result, the evidenty impending economi recovery could be
somewha weakened.

However, Russia is likely to escape some potentilly die consequences of recent
events tha theaten other countres. For example, a cumency crsis seems unikely.
With the currentaccountin suplus, inflation under control andthe ruble in purchasing
powver paiity tems stil undervdued, the recentstabilty ofthe ruble islikelyto continue.

Futhemore, the troubles inthe financal word are not likely to cause a resumption of
thededinein production. The hoped-for expanson of bank lending to productve en-
teprises may fal to materidize, as banks continue to invest heavily in assets such as
govemmentsecurities, the yieldsonwhtch canbe expected to rise. But, whie the ab-
sence of such lending may hinderrenewed investmentand economc growth, it would
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Inflation has continued
to slow and GDP has
leveled off.

The rutle has depreci-
ated slightly.

However, the trade bal-
ance still shows a large
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uled.

The Duma abandoned its
plans for a no-
confidence vote, but is
hostile to the govern-
ment' economic poli-
cies.
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notlikely push outputdown, given tha bank lending hasinthe past played a very minor
rok infinancing production.

Asforthe postive economc developments referred to above, headingthe list of good
econome news isthe continued slowing of inflaton. Consumer prces in the fist nine
monthsof 1997 rose atannualrate ofonl 12% This conpares favorably with last year
when prces rose about 22% On the producton front, the long-anticpated recovery
hasagan faled to matendize ths yea. However, the prolonged dedine in outputtha
began in 1990, appearsto have ended. Asofficidly reported, GDP wasamagind 0.2%
higherinthe fist nine monthsths yea compared with the same penodin 1996.

Theextemd economc and financel postion has generaly continued to move in a fa-
vomble diecton ths yea. Lagelyrefiectng the ongoing slowdown in inflaton, the ru-
blein nomnaltems deprecated a modest6% aganstthe US dolarfrom the end of last
yearthoughlae Oclober. Inred tems — that is, adusted forinfiation in Russia relative
toinfiaton in the US — the ruble has apprecated sighty, by about 2%, vis-a-ve the
dolar. In August, in wha was lagely a symbolc act in recogntion and cekebraion of
Russia's apparent trumph over inflaton and its achievement of extemd economc sta-
biity, the govemment announced tha the ruble wil be redomnated as of January 1
nextyea. Ontha date, three zemes wil be lopped off the ruble, with one new ruble
worth 1,000 old rubles. .

Thetrade baance continues torunasizable suplus, equal to $14.3 bilion in January-
August, the same asinthe fisst eight monthslast year. The country's had cumency and
god resarves have risen about 50%1hs year, to almost $24 bilion at the end of Sep-
temberfrom almost $16 bilion at the end of 1996. In eady October, Russia strength-
ened itsextemd financal postion when it signed a rescheduling agreement that had
been under negotidion for many yeas with its commerdal bank creditors in the
“London Club.” Under the ageement, Russiais granted a postponement of the pay-
ment of the $24 bilion in prncipal and most of the $9 bilion in interest it now owes
these banks untl 2002. Payments wil then extend overan 18 year perod. In addition,
theinfowofforeign dirctinvestment (FOI) picked up shaplyinthe fist haf of this yea,
nsing to over $2 bilion dolars, a four-fold increase over FDIin the first six months of
1996. However, the total stock of FDIrermains low proportonate to Russias size and
needs —nomor than $8bilion.

Poltical developments recently took a favorable tum, at least from the standpoaint of
President Bots Yelsinand hisgovemment. The Duma (the lower and more powverful of
Russia’s two housesof patiament)in Octoberfirst postponed andthen caled offavote
ofnoconfidencein thegovemment, thus giving the govemmentmore breathing room
topursue itsreformagenda. The basc impetusbehind the abortive effort to hold a no-
confidence vote was the hogtilty of a maprity of the Duma, which is dominated by
communsts and their alles, toward the govemment's aim of creating a market econ-
omy. The specific fadtors tha appearto have pushed the Duma to the brink of a con-
frontation with the govemment this fal induded its fon to 1sp g
cutsinthe govemment's drat 1998 budget (whichthe Durma rejected ineady October)
and antagonismtoward powerful First Deputy Prime Minister Anatolly Chubays.

The govemment's proposed tax code, which the Duma had passed in principle ona
“frstreading” in June, was another pont of contenton between the Duma and the
govemment. But attacks on the tax code wer spearheaded not by the communists,
butbythe pro-maketreform Yabloko paty — headed by Gregoriy Yaviinskiy — which
hotds fewseas inthe Duma. Thetaxcode isakeyelementofthe govemmentss reform
programand seeks to greatly simplify Russias tax system, make it more equitable, and
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ease thetaxbudenon Russias entepises. Signifcant revisions may in fact be made
tothedrdttaxcode inthe next fewmonths.

The communists ultimately backed off from a noconfidence vote when Yelsin made
clear hisintentto stand by hisgovemmentand its program and indicated tha the prce
ofasuccessiulnoconfidence vote would be the dissolution of the pafiarment. With no
viable orattractve altemaive program of their own, they evdenty feaed defeat in the
ensuing elections fora new pardiament. The withdraval of the motion fora vote of no
confidence seves as a reminder of the great power tha Yelsin, as long as he stays
hedthy, canwield under Russia’s constitution and of the concomtant weakness of the
Duma.

Despite the advances in econome stabilzaton and the apparent end to the long slde
in GDP, the basic ingtitutional reform required to underpn a visdble maket economy in
thelong run appearsto have made litle progress. Forexample:

There islitle evdence of anysignifcantgans in rootngoutcomupton.

Tax colecton remains seriously deficient. After a substantial improvement in the
second quarter, the share of taxes actualy pad reftive to wha was supposed to
hawe been pad fel shaplyinthe thrd quarter. Forthe first three quaters asa whole
the rato wasonly sightly over50%.

Wage arears, both a mapr source of popular discontent and a symptom of ingtitu-
tional shortcomings such as inadequate tax colecton and lack of creditor rights,
have nsen 15%since the end of 1996, despite the govemment promises to drasti-
caly reduce themths yea.

Asregardshowthe economywil fae forthe rest of ths year and next — assuming the
acauracy ofourprognoss of limited damage from the world-wide plunge in stock prces
inOctober— red GDPin 1997 isnowexpected tobe about what it was last yea. Mod-
erde growthofabout 2% is anticipated for 1998. The officid govemment inflation tar-
getin 1998 is5%, butprcesare likely to rise somewha faster. However, inflaton next
year wil almost cettainly be bebw ths years anticipated 12% As long as Yelsin re-
mans inthe robust hedth he appearsto have enpyed over the last few months, no se-
nious poitical chdlenge tothe presentgovemmentseems likely. However, progress on
structuralreformwil nevertheless continue to be slow.

EASTERN EUROPE: TRANSFER OF POWER IN POLAND
WiLL HAVE LiTTLE IMPACT ON Economic PoLicy

Andref Roudol

Inamajr poltical di anewg 1t wil soon take over in Pondasa
resultofthe pafiamentary elections there in September. What ismost stiking about the
impendng transter of power is how little ditference it wil make to the pro-market eco-
norric poicies tha hawe prevaied forseveralyeas. In Polnd, asinthe Czech Republc
and Hungary, there is broad agrement among competng poltical interests on the
market orentaion of economc poicy and, forthe most pat, on the need to mantan
stong stabilzaton measures.

InRomania bycontrag, thedrive 1o intoduce market reforms by the govemment tha
took office late last year has stdled in the face of nang popular discontent, indicating
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the absence ofbasc onthethwustof polcy. More encouragingly,
the govemment that took over in Bulgara amdst an economc crsis eatier ths yea
continues toenpy popular despitethe 1 it

InPolnd, whch hasbyfarthe lagest populaton and GDP in Eastem Eumpe, the rul-
ingcoditon ofthe DemocraicLeft Aliance (SLD), which isthe successor to the fomer
communsts, andthe Polsh PeasantPaty (PSL) faled to win enough seds in the elec-
tions to retain its hod on the govemment. The big winner was the Soidanty Electorl
Action (AWS), which captured 43.7% ofthe seas inthe Seym, the more powerful ofthe
twohousestha constitute the Polish padiament. The new govemment wil be a codi-
tion of the AWS and the Freedom Unon (UW), a stongly pro-market paty tha won
13%ofthe Sem seas. The UW head, Leszek Baterowicz, wil occupy the post of fi-
nance minister and also wil be the deputy prme minister in charge of economc affairs.
Bakerowicz is the architect of the shock therapy reforms introduced in 1990 and un-
compromisingly favors maket reformand stong stabilizaton measures.

The AWS-UWcoditon is somewha pardoxcal in tha, with respect to econome pok-
icy. the UWisclosertothe SLDthan tothe AWS. The economic policy of the oulgoing
govemment, which was domnated by the SLD, was a continuation of BaterowiczZs
shock therapy reforms. The emphass wason privatizaton and macoeconoimic stabilty
mantaned though strct fiscal and monetary policies. The AWS, on the other hand,
appearsdivded on economc polcy. The patty is bascaly pro-market, but many of its
factions are prmariy interested in defending workers' rights and increasing the roke of
trade unons. Wha the AWS and the UWmanly have in cormmon is hostilty toward the
fomercommunists.

However, whie the AWS and the UW may seem strange economc bedfelbws, the
UWs signifcant role ineconome polcyis likely to neutralze substantialy the influence
of the less market-oriented elements in the AWS. This seems particularly likely since
Prme Minister-designate Jezy Buzek, an AWS mermber, wil evdenty support Bal-
cenowicz.

Economt issuesplayed a minor ok indetermning the outcome of the elections. The
SLD-PSL coditon was tumed out of office even though the economy — one of the
fastestgrowingin Euope— hasdone very wel under its stewardship. Red GDP rose
7.3% inthefirst hal this yea, above the alreadyhigh 6.1% incease last year. Industrial
production grew 11.3% in the fist nine months. The jobless rate fel from 13.5% in
September 1996 to 10.6% ths September, whie red wages increased about 7.5%
overthe same perod. Inflaton dedined t09.6% in January-September aganst 14.3%
inthecomrespondng period last year.

T plain whythe f 1stslost power despite their impressive
economc record: there iswidespread distrust olmdxwwalsandgrwps tha in the past
were Communstsorpro-c st; Poand inantly Catholc country,
and the AWS took a stongly pro-Catholic stance; and, pemhaps most important, the
pro-Soldanty groups, which had been badly fragmented, untiedin June 1996 with the
fomaton ofthe AWS.

The election results are not expected to lead to mapr economc polcy changes or
threaten Polnds stabilty. GDP growth wil continue and infiation wil slow. The immedi-
ate economc task of the new govemment wil be to cui the potentally destablizng
growthofthe curentacoountdeficit, which mayrise from 1% o0f GDP ladt yearto 5%this
yea. Ris almost cetain that the new go 1t wil try to 1t the oulgoing
govemment's plans to tighten fiscal polcy and wil support the aleady tight monetary
polcyofthecentralbank.
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The Czech Republic is in
the midst of a growth
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. which could topple
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rapidly next year,
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EXECUTIVE SUMMAHY — WORLD OUTLOCK

Inthe Czech Republc, economc growth continues to be slowerths yea than lagt. In
thefist haf this year red GDP growth stood at 1.3%, substantialy lower than the 4.1%
forthe whole of 1996. Infiation, which inJ y-May due to tight y
polcy, accelerated shaply in June, parly as a result of the May curency crsis, and
agan inJul, lagelybecause ofthe liberaizaton of rents and energy prces. Overallin
January-September consumer preesrosa 8.6%, fasterthan the 7.1% inaease in the
comesponding penodlast yea.

The slowdown ineconomc growth contnbuted to a substantial loss of popularty of the
Vadav Klaus govemment. Ths may resultin the colapse of the ruing coditon, eaty
elections, and formaton ofanewgovemment headed by the Soaal Democratic Pary,
cumently the second lagest in the pafiament. A change of govemment may lead to
some loosening of fiscal polcy and introduction of protectionst measures, but is un-
likelytobrng about anydrasticpoicychanges

Despite growing infiation and baknce of payments proolems, the Czech crown ap-
peastobestengthenng slghtly. The economc slowdown ths year does notseemto
reflect any fundamental unsoundness in the economy. Next year GDP growth is ex-
pecedtoaccelerte.

The Hungaran economyappearsto have recovered from the recesson caused by the
austerty programtha waslaunched in March 1995. Many leading macoecnomic indi-
cators, indudng GDP and investmentgrowth, have risen more rapidly than was gener-
aly expected. Economc growth accelemtedinthe second quaterths year compared
with thefist quaterand last year as a whole. GDP grew 4.3% yea-on-yea in the sec-
ondquateraganst2.1% in thefirst quaterand 1% in 1997. Overallin the fist hal of
ths year GDP rose 3.2%. From end-December to end-September consumer prces
rose 14 5%, slghtly lowerthan the 16.3% growthinthe comesponding perod last year.
Because of substantialdecreases inthe large curentaccountdeficit and extemad debt
in 1996 andths yea, the fointhasbecome much stonger.

The recovery broughtabout a rise inred wages. However, ths rise hasnotso faroffset
theshap fal inwagesin 1995-1996 caused bythe austerty program Asaresult of the
austerly measures, the populaity ofthe Sodalst paty, the senior patnerin the ruing
coditon, hasfalen substantialy. The Sodalsts' representationinthe padiament, where
they hold about 54% of the seas, coud d consif y after the
scheduked fornext May. However, as in Polnd and the Czech Republic, changesin
thegovemmentafterthe electionsare notlikelyto lead to mapr poicychanges.

InRomania, the reformprogramintroduced bythe govemmenttha replaced the fomer
communsts a year ago has stdled. The intial support the govemment enpyed has
evaporaedbecause of thediscontantthe newregime's stabilzation program has gen-
erded. Inpaticular, litle progress hasbeen made in the closure of financlly aiing en-
teprises — a key element in the govemment's industial restructurng plan. Futher-
mom, the coditon govemment has been wezkened by the threatened defecton of
the ethnicHungaran paty because of legisiation it percceives as ant-Hungasan. Pros-
peds thd the reform program wil revive next year are not promising. However, pres-
sure fromir al lending i could compelthe govemment to get the
reformprogramback ontrack. GDP isexpected to be at bedt fia ths yea. On the plus
side, infiaton hasbeen relativelylowdunngthe last severalmonths compared to eatier
intheyea folowng pree liberalzaton.

HEFA NOLEVEER 7t




But the Bulgarian gov-
ernment continues to
enjoy public support de-
spite the stabilization
measures it has im-
posed.

Eastern Europe's eco-
nomic outlook remains
generally favorable de-
spite the plunge in
stock prices.

Real economic growth
among Middle Eastern
oil exporters remains
generally buoyant dur-
ing the past three quar-
ters, but the pace was
slower than in 1996.

Growth in non-oil Middle
East, except for Israel,
has largely remained ro-
bust during 1997.

EXECUTIVE SUMMARY — WORLD OUTLOOK

Bycontragt, the Bugaran govemmentwas able 1o retain the public support of its stabi-
lization polcy. Bulgara hascontinued to make progress in recent months in stabilzing
itseconomy, whch washitbya islast year. Output to dedine, but
ataslowerrate than eafierin theyea. Inthe second quater, the yea-on-yea GDP de-
clne slowedto8.3% from 11.7% inthefist quater. The overallGDP dedine in the fist
haf amounted 10 9.8%. Since Apni, monthly prce growth has remeined substantialy
lowerthan inthe comespondng monthslast year. The Bulgaran govemment has kept
itspromise lo accelermte prvatizaton, whch isnotonl anecessay element of the tran-
sitontoamaketeconomybutalso a vital source of revenue to hep sewice the huge
extemd debt.

Aselsewnere, stock preesin Eagem Euope have plummeted recenty. One result of
thededine could be short-tlermingabiity of curenaes there, patticularly in Polnd and
Hungary. However, thetubulence in East Euppean financial makets is not expected
toalter the generaly favorable economi outiook formost of the countres in theregion.

MippLE EAST: REAL GROWTH REMAINS BUOYANT, BuT

THE PACE IS GENERALLY SLOWER AMONG OIL
EXPORTERS

Karanta Kalley

Although average oil prces durng the fist three quates of 1997 hawe under-
performed the 1996 average, they stil remained stonger than those of 1995 and
1994. Accordingly, red outputgrowthin 1997 continued its positive trend among the
Middle East oilexporters butthe pace of growth was slowerthan in 1996, Saudi Arebia
and the other Gul Cocperation Council (GOC) economies whch are mom oik

1tand less di than the rest of the Middle East are estimated to under-
performthe regiond average in 1997. Economc growthin 1998 forthe GCC in general
wil average only slghtly betterthan the 1997 average. Two notable exceptions in the
sub-region are Qatar and Oman where growth in 1998 wil be fueled by increased ex-
pot ofliquelied nawralgas. In Iran, despite economt sanctions by the Unted Staes,
econome growth has remained postive and the election of Mr. Khaamito the presi-
dency has rased new hopes fora better economc environment and improved rela-
tions with the west.

InTurkey, economc activity accelerted duing the summer months with industial pro-
dudiongrowingatdouble digit rates and red GDP averaging 6.6% during the first ha
011997. However, Tukey continues to register lamge fiscal defiats and higher rates of
infiaton, creating a macoeconomic environment unikely to be conpatble with sus-
tanedgrowth. Inthe Levant, Jodan continues to benefit from a reltively broad-based
economc reformprogram Amid low inflaton and dedining fiscal and extemd deficits,
econome growth in 1997 remains robust. As for Is@el, the economy seems to have
enteredastae of slow growth resulting fromthe high interedt rate polcyofthe Bank of
Ismel. Economi growth in 1996 was fasterthan sustainable and the Bank's concems
about inflaton caused it to keep interest rates high. Growth so farin 1997 has been
lackluster and we forecast continued slow growth dunng 1998 as monetary poicy is
likelyto remain focused oninfiaton tothe exduson ofother concems such asgrowth.
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inflationary pressures
continue to ease during
1997 in the GCC but
consumer price inflation
remains in double digits
in Iran and Turkey.

The peace process re-
mains stalled but it is
not dead.

Most major economies in
the region have regis-
tered positive growth
rates during the tirst
half ot 1997.

Inflation is still a prob-
lem for some countries.

EXECUTIVE SUMMARY — WORLD OUTLOOK

The increase in consumer prce inflaton in 1995 was panly a result of reductions in
gowemmentsubsidies andthe subsequent increase in the prices of publicly supplied
goods and senvices. Theabsenceof these fadtors in 1996, the general dedine in the
prece of manufatured goods andthe strength of the dolarto which most Gul curen-
Cles are pegged, combined to brng average inflaton down to bebw 3% in the GCC.
Although the suge in consumer prces has abaed, somewha in Iran, the rate of in-
crease wil remainin double digits. In Tukey, infiaton hasshown a maked tendency to
accelerte, risingto nearty 90% in September from about 80% in June. Whie Iran wil
continue to expenence a gradualreducton in 1997 and 1998, inflaton is expected to
stay high in Turkeyin 1997 and 1998 and wil only slowdown inthe mediumtem.

Eventsin the past twelve months indicate tha Arab and Jewish extremsts have suc-
ceeded in putting a temporary hat to the peace process. Whie the rentionshp be-
tween Ismelandthe Pakestnian Authorty isatan alltime low, we do notbeleve tha the
peace processisdead. Both sides were dmveninthefirst place to the bamgaining table
nOsb forpragmate reasons both Ismels and Pakstnians redized tha the cost of the
continued war was higher than peace. The events of the past months hawe not
changedths basc fad. Ismels, whie concemed about security, understand tha con-
tinuedocaspaton istoo costlyforthe country. The Paiestnians know tha they wil not
be rescued by outside Areb countres orother powers, and mud therefore ded with
Iselifthey areto create a stable socety with sef-rule. Thus, despite the cument stde-
mate, both sides have lamge incentvestocontinue the process

AFRICA: GROWTH STILL LARGELY DETERMINED BY
WEATHER CONDITIONS AND COMMODITY MARKETS

ExceptforMoccowhere the effectsofthedroughthave pushed red GDP growth to
nea anemicrates, growth in most of the mapr economies in the region has generaly
been onthe upwvard trend in 1997. Continued reformeffortsin Egypt are beginni gto
payoffaseconomi growth sugesabove 5%forthe second consecutive year with CP1
averagng bebw 7% forthe first time dusing the 1990s. Growth in Algeria has been ro-
bust duetobuoyantoilprcesand macoeconormic reforms but the econome fotunes
ofths nationwil continue to depend not only on stuctural reforms but also on develk
opnnn!sin(hepoitim!sprere.Ledbyasmnginvaslrmnlgruwlh.especialy inthe oil
sedtor, economc activity in Algeriawil remain stong inthe short to mediumtem.

Insub-Saharan Afica, whie central Affi )es to stagnate, f; le weaherand
buoyantcommodty prces have provided the momentum forincreased economt ac-
tivty particulary in Cote d'voim, Ugandaand Southem Afiican countries of Botswana
and Mahwi. Growthin South Africa, the region’s economt power, remains positive but
subduedin 1997 whie Nigerids economy remainscaptive to the ingly g
constitutionalcrsisandthe persistent weakness in magoeconomic and structural poi-
cies.

Consumer pree inflaton hasremained high despite some successin fiscal stabilzaton
andaslow down inthe growth of money supply. However, serious problems remain as
several countries continue to be ravaged by high rates of infiaton. Angola and the
Dermocraticrepublic of Congo stll report hyperinflationary rates whie Ghana, Madagas-
carand Nigenastil sufferunder double digit rates in consumer prce inflation.
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The recent turbulence in
global equity markets
has not spared some of
Africa’s emerging mar-
kets.

EXECUTIVE SUMMARY — WORLD OUTLOOK

Thecrsiswhch began in Asan equity markets and spread like wid fir to other woid
equty markets laigely affected those Afiican makets with significant forign investor
actvity. These wee South Atica, Egypt and Zimbabwe where share prces tumbled
folowng the global sel-off and registered corections in line with the rest of the bat-
tered makets. Whie we do not antcipate any significant long temn effect on any of
these economes, we see a polental impact on the monetary poicy side of the red
economy. Bond and stock maketoutllows, patticularly in South Afica, wil have anega-
tive impactonthe monetayy polcyside inas much asitmay cause a futherdely in fur-
therinterest rate cuts anda possibe slow down in economc achvity.
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Executive Summary
World Outlook

Excerpted from World Economic Outiook, WEFA

November 3, 1997, © WEFA, Inc.

In Brief

The troubles in South East Asia will undoubtedly have a negative impact on the workd
economy. Although the troubles will be severe in the South East Asian economies them-
selves, at present it seems unlikely that they will be large enough to provoke a global crisis.
The countnes embroiled in the currency crisis account for a relatively small proportion of
world output and trade, and economic growth in the rest of the world seems to have gained
sufficient momentum to withstand the shock. World output (measured in purchasing power
parity terms) still seems to be on course to expand at a rate of around 3.5% in both 1997
and 1898, with upward revisions to the growth projections for North America, Western
Europe and Latin America offsetting a weaker performance in Japan and developing Asia.

Economic growth in North America has been somewhat stronger than expected, with the
prolonged uptum in the US maintaining a robust pace and the upswing in Canada continu-
ing to gather speed. An upward drift in inflation over the next twelve months is expected to
induce the Fed to raise interest rates again, to slow economic growth to a more sustain-
able 2.3% - 2.5% pace from 1998 - 2002, after a strong 3.6% gain in 1997.

In Japan, the impact of the fiscal tightening appears to be more severe and lasting longer
than was originally anticipated. We still expect a gradual recovery in activity as the fiscal
drag diminishes, with real GDP growth forecast to rise from only 0.8% this year to 1.9% in
1998. However, there is a risk that the support to the recovery from net exports will fall
short of expectations if there is a more severe and sustained slowdown in developing Asia.

The export-led recovery in continental Europe seems to be picking up steam, and the
strength in exports has started to spread into domestic demand. The domestic demand
driven UK economy continues to expand at a robust rate. Real GDP growth in Westemn
Europe as a whole is forecast to improve from an estimated 2.5% this year to an upwardly
revised 2.7% in 1998, with a more broadly based upswing in mainland Europe more than
compensating for a policy-induced slowdown in the UK.

Latin America, like the Pacific Basin, has several economies with current account deficits
and strong currencies. But the recovery in the largest Lalin American economies from the
1994-95 recessions has not lasted long enough to generate deficits much above 3% of
GDP. Moreover, none of these countries have accumulated big private local currency
lending in real estate and other non-traded goods sectors. Nonetheless, we expect Latin
America's major economies -- except Mexico -- to slow growth next year in order to stabi-
lize their trade deficits.
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Forecast Summary Table

TABLE 1.0 WORLD FORECAST SUMMARY

TE31eR s 19N 1987 TS Teee 2000 3901 2003
REAL QDP (P EACENT CHANIE)

7.
2002

WORLD (PPP WEGHTS)

AL

UNITED KINGDOM

AFRCA

LATIN AMERICA, EXCL MEXICO

PACIFIC BASIN
CHINA

EAS TEAN EUROPE
FORMER SOVIET UNON

SEVELOPED GOUNTIES, EXCL. TURKEY
UMITED 8
CaNADA
LapaN

WESTEAN EUROPE. EXCL. TURKEY

SERMANY
FRANCE
ITaLY
LNITED INGOOM

SEVELOPED COUNTRIES
UMTED STATES

A
UMTED NG DOM

AVE CAUDE PRCE (WBARAEL) @)
PERCENT CHANGE

9
42 20 a1 28 32 213 o2 e

LONDON INTERBANK RATE (3-MONTH) 2 sa 57 a1 w0
UMTED STATES  (3-UONTH CD) 1z 34 se s
24P AN paONTHCD) 10 0 a4 23 13
GERMANY © (3-4ONTH FIBOR) X 530 s2 so 4o
FRANCE (3-MONTH PIBOR) ¥ z AT
UNITED XONGDOM (3-M INTERBANK) 55 53 s o7
EXCHANGE RATE (LOCAL CURRENCY/U S, DOLLAR. AVERAGE)
CEUTSCHE MARK 165 162 14 1% 1TE 171 160 165 163 182 19 a4 02
AP ANESE YEN 112 1922 041 1088 18P 1IES 1120 1085 1074 1083 42 24 21
POUND STERLING Ses7 0853 G304 0647 0856 0653 0639 0641 25 14 14
CANADIAN DOLLAR 120 137 17 136 134 13 1 128 120 an 15 23 os
WORLD TRADE (PERCENT CHANGE) -
VOLUME (EXPORTSJ, TOTAL. = “ . woas e e
MARY COMMODITIES 28 . 6z o a2
FUEL AND ENERGY s s2 s0 PEERT)
MANUFACTURED GOODS “ 5o s 74 09
PRCES (EXPORT DEFLATOR! DOLLAR) 4 72T 22 L2y
PRMARY COMMODITIES a4 29 27 1o 24
FUEL ANO ENERG' 27 20 3 EEREE]
UANUFAGTURES a600S a8 21 20 13 20
CURRENT ACCOUNT BALANCES (US3 BILLION)
UNITED STATES. S M 29 s A7) AW a8 8S AT 167 M2 s s ()
JAPAN MO w2 & W B M 108 M M 11100 108 (a)
WESTERN EUROPE & 4 T oMT w2 M3 06 e 11 128 % 33w
REST OF WORLD 920 49 a2 100 a05 48 w6 109 M7 an 102 104 104 ()

(4) AVERAGE OF 50
)

ux s e mces o qr s

HEFA NOVEWBER 1997 WORLDE




Asian crisis upsets finan-
cial markets.

Concerns overblown.

Improved performances in
other regions compensate
for Asian slowdown.

Downside risks to exports.

EXECUTIVE SUMMARY — WOALD QUTLOOK.

WOoRLD Economy: CRISIS? WHAT CRisIS?

Concems that the global economy may be facing a severe downtum have increased
in recent weeks as the currency and stock market turmoil in South East Asia spread to
financial markets in the rest of the world. At the time of writing the equity markets in
the major industrial countries have largely recaptured most of the ground lost during
the sell-off in late October, but there is still some uncertainty about the consequences
of the Asian meftdown for the world economy.

Fears that the economic slowdown in Asia may lead o a deflationary recession in the
rest of the world seem to be overdone. Developing Asia as a whole certainly accounts
for 22.5% of world output, based on purchasing power partty valuation. However, ex-
cluding China and India, who have so far remained relatively immune from the cur-
rency crisis, the rest of developing Asia accounts for only 7.3% of global GDP and only
4.4% ot world exports of goods and services. This suggests that even a severe re-
cession in the affected Asian should have a rek y modest impact on
global economic growth. And the current consensus is that most South East Asian
economies are heading for an economic slowdown rather than outnght recession. The
policy measures being implemented to deal with the currency crisis will certainly
dampen domestic demand in the economies most affected by the recent turmoil,
namely the countries of the Pacific Basin (i.e. Hong Kong, Indonesia, Malaysia, the
Philippines, Singapore, South Korea, Taiwan and Thailand). But net exports should
lend support to economic activity aided by the improvement in competitiveness from
the sham currency depreciations.

WEFA's latest forecasts show that economic growth in Indonesia, Malaysia and the
Philippines is now expected 1o be belween 1.2 1o 1.5 percentage points lower in 1997
than previously forecast, and between 2.0 and 4.0 percentage points lower in 1998,
The projections for Thailand have been lowered even more sharply, by 3.7 percentage
paints this year and by 5.8 percentage points next. Overall real GDP growth in the
Pacitic Basin is now forecast lo increase by 5.3% this year and 5.1% in 1998, com-
pared with the August forecasts of 6.4% and 6.6% respectively. Economic growth in
Developing Asia as a whole, including China, the Indian subcontinent and the Pacific
Basin, is expected to average 6.7% in 1997 and 1998 (previously 7.4% in both years).

A slowdown in Asia of this magnitude has only a limited impact on WEFA's projections
for world economic growth, as the shock has occurred at a time when the prospects
for other regions have shown some improvement. Economic growth in North America
has been somewhat stronger than expected, with the prolonged upturn in the US
maintaining a robust pace and the upswing in Canada continuing to gather speed. The
buoyancy in North America has been reinforced by further strong growth in the UK
and a marked pick-up in activity in continental Europe. Output in Latin America is also
expanding more rapidly than was previously antici ally in Arg and
Mexico. At the present time, it looks very much as i the ongoing strength in these re-
gions will fill the gap left by the shortfalls in growth in developing Asia and in Japan,
where the economy is sutfering a larger than expected reaction to the tightening of fis-
cal policy. World output (measured in purchasing power parity terms) still seems to be
©on course 1o expand at a rate of around 3.5% in both 1997 and 1998, with upward re-
visions 1o the growth projections for North America and Europe, offsetting the weaker
performance in Japan and developing Asia.

While the developments in Asia have not as yet fundamentally altered the generally
positive outlook for the world economy, there is still a risk that economic condtions in

WEFA NTUEMSEA 1997 WORLO ECONOM T DUTLOCK 3




Stock market correction
may have further to go.

The risks are real, but
should not derail the
global upswing.

EXECUTIVE SUMMARY — WORLD GUTLOOK

Asia may deteriorate more than we expect and exert a more widespread adverse im-
pact. The potential effects on the rest of the workd would be felt via a number of chan-
nels - through foreign trade, through tougher price competition from countries with de-
valued currencies, through the banking system, through reduced eamings from foreign
direct ir and portfolio . Most of these effects are difficult to meas-
ure, but tt is possible to roughly quantiy the impact of a contraction in export demand.

Among the developed economies, Japan is likely to be the most affected by a more
severe slowdown in the Pacific Basin, since these countries accounted for about 33%
of total Japanese merchandise exports in 1996. This part of the world is also quite im-
portant for the US, which sells about 17% of its exports to the Pactfic Basin (defined
here as the four NICs plus the ASEAN four), whereas the European Union (EU) as a
whole only sells about 5% of ts exports to this region. However, economic aclivity in
the member states of the EU is more dependent on external trade than the US, with
merchandise exports accounting for about 24% of EU GDP compared with about 8%
in the US. The contribution to GDP from exports to the Pacific Basin in the US and the
EU is very similar, at 1.3% and 1.2% respectively, less than half the level in Japan
(3.3%). Consequently, Japan would sutfer more severely from a recession in South
East Asia. The direct impact of a 10% drop in merchandise exports to the Paciic Ba-
sin might reduce real GDP growth in Japan by about 0.3 percentage point, compared
with about 0.1 percentage point in both the US and the EU.

The recent hiatus in global stock markets has also directed attention to the possible
repercussions of a stock market “crash”. The spread of the South East Asia problems
to Hong Kong was the catalyst for the recent turbulence but not the cause, which was
pnmarily concemns about the overall valuation of the US stock market. It is still not clear
whether the turmoil in global equity markets has bumt itself out or whether it was
merely the precursor of a more fundamental correction. However, the retrenchment
and devaluations in the Pacific Basin could exert further downward pressure on the
workdwide price of manufactured goods, thus exerting a squeeze on profits in the de-
veloped economies and triggering a stock market “crash’”.

A sharp decline in equity prices could potentially have a noticeable impact on con-
sumer confidence and expendilure in those economies, such as the US, France, UK
and Canada, where households equity hokdings are large (50-80%) relative to GDP.
Provisional estimates, based on the current levels of equity ownership and empirical
studies of the link between financial wealth and private consumption, suggest that a
10% decline in equity prices would reduce GDP growth by about 0.4 percentage point
in the US and by about 0.3 percentage point in France and the UK, compared with
only 0.1 percentage point or less in Japan and Germany. However, with equity prices
in most of the major markets still showing a double-digit annual gain, it seems unlikely
that the wealth effects of a decline of this magnitude from the current high levels would
have a significant near-term impact on global economic activity. As Gavyn Davies of
Goldman Sachs has recently pointed out: “The positive wealth effects of (the previous)
increases in equity prices have not yet been fully reflected in consumer spending
around the world. By the same token, any decline in equity prices from current levels
woulkd not depress spending immediately.”

The troubles in South East Asia will undoubtedly have a negative impact on the world
economy, but at present it seems uniikely that they will prove severe enough to pro-
voke a global crisis. The undertying growth momentum in the rest of the world seems
to be sufficient to withstand the shock, though some countries (e.g. Japan) and sec-
tors (e.g. manufacturing) will suffer more than most. Some worst case scenarios sug-
gest that the Asian crisis might reduce overall economic growth in the developed
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economies by about 0.5 percentage point, with Japan losing about 1.5 percentage
point. The picture would obviously be bleaker if the cnisis spread lo the emerging mar-
kets of Latin America and Eastem Europe, which are more important export markets
for the US and EU. Another risk to the outiook could arise i the dollar were lo suffer,
which would pose a threat to the export-led recoveries in Japan and continental
Europe. However, f some of the worst risks were to malerialize lhen the IMF and
central banks would react to contain the situation.

The prospects and risks for the main countries/regions are:

Although strong investment and restructuring may have raised the US economy's
non-inflationary growth potential, real GDP growth conlinues to exceed even the
most optimistic estimates of a sustainable rate. As the unemployment rate ap-
proaches 4.5%, wage gains will pick up, pushing up consumer prices and inducing
the Fed to tighten modestly over the next six months. This should slow economic
growth to a more sustainable 2.3-2.5% pace during 1998. Key risk: wage rises ac-
celerate sharply in late 1997 and growth remains higher than potential. The Fed
reacts aggressively, and higher interest rates push the economy into recession

Recent evidence suggests that the recovery in Japan has not yet regained mo-
mentum after the downturn caused by significant fiscal tightening that came into
effect in April. However, the slowdown should prove temporary and modest growth
is expected to resume, led by private domestic demand, particularty business in-
vestment. In addition, the yen remains at a compelitive level ensuring that net ex-
ports continue to make a signficant contribution to growth. Key risk: with limited
scope for a monetary or fiscal stimulus, the economy may fall back into recession
due to the impact of the slowdown in south-east Asia on exports and corporate
profits

The export-led recovery in continental Europe appears 1o be picking up steam,
while the domestic demand driven UK economy continues to expand at a robust
rate. Policy tightening and the lagged impact of sterfing's appreciation is expected
1o slow UK growth next year, while economic growth in mainland Europe should
show some further improvement, as the recovery spreads to domestic demand.
Key risks: Consumer spending in Germany and France continues to stagnate in
the face of persistently high unemployment, and the dollar declines sharply against
European currencies, undermining the hitherto robust export performance.

Growth in the east Asian region has slowed down significantly and is expected to
slacken further next year. The currency crisis has had a “contagion” effect on all
the economies of the region. Exports, boosted by the improved compelitiveness
produced by currency depreciation, will be a key driver for growth. Key risks: the
Japanese economy stumbles, limiting the market for developing Asia’s exports. A
Iull-fledged currency crisis in South Korea, which leads to another round of capital
flight from the region. :

Apart from Brazil, Latin America is not very vulnerable o an Asian-style currency
meltdown. The risk of a major devaluation has increased in recent weeks, how-
ever, causing Brazil to double short-term interest rates from 21% to 43% and to
adopt fiscal cuts amounting to about 2.5% of GDP. We expect Brazilian growth to
slow from 4% to 1% next year as a result of these measures, reducing its current
account defict to a safer 3% of GDP. Argentina will also be affected by slower
Brazilian demand for its exports. Mexico and most of the other Latin American
countries will be little affected by Brazil's crisis. Key risk: A major devaluation in
Brazil, which would likely slow growth to -2% in Brazil and knock Mexico and Ar-
gentina's growth down by 1% as well.
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Real GDP growth slowed
in the second quarter.

Employment growth has
also slackened in recent
months, but the labor
market Is still tight.
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= Oil exporters continue to post positive growth rates but al a pace slower than in
1996. Growth in the non-oil Middle East, except for Israel, remains robust, Eco-
nomic activity in Alrica remains on an upward trend for the fourth consecutive year.
Key nisks: Subdued oil prices and a further slowdown in the peace process could
dampen the macroeconomic environment for the Middle East region as a whole. In
Alfrica, drought and weakness in commodity markets could send the region into a
recession.

The outlook for continued growth and stabilty in most East European countries
remains . One possible plion is Romania, where eroding political
support for the reform-minded government that took office late last year threatens
to derail efforts to curtail inflation and introduce market reforms. Elsewhere in the
region, there is broad agreement on market-oriented economic policies. This is il-
lustrated by the minimal impact that the change in government in Poland at the end
of October is expected lo have on the country's pro-markel economic policies. Key
risk: economic stabiiity in the region could be jeopardized f the large curent ac-
count deficts many countries are running continue to widen and are not sufficiently
covered by capttal inflows.

The recent plunge in Russian stock prices has not altered the outlook for a continu-
ing slowdown in inflation and a moderate recovery in GDP next year. The turmoil in
the stock market is not expected to precipate a currency cnsis. Russia’s large cur-
rent account surplus and ts ample foreign exchange reserves should keep the ru-
ble stable. Key risk. stabilization and market reform remain vulnerable tc the lack or
weakness of appropriate market-economy institutions -- for example, an adequate
tax-collection mechanism.

THE UNITED STATES: MOMENTUM CARRIES INTO 1998

After an exceptionally strong performance in the first quarter of 1997, the pace of
growth moderated somewhat in subsequent three months but remained well above
what has traditionally been regarded as a sustainable rate. Annualized quarterly real
GDP growth slowed to 3.3% in the second quarter from 4.9% in the first. A shap
slowdown in consumer spending, which had propelled the sharp growth in first quarter,
was the primary cause of the deceleration. In contrast, there was there an acceleration
in the rate of growth of most of the other sectors of demand. Business investment,
which has been a major driving force behind the current uptum, now in its seventh
year, expanded at a robust annualized rate of 14.6%, while stocks continued to be
built up at high rate, Export growth also strengthened, as the recovery in demand in
key export markets compensated for the retarding effect of the dollar's rise. However,
net exports still exerted a slight drag on the economic activity as impors grew even
more rapidly. .

The September payroll report showed signs of a slowing in employment growth. Non-
farm payrolls increased by 215,000 in September, but around 165,000 of those new
jobs were UPS employees returning from the strike in August. Some of the weakness
in September, however, resulted from a 47,000 payroll decline in local education em-
ployment, which is most likely a result of seasonal factors not accounting for earfier
school starts, as opposed to the loss of those jobs. Over the past two months, payrolis
have grown by an average of 128,000 jobs a month, about half the 254,000 average
monthly gain for the year through July.
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The Y rate was ged in at 4.9%, reflecting the modest
rise in nonfarm payrolls. Since April, the unemployment rate has been at or below
5.0% in every month. The recent level of the unemployment rate shows that the labor
market is extremely tight, and remains as a significant indication of possible wage
pressure problems. Average hourly eamings increased by $0.04 per hour in Septem-
ber following a revised $0.06 gain in August (previously reported as $0.05). On a year-
over-year basis, hourly eamings grew 3.6% in September, a significantly faster pace
than in most of 1996, when the unemployment rate was above 5%.

Despite the tightness of the labor market, most current measures of inflation remain
low. The year-on-year increase in the GDP implicit price deflator slowed 10 1.8% in the
second quarter, down from a 2.5% gain in the first quarter. In September consumer
prices increased by 0.25% (m-o-m) after two months of 0.2% gains. Energy prices
rose 1.3% following a 1.7% jump in August. Food prices slowed in September, gaining
0.1% after four months in a row of sizable increases. Core inflation (excluding food
and energy) was 2.2% for the year ended September, the lowest 12-month inflation
performance in over 30 years. While consumer price inflation remained steady, pro-
ducer prices jumped for the second month in a row in September. The producer price
index for finished goods rose 0.5% (m-0-m) in September following a 0.3% increase
the previous month. This pick-up, however, is largely due to a turnaround in energy
prices which have increased by an average of 15% per month over the past two
months.

Figure 1: US Federal Budget Surplus Forecasts: CBO vs. WEFA.
WEFA Balanced in 1998, CBO by 2002

Baons
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The federal budget deficit was $34.6 billion in August, compared to a $41.8 billion
deficit in the same month last year. Strong economic activity has increased govem-
ment receipts for the eleven months ending in August by 8.4% over last year. The
August number lowers the deficit for the first eleven months of the fiscal year to $71.3
billion, 50% lower than the $142.7 billion deficit over the same eleven months of the
previous fiscal year. The recent budget agreement passed by Congress and signed by
President Clinton has radically aftered the prospects for the federal budget deficit. The
Congressional Budget Office (CBO), in its review of the budget agreement, sees the
deficit widening in fiscal 1998 from the current fiscal year, before narrowing in subse-
quent years to reach a surplus in fiscal 2002. This is line with the views of The Mid-
session Review released by the Office of Management and Budget (OMB), as re-
vealed in its Mid-session Review. However, as Figure 1 shows, WEFA is more opti-
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mistic about the near-term pects, ing a bak budget for 1998, but
takes a somewhat less rosy view of the longer term outiook.

A key to the fiscal position in 1998 is how long the recent phenomenal performance of
revenues continues, and the rate at which special factors that coukd be at work dissi-
pate. WEFA anticipates a slower dissipation of these effects, especially because of the
reduction in the capital gains tax, resulting in a small surplus over the next few years.
The surpluses, all less than $20 billion, are forecast to continue over the forecast hori-
zon. Actual surpluses are unlikely to be greater than this amount, and it is quite possi-
ble that the Federal government will register a deficit as Congress and the President
crank up spending and tax cuts. Better than expected news about the deficit will re-
duce the pressure to keep spending and tax cuts in line, an impact we have already
seen in the latest budget deal. After 2003, the budget will start to show deficits once
again even on a present policy basis. The likely federal budget surpluses over the next
few years do not eliminate the longer-term problem with federal entitiement programs.
As the baby-boom generation nears retirement in 2012 and beyond, severe strains
from entitlement spending will again put pressure on the government's finances. Even
s0, the budget picture entering the 21st century is far brighter than anticipated even a
few years ago.

Federal Reserve Chairman Alan Greenspan's testimony before the House Budget
Committee on October 8 put the financial markets on notice that the Fed remains pre-
pared to act on its continuing about the inflationary implicatk of st
growth in the context of a labor market that is already quite tight. It was not so much
what he said as, in general, he did not really say anything new. Rather, it was the fact
that he chose to say what he did at this particular time that shook up the markets.
There was no need for him to say anything about monetary policy to the Budget
Committee, as he was there to testity about fiscal policy. So, he went out of his way to
say what he did. Greenspan pointed out that, despite productivity gains, increases in
the demand for labor in recent years have far outstripped the underlying, long-term in-
creases in labor supply, pointing out that increases in the supply of labor have kept up
with increases in the demand for labor in recent years by reducing the amount of slack
in labor markets. This, he said, is not a sustainable track: “The key point is that con-
tinuously digging ever deeper into the available working-age population is not a sus-
tainable trajectory for job creation,” and, “the performance of the labor markets this
year suggests that the economy has been on an unsustainable track.”

Whether the Fed does tighten further and, if so, when, depends on the performance of
the economy and inflation. The strong job market, with the unemployment rate now
below 5%, has already helped boost wages. While goods inflation appears virtually
nonexistent, service inflation is forecast to begin to pick up speed along with higher
wages. After slowing to a 2.4% annual average rate in 1997, consumer price inflation
will pick up to 2.9% in 1999. With higher inflation will come higher interest rates. Be-
cause of inflation concems, WEFA expects thal the Fed will raise short-term interest
rales beginning in early 1998, By mid-1998, we expect the Fed Funds rate to reach
6.0%. Long-term interest rates will rise with the rise in short-term rates, with the yield
on the 30-year Treasury bond hitting 7.0% in mid-1998. With the easing labor market
after 1998 and slower demand growth, CP! inflation is forecast to slow to 2.6% in 2001
and 2002. The Fed will lower interest rates moderately after the economy shows signs
of slowing. The Fed Funds rate drops to 5.5% in 2001 and 2002. The yield on the 30-
year Treasury bond falls to 6.3% in 2001 and 6.1% in 2002.
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Real GDP growth in the second half of 1997 will be slower than the first half, but will
still average a robust 3.6% for 1997 as a whole, the highest annual growth of the six-
year old expansion. The monetary tightening anticipated over the next six months,
however, will help slow the economy down to growth rates more consistent with its
longer-run potential. Real GDP growth will settle in at a more sustainable 2.3% - 2.5%
pace from 1998 - 2002. As the economy slows to a more sustainable growth path, the
labor market will ease slightly. After dipping to 4.6% in 1998, the unemployment rate
will edge up to 5.6% by 2002, more consistent with most estimates of the non-
accelerating inflation rate of unemployment, or NAIRU.

Lower employment and disposable income gains will slow the growth in consumer
spending from over 3% in 1997 o the 2.2-2.3% range from 2000 - 2002. Investment
spending will remain a major contributor to overall growth, but real business invest-
ment growth will decelerate from the close to double digit pace of 1995-1998 to a 3.2%
rate of growth by 2002. Both real exports and real imports are also currently growing at
double digtt rates, but, on balance, net exports will cut real GDP growth by 0.3% this
year. Trade will be slightly negative for overall growth in 1998 as well. Over the longer
term, net exports will contribute modestly to overall growth in 1999-2002. Faster
growth in exports will narrow the current account deficit from $173 billion in 1997 and
$190 billion in 1998 to $167 billion in 2002.

JAPAN: SLOW RECOVERY FROM SECOND QUARTER SETBACK

Economic activity weakened significantly in the second quarter of 1997, after a period
of relatively strong growth over the previous six months. Real GDP declined by 11.2%
SAAR, more than cffsetting the 5.7% rise in the first quarter. Although a fall in output
had been widely anticipated. the second-quarter contraction was worse than expected.
The downtumn was led by a 21.0% annualized drop in consumer expenditure, exceed-
ing the 18.6% annualized rise recorded in the first quarter, when spending was
brought forward to beat the increase in the sales tax. However, fixed investment also
fell. Public investment picked up, as the availability of funding for the new fiscal year
provided a probably temporary fillip. But this rebound was outweighed by a fall in pri-
vate sector investment. The decline in private housing investment accelerated, follow-
ing last year's surge in advance of the sales tax rise, and private business investment
recorded fits first quarterty decline in over two years. The severe drag on economic
growth from domestic demand was partially offset by an improvement in net exports.
Export growth accelerated in response to the cheap yen and while the weakening in
domestic demand led to a decline in imports.

Output is expected to show a modest recovery during the third quarter, but results so
far suggest that the revival may be weaker than was previously anticipated. Industrial
production in the first two months of the third quarter was 0.7% down on the second-
quarter average. Consumer spending is still subdued. Real househokd spending in
August was down 0.5% year-on-year following a 3.2% rise in July. The Bank of Ja-
pan's September Tankan survey of business conditions was generally unfavorable.
Conditions for large manufacturers deleriorated slightly while those for non-
manufacturers deteriorated significantly. The business outiook diffusion index (DI) for
major manufacturers declined from +7 in June to +3. The diffusion index is the per-
centage of respondents who feel their business conditions are improving minus the
percentage of respondents who believe conditions are getting worse. For small
manufacturing firms, probably benefiting less from strong exports, results were far
worse: a drop to -13 from -7 in the June survey. For non-manufacturing, the DI
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dropped to -15 from -7 for large businesses, and 10 -18 from 11 for small enterprises.
In addition, the results show that, with the ion of large non-mant com-
panies expect conditions to be no better or even worse by the time of the next survey
in December.

The widely heralded Liberal Democratic Party (LDP) package for revitalizing the econ-
omy through deregulation and a more expansionist fiscal policy has received a luke-
warm reception. Despite widespread reports that the economic reforms, announced
on October 21, woukd underwrite an expanding economy, the actual proposals were
limited and vague. No quantitative data was given to show the likely impact of propos-
als nor was there any indication as to when they would be implemented. As shown in
Figure 2, the words "try 10" preceded key proposals for cutting corporate taxes and for

ishing the i and taxes. This vagueness reflects
fundamental differences between the LDP and the Ministry of Finance. The LDP is
moderately expansionist while the MOF is opposed to fiscal easing.

Figure 2: The LDP Economic Proposals

= Bring 1998 public works forward to this year, with payment delayed until next year.
= Try lo abolish securities transactions tax.

= Trytolreeze or abolish land hoidings tax.

= Review regional tax on fixed assets and land sales.

= Try to cut corporate tax.

= Enact supplementary budget to assist farmers

= Ease rule on creating companies 1o securitisa real estate loans.

= Broader availability of tax credits for housing purchasas.

= Reportland transactions ex-post tacto, rather than ahead of deal.

= Deregulate prices of telephone calls.

= Ease nes on foreign ownership of broadcasting and KDD (intemational calls).
®  Ease rules over trucking fees.

The LDP says that it will introduce more specific measures next month, but action on
the all-important tax measures will be delayed until December when a decision is ex-
pected from the LDP tax M ile an it must be reached with
its coalition partners, all before the Diet adjourns on December 12. Since the construc-
tion industry is a strong supporter of the LDP, it seems likely that the proposals to aid
the real estate market will be adopted even if the LDP has o sacrifice other proposals
in its dealings with the Ministry of Finance. These include bringing public works for-
ward to this year, by an unspecified amount, and freezing or abolishing the land hold-
ing tax.

Since the greater than expected drop in real GDP in the second quarter there has
been very little discussion of the possibility of changing the discount rate, now at a re-
markably low 0.5%. With low inflation and a depressed economy, it would be counter-
productive to raise short-term interest rates any time soon. For savers who depend on
short-term interest income, the current low rate of interest income is often a near-
disaster. Nevertheless, in view of the less optimistic news on the economy, WEFA
does not see any likelihood of a higher discount rate before March 1998. In any event,
the Bank of Japan is likely to raise the call money rate before raising the discount rate.
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This will give the bank greater day-by-day flexibilty in monetary policy compared with
changing the discount rate. Ten-year govemment bond yields, at 1.68% on October
28, are near a historic low. This has led to the argument that higher short-term interest
rales would impact long-term yieids and prevent an outflow of capital pushing down
the value of the yen. However, the drop in bond yiekis arises (o a greater extent from
the poor eamings outlook in other domestic investments rather than from short-term
interest rates. Moreover fears of American retaliation are tending to support the yen
despite the wide differences in bond yields.

We continue o expect a pick-up in activity in the third quarter. Real GDP is forecast to
nse by an annualized 5.3% in the third quarter, about the same rale as the 5.7% rise in
the first quarter, mainly due to a recovery of consumer expenditure. But the increases
in output in the first, third and fourth quarters will barely offset the decline in the second
quarter, resutling in a modest 0.8% rise in real GDP for 1997 as a whole. Economic
growth is projected to rise (0 1.9% in 1998 and 2.8% in 1999, an improvement on 1997
but still below the 3.7% growth in 1996.

This forecast assumes that consumer and business confidence, badly bruised in the
1997 slowdown, will gradually improve. Consumers will find their holdings of durable
goods somewhat depleted after the restrained spending following the sales lax rise in
second quarter. Against this background they are likely to push up growth rates of
censumer spending somewhat higher than in the 1994-1996 period, before the distor-
tions from tax increases. Business investment in plant and equipment is expected re-
sume an upward trend, rising by 3-3.5%.both this year and next, and private housing
investment s expected 10 turn around during the course of the next twelve months.
Public investment may also experience a temporary pick-up next year, as the govemn-
ment compleles its current program of downsizing public works outlays. Net exports
should still provide support to the recovery next year, with continued, albeit slower, ex-
port growth outstripping that of imports. However, there is a risk that the contribution
from external trade wil fall short of expectations if 1) there is a more severe and sus-
tained slowdown in the South East Asian countries. and 2) the US retaliates against
higher imports from Japan.

Consumer price inflation accelerated to an annualized rate of 6.9% in the second
Quarter from 0.5% in the first, but this was due solely to the rise in the sale tax. Under-
lying inflation is negligible. The weaker yen has pushed up import prices and wholesale
prices, but domestic inflationary pressures remain muted. Consumer prices are fore-
cast to rise at an annualized rate of 0.3% and 0.7% in the third and fourth quarters re-
spectively, bringing the average increase for 1997 1o 1.7%. Consumer price inflation is
forecast to fall back to 1.0% next year, as the effect of the sales tax hike disappears,
before edging up again over the subsequent four years in response to a gradual
strengthening in both domestic demand and labor cost pressures.

'] EUROPE: UPSWING REGAINS MoME

Economic growth in Westem Europe gathered momentum during the second quarter
of this year. Real GDP in the fifteen member countries of the European Union (EV) is
eslimated to have increased by 1.3% between the first and second quarters, a marked
improvement on the sluggish performance in the previous six months (a 0.1% rise in
1997Q1 and a 0.2% rise in 1996Q4). Output in the second quarter was 2.4% higher
than in the same period of last year, compared to 1.3% in the previous three months,
which was still signifi y below the sponding growth rate for the US (3.4%) but
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a much stronger performance than that achieved by Japan, where real GDP was
0.3% lower than a year earfier. Most of the major EU economies experienced an ac-
celeration in activity during the second quarter, with ltaly, Germany, and the UK all
achieving annualized quarterty growth rates of 4% or more, while French growth also
showed a marked i . The main ion to this g was Sweden,
where the official ligures show real GDP fell slightly for the second successive quarter,
IMughlhein\p'wememsrwnhnnstdlheconponenlsdlmldemrusquest
thal this may merely be a technical recession. Outside the EU, Switzerland continued
s recent recovery from a lengthy ion while Norway i a marked ac-
celeration in growth on the back of robust investment and a strong rebound in con-
sumer demand.

Recent monthly indicators point to a continuation of the upswing during the third quar-
ter. Provisional estimales show relatively strong gains in industrial production in three
of the four largest economies in the first two months of the third quarter. Industrial out-
put in July and August combined was up a seasonally adjusted 3.7% on the second
Quarter average in Germany, 2.4% higher in France and 1.7% higher in the UK, but
output in ltaly rose by only 0.3% on the same comparison. Business survey results
also show a strengthening in manuf ' production in most EU
countries during the third quarter (see Figure 3). In the case of Germany, this im-
provement seems to be mainly attnbutable to extemal demand. The volume of new
export orders received by German manufacturers in the first two months of the third
Quarter was 5.2% above the second-quarter average, while domestic orders rose by
only 0.7% over the same period and retail sales volume (excluding cars and petrol) fell
by 4.6%. In France, there are signs that the strong upward trend in export orders has
been reinforced by a revival in consumer demand. Average monthly household pur-
chases of manufactured goods in July/August was up 3.4%, in volume terms, from the
average for the second quarter. In the UK, consumer spending appears o have re-
mained the mainstay of manufacturing activity, as manufacturers’ export order books

are still c ing. The j ion in activity has contributed 1o a reduc-
tion in ur W in some ies, though unemployment remains at a rela-
tively high level in comparison with the US and Japan. The EU unemployment rate, on
the OECD standardized was a y adj 10.6% in August, un-
changed from the previous month but down from 10.8% in the second quarter and
10.9% in the same period a year eariier. L remains on a trend

in the UK, Spain and several of the smaller economies (e.g. Portugal, Ireand), and
has stabilized in France, but has continued to edge higher in Germany and Italy.
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Figure 3: EU Production Expectations & Order Books

% Balance
eouejeg %

Despite the high level of unemployment, the period of loose monetary policy in the
core member states of the European exchange rate mechanism has come o an end.
On October 9, two days after the Federal Labor Office released figures showing that
German unemployment had risen to another post-war record of nearly 4.5 million
(11.7% of the labor force) in September, the Bundesbank decided to raise interest
rates. The repo rale, the key money market rate, was raised by 30 basis points from
3% 10 3.3%, the first rise in German official interest rates since July 1992. The in-
crease was swiflly followed by the central banks of Austria, Belgium, Denmark,
France, Luxembourg, and the Netherlands. The Bundesbank's explanation of the
move indicated that it was molivated mainly by domestic considerations, with the
sharp recovery in economic activity and some signs of inflationary pressures from the
weaker DM pointing to the need for a less expansionary monetary policy stance.
However, the statement by the Bank of France after its rate rise indicated that the
concerted rise in interest rates was also partly motivated by the need to secure a con-
vergence of European interest rates by the time that monetary union starts.

Although the differential between bond yiekis in the member states has narrowed
sharply over the last twelve months, there is still a wide gap between short-term rates.
Following the latest move, the repo, or equivalent, rate is now at exactly the same
level, 3.3%, in Belgium, France, Germany, Luxembourg and the Netherlands but this
is still well below the levels in Italy (6.02%) and Spain (5%, after a 25 basis points cut
on 3 October). If the euro is introduced as planned in 1999, the countries adopting it
will have the same official interest rate. Consequently, these gaps will have to narrow
over the next fifteen months, and this is likely to come about as a result of a decline in
Italian and Spanish rates and a further rise in interest rates in the core group. We ex-
pect short-term rates in Europe to ge on a central rate of
between 4% and 4.5% by the end of 1998.

A gradual rise in short-term interest rates in the core group should not pose a serious
threat to the European recovery. The dampening influence of higher interest rates in
Germany and its near-neighbors will be partly offset by lower rates in ltaly, Spain and
Portugal. In addition, fiscal policy, though still restrictive, should impose a less severe
restraint than that experienced during the current year. Most of the 1998 budget pro-
posals announced by European govemments in recent weeks are still directed to-
viards further fiscal consolidation by increases in indirect tax rates, removal of tax
breaks, and cuts in spending plans. However, the austerity measures are generally
more modest than those introduced over the last twelve months. On average, the
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general govemnment financial defict (not cyclically adjusted) of the 15 EU member
slates as a proportion of GOP is expected to decline by about 1.5 percentage points
this year. Next year's reduction is expected to be about 0.5 percentage points. The
marked reduction in budget deficts throughout Europe in 1997 means that most EU
members, apart from Greece, are on course lo achieve, or come very close to, the
Maastricht target of 3.0% of GDP. But progress has by no means been smooth, and
several EU economies may still face significant pi in mai ing fiscal i

in the coming years.

The Italian government's efforts to sustain its budget deficit reduction program ran into
troubled waters in earty October. The far-left Reconstructed Communists (RC) party's
opposition to the pension reforms proposed in the 1998 budget led it to withdraw its
support for the Olive Tree coalition, forcing the resignation of the Prodi administration.
Fortunately, the crisis was short-lived, as the RC backed down and agreed to support
the government. However, the govemment was forced to make concessions in order
to regain the RC's parliamentary support, including a watering down of the proposals
for welfare reform and an ag| 1o i islation to reduce the working
week to 35 hours in 2001, a year later than in France. The deal seems likely to ensure
that the 1998 budget will be approved and keep the budget deficit on a downward
track next year. However. it appears to have delayed, if not derailed, the government's
plans for a structural reform of the pension system and, as in France, the planned re-
duction in the working week could pose a significant threat to the future compelitive-
ness of the economy. The German government has also failed to secure parliamen-
tary approval for its wide-spread tax reform package, but the coalition has agreed to
push ahead with the valuable pre-election reduction in the solidarity tax from 7.5% to
5.5% in 1998,

In spite of these problems, the near-term prospects for the European economies are
generally favorable. Exports are continuing to benefit from the improvement in com-
petitiveness of the continental European economies, due to currency depreciation and
cost moderalion, and are likely to remain the main driving force for a while longer.
Moreover, there are signs that the recovery in some economies is now being aug-
mented by a strengthening in domestic demand. Although consumers remain cautious
in the face of the persistently high levels of unemployment and modest wage settle-
ments, private sector employment has begun to rise in many economies, with the no-
table exception of Germany, and consumer confidence has generally improved. Pri-
vale consumption is already on an upward trend in Italy, the UK, Spain and several of
the smaller economies, and this recovery is expected to spread to Germany and
France in the coming year as the employment situation improves and the tax burden
diminishes. Business investment in Germany and France has also been siow 10 re-
spond 1o the recovery in output and rise in corporate profits. However, higher capacity
utilization rates in the manufacturing sector, which now match or are close 1o their
historical averages, and the more favorable demand outiook is expected to stimulate a
pick-up in equipment investment over the next twelve months. Construction invest-
ment, however, may remain relatively weak across most of Europe, due in part to the
squeeze on public sector programs from governments' fiscal consolidation efforts.

Overall, we continue to forecast a moderate strengthening of economic growth in
Western Europe in the coming year as the export-led upswing spreads lo consumer
spending and business investment. Real GDP growth is forecast to improve from an
estimated 2.5% this year to an upwardly revised 2.7% in 1998 before slowing to 2.6%
in 1999. Stronger growth in the major economies of mainland Europe, notably Ger-
many, France and ltaly, is expected to more than compensate for the anticipated
slowdown in the UK. An improving employment situation should lead 1o a modest drop
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in the current high rates of The P rate in Westem Europe
is expected to decline from an average of 10.9% this year to 10.7% in 1998 and
10.3% in 1999. Inflation appears to have reached a cyclical trough in most countries
and is expected to pick-up as the effects of currency depreciation fiter through and
demand strengthens. However, the pace of inflation is expected to show a relatively
moderate acceleration in view of the large amount of slack in European labor markelts,
generally subdued commodity prices and the ing int of global pell
tion. Consumer price inflation in Western Europe is forecast to edge up from 2.0% in
1997 10 2.4% in 1998 and expected o average 2.3% per year over the period 1999
2002,

Most of the members of the European Union still seem to be on course for participa-
tion in monetary union in 1999. Inflation rates and long-term interest rates in 14 of the
15 countries, the exceplion being Greece, meet the convergence guidelines. A combi-
nation of tough fiscal measures, isti isions and a ing recovery has
brought most countries, again apart from of Greece, within reach of the Maastricht fis-
cal defictt criteria. There are still some concems about the sustainability of the budget
deficit reductions, notably in the case of ltaly. But we continue to expect that the crite-
na will, if necessary, be flexibly interpreted in order to ensure that EMU starls on
schedule. We stil anticipate that EMU will begin on time in January 1, 1999 and in-
clude 11 countries. Only the UK, Denmark and Sweden, who all have opt-outs, and
Greece, who will not meet the convergence criteria for several more years, are unlikely
to participate in the first wave. The recent political crisis in ltaly indicates that it is by no
means certain that there will be smooth transition to EMU. At their meeting in Luxem-
bourg in September, the European Union finance ministers agreed that when the de-
cision is made next May on the inttial members of the monetary union, the bilateral
conversion rates which will apply from January 1, 1999 will also be announced, eight
months ahead of schedule. There is a risk that exchange rates may come under pres-
sure in the run-up to monetary union if exchange markets feel that the proposed bilat-
eral rates, which will probably be the current ERM central parities, are not sustainable.

TAKE Tim
Narendra Singh

Growth in the east Asian region has slowed down significantly and is expected to
slacken further next year. The currency crisis that started with the floating of Thai baht
on July 2 had a “contagion” effect on all the economies of the region. With the notable
exception of China and Hong Kong, the currencies of all the major economies in the
region have depreciated at least 10% since the beginning of the year, Thailand tops
the list with over 50% devaluation; Indonesia, Philippines and Malaysia have seen de-
valuation in 30-35% range; currencies of Korea, Singapore and Taiwan have declined
by 10-15%. In response (o the crisis, Thailand has worked out a stand-by agreement
with IMF although it is arguable if the amount of credit line ($17.2 bilion) will suffice to
stabilize the currency. There were failed attempts at toppling the Hong Kong dollar.
The subsequent rise in interest rates led to a sharp decline in the Hang Seng index.
The currency contagion changed into a stock market contagion as financial market
across the globe fell in unison. An IMF agreement to stabilize the Indonesian rupiah in
late October has had a calming effect on the markets although at the time of writing
this report the financial markets remain jtery.
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The Asian crisis bears a strong resemblance to Latin “Tequilla effect” of late 1994. In
both cases the crash foliowed a period of prolonged economic boom. The high growth
potential of the region and a perception (encouraged by the central banks) that cur-
rency nsks were negligile attracted foreign capital looking for high rate of retum. Sev-
eral years of high current account deficit (supported by large capital inflows) set the
stage of the currency crisis. A signficant amount of capital, especially in the case of
Thailand, found its way into the real estate sector. In the case of Indonesia, the foreign
capttal financed reckless growth in corporate debt. To compound matters, the regula-
tory machinery in the region has proven inadequate in monitoring the quality of loans
the banks and financial companies have made (with a significant part funded by for-
eign money). For many investors and debtors, lulled by the years of currency stability,
the float came as a shock. Because the cost of hedging for currency volalility signifi-
cantly exceeded the perceived benefit or potential loss, very few were adequately cov-
ered. As a result a run on the currencies soon became a stampede. The opaqueness
of the financial system and suspicion that political interference, rather than rational
policy, is guiding government decisions did further damage to investor confidence, and
has prolonged the currency slide.

There have been predictable consequences of the crisis. Consumer demand has
weakened in most countries. For instance, in Thailand demand of durables has plum-
meted with sales of new cars faling 70% in September. The devaluation-induced
credit crunch, high interest rates, lack ot financing and cut back in government spend-
ing would result in a very slow 1998. Inflation is picking up and will probably peak by
the middle of next year. Currency depreciation will continue for another 3 to 4 months
as investor confidence, both domestic and foreign, stabilizes. Government budgets
across the region for 1998 are tailored to squeeze imports. Large infrastructure proj-
ects with significant import-content or foreign-loan content have been put on hold. That
is bad news for construction sector which is already slated for a slowdown due to ex-
cess capacity in the commercial sector,

Exports will be a key driver for growth. Since intra-ASEAN-4 exports is only 6% of their
lotal exports, the slowdown in domestic demand will not be reinforced by slowing ex-
ports. However, continued growth in US and Europe will be crucial in preventing an
outright regional recession. Since the devaluation far exceeds any overvaluation the
currencies of Thailand, Indonesia and Malaysia suffered prior to the crisis, they will
enjoy a large price advantage. The big risk is the outlook for Japan which accounts for
18% of exports from the ASEAN-4. However, even a modest increase in the Japa-
nese market share translates to large increase in exports for these economies.

Outside the ASEAN-4, the Korean economy looks the most fragile. The Korean econ-
omy is on the declining phase of the business cycle and appears close 1o its bottom.
Weak exports in 1996 and sluggish domestic demand this year has exposed the inef-
ficiencies of the large conglomerates. The result is several high profile corporate bank-
ruptcies which in tum has led to deterioration of the banking sector’s assets. The Bank
of Korea has taken 49% stake in Korea First Bank, one of the largest banks, to pre-
vent its collapse and has offered to bail out 19 struggling investment banks in ex-
change for more management control. However, the timing could not be worse for
such a move. The won is sliding and is vulnerable to further speculative attack. For-
eign exchange reserves are running low partly due to futile attempts to contain the cur-
rency’s decline. Nonetheless, a weak won, up 1o a point, is needed to help Korea ex-
port its way out of the slowdown. If exports, currently growing above 15%, flounder,
the won'’s fate would be sealed and Korea would have to knock on the IMF's doors.
This might happen after the December presidential elections.
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Another risk over the next 3-6 months is the continued pressure on the Hong Kong
dollar. The decline in stock market and the increase in interest rates will result in slow-
down in domestic demand, particularly consumption spending. We do not expect the
HKMA to buckle under pressure, especially in the first year of Hong Kong's return to
Mainland China. It is polttically too costly. In any case, there is no economic justifica-
tion for devaluing Hong Kong's currency although that has not been enough to prevent
speculative attacks.

Economic recovery for the region as a whole is expected by 1999 athough growth in
Thailand is expected stay anemic unti! 2000. In the coming years, capttal flows into the
region will be more discriminating. However, since the region does not suffer high fis-
cal defict, management of monetary policy in floating exchange rate regimes will be
easier. The crisis is a watershed for the financial sector of the region. Financial sector
reguiations are being tightened in the badly affected countries. Although floating ex-
change rates open the possibilty of compelitive devaluation, the risk of that event is
very small. There has been speculation that China may be forced to devalue its cur-
rency in two years time lo regain price competitiveness. This argument is untenable.
China’s manufacturing wages are still very low compared to the ASEAN countries and
its cost advantage is not going to be eroded by the recent devaluations.
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Below are some selected country GDP growth and exchange rate forecasts:

GDP Growth Rate Avg Exch Rate, Local/USS (% Change)

1997 1998 1996 (level) 1997 1998 1999
Thailand 1.5% 1.0% 25.34 22.8% 27.0% -1.9%
Philippines 45% 40% 26.22 12.0% 23.5% 5.1%
Malaysia 6.5% 45% 252 10.5% 21.2% -0.9%
Indonesia 6.0% 49% 23423 18.2% 9.6% 0.0%
Korea 5.5% 48% 8045 12.7% 13.7% -2.4%
Singapore 6.5% 7.0% 141 5.0% 6.2% -5.4%
‘ Taiwan 54%  63% 27.2 84.4%  38% 71%
Hong Kong 56% 45% 773 0.0% 0.0% -0.1%
LATIN AMERICA: HOW VULNERABLE IS LATIN AMERICA TO

CURRENCY CRISE

Darryl MeLood

In October, Latin American equity markets absorbed yet another volley of negative
sentiment and profit taking provoked by Asian currency woes. How vulnerable is Latin
America to an Asian-style currency meltdown? Apart from Brazil, the answer is not
very, at least right now. Fortunately, Asia's crisis catches the big Latin economies in a
fairly defendable stage in their economic cycle. We expect growth to slow in some and
others to show symptoms of “bahtulism”, but none will become seriously ill.

Analysts like to point to current account deficits and appreciated currencies as key
vulnerability indicators—and Latin America has some of these. But what made Asia’s
economies v to ion is not p with their traded goods sectors—
Latin America can only wish for the export performance of most Asian countries.
Asia's economic woes reflect the impact of a long economic expansion on non-traded
or closed sectors such real estate and domestic banking. Many Asian currencies have
been appreciating against the dollar for ten years or more. It was not the level but the
direction of change that banks and investors got used to. Hong Kong and Thailand, for
example, accumulated mountains of debt secured by steadily rising real estate values
and real wage increases. These asset values would be devastated by devaluation, so
Asian government's resisted adjustment as long as possible. More long term loans ac-
cumulated and now these illiquid liabilities have to be slowly unwound dragging down
many lenders in the process. In this respect a number of Asian economies caught the
Japanese long boom disease.

Latin America’s economies have many problems, but a long real estate boom is not
one of them. Nor have any gf their ies—outside of Argentina and Chile—
appreciated steadily for many years. Argentina and Mexico are only two years out of a
deep recession. Their banks have barely had time to restructure old loans, and in
Mexico's case, much less take on new ones. Brazil's expansion is a year older, but its
banking system is also just emerging from a wrenching crisis caused by rapid disinfla-
tion and fiscal reform. Consumer lending is just beginning to grow, but Brazil's authori-
lies are always imposing this or that restriction on any new form of credit growth. Just
a year out of recession, Venezuela's banks also have yet 1o begin any serious lending.
In this respect, Latin America's recent banking crises have largely inoculated them
against another major financial collapse anytime soon.
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It is also important to recall that an OECD report released in mid 1995 declared that
Mexico's crisis would be similar to Japan's with a long banking crisis inhibiting growth
for many years. This tumed out 1o be an Mexico's X
was very deep, but its recovery was also very rapid. Real GDP is now above pre-crisis
levels and growing at over 6% annually. One reason for the quick recovery was that
Mexico's monetary authorities knew how to work themselves out of debt crisis in the
aftermath of devaluations. Chile and Mexico both learned about these problems in the
early 1980s the hard way. And, perhaps more important, the response of all four big
Latin countries to banking crises has been to throw open the doors further to foreign
banks, adopt international regulatory standards and push for further financial deepen-
ing through pension reform and other measures. These are measures many Asian
countries have been reluctant to lake, despite their outward oriented development
slrategies.

Like the emerging Asian countries, several Latin American countries have growing cur-
rent account deficts and strong currencies. But this expansion has not lasted long
enough to generate deficits much above 3% of GDP — Brazil's 4.3% deficit is the
largest of the big four. Venezuela still has a big trade surplus. However, the major
economies are vulnerable because of their widening trade deficits. Argentina and
Mexico are both growing at 6-8% annually, but imports are growing much faster than
exports. This is a good time for both economies to slow to 4-5% growth and bring im-
port growth back into line with exports. Both Argentina and Mexico can and probably
should slow growth enough to stabilize their current accounts, neither of which ex-
ceeds 3% of GDP. The Mexican peso is 0o strong and should weaken 5-10% over
the next three months, an additional safety valve to diffuse pressure on its currency.
Argentina would rather raise interest rates than weaken its peso, but it too has a sys-
tem for cooling import growth.

Brazil has already slowed growth enough to stabilize its trade account. It needs to stay
the course and prepare for a likely speculative run on its currency. With over $50 bil-
lion in reserves and a fearless Central Bank, Brazil can withstand.a long siege. Initially
the authorities will raise interest rates and restrict credit. If reserve losses mount they
will also the monthly depreciation of the real. However, we don' expect a
long crisis. With its equity market still up over 60% in dollar terms this year, Brazil can
absorb a sharp correction in equity prices. Once share prices fall, investors will again
find Brazi's massive privatization program iresistible and capital will come pouring
back into its equity market. With $50-70 billion in privatization revenues over the next
three years, Brazil can finance $30 billion dollar plus current account deficits and de-
fend its currency for at least another two years. In the meantime, the threat of an Asia
style crisis will help President Cardoso push through the key reforms he needs to con-
solidate Brazil's stabilization program.

For these reasons, Asia's currency crisis is unlikely to cause more than a sharp cor-
rection in Latin American equity markets and perhaps an overdue depreciation of the
Mexican peso. Mexico and Argentina need 1o use the threat of a currency crisis as a
reason o slow GDP and impofRgrowth to more sustainable levels. This is a prudent
response because within a year or two the major Latin economies would have large
current account deficits just as they enter national election years. Had the Asian crisis
hit in 1999 or 2000, the major Latin economies would be much more vulnerable. Small

j to growth and ge rates now will help sustain the current expansion
longer. Meanwhile, watching Asia’s travails the authorities can take preventive meas-
ures thal can make a major currency crisis less likely and less costly.
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Normally growth with rising current account deficits would continue for some time. But
Asia’s crisis will make investors less willing to finance current account deficits. Asia's
currency crisis caught the big Latin American countries fairly early in their recovery
from the 1994-95 recessions. This is fortunate none have big
private local currency lending in real estate and other non-traded goods sectors. We
expect Latin America's major economies — except Brazil and Mexico — 1o slow
growth next year in order to stabilize their trade deficits.

RussIA: DAMAGE To ECONOMY OF RECENT TURBULENCE IN
WORLD FINANCIAL MARKETS Is LIKELY TO BE LIMITED

Martin J Kchn

Many economic developments in recent months have been moderately encouraging.
But the key question at the moment is what impact the recent turmoil in world financial
markets will have on the Russian economy. The answer of course greatly depends on
how much longer and how much further stocks and related financial assets prices
drop. However, even if financial markets do not quickly recover, the negative effects
on Russia are likely to be relatively limited. Certainly, no retumn to galloping inflation
and downward spiraling output is to be expected.

The contagion of the tailspin in world stock markets hit Russia with particular force on
October 28, when stock prices there fell almost 20%. Much of the lost ground was re-
gained the next day but prices again fell on October 30. On the latter dale, prices were
only 12% below their October 27 level. Compared to their peak on October 6, they
were 25% lower. But the value of Russian stocks on October 30 was more than dou-
ble what it was at the end of 1996. Consequently, given the previous boom, the recent
downtumn, assuming it is now arrested, has not had a devastating effect on the value
of Russian equity holdings. y

Perhaps the most harmful effect on the economy of the plunge in stock prices around
the world is not the decline in Russian stocks, but the difficulties it has created for
Russian borrowing abroad. The turbulence in the world's financial markets will in-
crease the reluctance of foreign lenders to make loans to such a relatively high-risk
country. This will at a minimum increase the cost to the government of financing its
budget deficit, almost half of which is now covered by loans from abroad. In addition,
major mur i banks, and i which have been borrowing in world
capital markets or planning to do so wil at least temporarily be unable to obtain loans
abroad except at prohibitive cost. As a result, the evidently impending economic re-
covery could be somewhat weakened.

However, Russia is likely to escape some potentially dire consequences of recent
events that threaten other countries. For example, a currency crisis seems unlikely.
With the current account in surplus, inflation under control, and the ruble in purchasing
power partty terms still undervalued, the recent stability of the ruble is likely to con-
tinue.

Furthermore, the troubles in the financial world are not likely to cause a resumption of
the decline in production. The hoped-for expansion of bank lending to productive en-
terprises may fail to materialize, as banks continue to invest heavily in assets such as
govemment securities, the yields on which can be expected 1o rise. But, while the ab-
sence of such lending may hinder renewed investment and economic growth, it would
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not likely push output down, given that bank lending has in the past played a very mi-
nor role in financing production.

As for the positive economic developments referred to above, heading the list of good
economic news is the continued slowing of inflation. Consumer prices in the first nine
months of 1997 rose at annual rate of only 12%. This compares favorably with last
year when prices rose about 22%. On the production front, the long-anticipated recov-
ery has again failed to materialize this year. However, the prolonged decline in output
that began in 1990, appears to have ended. As officially reported, GDP was a mar-
ginal 0.2% higher in the first nine months this year compared with the same period in
1996

The external economic and financial position has generally continued to move in a fa-
vorable direction this year. Largely reflecting the ongoing slowdown in intlation, the ru-
ble in nominal terms depreciated a modest 6% against the US dollar from the end of
last year through late October. In real terms — that is, adjusted for inflation in Russia
relative 1o inflation in the US — the ruble has appreciated slightly, by about 2%, vis-a-
vis the dollar. In August, in what was largely a symbolic act in recognition and celebra-
tion of Russia's apparent triumph over inflation and its achievement of external eco-
nomic stabilty, the government announced that the ruble will be re-dominated as of
January 1 next year. On that date, three zeroes will be lopped off the ruble, with one
new ruble worth 1,000 old rubles.

The trade balance continues to run a sizable surplus, equal to $14.3 billion in January-
August. the same as in the first eight months last year. The country's hard currency
and gold reserves have risen about 50% this year, to almost $24 billion at the end of
September from almost $16 billion at the end of 1996. In early October, Russia
strengthened its extemnal financial position when it signed a rescheduling agreement
that had been under negotiation for many years with its commercial bank creditors in
the “London Club.” Under the agreement, Russia is granted a postponement of the
payment of the $24 billion in principal and most of the $9 billion in interest it now owes
these banks until 2002. Payments will then extend over an 18 year period. In addition,
the inflow of foreign direct investent (FDI) picked up sharply in the first half of this
year, fising to over $2 bilion dollars, a four-fold increase over FDI in the first six
months of 1996. However, the total stock of FDI remains low proportionate to Russia's
size and needs — no more than $8 billion.

Political developments recently took a favorable turn, at least from the standpoint of
President Boris Yeltsin and his govemnment. The Duma (the lower and more powerful
of Russia's two houses of parliament) in October first postponed and then called off a
vote of no confidence in the government, thus giving the government more breathing
room to pursue its reform agenda. The basic impetus behind the abortive effort to hold
a no-confidence vote was the hostility of a majority of the Duma, which is dominated
by communists and their allies, toward the government's aim of creating a market

. The specific factors that appear to have pushed the Duma to the brink of a
confrontation with the govemment this fall included its opposition to proposed spend-
ing cuts in the goverment's draft 1998 budget (which the Duma rejected in early Oc-
tober) and antagonism toward powerful First Deputy Prime Minister Anatoliy Chubays.

The govemnment's proposed tax code, which the Duma had passed in principle on a
“first reading” in June, was another point of contention between the Duma and the
government. But attacks on the tax code were spearheaded not by the communists,
but by the pro-market reform Yabloko party — headed by Gregoriy Yavlinskiy —
which holds few seats in the Duma. The tax code is a key element of the govemn-
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ment's reform program and seeks to greatly simplify Russia’s lax system, make it
more equitable, and ease the tax burden on Russia's enterprises. Significant revisions
may in fact be made to the draft tax code in the next few months.

The communists ultimately backed off from a no-confidence vote when Yeltsin made
clear his intent to stand by his government and its program and indicated that the price
of a successful no-confidence vote would be the dissolution of the parliament. With no
viable or attractive alternative program of their own, they evidently feared defeal in the
ensuing elections for a new parfiament. The withdrawal of the motion for a vote of no
confidence serves as a reminder of the great power that Yeltsin, as long as he stays
healthy, can wield under Russia's constitution and of the concomitant weakness of the
Duma

Despte the advances in economic stabilization and the apparent end to the long slide
in GDP, the basic institutional reform required to underpin a viable market economy in
the long run appears to have made Ittle progress. For example:

= There is little evidence of any signficant gains in rooting out corruption.

= Tax collection remains seriously deficient. After a substantial improvement in the
second quarter, the share of taxes actually paid relative to what was supposed to
have been paid fell sharply in the third quarter. For the first three quarters as a
whole, the ratio was only slightly over 50%.

= Wage arrears, both a major source of popular discontent and a symptom of institu-
tional shortcomings such as inadequate tax collection and lack of creditor rights,
have risen 15% since the end of 1996, despite the government promises to drasti-
cally reduce them this year.

As regards how the economy will fare for the rest of this year and next —

the accuracy of our prognosis of limited damage from the world-wide plunge in stock
prices in October — real GDP in 1997 is now expected to be about what it was last
year. Moderate growth of about 2% is anticipated for 1998. The official government
inflation target in 1998 is 5%, but prices are likely to rise somewhat faster. However,
inflation next year will aimost certainly be below this year's anticipated 12%. As long as
Yeltsin remains in the robust health he appears to have enjoyed over the last few
months, no senous poltical challenge to the present government seems likely. How-
ever, progress on structural reform will nevertheless continue to be slow.

EASTERN EUROPE: TRANSFER OF POWER IN POLAND WiLL

HAVE LitTLE IMPACT ON ECONOMIC POLICY

Andrei Roudo!

In a major political development, a new government will soon take over in Poland as a
result of the parii y elections there in . What is most striking about
the impending transfer of power is how little difference it will make to the pro-market
economic policies that have prevailed for several years. In Poland, as in the Czech
Republic and Hungary, there is broad agreement among competing political interests
on the market orientation of economic policy and. for the most part, on the need lo
maintain strong stabilization measures.
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In Romania, by contrast, the drive to introduce market reforms by the goverment that
look office late last year has stalled in the face of nising popular discontent, indicating
the absence of basic agreement on the thrust of economic policy. More encouragingly,
the government that took over in Bulgana amidst an economic crisis earlier this year
continues to enjoy popular support despite the stabilization measures it has imposed.

In Poland, which has by far the largest population and GDP in Eastemn Europe, the
ruling coalttion of the Democratic Left Alliance (SLD), which is the successor to the
former communists, and the Polish Peasant Party (PSL) failed to win enough seats in
the elections to retain its hold on the government. The big winner was the Solidarity
Electoral Action (AWS), which captured 43.7% of the seals in the Sejm, the more
powerful of the two houses that constitute the Polish parliament. The new government
will be a coaltion of the AWS and the Freedom Union (UW), a strongly pro-market
party that won 13% of the Sejm seats. The UW head, Leszek Bakerowicz, will occupy
the post of finance minister and also will be the deputy prime minister in charge of
economic affairs. Balcerowicz is the architect of the shock therapy reforms introduced
n 1990 and uncompromisingly favors market reform and strong stabilization meas-
ures.

The AWS-UW coalition is somewhat paradoxical in that, with respect to economic
policy, the UW is closer to the SLD than to the AWS. The eccnomic policy of the out-
going government, which was dominated by the SLD, was a continuation of Bal-
cerowicz's shock therapy reforms. The emphasis was on privatization and macro-
economic stability maintained through strict fiscal and monetary policies. The AWS, on
the other hand, appears divided on economic policy. The party is basically pro-market,
but many of its factions are primarily interested in defending workers' rights and in-
creasing the role of trade unions. What the AWS and the UW mainly have in common
is hostility toward the former communists.

However, while the AWS and the UW may seem strange economic bedfellows, the
UW's significant role in economic policy is likely to neutralize substantially the influence
of the less market-oriented elements in the AWS. This seems particularly likely since
Prime Minister-designate Jerzy Buzek, an AWS member, will evidently support Bal-
cerowicz.

Economic issues played a minor role in determining the outcome of the elections. The
SLD-PSL coalition was tumed out of office even though the economy — one of the
fastest growing in Europe — has done very well under its stewardship. Real GDP rose
7.3% in the first half this year, above the already high 6.1% increase last year. Indus-
trial production grew 11.3% in the first nine months. The jobless rate fell from 13.5% in
Septemnber 1996 to 10.6% this September, while real wages increased about 7.5%
over the same period. Inflation declined to 9.6% in January-September against 14.3%
in the corresponding period last year.

Several factors explain why the former communists lost power despite their impressive
economic record: there is widespread distrust of individuals and groups that in the past
were communists or pro-communist; Poland remains a predominantly Catholic coun-
try, and the AWS took a strongly pro-Catholic stance; and, perhaps most important,
the pro-Solidarity groups, which had been badly fragmented, unified in June 1996 with
the formation of the AWS.

The election results are not expected 1o lead to major economic policy changes or

threaten Poland's stability. GDP growth will continue and inflation will slow. The im-
mediate economic task of the new government will be to curb the potentially destabiliz-
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ing growth of the current account deficit, which may rise from 1% of GDP last year to
5% this year. It is almost certain that the new govemment will try to implement the
outgoing govemment's plans to lighten fiscal policy and will support the already tight
monetary policy of the central bank.

In the Czech Republic, economic growth continues to be slower this year than last. In
the first half this year real GDP growth stood at 1.3%, substantially lower than the
4.1% for the whole of 1996. Inflation, which declined in January-May due to tight
monetary policy, accelerated sharply in June, partly as a result of the May currency
crisis, and agaln in July, largely because of the liberalization of rents and energy
prices. Overall in January-September consumer prices rose 8.6%, faster than the
7.1% increase in the corresponding period last year.

The slowdown in economic growth contributed to a substantial loss of popularty of the
Vaclav Klaus government. This may result in the collapse of the ruling coalition, earty
elections, and formation of a new goverment headed by the Social Democratic Party,
currently the second largest in the parfiament. A change of government may lead to
some loosening of fiscal policy and introduction of protectionist measures, but is un-
lixely to bring about any drastic policy changes.

Despite growing inflation and balance of payments problems, the Czech crown ap-
pears to be strengthening slightly. The economic skowdown this year does not seem to
reflect any fundamental unsoundness in the economy. Next year GDP growth is ex-
pected to accelerate.

The Hungarian economy appears to have recovered from the recession caused by the
austerity program that was launched in March 1995. Many leading macroeconomic
mdxcalors including GDP and investment growth, have risen more rapidly than was

growth in the second quarter this year
compared with the first quarter and last year as a whole. GDP grew 4.3% year-on-year
in the second quarter against 2.1% in the first quarter and 1% in 1997. Overall in the
first half of this year GDP rose 3.2%. From end-December to end-September con-
sumer prices rose 14.5%, slightly lower than the 16.3% growth in the corresponding
period last year. Because of substantial decreases in the large current account deficit
and external debt in 1996 and this year, the forint has become much stronger.

The recovery brought about a rise in real wages. However, this rise has not so far off-
set the sharp fall in wages in 1995-1996 caused by the austerity program. As a result
of the austerity measures, the popularity of the Soclahst party the semor partner in the
ruling coalition, has fallen st . The in the parlia-
ment, where they hold about 54% of lhe seals, could decrease considerably after the
elections scheduled for next May. However, as in Poland and the Czech Republic,
changes in the government after the elections are not likely to lead to major policy
changes.

In Romania, the reform program introduced by the government that replaced the for-
mer communists a year ago has stalled. The initial support the government enjoyed
has evaporated because of the discontent the new regime's stabilization program has
generaled. In particular, little progress has been made in the closure of flnancalty ail-
mg enterprises — a key element in the g 's industrial plan.

. the coalttion g 1t has been by the defec-
llon of the ethnic Hunganan party because of legislation it perceives as anti-Hungarian,
Prospects that the reform program will revive next year are not promising. However,
pressure from international lending organizations could compel the government to get
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the reform program back on track. GDP is expected to be at best fiat this year. On the
plus side, inflation has been relatively low during the last several months compared to
earlier in the year following price liberalization.

By contrast, the Bulganan government was able to retain the public support of its sta-
bilization policy. Bulgaria has continued to make progress in recent months in stabiliz-
ing its economy, which was hit by a severe crisis last year. Output continues to de-
cline, but at a slower rale than earlier in the year. In the second quarter, the year-on-
year GDP decline slowed to 8.3% from 11.7% in the first quarter. The overall GDP
decline in the first half amounted to 9.8%. Since April, monthly price growth has re-
mained substantially lower than in the corresponding months last year. The Bulgarian
govemment has kept its promise to accelerate privatization, which is not only a neces-
sary element of the transttion to a market economy but also a vital source of revenue
to help service the huge external debt.

As elsewhere, stock prices in Eastern Europe have plummeted recently. One result of
the decline could be short-term instability of currencies there, particularly in Poland and
Hungary. However, the turbulence in East European financial markets is not expected
to after the generally favorable economic outiook for most of the countries in the re-
gion

MiDDLE EAST: REAL GROWTH REMAINS BUOYANT, BUT THE
PACE IS GENERALLY SLOWER AMONG OIL EXPORTERS

Karanta Kailey

Although average oil prices during the first three quarters of 1997 have under-
performed the 1996 average, they still remained stronger than those of 1995 and
1994. Accordingly, real output growth in 1997 continued its posttive trend among the
Middle East oil exporters but the pace of growth was slower than in 1996, Saudi Ara-
bia and the other Gulf Cooperation Council (GCC) economies which are more oil-
dependent and less diversified than the rest of the Middle East are estimated to under-
perform the regional average in 1997. Economic growth in 1998 for the GCC in gen-
eral will average only slightly better than the 1997 average. Two notable exceptions in
the sub-region are Qatar and Oman where growth in 1998 will be fueled by increased
export of liquefied natural gas. In Iran, despite economic sanctions by the United
States, economic growth has remained positive and the election of Mr. Khatami to the
presidency has raised new hopes for a better economic environment and improved
relations with the west.

In Turkey, economic activity accelerated during the summer months with industrial
production growing at double digit rates and real GDP averaging 6.6% during the first
half of 1997. However, Turkey continues to register large fiscal deficits and higher
rates of inflation, creating a macroeconomic environment unlikely to be compatible
with sustained growth. In the Levant, Jordan continues to benefit from a relatively
broad-based economic reform program. Amid low inflation and declining fiscal and
external deficits, economic growth in 1997 remains robust. As for Israel, the

seems lo have entered a state of slow growth resulting from the high interest rate pol-
iy of the Bank of Israel. Economic growth in 1996 was faster than sustainable and the
Bank's concerns about inflation caused f to keep interest rates high. Growth so far in
1997 has been lackluster and we forecast continued siow growth dunng 1998 as
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monetary policy is likely to remain focused on inflation to the exclusion of other con-
cems such as growth,

Events in the past twelve months indicate that Arab and Jewish extremists have suc-
ceeded in putting a temporary hat to the peace process. While the relationship be-
tween Israel and the Palestinian Authority is at an all time low, we do not believe that
the peace process is dead. Both sides were driven in the first place to the bargaining
table in Oslo for pragmatic reasons: both Israelis and Palestinians realized that the
cost of the continued war was higher than peace. The events of the past months have
not changed this basic fact. Israelis, while concerned about security, understand that
continued cccupation is 100 costly for the country. The Palestinians know that they will
not be rescued by outside Arab countries or other powers, and must therefore deal
with Israel if they are to create a stable society with seff-rule. Thus, despite the current
stalemate, both sides have large incentives to continue the process.

AFRICA: GROWTH STILL LARGELY DETERMINED BY WEATHER
CONDITIONS AND COMMODITY MARKETS

Except for Morocco where the effects of the drought have pushed real GDP growth to
near anemic rates, growth in most of the major economies in the region has generally
been on the upward trend in 1997. Continued reform efforts in Egypt are beginning to
pay off as economic growth surges above 5% for the second consecutive year with
CP!I averaging below 7% for the first time during the 1990s. Growth in Algeria has
been robust due to buoyant oil prices and macroeconomic reforms but the economic
fortunes of this nation will continue to depend not only on structural reforms but also on
developments in the political sphere. Led by a strong investment growth, especially in
the oil sector, economic activity in Algeria will remain strong in the short to medium
term.

In sub-Saharan Africa, while central Africa continues to stagnale, favorable weather
and buoyant commodity prices have provided the momentum for increased economic
activity particularly in Cote d'lvoire, Uganda and Southern African countries of Bot-
swana and Malawi. Growth in South Africa, the region's economic power, remains
positive but subdued in 1997 while Nigeria's economy remains captive 1o the seem-
ingly unending constitutional crisis and the persistent weakness in macroeconomic
and structural policies,

Consumer price inflation has remained high despite some success in fiscal stabiliza-

tion and a slow down in the growth of money supply. However, serious problems re-
main as several countries continue to be ravaged by high rates of inflation. Angola and
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The recent turbulence in
global equity markets has
not spared some of Af-
rica’s emerging markets.
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the Democratic republic of Congo still report hyperinflationary rates while Ghana,
Madagascar and Nigena still suffer under double digt rates in consumer price inflation.

The crisis which began in Asian equity markets and spread like wild fire to other world
equity markets largely affected those African markets with signdficant foreign investor
activity. These were South Africa, Egypt and Zimbabwe where share prices tumbled
following the global sell-off and registered comections in line with the rest of the bat-
tered markets. While we do not anticipate any signdicant long term effect on any of
these economies, we see a potential impact on the monetary policy side of the real
economy. Bond and stock market outflows, particularty in South Alrica, will have a
negalive impact on the monetary policy side in as much as it may cause a further de-
lay in further interest rate cuts and a possible slow down in economic activity
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PART I -- Intrcduction

The assignment given to me for this conference was two-fold: to present the economic
outlook for the Asian region and to discuss the currency crisis in Southeast Asia. As it
turned out, those two subjects are actually one as the currency crisis has been prolonged,
spread to Northeast Asia, and to equity markets throughout the world. It is directly and
indirectly impacting on the economic outlook for the region.

The financial turmoil has brought to light two characteristics of the global economy that has
not been given a great deal of attention. The first reflects the fifty years of effort to
liberalize world trade. This has resulted in a situation as close to free trade as the modem
world has ever seen. An unanticipated consequence of free trade is that when business
firms loose their pricing power because of international competiti istakes of

y
policy appear in asset markets rather than goods and service markets. For example, if the

monetary authorities were to be 100 easy, property prices and stock prices would rise rather
than the producer or consumer price index. Hence, traditional measures of inflation will
not be an adequate guide for monetary policy.

The second characteristic is that intemational capital markets are even more integrated than
are the underlying economies. Information technology has overcome the tyranny of
distance. With instantaneous information and secure communications, money can be
transmitted anywhere with the press of a button. A consequence of this is that domestic
monetary policy -- the most effective policy instrument of government -- is constrained by
international financial markets. In bination these two ch istics may mean that a
monetary authority may not be aware that it has made a mistake or that the domestic
financial system is fragile until the markets inform them.




The Evolving Economic Outlook

The PEO forecasting team made its first forecast for 1998 at the beginning of 1997. The
forecast for 1998 at that time was quite strong. The export-weighted average real growth
rate for the eleven Asian economies was 5.4 percent, which was up 0.4 percent from a very
positive forecast base for 1997. (The 1997 forecast was up slightly from the 1996 actual.).
Eight of the eleven economies forecast higher real growth in 1998 than they were
forecasting for 1997. Only China, the Philippines, and Vietnam indicated a slowdown and
in all cases from a very high level. The attractiveness of the forecast was enhanced by the
fact that while real growth was forecast to rise, inflation (as measured by the consumer
price index) was expected to fall from 3.5 percent according to the 1997 forecast to 3.2
percent in 1998. This forecast is shown in Table 1. While real growth was expected to be
strong, there was no boom anticipated in either 1997 or 1998. In other words, there was
nothing internal in the forecast that suggested that the economic recovery could not be
prolonged. The forecast was characterized as a high and sustainable plateau. That was, of
course, before the currency turmoil struck Thailand which led to removing the fixed peg on
the baht on July 2, 1997.

Several observations need be made about that original forecast. First, it was noted that the
primary source of growth in practically all of the twenty PECC economies, including every
Asian economy, was expected to be gross fixed capital formation. Indeed it has been an
investment-led recovery in the region starting back in 1992. This came in for special
accommodation by ani led recovery minimizes the risk of inflation since
supply is put in place before demand, but the risk of the reverse imbalance was not
recognized. The risk of excess capacity became evident in Thailand as completed office
buildings and apartment houses remained unsold and empty in Bangkok, and factories
were operating below capacity. It also became evident that the gross investment share in
several economies was becoming inably high. For ple in Malaysia, the gross
investment to gross domestic product ratio was exceeding 40 percent which is difficult to
sustain for very long.

Second, the economic recovery was forecast to continue to have an export-led component.
The region has three engines of growth; China, Japan, and the United States. If all three
engines are moving forward at above trend rates, then the whole region will experience a
non-sustainable boom. If two engines are moving forward and one is stagnating, then the
region will enjoy balanced and sustainable growth. If, however, only one engine is pulling




and two are providing drag, then the region will suffer and may enter a recession. The
original forecast had the desired middle configuration. Both China and the United States
were forecast to grow above trend, while Japan was expected to have only slow growth
(but more than 1997). As indicated below, the engines did not quite perform as expected.

Third, it was noted that the balance-of-payments for the region as a whole was continuing
1o deteriorate (higher current account deficits), and while no financing problem was
anticipate, it was a matter of concern. That concern was expressed in a special section of
the forecast in which the current accounts of the PECC economies were traced back to 1990
and the forecasts were pieced on to the data. Eleven economies were identified that had
deficits in their current account that exceeded 3 percent of their GDPs through the 1998
forecast. Six of these economies are Asian -- Indonesia, Korea, Malaysia, the Philippines,
Thailand, and Vietnam. None was thought to have a very difficalt task of financing their

deficits.

Finally, it was recognized that one of the risks to the forecast was of a financial upset.
Thailand was identified as having such a risk as the problems of Thai finance companies
were already making news in financial circles. It was believed at that time that the Thai
monetary authorities were on top of the situation and would respond appropriately, but the
risk remained.

The September 1997 Update

By the time that the update of the forecast was done in early September 1997, the foreign
exchange crisis was evident in Southeast Asia which was bound to impact on the forecast.
For the inclusive PECC region of twenty economies, the surprise was that there was no
overall surprise. The forecast average growth for both 1997 and 1998 had hardly changed.
Furthermore, the small decline in the average was restored, and then some, by the
extension of the forecast to 1999. However, there were significant changes in the sub-
regions. The forecast indicated that seven of the eleven Asian economies were forecasting
less robust growth in 1998 than they had earlier, as seen in Table 2. On average the mark-
down in the forecast was 0.2 percent for both 1997 and 1998. The most significant
adjustment was by Thailand which reduced its 1998 forecast from 7.2 percent to 3.5
percent. (The Thai forecast was made one month later than the others.) The financial crisis
which was leading to a general rise of interest rates in the sub-region which was clearly
responsible for the less robust outlook. The extension of the forecast for the Asian
cconomies indicated that a further 0.2 percent rise of real growth in 1999 or back to a 5.4



percent level as originally forecast for 1998. The benign state of inflation was expected to
persist as the CPI rise was even more moderate in the revision than in the original.

As noted above, the up-dated forecast overall average real growth did not change because
weakness in Asia was matched by an enhance economic outlook in North America. The
outlook for all three NAFTA countries strengthened. The United States is described as
having a “goldilocks™ economy; that is not too robust, not too slow, but just right. Real
economic growth is seen as remaining above trend, and the trend itself may be a bit higher
than thought earlier. Furthermore, productivity is also growing above trend. Hence,
inflation is being held in check despite a very tight labor markets and somewhat higher
wage increases. Meanwhile, the federal budget deficit is headed into surplus, and state and
local finances are also back on solid ground. All geographic sections of the country have
been benefiting from what may turn out to be the longest peacetime recovery in history.
The only cloud on the horizon is the balance of payments which is deteriorating rapidly and
headed back into record deficit territory.

The other economic engine in Asia that is moving forward, China, is also growing faster
than forecast earlier being fueled by robust export expansion. However, China may not
have been pulling its weight for the rest of the region. In part because of an unusually
ample harvest and in part because of a miscalculation of prospective exports, China's
imports have been restrained and show only minimal growth. Hence, China has been
developing a large - and uncharacteristic - trade surplus. Anecdotal stories tell of a rising
market share of US imports by Chinese made products, and a plunging share for Southeast
Asia For example, China’s share of plastic tableware rose from 11 percent in 1989 to 44
percent in 1996, while Southeast Asia’s share dropped from 60 percent to 25 percent;
lamps and fixtures rose from 5 to 53 percent for China and fell from 61 percent to 16
percent for SEA; and suitcases and wallets rose from 26 percent to 47 percent for China
and fell from 47 percent to 14 percent for SEA. In order to balance the takeover of
Southeast Asia’s export markets elsewhere, China must provide a growing market
domestically, and this they have not done.

The World Economic Environment for 1998-99

The world economic environment contains both good news and bad news for the Asian
economic outlook. The good news is that the US and Europe will likely continue to grow
at trend rates or above. The bad news is that real interest rates are likely to be rising. In the
United States, economic fundamentals are likely to remain very sound, however, the



economy has simply run out of available labor supply. The Federal Reserve will feel
compelled to act to prevent inflationary psychology from taking hold which, if it should
occur, would require a recession to reverse. Thus they are likely to raise short term interest
rates between the Spring and Summer of 1998 in several steps. The total amount of the
rate rise will be designed to get the market’s attention, but not so great as to cause the very
recession they are trying to prevent. That is likely to be around 100 basis points (one
percent). The FED is likely to keep up its pressure until the economy slows to or below its
growth trend. This may take about nine months and then monetary policy will be reversed

The European economic scene is dominated by the preparations to create a common
currency in 1999. EMU is likely to start on time and among a broad base of countries.
This requires continuation of fiscal consolidation as most country budgets have deficits
above the 3 percent EMU target. Most of the restraint will be on expenditures, and some
taxes might even be reduced. On the monetary side, the authorities are maneuvering
convergence of interest rates since a single money will require (almost) a single interest
rate. This is being accomplished by the German rate rising, and the others falling. Since
the DM is the dominant currency on the continent, this has the impact of a rise in overall
rates. The UK economy is ahead of the others in economic expansion, and interest rates are
rising there to restrain above trend growth. Hence, one can expect a general rise of interest
rates. With this policy background, Europe is in the midst of a modest cyclical recovery as
inventories have been worked down and exports have recovered. There is litte prospect
that this will accelerate into a boom, but on the other hand, it should last through 1999.

The Asian E ic Outlook: A i and Background

P

Making a forecast in the middle of financial instability is a tricky business, since --as will
be discussed presently -- financial crises can take on a life of their own. We will make a
critical assumption in order to make this tractable. The assumption is that the Korean
situation will be stabilized by the beginning of 1998, and that the crisis will not spread to
Japan. The Koreans will have to take tough, but not draconian measures to stabilize their
finances. (More will be said about Korea below.) With the APEC endorsement of an IMF
centered bailout, it is assumed that Korea will be stabilized and the financial crisis will
have ended.

The 1998-99 outlook is conditioned by a legacy from 1997 and earlier. First, the Asian
region evidences excess capacity in industry and in property development. The severity of
the problem differs among the economies, but it is in evidence throughout the region.




Second, the level of real interest rates is higher than existed at the start of 1997. This
resulted from the financial crisis when nominal interest rates were raised to prevent
excessive depreciation of currencies, and from the inflationary consequence of depreciating
currencies being rather limited. Third, fiscal consolidation to reduce budget deficits is quite
general, also in response to the financial crisis. Finally, equity markets have been hit rather
;;ud. and confidence is likely to be restored rather slowly.

In light of these circumstances, the Asian economy is likely to suffer a significant
slowdown, but not a recession. The key to the difference is China. The financial crisis
will reduce the Chinese growth rate below what it would otherwise have been in that
exports to neighboring economies will be inhibited, but the domestic sources of growth are
still strong. If China relaxes its excessive restraints on imports, then China will act as an
engine of growth in Asia, along with the United States.

The weighted average real growth for the eleven Asian economies for 1998 is now forecast
at 4.0 percent, about 1.2 percent less than forecast in September and rising to 5.0 percent in
1999 as seen in Table 3. (The Malaysian forecast has not been revised.) CPI inflation, on
the other hand, is expected to remain below 3.0 percent. The main factor responsible for
the lower growth estimate is a sharp slowing of fixed domestic capital formation.

Economic slowdowns in Asia are not that unusual. The last one occurred in the early part
of this decade. Nevertheless, this slowdown is different. In the past, slowdowns were
made necessary because of an on-going unsustainable economic boom that was leading to
inflation. In response, the monetary authorities reacting to their own domestic
circumstances raised interest rates to slow growth. In other words, the slowdown was self
administered and carefully managed, but not this time. The current slowdown has been
administered by global markets. While it may well be that domestic excesses were the
underlying cause of the slowdown, the process which brought it about was much different.
Rather than reacting to domestic inflation, monetary authorities this time raised interest rates
10 defend their currencies in the foreign exchange market. In this respect, Asia now looks
more like Latin America.



PART II - Dynamics of a Financial Crisis

The Asian financial crisis has been played out in three acts as follows: Act One -- Thailand
and ASEAN; Act Two -- Hong Kong and Equity Markets; and Act Three -- Korea. There
are two significant puzzles involved. The first question is ‘Why has the contagion effect
been so great?' It should be noted that the Mexican crisis in 1994-95 which was more
severe than Thailand was confined fairly narrowly to that country. The second question is
‘Why has it taken the foreign exchange markel so long to establish a new equilibrium set of
values?” We know that when the European exchange rate structure gave way and the UK
pulled out of the band, the market righted itself in a matter of days. What is different about
the Asian crisis?

Act One -- Thailand and ASEAN

No one should have been surprised that Thailand would have financial troubles in 1997.
Equity markets had been declining for over two years. Already in 1996, anyone driving
through Bangkok -- which one does very slowly -- was bound to see the completed and
empty buildings and the suspension of activity of many half finished building projects.
The finance companies that had bankrolled these mistakes were in serious trouble, and
sixteen were closed. A great deal of foreign money was borrowed to directly or indirectly
finance the building boom. When Thai export growth slowed to a crawl, then concerns
were raised about the balance of payments and Thailand’s ability to make service on its
foreign debt.

One might argue that it took foreign investors a remarkably long time to catch-on to the
seriousness of the situation. Heavily reported street demonstrations and changes of Thai
political leaders and ministers finally focused foreign attention on Thailand. When foreign
speculators made a pass at selling the baht in early June 1997, the Central Bank was easily
able to counter them and the baht appreciated to its strongest value in several years on June
17, 1997. The situation, however, was not sustainable as the baht was fundamentally
overvalued. As confidence in Thailand’s ability to hold a peg to the US dollar began to be
seriously questioned at both home and abroad, the drain of reserves became too great and
on July 2, 1997, the Central Bank threw in the towel and let the currency float. It
depreciated rather quickly as seen in Graph I. By November 17, 1997, the baht
depreciated 51.42 percent from its June 30 value, as shown in Table 4. When a currency is
under pressure, interest rates rise naturally, and Thai rates were pushed up further by the
monetary authorities to stem the currency depreciation. The distress of Thailand's financial



firms, the disappointing export performance, rising interest rates, and political uncertainty
all weighted heavily on equity markets, and the Thai stock index also dived as seen in
Graph 1 It should be noted that most of the decline in the stock index occurred before July
2, as the depreciation of the baht was seen as a corrective measure and equity prices

recovered.

Immediately after the baht was floated, attention tumed to other ASEAN currencies. The
Philippine Central Bank raised the overnight borrowing rate from 15 percent to 24 percent
to defend the peso, and Bank Negara stepped in to defend the ringgit. As interest rates
rose, stock prices declined. On July 11, Manila could no longer resist the pressure and
floated the peso. By July 14, speculative pressure mounted on the ringgit and the
Indonesian rupiah. Even the Singapore dollar was pressured to depreciate. The market
talk was of contagion. Note that when one country's currency depreciates, the equilibrium
value of the currencies of other countries that pete with it is also depreciated; that is if
the nominal value is not also depreciated, the real value will appreciate. The market may
have recognized this fundamental factor faster than central banks. The market seemed to
have calmed down by mid July, but it was unhinged by the next act of the larger financial
crisis. The International Monetary Fund was called in to provide support packages for
Thailand, Indonesia, and the Philippines which included strict conditionality. By our
November 17 closing date, the Indonesian rupiah had depreciated 42.9 percent, the
Malaysian ringgit 32.2 percent, the Singapore dollar 8.9 percent and the Philippine peso
just 2.6 percent. The stock markets of all of these countries also took a hit.

Act Two -- Hong Kong and Equity Markets

When currencies of such an important group of economies as ASEAN depreciate, then
attention spreads to other economies both in Asia and Latin America. A very important
decision was taken by the monetary authorities in Taiwan. Despite the fact that Taiwan had
been running a current account surplus for a number of years, had huge foreign exchange
reserves, and had already allowed the NT dollar to depreciate marginally in previous years,
the monetary authorities decided to stop resisting the pressure, and let the NT$ depreciate
10 percent.

The Hong Kong dollar was next in line. The monetary authority in Hong Kong became

alert to speculative pressures in mid August, but firmly resisted the pressure. The nominal
value of the currency in Hong Kong is much more important than almost anywhere else in
the world. The peg of 7.8 HK dollars to the US dollar was established in the early 1980s
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15 a way of sustaining confidence in the Hong Kong economy while talks were proceeding
{or the returning of Hong Kong's sovereignty to China. A stable nominal currency has the
2dditional virtue of promoting Hong Kong as a regional financial center. The value of the
currency was not seriously challenged from 1983 to August 1997. The monetary authority
of Hong Kong has always followed very conservative policy, has amassed a huge foreign
exchange reserve, and Hong Kong banks are well capitalized. Nevertheless, the real value
of the HK dollar appreciated as other currencies depreciated.

A question that must be answered is ‘Can Hong Kong compete for world commerce with a
fixed exchange rate to the US dollar?" The answer is yes, but only if domestic prices are
flexible downward. The particular price that is making Hong Kong non-competitive is
high rents for housing, offices, and factories. The way to reduce rents is to reduce the
value of properties. Property prices fall when interest rates rise, and the monetary
authorities are quite prepared to raise interest rates to sustain the value of the currency
which at the same time leads to a proper economic adjustment. Equity markets in Hong
Kong became fully aware of the outlook for higher interest rates and fell dramatically,
especially since a major portion of the exchange is made up of shares of property
companies. The savaging of the Hong Kong stock exchange sent shock waves around the
world. European markets fell sharply and the New York stock exchange (as measured by
the DOW) fell 550 points, its greatest one day drop ever.

Panic in equity markets is not an unfamiliar event. It last happened in October 1987.
However, just as in that earlier episode, buyers rush in when a market is seen to have
overshot on the downside. By the end of November, equity prices in the United States had
returned to their pre-crisis levels, although many other stock markets remained under
pressure.

Act Three - Korea

The Korean won has been under the same pressures as elsewhere in Asia. The Korean
compelitive position had eroded earlier as the Japanese yen depreciated rather notably from
its high in April 1996, and Japan is Korea's most direct competitor. In response, the Bank
of Korea (really the MOFE) had let the won depreciate very gradually throughout most of
1997. The Korean economy was evidencing countering trends. On the one hand, the
foreign trade situation had improved markedly as export growth picked up and imports
were restrained. Hence, the deficit in the current account was being sharply reduced. On
the other hand, a string of corporate bankruptcies were occurring which was unhinging the
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market. Seven of the top 30 Chaebol sought protection through voluntary bankruptcies,
including the Kia Group, owner of the second largest automobile firm in Korea. When
non-financial firms go bankrupt, they call into question the soundness of the banks that had
lent them the money they cannot repay. Foreign bond rating services reduced the quality
rating of Korean bonds from double A to triple B -- the next drop is to junk status.

10

This was all playing out in an atmosphere of great political uncertainty. Korea has a strong
presidential political system. Presidents are elected for one term of five years without the
possibility of re-election. The next el is slated for D ber 18, 1997, and there is
no candidate that commands anywhere near 50 percent support (according to the polls).
Thus, there is great uncernainty as to who will be president, who his economic advisors
might be, and what economic policy might be followed. There is also a ten week gap
between the election and when the new administration takes office. Most observers believe
that the current president, Kim Young-sam, is a political lame duck and cannot steer needed
legislation through the National Assembly. The National Assembly refused to pass critical
financial reform and put off consideration until 1998.

As the won neared a psychologically important 900 level, the government vowed to defend
the currency, but to no avail. Korea had amassed about $70 billion of short term debts to
foreigners, and there was great concern that the loans would not be rolled over, and Korea
did not have enough reserves to pay them off. Furthermore, the currency intervention
policy of the Bank of Korea is seriously flawed as it unwittingly announces to the market
when the currency is under pressure that cannot be countered. This encourages all those
needing dollars to buy immediately. The pressure became too great and the won was
floated and exceeded the 1000 to the US dollar level.

The question faced by Koreans and others was how to restore stability. Most observers
recognized that an IMF package was an essential ingredient. The Korean Government was
loathe to take that route since it might affect the forthcoming election, and it was a sign that
the world’s eleventh largest economy could not manage its own affairs. After being
rebuffed by both the United States and Japan in an attempt at a bailout without the IMF,
Korea bowed to the inevitable and accepted IMF help.

The Korean financial crisis is of greater importance to the world economy than that of any
other single economy in Asia. First, Korea is a much larger country. Second, Korea
competes directly with Japan. If the Korean won should depreciate to an outrageous level -
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_ not impossible as the market always overshoots -- then the Japanese yen might come
under such severe pressure that even the MOF of Japan could not stem the external and
internal fallout. If then yen fell, then the German DM would be next and the Asian flue

would have infected the entire globe. It is thus essential that a fire-wall be built around
Korea. Fortunately, this is understood by finance ministers everywhere.

One further element raises the seriousness of the present situation. The US Congress has
refused to enact fast track negotiating authority for the President, and therefore, the US has
no positive instruments to use for trade policy. Itis inevitable that the US trade deficit will
balloon to gigantic numbers, probably to record territory. The US Administration will have
to respond, and without any positive instruments, they might be tempted to tumn to crude
protectionism, or use of the 301 instrument to open foreign markets, which is greatly
resented by other countries. If serious trade disputes were added to the current scene, then
the cooperative atmosphere that is needed to stabilize world financial markets might be
poisoned. The world is getting a whiff of the possibility of a global depression.

The Two Questions

What can be said about the two questions posed at the outset? A possible answer comes to
mind, and it relates to China. China is not just another competitor on the block. Itis so
large and has such a huge potential labor force, that all countries must make room for it by
adjusting their market basket so as not to compete head-on, and to find niches where it can
compete within China. This adjustment may require an undervaluation of currencies
relative to the Chinese yuan during the adjustment period. The contagion effect was so
large because all of the economies face the same challenge and only recognized it as others
succumbed.

It may be taking a long time for the markets to clear becduse the degree of domestic
financial weakness has been hidden in Asia, and only slowly is it becoming visible. There
is a lesson in this in that financial liberalization forces secrets out into the open. It also
gives financial institutions more leeway to get into trouble. Hence, it is imperative that
financial liberalization be combined with prudential oversight so that financial systems
remain basically sound.



Analysis of a Financial Crisis

The decade of the 1980s was marked by the debt crises of Latin American developing
countries, but this had little impact on Asia. Also the first financial crisis in the 1990s was
in Mexico in 1994-95, but this also did not spread to Asia. The Mexican crisis, however,
is worthwhile studying in detail because it contained all of the elements that would later
appear in Asia. The Mexican experience suggests that there has to be five conditions
present to create a foreign exchange crisis: an overvalued currency with a reluctance to
devalue; a significant current account deficit being financed by other than foreign direct

in t (FDI); a mishandling by the monetary authorities of the foreign exchange rate
risk; existing problems in domestic financial markets and institutions: and policy
uncertainty coming out of domestic politics. These may be necessary, but not sufficient
condition for a crisis.

First, very severe circumstances follow when a country permits its currency to become
overvalued, with the most important being a loss of international competitiveness. This
usually results in a large or growing current account deficit in the balance of payments.
Table 5 shows the evolution of the current accounts of the ten Asian economies during the
1990s. (Hong Kong does not report balance of payments.) Six of the ten economies had
cnrrent account deficits relative to GDPs that were greater than 3 percent in 1996. The
currencies of all six depreciated subsequently. In the case of Thailand, the deficit was
growing rapidly and rose to about 8 percent in 1995-96.

Second, for a crisis to appear, the current account deficit must be financed by portfolio
capital, that is everything but FDIL. Table 6 sets out the proportion of the current account
deficits that were financed by FDI (through 1995). For most of the economies, FDI was
sufficient to finance most of the deficit. Vietnam is outstanding in this respect where over
90 percent was financed by FDL. Many of the others are in the 50 percent range. Thailand
is a clear exception. From slightly over 30 percent in 1992, FDI dropped to only 8.7
percent in 1995. This suggests that Thailand was relying on very uncertain forms of
financing, and it is not surprising that the crisis originated there. Indeed, it is uncertain that
any other country could have triggered off the crisis other than Thailand.

Third, to turn a difficult foreign exchange problem into a crisis, the monetary authorities
(possibly under the direction of the finance ministry) must mishandle the foreign exchange
rate risk facing the country. The most common mistake is to throw their foreign exchange
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holdings into the market in the vain hope that such intervention will stem the selling spree.
In fact, using up of reserves is a sign to the market that the currency is under severe
pressure and will likely devalue. The monetary authorities can compound the problem -- as
was done in Mexico -- by borrowing foreign exchange themselves for intervention
purposes, or by providing a foreign exchange rate guarantee for private borrowers. When
the selling pressure overwhelms the monetary authority, the crisis ripens.

Fourth, the financial intermediaries in the economy must have already been in some
wrouble, usually because their asset portfolios contain too many non-performing loans. The
reason that this is an element is that weak financial institutions keep the monetary
authorities from restraining domestic liquidity sufficiently to head off the crisis. Higher
interest rates put borrowers up against the wall, and keep them from making service on
their borrowings. This impacts badly on the lending institutions which, if weak to start
with, will themselves face insolvency. Central banks are then in a dilemma in that the
proper restraining macro policy will force them to undermine the domestic financial system
for which they are also responsible, and thus they are likely to temporize and not head off
the impending crisis. The problems with Thai finance companies that preceded the
currency crisis has already been noted.

Finally, there must be some political uncertainty which makes the policy outlook unsure for
a full currency crisis to develop. Decisive corrective actions, even if taken on the brink of a
crisis, will usually calm the markets because the policy actions will include the correction of
the overvaluation. If domestic political concerns prevent a country from taking decisive
action, then a crisis is inevitable. It may well be that appropriate action can only be taken
under crisis conditions because it is only then that some political forces recognize that
something must be changed, the status quo is not sustainable.

Possibly two additional lessons can be learned from the Japanese experience and the way
that they failed to properly handle the collapse of their financial bubble in 1990-91. One
lesson is that it is 2 mistake to fail to fully inform the public. The Japanese authorities kept
minimizing the extent of the bad loan problem and therefore failed to generate public
support for resolving it through collective action. The worst mistake is for a political leader
1o declare that the currency will not be devalued when there is a good chance that it will.
This misleads the least sophisticated portion of the population, and can completely
undermine the credibility of the government.



The second lesson is that there is great cost through delay in responding to a financial
problem. When a problem appears. it is best to deal with it promptly rather than trying to
grow out of the problem in the hope of saving weak financial institutions. They became
weak through bad management, and if rescued, will be convinced they did nothing wrong
and will continue to be badly managed. Delay only prolongs the agony and can make it
worse. Facing up to a problem usual requires political leadership as the bureaucracy is
likely to be very defensive because they were not vigilant enough to prevent the problem
from developing.

Conclusions: Where Does the Region Stand?

It was not long ago that financial experts were taking about the Asian miracle economies.
How much has actually changed? While the eleven are a diverse group of economies, they
have several similarities that have led to rapid industrial catch-up and rapid GDP growth,
and these fundamentals have not changed. All eleven are outward oriented. They all accept
FDI and several are originators of FDI. It has been FDI that is closely integrating the
region with a cross pattern of investment, and that is likely to continue. Rapid growth in
the past has been due to hard work, a willingness to save and invest --including huge
investment in human capital -- and generally stabilizing macro economic policy. That is
also unlikely to change. There is still much potential in Asia to expand international trade in
goods and services, especially tourism. The firms in the region relish such opportunities.
The region is also quick to adopt new technology regardless from where it was originally
developed. In my view, there is no basic reason why the region cannot remain the most
dynamic in the world.

There certainly will, however, be changes as a result of the currency crisis. A maturing
process has begun. Business firms might well be less reckless in their investments with
one eye on what is going on in China. Also financial institutions are going to be more
cautious in their lending, insisting on a business plan that promises profit, rather than just
accepting inflated property as collateral. The monetary authorities will likely keep closer
watch on both banks and non-bank deposit institutions. Asia may also witness a more
aggressive role for mergers and acquisitions. This will be possible as financial markets are
liberalized and improve. And with the notable exception of Hong Kong, no economy is
likely to announce a pegged exchange rate for the ble future. This may add up to
somewhat slower growth. Such a slowdown is inevitable as cconomies near the
technological frontier. There is no reason, however, for Asia’s growth to be any less
outstanding as compared to other regions for the foresecable future.
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Financial Measures from June 30, 1997 to November 17, 1997, in Fourteen Economies
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A

l -
l [ N |
Exchange Rate Stock Market
Change (%) Index Change (%)
Australia -7.24 -8.74
Brazil -2.70 B -27.72)
Chile -2.04 -13.73
Colombia -18.99 17.76
Indonesia -42.92 -39.34
Korea -13.58 -33.33
Malaysia -32.21 -38.06
New Zealand -8.05 -4.24
Philippines : -2.60 -12.20
Peru -29.21 -36.20 ]
Singapore -8.90 NA
Taiwan -10.20 NA
Thailand -51.42 ~-16.21
Vietnam -4.50 NA
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Tabla 5

[Currenl Account as a Percentage of GDP/GNP in Ten Asian Economies
| |
[ [
l[ 1990 1991 1992 1993 1994 1995 1996)
China 3.3 3.6 1.3 2.7 1.3 0.2 0.8
Indonesia -2.8 -3.7] -2.2 -1.5 -1.6 -3.6 -4.0
Japan 1.2 2.0 3. 3.1 2.8 2.4 1.7
Korea -0.7 -2.9 -1.3 0.3] -1.0 -1.8 -5.0
Malaysia 2.1 -8.8 3.8 -4.8] -6.3 -8.5 -4.7
Philippines -5.8 1.9 -1.6] -5.5] -4.5] -3.6 -3.9
|Singapore 9.0 12.2 12.2] 7.6| 16.4 17.7 15.0)
Taiwan 6.7 6.7 3.8| 3.0 2.6] 2.1 4.4
Thailand -9.1 -8.1 -5.7] -5.1] -5.7] -8.2| -8.0
Vietnam -4.2 -1.9 0.7 -7.5 -8.6] -10.1] -10.8
I [ | ]
| | I |
I | | |
| [ | |
Hong Kong do]es not report bIaJance of payments statistics I ,I I] I[ j']
|
Source: Pacific Economic Outlook, 1997-1998 ,PECC. ] ] | ]
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Table 6 [ |
P;}cen@ge of Current Account Financed by Foreign Direct Inye@v&n[lg Ten Asuh Economies _

1990 1991 1992 1993 1994 1995
China S si. s 194.2 S| S|
Indonesia 36.6] 34.8 63.9 78.3 5§3.7 53.3
Japan s| S 5 s S| B
Korea -15.4 -3.9 -12.2 s -44.5 -21.2
Malaysi 254 94.4 234.8[ 162.6 94.4 55.4
Philippines 20.6 62.5 28.5[ 28.6 43.7 54.5
Singapore S| s/ s/ B S| B
Taiwan B B S| s s B
Thailand 31.6 24.4 31.2 24.7| 10.8 8.7,
Vietnam 93.0 218.5 2812.5 96.5 99.7[. 96.3
S = Surplus
Negative number indicates net FDI outflow. N
Hong Kong does not report balance of payments statistics.
Source: Pacific Economic Outlook, 1997-1998 , PECC.




e T T

GRAPH I

Brazilian Exchange Rate

Korean Exchange Rate

i T —
i % 1000
8
2 e
' e
050
20933 2325 8 38 3 31893 3528 3 232% 3 28 % 1853
: 2 s 2 5 i ¢ i
Date

Malaysian Exchange Rate

Eszrare Rate Grashe Page 1




GRAPH I

Peruvian Exchange Rate

(continuation)

Phillppines Exchange Rate

.95 3 3308 3 § 183
Date
r Hong Hong Exchange Rate

°

197

2534338 %483 i8¢l
Date

Taiwan Exchange Rate

3.3, 3.3, 5,3, 28
5' Je Je %6 o Ta 323
Date

Exchange Rate Graghs

Page 2



RAXd

<11

Australia SE All Ordinary

Brazil BOVESPA

$ 3 43,8 9
33 3322 3%
Date

sep

r.0e

Price index

Kuala Lumpur Composite

o
dun

8-aul
23

Stock Marke! Graghs

Page



GRAPH 'II (continuation)

Lima SE General IGBL

Phlllpplnes SE Composite

Price Indes

Taiwan SE Weighted

St0ck Market Graphs Page2



MIER
1997 NATIONAL OUTLOOK CONFERENCE

Shangri-La Hotel, Kuala Lumpur
2-3 December 1997

ASIAN ECONOMIC OUTLOOK
1998-99

by

Lawrence Krause

ViR

Malaysian Institute of Economic Research
Institut Penyelidikan Ekonomi Malaysia




-

ASIAN ECONOMIC OUTLOOK
1998-1999

PART I
INTRODUCTION

The assignment given to me for this conference was two-fold: to present the
economic outlook for the Asian region and to discuss the currency crisis in
Southeast Asia.  As it turned out, those two subjects are actually one as the
currency crisis has been prolonged, spread to Northeast Asia, and to equity markets
throughout the world. It is directly and indirectly impucting on the economic
outlook for the region.

The financial turmoil has brought to light two characteristics of the global economy
that has not been given a great deal of attention. The first reflects the fifty years of
etfort to liberalize world trade. This has resulted in a situation as close to free trade
as the modern world has ever seen. An unanticipated consequence of free trade is
that when business firms loose their pricing power because of international
competition, mistakes of monetary policy appear in asset markets rather than goods
and service markets. For example, if thé monetary authorities were to be (oo easy,
property prices and stock prices would rise rather than the producer or consumer
price index. Hence traditional measures of inflation will not be an adequate guide
for monetary policy.

The second characteristic is that intemational capital markets are even more
integrated than are the underlying economies.  Information technology has
overcome the tyranny of distance. With instantaneous information and secure
communications, money can be transmitted anywhere with the press of a button. A
consequence of this is that domestic monetary policy -- the most effective policy
instrument of government -- is constrained by international financial markets. In
combination these two characteristics may mean that a monetary authority may not
be aware that it has made a mistake or that the domestic financial system is fragile |
until the markets inform them.

THE EVOLVING ECONOMIC OUTLOOK

The PEO forecasting team made its first forecast for 1998 at the beginning of 1997.
The forecast for 1998 at that time was quite strong.” The export-weighted average
real growth rate for the eleven Asian economies was 5.4 percent, which was up 0.4
percent from a very positive forecast base for 1997, (The 1997 forecast was up
slightly from the 1996 actual.). Eight of the eleven economies forecast higher real
growth in 1998 than they were forecasting for 1997. Only China, the Philippines,
and Vietnam indicated a slowdown and in all cases from a very high level. The
auractiveness of the forecast was enhanced by the fact that while real growth was
forecast to rise, inflation (as measured by the consumer price index) was expected
o fall from 3.5 percent according to the 1997 forecast to 3.2 percent in 1998. This
forecast is shown in Table 1. While real growth was expected to be strong, there
Wvas no boom anticipated in either 1997 or 1998. In other words, there was nothing
internal in the forecast that suggested that the economic recovery could not be
prolonged. The forecast was characterized as a high and sustainable plateau. That
was, of course, before the currency turmoil struck Thailand which led to removing
the fixed peg on the baht on July 2, 1997.




Table |
Onginal Forecast of Real Economic Growth and Increase of Consumer Prices of Eleven

Economies
1997-1998
(Percent) (curly 1997)
Real GDP/GNP cpl
1997 1998 1997 1998
China 98 9.0 6.3 56
Honyg Kong 51 52 959 5.7
Indonesty 7 78 72 78
Tapan 1.7 26 13 06
Korea 60 6% 457 44
Malaysia R2 8.6 34 is
Philippines 60 5.7 15 7.0
Singapore 75 757 K 20
Tarwan 64 6.5 33 3s
Thailand 71 72 50 4.8
Vietnam 9.6 9.2 12:5 9s
Weighted Average ('92-'94) 5.0 54 3s 332

Thhe weighted average ts based on the respective economies' exports during the period mdicated.

Several observations need be made about that original forecast. First, it was noted
that the primary source of growth in practically all of the twenty PECC economies,
including every Asian economy, was expected to be gross fixed capital formation.
Indeed it has been an investment-led recovery in the region starting back in 1992.
This came in for special accommodation because an investment-led recovery
minimizes the risk of inflation since supply is put in place before demand, but the
risk of the reverse imbalance was not recognized. The risk of excess capacity
became evident in Thailand as completed office buildings and apartment houses
remained unsold and empty in Bangkok, and factories were operating below
capacity. It also became evident that the gross investment share in several
economies was becoming inably high. For ple in Indonesia, the gross
investment to gross domestic product ratio was ‘exceeding 40 percent which is
difficult to sustain for very long.

Second, the economic recovery was forecast to continue to have an export-led
component. The region has three engines of growth; China, Japan, and the United
States. If all three engines are moving forward at above trend rates, then the whole
region will experience a non-sustainable boom. If two engines are moving forward
and one is stagnating, then the region will enjoy balanced and sustainable growth.
II. however, only one engine is pulling and two are providing drag, then the region
Wwill sutfer and may enter a recession. The original forecast had the desired middle
configuration. Both China and the United States were forecast to grow above
trend, while Japan was expected to have only slow growth (but more than 1997).
As indicated below, the engines did not quite perform as expected.

Third, it was noted that the balance-of-payments for the region as a whole was
continuing 1o deteriorate (higher current account deficits). and while no financing

[




problem was anticipate, it was a matter of concern. That concen was expressed in
a special section of the forecast in which the current accounts of the PECC

exceeded 3 percent of their GDPs through the 1998 forecast.  Six of these
cconomies are Asian -- Indonesia, Korea, Malaysia, the Philippines, Thailand, and
Vietnam. None was thought to have a very difficult task of finuncing their deficits.

Finally, it was recognized that one of the risks to the forecast was of a financial
upset. - Thaland was idenufied as having such a risk as the problems of Thui
finance companies were already making news in financial circles. It was believed at
that time that the Thai monetary authorities were on top of the situation and would
respond appropriately, but the risk remained.

THE SEPTEMBER 1997 UPDATE

By the ume that the update of the forecast was done in carly September 1997, the
toreign exchange crisis was evident in Southeast Asia which was bound to impact
on the forecast. For the inclusive PECC region of twenty economies, the surprise
was that there was no overall surprise. The forecast average growth for both 1997
and 1998 had hardly changed. Furthermore, the small decline in the averuge was
restored. and then some, by the extension of the forecast to 1999, However, there
were signiticant changes in the sub-regions. The forecasts indicated that seven of
the eleven Asian economies were forecasting less robust growth in 1998 than they
had earlier, as seen in Table 2. On average the mark-down in the forecast was 0.2
percent for both 1997 and 1998, The most significant adjustment was by Thailand
which reduced its 1998 forecast from 7.2 percent to 3.5 percent. (The Thai forecast
wis made one month later than the others.) The financial crisis which was leading
to a general rise of interest rates in the sub-region which was clearly responsible for
the less robust outlook. The extension of the forecast for the Asian economies
indicated that a further 0.2 percent rise of real growth in 1999 or back 10 a 5.4
percent level as originally forecast for 1998. The benign state of inflation was
expected to persist as the CPI rise was even more moderate in the revision than in
the original. .

As noted above, the up-dated forecast overall average real growth did not change
because weakness in Asia was matched by an enhance economic outlook in North
America. The outlook for all three NAFTA countries strengthened. The United
States is described as having a “goldilocks™ economy; that is not too robust, not too
slow, but just right. Real economic growth is seen as remaining above trend, and
the trend itself may be a bit higher than thought carlier. Furthermore, productivity
1s also growing above trend. Hence, inflation is being held in check despite a very
tight labor markets and somewhat higher wage increases. Meanwhile, the federal
budget deficit is headed into surplus, and state and local finances are also back on
solid ground. All geographic sections of the country have been benefiting from
what may tumn out to be the longest peacetime recovery in history. The only cloud
on the horizon is the balance of payments which is deteriorating rapidly and headed
back into record deficit territory.




Table 2
Revised Forecast of Real Economic Growth and Increase of Consumer Prices of Eleven Economies
1997-1999
(Percent)
—
Real GDP/IGNP CPI

_— ] =

1997 1998 1999 1997 1998 1999

China, 103 12 1.5 38 44 48
Hong Kong 54 52 49 59 50 42
Indonesia 68 7.0 73 9.4 7.3 6.8
Jupan 14 19 27 13 0.6 0
Korea 63 68 65 44 47 41
Malaysia 80 8.2 82 32 33 32
Philippines 5.2 5.0 48 7.5 70 6.8
Singapore 7.4 7 75 18 20 2
Tatwan 67 6.7 65 18 20 2.0
Thailund 25 35 N/A 70 50 N/A
Vietnam 9.0 91 9.1 50 7.0 8.0
Weighted Average (92-94) 48 52 54 32 29 29

The weighted average 15 based on the fespective economies” exports during the period indicated

The other economic engine in Asia that is moving forward, China, is also growing
faster than forecast earlier being fueled by robust export expansion. However,
China may not have been pulling its weight for the rest of the_region. -In part
because of an unusually ample harvest and in part because of a miscalculation of
prospective exports, China's imports have been restrained and show only minimal
growth. Hence, China has been developing a large - and uncharacteristic - trade
surplus. Anecdotal stories tell of a rising market share of US imports by Chinese
made products, and a ;lunging share for Southeast Asia. For example, China's
share of plastic tableware went from |1 percent in 1989 to 44 percent in 1996,
while Southeast Asia's share dropped from 60 percent to 25 percent; lamps and
fixwres rose from 5 to 53 percent for China and fell from 61 percent to 16 percent
for SEA; and suitcases and wallets rose from 26 percent to 47 percent for China and
fell from 47 percent to 14 percent for SEA. In order to balance the takeover of
Southeast Asia’s export markets elsewhere, China must provide a growing market
domestically, and this they have not done.

THE WORLD ECONOMIC ENVIRONMENT FOR 1998-99

The world economic environment contains both good news and bad news for the
Asian economic outlook. The good news is that the US and Europe will likely
continue 1o grow at trend rates or above. The bad news is that real interest rates are
likely to be rising. In the United States, economic fundamentals are likely to remain
very sound, however, the economy has simply run out of available labor supply.
The Federal Reserve will feel compelled to act to prevent inflationary psychology
f7om taking hold which, if it should occur, would require a recession o reverse.




Thus they are likely to raise short term interest rates between the Spring und
Summer of 1998 in several steps. The total amount of the rate rise will be designed

irying to prevent. That is likely to be around 100 basis points (one percent).  The
FED is likely to keep up its pressure until the economy slows to or below its
growth trend. This may take about nine months and then monetary policy will be
reversed

The European economic scene is dominated by the preparations to create 4 common
currency in 1999. EMU s likely to start on time and among a broad base of
countries.  This requires continuation of fiscul consolidation us most country
budgets have deficits above the 3 percent EMU target. Most of the restraint will be
on expenditures, and some taxes might even be reduced. On the monetary side, the
authorities are maneuvering convergence of interest rates since a single money will
require (almost) a single interest rate. This is being accomplished by the German
rate rising, and the others falling. Since the DM is the dominant currency on the
continent, this has the impact of a rise in overall rates. The UK economy is ahead of
the athers in economic expansion, and interest rates ure rising there (o restrain
above trend growth. Hence, one can expect a general rise of interest rates.  With
this policy background. Europe is in the midst of a modest cyclical recovery as
mventories have been worked down and exports have recovered. There is litle
prospect that this will accelerate into a boom, but on the other hand, it should last
through 1999.

THE ASIAN ECONOMIC OUTLOOK:
Assumptions And Background

Making u forecast in the middle of financial instability is a tric!  business, since --
as will be discussed presently -- financial crises can take on a litc of their own. We
will make a critical assumption in order to make this tractable. The assumption is
that the Korean situation will be stabilized by the beginning of 1998, and that the
crisis will not spread to Japan. The Koreans will have to take tough, but not
draconian measures to stabilize their finances. (More will be said about Korea
below.) With the stabilization of Korea, it is assumed that the financial crisis will
have ended.

The 1998-99 outlook is conditioned by a legacy from 1997 and earlier. First, the
Asian region evidences excess capacity in industry and in property development.
The severity of the problem differs among the economies, but it is in evidence
throughout the region. Second, the level of real interest rates is higher than existed
at the start of 1997. This resulted from the financial crisis when nominal interest
rates were raised to prevent excessive depreciation of currencies, and from the
inflationary consequence of depreciating currencies being rather limited. Third,
liscal consolidation to reduce budget deficits is quite general, also in response to the
financial crisis. Finally, equity markets have been hit rather hard, and confidence is
likely 10 be restored rather slowly.

In light of these circumstances, the Asian economy is likely to suffer a significant
slowdown, but not a recession. The key to the difference is China. The financial
cnsis will reduce the Chinese growth rate below what it would otherwise have been
n that exports to neighboring economies will be inhibited, but the domestic sources
of growth are still strong. If China relaxes its excessive restraints on imports, then
China will act as an engine of growth in Asia, along with the United States.

The weighted average real growth for the eleven Asian econcmi_cs is for 1998 is
now forecast at 4.0 percent. about 1.2 percent less than forecast in September and
TSINg to 5.0 percent in 1999 as seen in Table 3. (The Malaysian forecast has not




been revised.) CPI inflation, on the other hand, is expected to remain below 3.0
percent. The main factor responsible for the lower growth estimate is a sharp
slowing of fixed domestic capital formation.

Table 3
Mud-Crisis Forecast of Real Economic Growth and Increase of Consumer Prices of Eleven
Economies, 1998-1999

(Pereent)
Real GDP/GNP cpt

1997 1998 1997 1998
China 9.2 95 44 R
Hong Kong 45 49 40 45
Indonesia 5.2 65 73 6.8
lupan 0.7 25 06 0y
Korea 4.2 5.8 52 41
Malaysia® 8.2 82 3 32
Philippines 4.8 5.0 7.0 6.8
Singapore 61 70 20 21
Taiwan 62 6.5 20 2.0
Thailand 25 50 50 70
Vietnam 8.0 9.0 70 50
Weighted Average ('92-94) 4.0 5.0 28 29

* Not revised
The weighted average is based on the respective economies’ exports during the period indicated.

Economic slowdowns in Asia are not that unusual. The last one occurred in the
carly part of this decade. Nevertheless, this slowdown is different. In the past,
slowdowns were made necessary because of an on-going unsustainable economic
hoom that was leading to inflation. In response, the monetary authorities reacting
to their own domestic circumstances raised interest rates to slow growth. In other
words, the slowdown was self administered and caretully managed, but not this
time. The current slowdown has been administered by global markets. While it
may well be that domestic excesses were the underlying cause of the slowdown, the
process which brought it about was much different. Rather than reacting to
domestic inflation, monetary authorities this time raised interest rates to defend their
currencies in the foreign exchange market. In this respect, Asia now looks for like
Latin America

PART II - Anatomy of a Financial Crisis
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[h Executive Summary j

The [nternanonal Monetary Fund projects world economic growth in 1997 and 1998 ar 4 2 per cent
and 4.3 per cent respectively (1996'4.1%)  The United States economy continued o expand
mpressively for the sixth consecutive year. accompanied with low nflation. In Europe. economic
rowth was more wide-spread and 1s expected to gain further momentum. The state of the Japanese
cconomy, however. is quite depressing with the recent collapse of Yamarchi adding 1o the problems
More disturbing news comes from the worsening economic and financial crisis in East Asia. South
Korea. the world’s eleventh largest economy, has already sought monetary aid from the IMF

On the domestic front, real Gross Domestic Product (GDP) in Malaysia is estimated to grow by 78
per centin 1997 MIER's surveys of the f: ng sector and s in the third quarter of
1997, however. indicate that the business ¢ Y and ¢ are y less

bout the future and feeling tentative following the sharp depreciation of the rnggit and the related
downturn in the Kuala Lumpur Stock Exchange (KLSE). On the extemal trade front. data up to the
month of September indicate a lower merchandise trade surplus this year, estmated at RMS 4 billion
The current 2ccount deficit in 1997 is estimated at RM|$ 3 billion. Inflation is anticipated at 3 0 per
cent, while the unemployment rate is projected at 2.5 per cent in 1997

Fxport growtn. though, is trending steadily upward and this augurs well for economic prospects in
1998 The recovery in the global electronics industry will benefit Malaysia. Growth in imports.
although forecastto pick up in 1998, will however lag behind that of exports.  Some domestic-
supsttunon (s m e pl 800ds.  The deferment of several large
infrastructure projects with high import content will lessen the pressure on imports growth. But the
figher cost of foreign currency denominated intermediate inputs will be a cause of concern, to the
extent that domestic-substitution is limited. Overall, we forecast the merchandise balance to show
sironger surpluses in 1998 and 1999, benefiting from a weaker currency and adjusting to a lower
growth in the economy. The merchandise surplus is projected at RM| 1.6 billion i 1998 and
RMI4 9 billion in 1999. The current account balance is forecast to register deficits of RM12.7 billion
nd RM11.0 tillion in 1998 and 1999 respectively.

In 1998, we forecast real GDP growth at 5.8 per cent, picking up momentum in 1999 with a growth of
6.1 per cent. The export sector will continue to recover. Export of goods and non-factor services is
forecastto grow by '1.5 per cent, following 7.0 per cent growth in 1997. In 1999, exports are
anticipated to grow by 12.1 per cent. The better performancein export-oriented manufacturing sub-
sectors will provide some boost for private investment in 1998. Private investment is projected to
expand by 4.4 per cent in 1998, down significantly from a growth of 10.5 per cent estimated for 1997.
It1s forecastto recoverto a growth of 7.4 per cent in 1999, Although lower economic growth is
cxpected for 1998, nevertheless the labour market is not anticipated to see any sharp downturn and
wages will remain fairly stable. This would lend some support to private consumption, which is
forecast to expand by 2.9 per cent in 1998, down from 5.2 per cent growth in 1997. For 1999, private
consumption is forecast to edge up to a 4.6 per cent growth. In tandem with the better growth
¢xpected for exports, imports will pick up in 1998. Import of goods and non-factor services is forecast
forise by 9.1 per cent following a 7.5 per cent growth in 1997. Imports will rise by 10.8 per cent in
1699, -

The higher cost resulting from a weaker ringgit will see inflation edging up in 998 before moderating
slightly in 1999 when adjustments have been more fully made. We forecastthe inflation rate to be at
33 per cent in 1998 and 4.0 per centin 1999. The unemployment rate is projected at 2.7 per cent for
both these years.



World Economy

According to the International Monetary Fund (IMF). world economic growth is
projected to be strong in 1997 and 1998 with output growth expected to be at 4.2 per
cent and 4.3 per cent respectively (1996:4.1%). In the period 1990-1996. world
cconomic growth averagedat 3.1 per cent. The global economic expansion will be
supported by relatively strong growth in the United States, Canada and Europe. The
United States economy continued to expand impressively for the sixth consecutive
vear, accompanied with low inflation. In Europe, economic growth was more wide-
spread and is expected to gain further momentum. The state of the Japanese
cconomy. however, is quite depressing as major indicators are weak at the moment.
The recent collapse of Yamaichi adds to the problems. The disturbing news with
regards to global outlook is the economic and financial crisis in East Asia which
appears 1o be getting more serious. South Korea, the world’s eleventh largest
cconomy. has already sought monetary aid from the IMF which is needed to finance
bad debts in its financial institutions.

World: Real GDP Growth
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Global inflation is moderating. In advanced economies, inflation rate is projected to
moderate further to 2.2 per cent and 2.3 per cent in 1997 and 1998 respectively, from
2.4 percent in 1996. The depreciation of Asian currencies would have some bearing
in reducing imported i. lation in advanced economies. Inflation in developing
countries is projected to moderate as well, to 10.0 per cent and 8.9 per cent in 1997
and 1998 respectively (1996:13.2%).

[



With the expectations of strong world economic activity, the [MF projected world
rrade. in volume terms, to gain momentum with expansions of 7.7 per cent and 6.8 per
cent 1n 1997 and 1998 respectively (1996:6.3%). The IMF also forecast that Asian
exports would be gainingpace to grow by 9.4 per cent and 9.9 per cent in 1997 and
1998 respectively (1996:4.4%). East Asian exports are expected to be boosted by
their weaker currencies. 2

United States of America

The United States (US) economy continued to grow at a comfortably strong rate
during the first half of 1997. Real GDP grew at a brisk pace of 4.9 per cent
(seasonally adjusted annualised rate-SAAR) in the first quarter of 1997. [n the second
quarter. real GDP moderated to 3.3 per cent (SAAR) but is still strong compared to
the average of 2.2 per cent during the period 1995-1996. The growth level is
considered to be strong and unsustainable as it may increase inflationary pressures.

USA: Real GDP Growth
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Nevertheless, inflation rate has remained under control for now and was at a modest
2.2 per cent (year-on-year) in September, falling from 3.0 per cent in January.
Consumer prices were low despite the unemployment rate of 4.7 per cent in October,
4 24-year low figure. The unemployment rate has been below 5.0 per cent since
April.  Meanwhile, the Producer Price Index rose marginally by 0.1 per cent on a
monthly basis in October, down from a 0.5 per cent rise in September, indicating
moderate price pressures. The Federal Reserve Chairman, Alan Greenspan, told the
US Congress that the tight labour market will lead to a rise in wages and will
eventually raise inflation as well. Wage inflation is seen rising moderately with hourly
ages increasing at a slightly faster rate of 4.2 per cent year-on-year in October, from



36 per cent in September. Higher productivity has enabled output to rise with
moderate wage growth.

On the prospects for the second half, the increase in the number of non-farm payrolls
was seen to be declining, indicating some slowdown in hiring. Meanwhile, the NAPM
ndex. which indicates manufacturing orders, declined in September to the 54.2 per
cent level from 36.8 per cent in August. Housing starts showed a much slower
crowth, and retail sales have been decliningin September and October. Overall, the
indicators suggest some moderation for the economy in the second half.

The Federal Reserve did not increase interest rates during their FOMC meeting in
November, most likely due to the instability in world financial markets and also the
low inflation rate. The New York Stock Exchange(NYSE) had also felt the effect ot
the tumble in Asian stock markets when the Dow Jones plunged 7.2 per cent on 27th
October. Nevertheless, the NYSE has recovered much of the losses but the conditions
if Asian markets are still uncertain as stock markets continued to dip. The IMF
projects the US real GDP to grow by a robust 3.7 per cent in 1997, and with the
likelihood of an interest rates hike in the near term, growth is forecast to moderate to
26 per centin 1998. The economic slowdown in Asia, according to the Fed chairman,
is expected to have a minimal impact on the US economy. This may be due to the
fact that US exports to Asia is not large, at about 15 per cent of its total exports in
1996. Inflation is projected to remain moderate being at 2.1 per cent in 1997, rising to
26 per cent in 1998. Inflation may be lower as imports from Asia, which accounts
for roughly 24 per cent of total imports in 1996, would be cheaper due to the
currency depreciation.

Japan

The Japanese economy continued to be generally weak. After a strong real GDP
growth of 5.7 per cent (SAAR) in the first quarter, growth plummeted to a 11.2 per
cent decline. The steep decline in growth in the second quarter was due to a large
drop in private consumption. The latest indicators continued to point to
disappointing economic conditions. The Tankan survey was unfavourable with the
index for manufacturing falling to 3 from 7 in last June’s survey. Meanwhile, the
leading indicator for July was at 22.2 per cent, below the cut-off point of 50.0 per
cent, which indicates possible worsening of economic conditions ahead. Housing
starts continued to show a general downtrend. Industrial production remained
relatively flat with growth of 1.6 per cent on a monthly basis in September, and
furthermore, is forecast to decline in the coming two months.

Despite the gloomy indicators, the governor of the Bank of Japan said that gradual
recovery will continue once the inventory adjustment process takes place. Some



ec ists feel less optimistic, expecting production to be stagnant for some time.
Besides weak production, consumption is expected to continue to remain sluggish
with the slump in the stock market. Business confidence and investment plans are
also being affected by the weak stock market.

Japan. Real GDP Growih
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The economic turmoil in Asia will affect Japanese exports to Asia, which accounts for
44.2 per cent of total exports in 1996, although that is not happening yet. In fact, in
September, the merchandise trade surplus rose by 30 per cent compared to the same
month a year ago. Of late, the Japanese government has announced a stimulus
package to boost the economy through deregulation and structural reform measures.
The package is expected to revive private sector demand and improve business and
consumer sentiments. There is, however, no mention of direct government spending
involved but some form of tax incentives are being planned. On account of the slower
cconomic growth, the IMF is eslininting 1.1 per cent real GDP growth for Japan in
1997. In 1998, supported by the government’s deregulation and reform efforts and
¢asy monetary policy, real GDP growth is forecast to rise by 2.1 per cent. However,
the slowdown in Asian economies may actually result in a lower growth figure for
Japan.

Europe

In the European Union, economic performance is improving as most major economies
showed better growth. After a moderate growth of 1.7 per cent in 1996, the EU is
projected to recover with a stronger growth of 2.5 per cent in 1997, and further
gainingpace to 2.8 per cent growth in 1998. The recovery in economic growth is
attributed to ¢asy monetary policy, relatively weaker currencies, and prudent fiscal

management in pursuit of the Economic Monetary Union (EMU). The main concern



in EU has been the persistent unemployment rate which has not shown any
satisfactory improvement. The IMF proj EU ployment rate to improve
only marginallyto 11.1 per cent and 10.7 per cent in 1997 and 1998 respectively,
from 11.4 per cent in 1996. Unemployment rate has been double-digit since 1993,

The German economy continued to show improvement. Real GDP growth increased
by 1.0 per cent (from previous quarter) in the second quarter of 1997, picking up
from 0.3 per cent growth in the first quarter. The major contribution for the second
quarter growth came from net exports, accounting for ninety per cent of the growth.
Domestic demand grew only marginally. However, business sentiment showed an
encouragingimprovement. Real GDP growth for Germany is forecast to rise to 2.3
per cent in 1997, picking up further t0 a growth of 2.8 per cent in 1998 (1996:1.4%).

Europe: Real GDP Growth
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The United Kingdom’s (UK) economy maintained a robust growth in the second
quarter, expanding by a year-on-year growth of 3.6 per cent, accelerating slightly from
3.2 per cent growth in the first quarter. Growth contribution came from private
consumption, and supported by stronger growth in exports and fixed investment.
The strong growth has resulted in a pick up in inflation which was at 3.7 per cent
(year-on-year) in October, the highest in two years, and up from 2.8 per cent in
January. The high inflation prompted the Bank of Englandto raise interest rates in
early November. The IMF projected real GDP growth for the UK to grow by 3.3 per
cent in 1997, slowing down to 2.6 per cent in 1998 as the tight monetary policy takes
effect.

Real GDP growth in France accelerated in the second quarter growing by * 9 per cent
compared to the previous quarter. In the first quarter, real GDP grew by 0.3 per cent.
The stronger second quarter growth was due to improved export performance but



domestic demand has been rather stagnant.  Inflation remained subdued but
unemployment continued to remain high at 12.5 per cent in August.  Economic
growth for France is expected to be better in 1997, forecast at 2.2 per cent. up from
1.5 per cent growth in 1996. Growth is forecast 10 be higher at 2.8 per cent in 1998.

Asia

The Asian economy is predicted to moderate in 1997 and 1998. Real GDP growth is
projected by the IMF to slow down to 7.6 per cent in 1997, slightly down trom a
robust 8.2 per cent growth in 1996. In 1998, economic growth would be relatively
stable. growing at 7.4 per cent. The slowdown in growth is expected to be partly due
the economic turmoil in Southeast Asia, and of late, in South Korea. Inflation rate in
Asia. which was reduced to 6.6 per cent in 1996 due to lower inflation rate in China,
is projected to moderate further to 5.8 per cent and 5.9 per cent in 1997 and 1998
respectively,

Asia: Real GDP Growth
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The Chinese economy, which moderated to a growth of 9.7 per cent in 1996 after four
vears of double-digit growth, is forecast to sustain growth at 9.5 per cent in 1997, and
1o pick up slightly to 10.0 per cent.in 1998. Growth will continue to be supported
by buoyant investment as well as exports. The Newly Industrialised Economies of
Asia (NIEs) are forecast to moderate to a growth of 6.0 per cent in 1997 and 1998,
from 6.4 per cent in 1996. In view of the recent developments in Korea, growth for
the NIEs may be lower. Nevertheless, on the bright side, the recent depreciation of
currencies of the NIEs may actually i their export petitiveness.

In Southeast Asia, growth is projected to slow down as the economic turmoil resulting
from the currency and financial crises becomes more acute. The Asian Development



Bank (ADB) fi ic growth in South Al

sia to average about 4.9-5.7 per

centin 1997, slowing down to 4.5-5.0 per cent in 1998, [n 1996, growth was at 7.4
per cent. Thailand will be the worst hit with growth for 1997 expected to be less than
1.0 per cent. The steep depreciation in the currencies of Southeast Asian countries
will impact on inflation which is forecast 1o rise 10 9,0 per cent in 1997 and 11.0 per

centin 1998, from a lower tigure of 6.6 percent in 199,

6.

The speculative currency attacks which started in Southeast Asia in July has recently
spilled over to some other East Asian countries. The Korean won and the Taiwan

dollar have both depreciated substantially. Even the

e Hong Kong dollar has been

financial crisis was brought about by failures of companies (chaebols) to pay their
loans which then amounted to huge debts, impacting on the banking system. The

depreciation of the Korean won of 20 per cent or
cconomic instability.  Korean companies were said

so has contributed to further
to have owed about USS$100

billion in foreign debt, of which USS$24 billion is to Japan. The inability of Korean

companies to pay their debts can have bad r

on the J. f

system which is already facing severe problems. Korea is the third East Asian

country to seek IMF assistance as a result of the cu;

mency and financial crises. [n

August, Thailand was granted a US$17.2 billion loan aid package. Then, in October,
Indonesia went into financial turmoil which led to an IMF rescue package estimated at

USS$40billion.



n Economic Qutlook, 1998-1999

Overview

Real Gross Domestic Product is estimated to grow by 7.8 per cent in 1997, given the
already strong growth of about 8.5 per cent in the first half of the year. MIER's
surveys of the manufacturing sector and consumers in the third quarter of 1997,
however, indicate that the b ity and s are bly less
optimistic about the future and feeling tentative following the sharp depreciation of’
the ringgitand the related downturn in the Kuala Lumpur Stock Exchange (KLSE).
On the external trade front, data up to the month of September indicate a lower
merchandise trade surplus this year, estimated at RM8.4 billion. The current account
deficit in 1997 is estimated at RM15.3 billion, or 5.8 per cent of nominal Gross
National Product (GNP). Inflation, as measured by the Consumer Price Index (CPI),
15 estimated at 3.0 per cent, while the unemployment rate is projected at 2.5 per cent
in 1997

Malaysia: Real GDP Growth
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A trade deficit to the tune of RM1.2 billion was recorded for the period January-
September 1997. There were two consecutive months of a trade surplus in August
and September. Notwithstanding this piece of positive news, the trade deficit for the
period thus far in 1997 was significantly higher than the RM22.9 million deficit in the
corresponding period in 1996. Export growth, though, is trending steadily upward
and this augurs well for economic prospects in 1998. The recovery in the global
¢lectronics industry will benefit Malaysia, although prices are not expected to recover



sharply in the near future. Commodity exports are also expected to benetit from the
weaker ringgit. Growth in imports, although forecast to pick up in 1998, will
however lag behind that of exports. Some d ic-substitution is icipated
especially in consumption goods. The deferment of several large infrastructure
projects with high import content will mean that additional pressure on imports
growth will not likely be of the magnitude widely expected prior to the Budget 1998
announcement.  But the higher cost of foreign currency denominated intermediate
inputs will be a cause of concern, to the extent that domestic-substitution is limited.
Overall, we forecast the merchandise balance to show stronger surpluses in 1998 and
1999. benefiting from a weaker currency and adjusting to a lower growth in the
cconomy. The merchandise surplus is projected at RM11.6 billion in 1998 and
RMI14.9 billion in 1999. The services balance. however. will continue to be in deficit
for the two years, resulting in current account deficits of RM12.7 billionand RM11.0
billion in 1998 and 1999 respectively.

Malaysia: Real Growth by Domestic Demand
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While a better export performance is anticipated to underpin growth prospects in

1998, most domestic-related p of GDP are anticipated to be significantly
affected by the unfavourable developments in the KLSE and the ringgit’s weakness.
Growth in private expendi both ion and i will be noticeably

lower in 1998 compared to this year as a result of the negative wealth effect and
adverse expectations following recent h ppenings. Already showing up in MIER's
surveys of busi ditions and i the effect of these negative
expectations and uncertainty will be strongly felt in 1998. Following the almost 30
per cent depreciation of the ringgitagainst the US dollar at its lowest point in mid-
November, the effect of higher cost of imported inputs and its inflationary impact on
the domestic economy will adversely affect some business sectors. Much more
serious will be the possible debilitating effect of a depressed stock market with its
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adverse implications on corporate fi p The d m in the local
bourse and a possible softening of property prices may also impact upon the asset
quality of banks with large exposure to these sectors. The negative wealth effect
impinging upon the purchase of consumer durables such as motor vehicles, expected
to decline rather sharply in 1998, will have similar consequences on finance companies
with large exposure to motorcar hire-purchase loans.

In 1998, we forecast real GDP growth at 5.8 per cent. The economy will pick up
further momentum in 1999, with forecast growth of 6.1 per cent. The export sector
will continue to recover. Export of goods and non-factor services is forecast to grow
by 115 per cent, following 7.0 per cent growth in 1997. In 1999, exports are
anticipated to grow by 12.1 per cent. The better performance in export-oriented
manufacturing sub-sectors will provide some boost for private investment in 1998.
Property-related investment will not see robust growth though. Private investment is
projected to expand by 4.4 per cent in 1998, down significantly from a growth of 10.5
per cent estimated for 1997. It is forecast to recover to a growth of 7.4 per cent in
1999. Although lower economic growth is expected for 1998, nevertheless the labour
market is not anticipated to see any sharp downturn and wages will remain fairly
stable. This would lend some support to private consumption, which is forecast to
expand by 2.9 per cent in 1998, down from 5.2 per cent growth in 1997. The
Commonwealth Games hosted by Malaysia is another factor that is expected to
provide some boost to private consumption. For 1999, private consumption is
forecast to edge up to a 4.6 per cent growth. In tandem with the better growth
expected for exports, imports will pick up in 1998. Import of goods and non-factor
services is forecast to rise by 9.1 per cent following a 7.5 per cent growth in 1997.
Imports will rise by 10.8 per cent in 1999.

The declining growth pace of the economy will take place in an environment of
adjustment to a higher cost of imports and uncertainty in the business sector. The
higher cost resulting from a weaker ringgit will see inflation edgingup in 1998 before
moderating slightly in 1999 when adjustments have been more fully made. We
forecast the inflation rate to be at 5.3 per cent in 1998 and 4.0 per cent in 1999. The
unemployment rate is projected to be at 2.7 per cent for both these years.

The recently unveiled Budget 1998, as widely expected, has proposed a surplus
budget and this continues the trend of fiscal prudence in economic management. The
deferment of some RM65.6 billion worth of mega projects will serve to avert high
import requirements in the coming years. Projects that are not crucial to economic
growth should be called off. This will ensure that resources are not diverted from
economic activities that can generate exports or higher domestic value-added.
Monetary policy is anticipated to remain tight in 1998. This is required to provide
some support for the ringgitand to moderate excessive loans growth in the banking
system. The potential risk of higher percentage of bad loans in the banking system in

11
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the coming year and possible corporate financial stress in the wake of necessary
adjustments will require continued vigilanceon the authorities® part. In this regard.
clear policies, transparency and timely disclosure of information to financial markets
will go a long way towards conﬁd:ncc-buildingand averting systemic risks. The
weakness in the ringgitmay be a more long-drawn episode than initially anticipated,
especially when linked to external developments over which policy-makers have little
directinfluence. Sustainability of the current account deficit, risk of over-exposure of
the banking system to the property sector and loans for purchase of stocks, the
impact of the KLSE slump on corporate finance are concerns that will have a
significantinfluence on the ringgit’s perceived value. Until the evidence is borne out
in terms of how the Malaysian economy will emerge from this quandary, and how the
authorities manage it, foreign portfolio investors are likely to remain on the sidelines.
Meanwhile, addressing these issues will take time. The ringgit's exchange rate will
hinge on the unfolding of these developments.

MIER Economic Indicators

Composite Leading Index

The Composite Leading Index (CLI), constructed using actual data up to September,
was on arising trend in the third quarter of 1997. The CLI expanded by 6.4 per cent
and 7.2 per cent in July and August respectively before declining marginally by 0.7
per cent in September. The strong rise in the CLI was mainly attributed to a surge in
exports and the slight downtrend in interest rates in August and September following
the spike in July at the height of the speculative attack on the ringgit. The pick-up in
production in the electronics sector as well as the rise in the export revenue of palm
oil have also contributed to the higher CLI. However, with interest rates being higher
in October and November and share prices steeply lower, the CLI may ease
somewhat in the fourth quarter of 1997 or carly 1998. The year-on-year growth was
strong at rates of 11.7 per cent in July, picking up to 15.4 per cent and 15.8 per cent
in August and September respectively.

Composite Coincident Index .
The Composite Coincident Index (CCI) was on a moderate uptrend, growing by 2.7
per cent in July, but slowing down to a growth of 0.7 per cent and 0.6 per cent in
August and September respectively. The stable rise in the CCI suggests that
economic growth would still be strong in the third quarter, mainly indicated by the
sustained rise in the manufacturing production index. This is in tandem with the 7.4
per cent GDP growth for the quarter. The year-on-year growth was relatively strong
at 14.0 per cent, 8.6 per cent and 11.1 per cent in July, August and September
res, ctively.
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Business Conditions Survey

Reflecting the uncertainty over economic growth prospects, business confidence
appears dented somewhat following the sharp depreciation of ringgit and bearish
performance in the local stock exchange. This is reflected by the latest MIER
Business Conditions Survey result. The MIER Business Conditions Index (BCI)
stood at 58.7 po...ts in the third quarter of 1997, retreating by 6.5 points from the
previous quarter. Nonetheless, the resilience of business sentiments is still evident as,



on a year-to-year basis, this quarter's BCI is almost unchanged from the 58 points
registered in the corresponding quarter a year ago.

Growth in manufacturing sales were on a slight downtrend. Ofthe 174 manufacturing
tirms that responded to this survey, 34 per cent reported good sales performance.
The readingis lower than the 39 per cent recorded in the last quarter. As domestic
orders remained forth ing, manuf: S ined optimistic about their short-
term local sales, with 38 per cent of the respondents expressing confidence of
achieving better sales. However, indicative of a possible slowdown in local sales in
the coming quarter, the reading is markedly lower than the 50 per cent posted in the
second quarter of 1997. Some 37 of the respondents were expecting higher export
sales in the next quarter, down from 53 per cent registered previously.

Business Conditions Index
GDP Growth BCt
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Amidst decliningsales, growth pace in manufacturing production appeared to have
downshifted a notch. Parallelto the projected moderation in short-term outlook for
sales, manufacturers were planning to scale down their production volume in the next
quarter. Inventory levels remained relatively stable in the quarter under review. With
the current uncertainty surrounding the ringgit, fe appeared i in
their investment spending.  Survey responses pointed to weaker investment
sentiment. Capacity utilisation in the facturing industry ined tight amidst
sustained manufacturing production growth and two consecutive quarters of lower
investment spending.
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There appeared to be no mainr changes in domestic sales prices in the quarter under
review. But prices of locally sold manufactured products are expected to rise in the
fnext quarter. In tandem with the overall moderation, manufacturing employment
appears less active in the third quarter of 1997. No major slowdown is, however,
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Box 1: Potential Output of the M

slan Economy - Initial Estimates

Potenual output is a useful concept used by economists 1n esumating the level of output (and its
growth path). given a set of nput. that is deemed as “sustaunable”. This often means that the
ceonomy will not be put under undue suress for example in the form of sustained price increases
or escalating wages. There are also umplications on the extemnal balance of the economy, for

this stage.

To obtin potential Output. an important siep is 1o estimate the non-accelerating inflation rate of
unemployment or NA/RU. This is the unemployment rate below (above) which wnflauon
accelerates (declines). Since changes in the NAIRU are likely to happen gradually over time.
ubservauons in adjacent time periods on the inflation rate and actual unemployment rate are used
to obtain a ume series that correspond to the implicit value of the NAIRU. This indicator is based
on a simple linear definition of NA/RU. Hence, 1t is assumed that the rate of inflation is
proportional to the gap between the actual unemployment rate and the NAIRU. Thatis,

dInP = -u(UR-NARU) ... (1)
u>0

where P
UR
d

pnce level
actual rate of unemployment
first-difference operator

Using (1), an estimate of H can be generated on the basis of consecutive observations of
unemployment rates and inflation, The assumption used is that the NAIRU is constant between
(wo consecutive periods.

Thus,
W= -dInP/ dUR ....(2)

Combining (1) and (2), the estimate of the NA/RU in any time period is calculal:d.as:
NAIRU = UR - (dUR/&InP)*dInP .....(3)

The resulting estimated series of NAIRU are then smoothed o remove any outliers and/or
stochastic variations,

The next step involves estimating a production function in the !Buowh1; form:

InY=hna+almL+BInK+e

where Y = real GDP
L = number of people employed
K = capital stock
€ = stochastic error term

CDnsun(~relums~m-scale is imposed on the above function, i.e. a+B=1. Having estimated the
share of labour and capital in the production function, the values are then substituted into the
tollowing potential output function, ¥*, along with trend capital stock, K*, and potential
“mployment, L*:

nY*=in+GinLe + ke




where potenual employment. L*, is obtained as follows:
L* = LF(1-NAIRU)

where  LF" = rend labour force., which 1s the product of working age
ropulation. WORKAGE. and the wend participauion rate. 1pr.
Thatis. LF = WORKAGE*1pr

The resulting potential output senes obtaned is depicted in the following figure together with the
actual output. [t is immediately observed that the actual GDP was very close 10 the esumated
potential from 1973 to 1984, Then, following the recession of 1985-86. when GDP contracted 1n
1985 and grew by just 1.2 per cent the following year, the potential output was above that ot the
acrual. In the penod that followed, up till the late 1980s. there was €XCess capacity in the
economy. especially labour surplus. The actual output of the cconomy dunng this penod was
below that of the potential. The resource 8ap closed at about 1990. and from then onwards the
output gap (measured as the percentage of actual less potenual output) turned positive. [n 1996,
the output gap was estimated at around ten per cent.

Malaysian Economy: Actual and Potential Output
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The figure below shows the p rate (UR). NAIRU and inflation rate in
Malaysia.

Unemplayment Rate, NAIRU and Inflation in Makaysim
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[t 15 observed that UR was significandy below the NAIRU brefly 1n 1973-74, and therealter tor
two longer periods. in 1978-1983. and in 1990-1996. The inflauon rate (both CPI inNation and
wage inflation) generally rose in tandem dunng these three periods, indicating sustained

Y pressures. N
carly 19805, there were two world o1l shocks which ‘aused inflation (o surge up. expecially in
1974 and 1981 Reflecting the higher consumer prce inflation, wages also increased Junng
tose two periods I 1990, the unemployment rate was again below the NAIRU. tollowing a
period ot rapid recovery in the economy after the mid-0s recession.  [nflaton again increased
duning this penod. although in the case of consumer prace inflation. there was a shight downtrend
singe 1993

The tollowing tigure shows the estimated Output gap (the percentage in which actual output
dufers from potenual output) and inflation. [t Is immediately nouceable that the two are very
closely related. There were small posiuve output gaps (indicatng actual output above potenual)
i 1973-74 and 1976-84 prior to the recession in 1985. The output gap wrned negative following
the recession of 1985-86 (indicaung actual output below potential). From 19851988, the
negatve gap was substanual, at an average of -7.4 per cent. The unemployment rate dunng this
period averaged 7.4 per cent while the estimated NAIRU for the period averaged 59 per cent
Inflation rate averaged 1.1 per cent for the peniod. Since 1991, the Positive output gap increased
steadily from 2.3 per cent to 10.4 per cent in 1996, The unemployment rate averaged 3 2 per cent
for this penod. significantly below the cstumated NAIRU of 5.6-5.7 per cent.  The average
intlauon rate for the period was 3.9 per cent.
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Actual and Potential Output - Malaysia

GoP Patential GDP Potential
(RM million) |GDP crowth 1% (RM mullion) |GDP erowth i1 Output Gap i 'i )
n? 26714 79 [}
83 8.6 74 21
0y 0753 12 40
ILa 12928 71 0l
78 35.260 11 [
67 31857 74 ol
93 40.584 72 20
74 41536 73 22
69 46.844 16 16
59 50.209 R 04
63 53.610 AR 0l
78 56.924 62 14
vl 60.182 57 51
L2 61498 55 91
54 66927 54 R
89 70.667 56 62
91 74,854 59 33
96 79.613 64 04
86 84.189 57 %
78 %0.086 70 1
83 96.682 73 41
92 103.735 73 60
9s 111110 71 83
86 118.281 6.5 104

The table below shows the average growth rate of actual and potenual GDP for Malaysia for
ditferent periods.  Potenual GDP growth averaged just below 7 per cent in the peniod 1991-96.
while that for actual averaged at 8.7 per cent.

GDP growth - Actual and Potential

Penod average GDP growth PGDP growth
1971-75 8.0 75
1976-80 B6 72
1981-85 52 6.7
1986-90 68 58
1991-95 87 69
1991-96 8.7 6.8
*for 1973-75
Taking into i the in NAIRU, we did a sensitivity analysis on

the effect of using different values of NAIRU to see the resulting difference in the derived
potential output. The results obtained are summarised in the table below for the period 1991-96.

Output Gap under Differeat NAIRU Assumptions

Resulting OquGE(%)
6.0 50 40 30
25 20 15 1.0
33 28 23 I8
43 38 33 28
62 57 52 47
8S 80 75 70
107 10.1 96 9.1
average 1991-96 59 54 49 34




Even assuming a NAIRU as low as 3.0 per cent resulted in an Output gap of 9.1 per cent for 1996,
This indicates actual output significantly above its potential.

In conclusion, these esumates of potential output indicate that actual GDP has been above its
potentidl level since 1991. By 1996, the output gap is yuite substanuial, at about 10 per cent.
This raises quesuons on the sustunability of the present growth path of the cconomy and
mactoeconomic management in the near 10 medium term future., Further work using altemnative
methods ot estmating potential output, and also on the mac ~ ol

large positive output gaps will provide usetul information to policy-makers.

- contnbuted by Michael Yap

(Note: Views expressed in the box articles do not necessanily retlect that ot MIER )




anticipated for manufacturing employment growth in the coming three months.
Upward pressures on wage costs remained high despite the relatively less upbeat
employment scenario. Wage cost pressures are expected to persist in the final quarter
0f 1997. Given the prevailing sentiments, the current business moderation is expected
1o extend into the next quarter.

Consumer Sentiments Survey

Consumers appear to be feelingtentative following the ringgit depreciation and poor
performance in the local stock market. As indicated by the latest MIER Consumer
Sentiments Survey, the C Senti Index plunged sharply from the record
high. of 133.4 points registered in the second quarter of 1997 to 122.1 points in the
third quarter of 1997. The third quarter's reading is 11.3 points down from the
previous quarter, the steepest quarterly drop since the inception of this survey in
1988. On an annual basis, the index is 7.8 points lower than the 129.9 points posted
in the corresponding quarter of 1996.

Consumer Sentiment Index
E£mp Index
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The uncertainty over future economic growth prospects has also negatively affected
consumers’ confidence in short term employment outlook. The MIER Employment
Index, which depicts consumers’ expectations about short term employment
opportunities, dropped sharply from 161.1 points in the second quarter of 1997 to
149.4 points in the third quarter.

Compared to the second quarter of 1997, consumers appear slightly less buoyant

about their financial income position in the present quarter. Of the total 1,258
consumers interviewed in Peninsular Malaysia, 17 per cent evaluated their financial
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income positions to have improved compared to six months ago. The reading is 8
percentage points lower than the previous quarter and § percentage points down from
\he corresponding quarter in 1996.

Consumer optimism regardingshort-term financial income gains dwindled somewhat.
The proportion of consumers anticipating an improvement in their financial income
position in the next six months declined from 29 per cent in the second quarter of
1997 to 22 per cent in the third quarter of 1997.

Consumers seemed relatively less upbeat about the current employment outlook.
attributed perhaps to the concern over a possible moderation in economic activities.
Fifty-four per cent of the consumers surveyed thought that there were more
cmployment opportunities now in the economy. This quarter’s reading is the lowest
\n more than two-and-a-half years.

Although high, inflationary sentiments appeared stable since the past three quarters.
(iiven the current economic uncertainty, consumers appeared cautious about their
spending plans. House-buying intentions appeared to have softened somewhat.
There was no change in car buying intentions as compared to the previous quarter.
On major consumer durable products, except for furniture and washing machines,
buying intentions on other items were mostly down. Given this relatively less
optimistic outlook of consumer sentiments, some moderation is anticipated in private
consumption growth in the coming months.

Commodities

¢ Rubber

Earnings from rubber exports fell by 18.0 per cent during the period January-
September 1997 when compared to the same period in 1996. The lower earnings were
due to a decline in export unit price to 294.7 sen per kg, from 369.8 sen per kg in the
corresponding period in 1996. Export volume actually rose by 2.9 per cent during the
period. At the local exchange, rubber prices were not seen to be affected much by the
weaker ringgit as it was at 276.0 sen per kg on 20th Nevember, compared to 301.52
sen per kg in January. This is mainly due to reduced demand from the US and Korea
in the midst of higher supply from producer countries. For the whole of 1997, we
estimate an average export unit price of 290 sen per kg. Despite higher production in
Thailand and Indonesia, we are projecting relatively stable prices in 1998 and 1999, at
around 295-300 sen per kg due to support from the weaker ringgit.

¢ Palm Oil

Export revenue from palm oil rose by 12.3 per cent during the first nine months of
1997 compared to the corresponding period in 1996. The higher revenue was due to
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Rubber: Export Unit Value (sen per kg)
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both the rise in export unit price as well as higher export volume. Export volume
increased by 8.6 per cent during the period January-September 1997 while export unit
value rose to RM1,341.8 per tonne from RM1,296.7 per tonne during the same
period in 1996,
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Atthe Kuala Lumpur Commodity Exchange (KLCE), palm oil price rose to RM1,705
per tonne at the end of October, from 1,182 per tonne in July, a 44.2 per cent rise.
As at 20th November, the price of palm oil at the local exchangewent up further to
RM1,735 per tonne as the ringgit plunged to cross the 3.5 level against the US dollar
on that day. Palm oil prices are strongly affected by the ringgit movement as sales



proceeds are in US dollars. As for the export unit value of palm oil, we are projecting
a firm level of RM1.580 per tonne in 1998 on account of the weak ringgit. and
stabilising to around RM1.330 per tonne in 1999 in anticipation of some
strengthening of the ringgitas well as sustained demand. [n 1997, export unit value
tor palm oil is estimated to be at RM1.385 per tonne. supported by strong external
demand trom Pakistan and China and the depreciation of the ringgit.

« Crude Petroleum

Export value of petroleum exports declined by 6.7 per cent during the first nine
months of 1997 compared to the same period in 1996. The fall in revenue was due to
the 12.7 per cent decline in export volume. [n the first seven months of 1997. export
unit value for petroleum declined to around USS$19.3 per barrel compared to
1US$20.75 per barrel during the same period in 1996. [n ringgitterms however, crude
petroleum export unit value rose to RM421.2 per tonne during the period January-
September 1997 from RM394.3 per tonne during the same period in 1996. The fall in
unit value was in tandem with the slight easing in global prices due to “oil tor food"
exports from Iraq worth US$2 billion. Our forecast for petroleum export unit value is
ata moderate USS19.3 per barrel in 1998 on account of higher supply. stabilising to
around USS19.2 per barrel in 1999. For 1997, we estimate the export unit price for
crude oil to average at US$20.5 per barrel.

Petroleum (RM per tonne)
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*_Liquefied Natural Gas (LNG)

Export revenue from LNG rose sharply by 43.9 per cent during the first nine months
0f 1997. This was the result of both higher export unit value and export volume.
Export volume increased by 21.0 per cent while unit price has gone up to RM419.1
per tonne during the period mentioned (Jan-Sep*96:RM352.7 per tonne). With
continued sustained off-take from major buyers like Japan, Korea and Taiwan, we




estimate export unit value at RM425 per tonne in 1997, moderating slightly to
RM420 per tonne in 1998 and RM410 per tonne in 1999.

« Saw Logs

Saw Logs' Export Unit Value (RM per cubic metre)
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Revenue from exports of saw logs declined slightly by 0.8 per cent during the period
January-September 1997 when compared to' the same period in 1996. The fall in
revenue was due to the decline in export volume which fell by a substantial 10.6 per
cent. However, export unit value for saw logs rose to RM355 per cubic metre during
the period compared to RM319.9 per cubic metre in the corresponding period in
1996. In view of the weaker ringgit, we are estimating an export unit value of RM365
per cubic metre for 1997. In 1998, export unit value for saw logs is forecast to firm
up to around RM370 per cubic metre due to the weaker ringgit and moderating export
supply in view of further d ic devel in do activities. Export
unit price is projected to moderate to RM]SO per cubic metre in 1999.

* Sawn Timber

Receipts from exports of sawn timber declined by 10.0 per cent during the period
January-September 1997. The decline in export value-of sawn timber was due to a
substantial decline in export volume which dropped by 15.8 per cent. However,
€xport unit price rose strongly to RM876.1 per cubic metre compared to RM820.1
per cubic metre during the same period in 1996, mainly due to the ringgit depreciation.
We are expecting the export unit value of sawn timber to be firm at RM885 per cubic
metre in 1998, moderating to RM870 per cubic metre in 1999. The export unit value
for sawn timber is anticipated to average at RM880 per cubic metre in 1997.



Sawn Timber: Expont Unit Value (RM per cubic metre)
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« Tin

Receipts from tin exports fell by 11.5 per cent during the period January-September
1997 compared to the same period last year. The decline in revenue was due to both
the fall in export unit price and export volume. Export volume fell by 3.8 per cent,
while export unit price dropped to RM14,426.9 per tonne during the period January-
September 1997 compared to RM15,685 per tonne during the same period in 1996.

Tin: Export Unit Value (RM per tonne)
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At the Kuala Lumpur Tin Market, the price of tin rose from RM13,780 per tonne in
July to RM18,010 per tonne during the end of October, rising further to RM19,200
per tonne as at 20th November due to the ringgit depreciation as well as a pickup in
demand. Despite the expected higher global tin supply in 1998, the weak ringgit is
anticipated to boost the export unit price for tin somewhat. Prices are projected at
RM15,400 per toni*~ in 1998, stabilising to RM14,300 per tonne in 1999.



Industrial Sector

« [Industrial Production

The industrial sector of the economy expanded at a rate of 11 per cent in the period
January-September 1997 compared t0 a 10.6 per cent increase during the
corresponding period last year. The upward movement of the index can be seen trom
the three major divisions.

Malaysia: Index of Industrial Production
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The Electricity index posted a 14.7 per cent growth for the period January-September
1997 compared to the 12.9 per cent increase last year. The Manufacturing index grew
ata rate of 13 per cent from an expansion of 11.9 per cent in 1996. Nevertheless,
there was a slowdown in the growth of the Mining index to 1.4 per cent for the period
compared to a higher growth of 5.1 per cent last year.

The encouragingexpansion in the manufacturing sector for the first three quaﬁers of
the year was brought about by the higher production of almost all major groups
within the sector.

At the sectoral level, the largest leap in production was in plastic products, not
elsewhere classified, which recorded a growth rate of 55.9 per cent from 3.2 per cent
in last year's corresponding period.

The electrical, machinery, apparatus, appli and supplies industry i d an
increase of 15.1 per cent in th. period January-September 1997 from a growth rate of
9.8 per cent in 1996. The increase was contributed mainly by the semiconductor and
other electronic components industry (with weightage of 20.2 per cent in the
manufacturing index) which expanded sharply by 23.4 per cent this year from 14.5
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per cent in the previous period. However. overall growth in the manufacturing sector
was dampened by the decline of 9.8 per cent in the radio. relevision sets etc. sub-
sector.

Manufacturing Production Index
(*s change year-on-year)
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Sectors related to the production of the food manufacturing industry, namely the fish,
crustacea & similar foods and the palm oil industries registered an increase in growth
rates by more than two-fold compared to the corresponding period last year. The
former recorded a higher growth rate of 31.5 per cent against 15.5 per cent last year
while the latter showed a strong growth of 15.0 per cent compared to 6.7 per cent last
year. The overall food sector, which contributed 9 per cent to the manufacturing
index, showed an increase in its growth rate from 4.6 per cent to 10.2 per cent.

Other sectors which showed high production growth rates include non-ferrous metal
hasic industries (34.1%), tobacco manufactures (14.9%) and non-metallic mineral
products (13.1%). The industrial chemicals sector (weightage of 9.4% in the
manufacturing index) recorded a growth rate of 17.3 per cent in the period of analysis.
This compares to a higher growth rate of 25.9 per cent last year. One sector which,
showed a decline in production was foorwear (except vulcanised or moulded rubber or
plastic footwear) which registered a drop in output by 20.9 per cent in the first three
quarters of 1997. !
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FINANCIAL SECTOR LIBERALISATION:
The Taiwan Experience

L. INTRODUCTION

In the process of economic development, the financial system acts as a channel

between savings and investment. Usually, in the early stages of economic

development, the financial system is under strict regulation by the government. As
i

the economy grows, the d d for fi reform ger. Several
for financial liberalization and financial intemationalization are proposed
and enacted seq ally. H 1, the use of improper methods for opening up

the financial sector might be accompanied by the potential danger of financial crises.
Therefore, the use of optimal measures for financial reform, and the question of
deciding upon the most effective optimal measures, is a subject worthy of
discussion and analysis.

Taiwan has experienced high economic growth and price stability for decades.
Originally, the financial system was strictly regulated, however, since the late 1980s
several acts concerning financial reform have been put into effect. Although there
have been some financial crises locally, the damage was not very serious. The
proper order of cconomic reforms are often discussed by the scholars and
government. The optimal choice of policy binations have been considered by
the government. The issue of worldwide financial crises, as seen in the 1990s, can
also provide a valuable reference-point for the pursuit of an optimal policy choice.

This paper is structured as follows. Section I describes the characteristics of
Taiwan's economy and financial system. Section III explains the suitable order for
economic reform.  Section IV is a discussion of macroeconomic stability policy in
Taiwan. Section V is a brief review of financial liberalization and financial
intemationalization measures. Finally, Section VI, looking back at some of the
financial problems of the 1990s, gives a summary.

2, CHARACTERISTICS OF TAIWAN'S ECONOMY
AND FINANCIAL SYSTEM

Taiwan has experienced a stable financial environment for decades. Price stability
has enjoyed a good record in Taiwan and it boasts a high economic growth rate and
equal income distribution. This chapter examines these factors in close detail.

Table | shows that the economic growth rate has maintained a steady level over the
years. The annual growth rates of real GNP were 9.82% from 1966-70, 9.03%
from 1971-75, and 10.62% from 1976-80. From 1981-85, however, the average
real GDP growth rate dropped to 6.74%. The economic growth rebound in the late
1980s. In the early 1990s, economic growth became stable once more.

Let us look at the inflation rate. Whether in terms of growth rates of GDP deflators,
CPI, or WPI, the inflation rate in the past 30 years has been usually below 4%
except during two oil crises in 1973-74 and 1979-81.



Table 1

Economic Growth Rate, Inflation Rae and Financial Deepening Indicator

Year Economic Inflation Rate Financial Deepening

Growth Rate
% GDP CPL WPI Indicator
Defator M2GDP

% % % %
1966-70 9.82 4.76 4.39 1.88 39
1971-75 9.03 11.69 13.33 12.57 49
1976-80 10.62 8.94 8.81 8.89 64
1981-85 6.74 378 4.09 0.83 83
1986-90 9.17 238 221 -1.83 131
1991-95 6.64 303 376 L7 172
1981 6.16 12.07 16.33 7.63 63
1982 3.55 342 296 -0.19 74
1983 8.45 1.92 1.37 -L17 84
1984 10.60 0.89 -0.03 0.46 90
1985 4.95 0.59 -0.16 -2.59 105
1986 11.64 3.39 0.70 =334 12
1987 12.74 0.56 0.52 -3.26 121
1988 7.84 0.92 1.29 -1.56 134
1989 823 329 4.40 -0.37 142
1990 5.39 375 4.13 -0.61 144
1991 755 3.85 3.62 0.16 154
1992 6.76 393 4.47 -3.67 165
1993 6.32 3.51 2.94 2.51 173
1994 6.54 1.89 4.09 217 184
1995 6.03 1.94 3.68 7.37 186
1996 5.67 2.68 3.07 -1.00 187

Notes: Economic Growth Rate if Annual Change Rate of Real GDP.

Sources:

I. Economic Growth Rate “Inflation Rate of GDP Deflator” GDP - Directorate-
General of Budget, Accounting and Statistics, Executive Yuan, Statistical
Abstract of National Income in Taiwan Area, Republic of China.

2. Inflation Rate of CPI “Inflation Rate of WPI — Directorate-General of Budget,
A ing and isti E: ive Yuan, Ce ity-Price  Statisti
Monthly in Taiwan Area of the Republic of China.

3. M2 — Economic Rescarch Department, The Central Bank of China, Financial

Statistics Monthly, Taiwan District, The Republic of China.

If we observe a financial deepening indicator, M2/GDP, it shows that
Taiwan has experienced a rising fi ing d ing ph for
decades. The indicator increased from 39% in 1966-70 to 172% in 1991-
95. The financial system is supposed to play the role of communicator
between savings and investment. As the economy grows, the demand for
financial services grows more and more. Therefore, financial deepening
occurs in most countries. Taiwan has also experienced financial deepening
in past decades.




Apart from the financial system, the real sector also performed well. Sound fiscal
policy prevailed in the 1960s and 1970s. Trade liberalization was also undertaken
in the 1980s.

Generally speaking, stability has been one of the characteristics of Taiwan's
economy. Sometimes its i gth is challenged due to d ic' and
international situation change and the question of sustaining stability and growth has
become a priority issue.

3. THE IMPORTANCE OF THE SEQUENCE OF REFORMS

In order to achieve success, the order and speed of reform implementation is vital,
receiving a great deal of attention from policy-makers and scholars. Several
scholars agree on the reform process, such as McKinnon (1994), McKinnon
(1992), and Edwards (1986). Their viewpoints conceming the order of economic
reform can be summarized as follows:

1. Price stability and a balanced budget are the premises of economic
liberalization:

Fiscal deficit forces the government (and trading enterprises) to borrow
heavily from the banking system. The threat of inflation makes the financial
system unstable.

~

Trade liberalization should be favoured over capital liberalization:

The foreign exchange rates are determined by current and capital accounts.
Current accounts are more closely related to the trade sector and interact with
the real economy. Capital accounts involve long-term and short-term capital

inflows and outflows, always panied with high speculation
3. Domestic financial liberalization should come before international capital
liberalization

The domestic banking system should be proved healthy before capital
accounts are liberalized. The enormous bad-loan portfolio from past years,
with banks lending to loss-making enterprises, impedes the development of
a healthy financial system. Further, the calling for international capital
makes domestic financial institutions susceptible to international challenges.

Looking at past budget deficits from Table 2, it is found that Taiwan
maintained a budgetary surplus from 1971 to 1980. Since the 1980s, the
government has been suffering a budget deficit. During the 1990s, the level
of budget deficit has increased greatly.

This phenomena implies that the 1970s provides a good foundation - for
economic reform. However, the large budget deficit of the 1990s might not
be advantageous to further opening up of the economy. The government
should keep a close eye on this phenomena.

Current account liberalization has already been enacted. The effective tariff
rate is measured by the ratio of tariff revenues over import values (excluding
tariff revenues). “Table 2 shows that this ratio has been declining. It
indicates that the tariff rate has been reduced as trade liberalization is
pushed. While current account liberalization has already been enacted, the
government is still mulling the liberalization of capital accounts.



Table 2
Fiscal Surplus and Effective Tariff Rate

Year Fiscal Surplus or Deficit Effective Tariff Rate
(Million NTS) (%)
1971-1975 6355 11.81
1976-1980 7227 10.58
1981-1985 -24964 8.23
1986-1990 -92569 6.69
1991-1995 369342 4.87
1981 -5448 8.02
1982 -39287 829
1983 -59494 7.33
1984 -16298 8.42
1985 -4294 9.10
1986 -2676 748
1987 312713 7.35
1988 4207 5.84
1989 -328015 6.90
1990 -173635 5.89
1991 -379094 4.92
1992 -290235 512
1993 -306745 5.16
1994 -363009 4.77
1995 -507629 4.39
1996 -602827 3.87

Notes: Effective tarmif rate = tariff revenue/(import value-tariff revenue)

Sources:

8 Fiscal Surplus or Deficit — Directorate-General of Budget, Accounting
and Statistics, Executive Yuan, Quarterly National Economic Trends,
Taiwan Arca, The Republic of China. )

2 Tariff Revenue -- Department of Statistics Ministry of Finance,
Monthly Statistics of Exports and Imports, Taiwan Area, The Republic
of China.

In examining the Taiwan experience, it is found thay Taiwan has closely followed
the above-mentioned sequence of economic reform over the years. Taiwan had a
sound fiscal system in the 1970s and maintained price stability for decades. In the
future, the Taiwan government must continue to come up with ways (o maintain
stability. Otherwise, new dangers may arise.

4. MACROECONOMIC STABILITY POLICY

Monetary policy includes money supply control, an interest rate policy and a foreign
cxchange rate “policy. How monetary policy helps stabilize the financial
environment will be examined in this section.

(@ Money Supply Control

Money supply control and interest rate regulation has been adopted to keep down
inflation. The central bank employs various monetary policy instruments, such as



the required reserves policy and an Open market operation, in order to influence
domestic financial markets.

Table 3 shows the data for money supply growth rate and inflation rate in Taiwan.
Except for the 1980s, the money supply” was always under control. A high money

Table 3
Growth Rate of Money Supply and Prices

—_— .
Year Growth Rate of Price Growth Rate of Money Supply
-

GDP Defator  CPI WPI Mia Mip M
-
1966-70 4.76 439 1.88 15.10 16.83 18.90
1971-75 11.69 13.33 12.57 28.13 30.16 29.52
1976-80 8.94 8.81 8.89 2261 25.20 23.87
1981-85 3.78 4.09 0.83 9.33 14.04 22.56
1986-90 238 221 -1.83 2317 23.62 19.95
1991-95 3.03 376 171 5.89 10.41 15.60
1981 12.07 16.33 7.63 11.03 14.50 18.89
1982 3.42 296 -0.19 8.48 15.53 23.03
1983 1.92 1.37 -1.17 1.13 17.92 26.25
1984 0.89 -0.03 0.46 11.75 14.07 2333
1985 0.59 -0.16 -2.59 4.28 8.19 21.29
1986 3.39 0.70 -3.34 28.57 33.55 2331
1987 0.56 0.52 -3.26 40.32 45.66 26.25
1988 0.92 1.29 -1.56 26.31 29.45 22.06
1989 329 4.40 -0.37 22.16 12.75 16.83
1990 375 413 -0.61 -1.50 -331 10.96
1991 3.85 3.62 0.16 1.25 6.62 16.03
1992 393 4.47 -3.67 8.96 15.70 19.89
1993 351 2.94 2.51 6:10 8.24 16.17
1994 1.89 4.09 2.17 12.26 16.79 15.02
1995 1.94 3.68 7.37 0.86 4.70 10.90
Sources:
1 GDP - Directorate-General of Budget, A ing and Statisti E: ive Yuan,

Statistical Abstract of National Income in Taiwan Area, Republic of China.
2 CPI WPI - Directorate-General of Budget, Accounting and Statistics, Executive Yuan,
Commodity Prices Statistics Monthly in Taiwan Area of of the Republic of China.

3. MIA. MiB, M2 — Economic Research Department, The Central Bank of China,

Financial Statistics Monthly, Taiwan District, the Republic of China.



The above-mentioned paper discusses what factors help stabilize domestic prices.
These factors include New Taiwan dollar appreci ion, import d I, stock
market price spirals, and various monetary policy tools for money supply control.
The facts show that reserve policy, among the various monetary control tools, has
been the most powerful. The money supply growth rate has dropped dramatically
since the Central Bank raised the required reserve ratio in 1988. These required
reserve ratios were raised further in 1989, The money supply growth rate then fell
again, and the stock price index also dropped as a result,

In the 1990s, the money supply has never been as wayward as it was in the 1980s.
In the early 1990s, the Central Bank set a ceiling and a floor on money supply
targets. The target was 10-15% in the early 1990s, adjusted to 9-14% by the end of
1995. However, from late 1995 to the end of 1996, the money growth rate in most

Generally speaking, Taiwan has not, for the most part, suffered the threat of
inflation, apart from during the two oil crises. Cautious monetary supply control
deserves the credit for this. Caution may have adverse results, such as stock market
volatility and the misjudgment of monetary growth rate targets. With the opening up
of the financial system, the Central Bank will find its job of controlling the money
supply more and more difficult.

(b) Interest Rate Policy

interest rates positive. This policy was announced in May 1950, and large sums
were deposited in the banking system. By June of 1950, inflation was under
control. It turned out that a high interest rate policy with positive real interest rates
can effectively combat an inflation crisis. However, such a high interest rate could
not be long maintained because of its high interest burden on the banking system.
For most of the time since the 1960s, Taiwan has employed a low interest rate
policy in order to reduce the capital costs of firms. This kind of subsidy usually
results in an excess demand on bank funds, and forces the government to
over-issue funds. As a result, the flood of funds threatens economy with inflation.

The purpose of regulating interest rates at the early stages of economic development
1S to provide low-cost capital to entrepreneurs. After the economy grows to some
extent, interest rate liberalization is pursued in order to improve the allocational
efficiency of financial markets.

The government in Taiwan has controlled bank interest rates for a long time. Only
In recent years has such control been slackened. Prior to 1975, government
prescribed interest rates for loans and deposits were uniform. After that, several
measures were implemented to broaden the range of interest rate limits.

Since the promulgation of the new Banking Law on July 19, 1989, both the ceiling
and floor limits for interest rates on deposits and loans have been abolished, putting
the final seal on interest rate liberalization. The interest rate recommendation
committee was dissolved at the same time. Before private commercial banks started
Operations, although interest rates could technically be decided by each bank,



market interest rates remained stable for a period of time. The capital costs for the
three major commercial banks were similar so their interest rate structures were also
alike. After interest rate liberalization, they acted as the price leaders for a time, and
the interest rates of the three were identical for most of the period. However, since
new private banks began to set up in late 1991, the variance in the primary rate of
different banks has widened, from 0.24% before August of 1991 to over 0.45%
after September of 1991.

Yang (1997) proposes several indexes by which to measure interest rate
liberalization. The decreasing difference between bank rates and money market
rates, and the difference between domestic rates and international rates proves the
increasing degree of interest rate liberalization and i ionalizati

ation

(©) Foreign Exchange Rate Policy

The foreign exchange rate system in Taiwan was official converted from a fixed rate
system to a managed floating rate regime in February 1979. Under the new rules,
exchange rates were to be limited to a very small margin on either side of a central

with the Central Bank. The day-to-day fluctuations around the central rate was
initially limited to 0.5%. Subsequently, the Central Bank withdrew from
participation in rate-setting and the limit on the day-to-day fluctuations was widened
10 2.25%. The heavily-controlled float kept the domestic currency (the New Taiwan
dollar) undervalued at a stable level during the period 1981 to 1985. As a result, the
current account balance in Taiwan increased drastically in 1985. Due to the
limitation of sterilization operations and persistent pressure from the U.S.
government, the Taiwan monetary authorities finally let the currency start
appreciating at the beginning of 1986. During the 1986 to 1988 period, the New
Taiwan dollars appreciated by 40 percent relative to the U.S. dollar.

In 1989, the Central Bank announced the acceptance of a flexible exchange rate
system, and the government stopped regulating the market price. Since then, the
exchange rate has been determined by the market. However, the Central Bank
continues to intervene in market activity to influence the foreign exchange rate trend
through open market operations in order to stabilize fluctuations in " the ‘foreign
exchange rate.

Generally speaking, the policy to keep the New Taiwan dollar under-valued
contributed to a tremendous export performance, which has stimulated economic
growth to a great degree. The announcement of the policy to allow gradual
appreciation in 1986 had two opposing results. One benefit was the buffeting of the
harmful impact on export firms by allowing them an adjustment period, while on
the downside, it provided room for hot capital to enter the domestic stock and
real estate markets, resulting in the danger of creating a bubble economy. If the
exchange rate system had been changed earlier, pressure from the U.S. might have
been avoided, and the negative influence on the domestic economy might have been
smaller.

s. FINANCIAL SECTOR LIBERALIZATION MEASURES

Since the late 1980s, several financial deregulation measures have been adopted by
the government, includi g interest rate d lation and bank privatization. In the
1990s, both financial liberalization and financial stability have been demanded by the
public. However, several financial crises have occurred in the 1990s, raising the
problem of how to balance the pursuit of financial efficiency with the maintenance
of financial stability during the process of financial reform.




Several fi ial liberalization m have been enacted since the 1980s. These
measures are related to the banking sector, the money market, the capital market and
the financial center.

(A)  The Banking Sector

In order to completely secure the stability of financial markets and to control the
flow of funds, the government favours govemment-owned financial institutions
over private banks. However, the efficiency of government banks is usually lower
than that of private banks and foreign banks. Yang(1994) has proved this
supposition with theoretical models and empirical studies. Financial liberalization
becomes a trend as an economy develops. The privatization of the banking sector
was one of the major financial reforms of Taiwan's financial history. The
deregulation of private banks was authorized by the Banking Law of 1989. In June
of 1991, 15 new banks were permitted to begin operations. By the end of 1996, 18
new banks were up and running, creating an emphasis on better service and
increasing competition in the whole banking industry.

In order to attract foreign capital, local branches of foreign banks were welcomed.
In order to reduce the operating pressures of local financial institutions, foreign
banks are, however, subject to some restrictions. Despite the restrictions, the
activities of foreign banks did create some competition for local banks. Swimming
with the tide of financial liberalization and internationalization, the lations on
foreign banks were gradually reduced. Limitations on the number of local branches
for each foreign bank illustrates the kind of restrictions which were imposed. The
foreign banks were allowed to open just one branch before 1986. In 1987, the
operation of two branches was approved, and in 1991, three. Since 1994, there
have been no restrictions on the number of branches owned by foreign banks as
long as the transmitted capital from their head office is over NTS 150 million for the
first branch or over NT$ 120 million in other branches.

Approved activities for banks were broadened, too. For example, in the past, bill
transactions were allowed to be conducted only by bill finance companies,-but these
activities were opened up to some private banks in 1992. The Ministry of Finance
seems to be planning to develop the banking industry into a universal -banking
system.

(B) The Money Market

Originally, the scale of the money market was quite small, accounting for only 10%
of the fund source for businesses around the 1980s. The interbank call market for
foreign reserves was opened up in 1989; eight new bill finance companies had
opened by the end of 1996, adding to the three existing companies. The size of the
money market has grown rapidly in the 1990s.

(C)  The Capital Market

The government originally set limits on capital outflow. This regulation has been
relaxed gradually over the past five years. By the beginning of 1996, this restriction
had been adjusted to a USSS million ceiling for both capital inflow and outflow for
each individual. For a company, the limit can be extended to US$20 million per
year.

In June 1997, government has modified the following act concerning overseas
capital increasing in domestic stock market: (a) The ceiling ratio n( overseas capital
Investing in a company's stock over the company's total volume is extended from
7.5% to 10%. (b) The ratio ceiling of total overseas capital investing in a company's
stock over the company's total stock volume is extended from 20% to 25%.



(D)  Plans to turn Taipei into an Asian financial center

The government of Taiwan wants to follow Singapore, Japan, and Hong Kong in
becoming a financial centers of Asia. Abundant savings, foreign reserves, and
highly-educated human r are ad ges. Hi r, some other areas still
need (o be improved, such as free capital movement, a preferential tax system,
information systems, and fi ial which international busi
regulations and affiliated financial services. It will take time for Taipei to reach the
appropriate standards.

6. CONCLUSION:
The Financial Issues off the 1990s

Taiwan has enjoyed stable price levels and a stable monetary environment for
decades. The inflation problems are not serious so far. The high money supply

growth and stable price phenomena in Taiwan deserves attention. Interest rates were
regulated by the government until 1989. Interest rate liberalization and banking
privatization were undertaken in the same year. The foreign exchange rate policy
changed from a fixed rate policy to a managed exchange rate policy in 1978, and
then to a flexible exchange rate policy in 1989. Foreign exchange rates are mostly
determined by the foreign exchange market. However, the Central Bank intervenes
in foreign exchange market operations and open market operations to some degree.

Official measures aimed at financial liberalization and Financial internationalization
are currently underway. However, lots of financial deregulation measures need to
be implemented before Taiwan can be considered a regional financial center.

Financial policy and development in Taiwan has the following characteristics: it
lacks efficiency but boasts financial stability. It is not easy to achieve financial
efficiency and financial stability simultancously. Therefore, a suitable policy mix is
very important. In order to pursue financial efficiency, steps for financial
liberalization and financial internationalization have been i pl i over recent
years.

Some conflict exists between different policies. When financial reform is
undertaken to increase financial efficiency, strong competition may put fragile
financial institutions in danger of bankruptcy when the economy goes into
recession. There were several serious financial crises in the early 1980s, and during
the slow economic growth period of 1995 to 1996, more financial crises, especially
those -involving local fund | financial institutions, occurred. This prompts us
to consider how financial efficiency and financial stability can be combined.
Another problem is price stability and market efficiency. If the Central Bank wants
o stabilize the foreign exchange rate, it may have to sacrifice control of the money
supply. Although the Central Bank may try to sterilize surplus money, it still has a
limited influence.

This conflict can be verified by the 1997 financial crisis. The financial crisis in
Southeast Asia in 1997 has spiiled over into many neighbouring countries, which
have felt the shock wave of the crisis. The currencies of these Asian countries have
depreciated against the greenback. Taiwan has also suffered from the strong
pressure on the New Taiwan Dollar to depreciate. However, the central bank has
shown a positive attitude in supporting the value of NTS$. In order to fight the
continually increasing pressure on the NT$, the Central Bank has been absorbing
NT dollars and selling out US dollars since July 1997. Therefore, a large amount of
foreign currency reserves have been sacrificed. The contradictory measures make
the domestic credit environment tighter and tighter. At the same time, the domestic



stock market has been experiencing abnormal highs in the share index over the last
several months. The unhealthy stock market itself has already developed a tendency
to take a dive. Accompanied by a tighter credit policy, the stock market crashed. In
order to lessen the tight credit environment, the Central Bank announced reductions
in the required reserve ratio and other related expansionary policies. However, this
did not have any significant stimulating effects on the stock market. Then, on
October 17, the Central Bank announced that it had Just released the exchange rate
market, allowing it to reach its own equilibrium” price, Immediately after the
announcement, the value of the NT dollar and the stock price index surged for
several days. A mood of instability prevailed for several days, however. Finally,
the NT dollar adjusted itself to the cquilibrium point, The Ministry of Finance is still
considering several other measures to boost the stock market by end of October
1997.

Comparing the currency value fluctuations and the stock price index in Table 4, we
can see that financial price fluctuations in Taiwan are not as severe as in other
countries. Table 4 shows data from the end of June, 1997, 10 October 20, 1997.
Taiwan experienced a 8.67% local currency depreciation and a 18.98% fall in stock
prices. Adding the two figures together, we get -27.64%. Every country on the list
shows negative figures in sum, Singapore and Hong Kong perform comparatively
better than other countries. Thailand's case is middling, while the Phillippines,
Malaysia, and Indonesia have the poorest data in the Table. South Korea performed
similarly to Taiwan. Taiwan is currently facing problems similar to those of other
countries in Table 4. The governments of most countries have the conflict between
stability and market efficiency. Policies relating to the stock market, the foreign
exchange market and the credit market have also become very touchy and sensitive

Table 4
The Exchange Rate and Stock Price Variations of Main Countries of Southeast Asia

ltems/Countries Exchange Rate Stock Price Index Total
_\\

local currencies/

US Dollars Fo Index %o %
—_—

end of Oct 20 end of Oct 20 M+

June June
\\
Taiwan 27812 30.451 -8.67 9030.28  7316.78 -18.98 -27.64
Singapore 1.4305 1.5617 -8.40 1987.95  1799.74 -9.47 -17.87
Hong Kong 77470 7.7413 0.07 15196.79  12970.88 -14.65 -14.57
Tahailand 24.70 37.90 -34.83 527.28 511.59 -2.98 -37.80
Philippines 26376 33920 -22.24 280921  2015.78 -28.24 -50.48
Malaysia 25245 33235 2404 1077.30 770.49 -28.48 -52.52
Indonesia 24320 36450 -3328 724.556  511.381 -29.42 -62.70
Korea 888.00  923.00 -3.719 745.40 565.64 -24.12 -27.91

Sources: Collected from Various Financial News Information.



production and investment pf the manufacturing sector have kept their momentum.
In other words, an appropriate sequence of economic reform is generally followed
in aiwan.

The current worldwide financial crises may have a sign)ficant influence on
worldwide financial development and economic growth in the near future. We
should pay attention to this eventuality. More importantly, we should learn a lesson
from the regional financial formal, and consider the best route to financial
development and financial liberalization.
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RECENT DEVELOPMENT IN THE
THAI FINANCIAL SECTOR: LESSONS®

Financial stability s an essential condition for conducting efficient economic
transactions. When financial stability is threatened, the financial sector cannot
perform its intermediation role which allocates available financial resources to the
most productive users. In recent months the Thai financial system has undergone
through various crises: currency speculative attacks, sharp currency depreciation,
bank runs, stock market crashes, nising non-performing loans, and economic
recession.

In March 1997, the Bank of Thailand announced the names of 10 finance
companies which were undercapitalized and order them to raise their capital
subsequently. By late June, the Bank of Thailand suspended 16 financed companies
which severely suffered from the liquidity shortage, due to the eroding confidence
of depositors and creditors. The Bank of Thailand and the Ministry of Finance
announced that there would be no further suspensions and all depositors would be
fully protected. In August, another 42 finance companies and finance and
securities companies were suspended. The announcement has started off the
systemic crisis of confidence in the financial sector, leading to deposit runs to from
small financial firms to large banks and foreign banks. The Bank of Thailand tried
unsuccesstully to recycle funds from large commercial banks and foreign banks to
those small banks and finance companies which suffer deposit losses because of the
bank panics. It was estimated that the Financial Institution Development Fund
(FIDF), an operating arm of the Bank of Thailand, has lent 430 billion baht to the
suspended firms and 300 billion baht to the 33 finance companies still in operation.
As can be seen from Figure 1, the rapid increase in the BOT's development credit
has become more pronounced since the beginning of 1997, when liquidity problems
were intensified. It is noted that the net claims of the BOT on financial institutions
remained stable due to the issuance of the Bank of Thailand bonds. The total net
claims of the Bank of Thailand on financial institutions in October 1997 amounted
1 only 139 billion--the small amount which does not allude any degree of excessive
bailout. '

This paper analyzes the causes of Thailand's financial distress and examines the
macroeocnomic impact of the financial crisis. In addition to providing anecdotal
evidence on how and why Thai financial institutions are facing financial difficultics,
the paper argues that macroeconomic instability, technical mismanagement, and the
lack of prudent regulation and quality supervision are responsible for the financial
crisis in Thailand. The financial crises could have beef averted or mitigated had the
authorities anticipated and realized the severity of the problem. The current policy
applied in response to the financial crisis is evaluated. The paper also discusses the
likely outcome of the new financial environment and suggests that the remaining
financial institutions would emerge as an cfficient firms, capable of withstanding
tough intemational competition in the future. The study draws lessons that other
countries can leam from Thailand's past mistakes when facing with huge capital
inflows, in particular during a long decade of high economic growth with stability
inprices and the foreign exchange rate.

——

" A paper presented at the 1997 National Outlook Conference. organized by Malaysian Institute
of Economic Research. Kuala Lumpeur. December 2-3, 1997



I. ANATOMY OF THE FINANCIAL CRISIS

In general, the starting point of the financial crisis is the slowdown in economic
activity, which inevitably leads to asset price corrections. Although macroeconomic
shocks can lead to bank distress, some conservative banks are able to bear the brunt
of external shocks much better than those banks with aggressive behaviors. In this
section, we show that the asset and liability structures of banks are different from
those of finance companies. Until recently, the Thai commercial banks engaged less
in speculative lending, but they have relied more on foreign borrowings than
finance companies. Consequently, both types of financial institutions experience
different impacts of currency devaluation and economic downturn. Financial
institutions committed technical errors during the boom years, partly due to the poor
quality of regulations and supervision of the central bank. Sound banking
management can mitigate the effects of external shocks and retain the confidence of
depositors during a financial crisis of bank runs.,

1.1 Macroeconomic Instability

The Thai economy had experienced 8.5 percent GDP growth between the period
1991-1995. Except for the Philippines, other countries in Southeast Asia achieved
tugh economic growth during the same period (Table 1). The real effective
exchange rate of the baht appreciated by an annual average of 0.6 percent between
1986 and 1995. Back then, the baht was considered as the most stable currencies in

growth, large current account deficit, and exchange rate stability. One stylized fact
from historical episodes of financial instability is the existence of a well-ground
sense of economic property, which provide the environment most conductive to
instability (Spotten, 1997)." In fact, low unemployment, low inflation, and high
cconomic growth were the perception of the Thai economy before 1996,

But during the economic booms, the demand for loans increased rapidly and the
expansion of credit in turn causes output expansion. In a recent study of the effect
of Tequila and its aftermath in 20 emerging countries, Sachs and others (1996)
found that exchange rate overvaluation, lending booms, and low international
reserves relative to short-term debts are the main culprits for financial crises. In the
absence of this fundamental weaknesses, self-fulfilling panic or contagion was at
worst short-lived. And there was no long-lasting impact of the Tequila effect for
well-behaved countries. Although Thailand sufferéd indiscernible effects after the
Mexican devaluation in 1994, it simply implies that the weak symptoms have not
developed to a full blown crisis, until the baht devaluation in July, which triggered
the regional crisis..

42 percent in 1990 to 140 percent in 1995 (Table 1). Other Southeast Asian
countries exhibited the same increasing trend of bank credit. Nevertheless, one
might interpret this trend as a sign of advancing financial development stage, where
both lending and deposits are rising as a share of GDP, reflecting the degree of
financial deepening. Except for Singapore, other countries has to rely on foreign
suvings to finance the current account deficit. In the case of Thailand, where the
interest spread between lending rate and deposit rate has been lower than the spread
between lending and the international market interest rate (LIBOR), cnmmcn::;ll
banks have incentives to borrow from abroad rather than to mobilize domestic

[¥)



savings. Figure 2 illustrates the extent that commercial banks borrowings expanded
rapidly between 1992 and 1995: the size of the borrowings far exceeded the level of
monetary base by more than 250 percent. This is not surprising since the domestic
cost of fund is higher than the foreign cost of fund. During the same period, the
international reserves or the net foreign assets (NFA) of the Bank of Thailand
increased pari passu with the monetary base, leaving the ratio of the NFA 10
monetary base remain relatively stable compared with the late 1980s. Huge capital

T'he sharp tall in exports in 1996 triggered the fear of devaluation. After unfavorable
fews puncture confidence, investors revised downward the expected return from
their projects, causing a sharp decline in asset prices such as properties and stock
prices which were bid up highly during the boom years.

Commercial banks' foreign borrowing increased gradually from 1991 o0 1993
Figure 3), but it rose sharply in 1994 after the establishment of the Bangkok
Intemnational Banking Facilities (BIBF) which encourage out-in capital flows
through fiscal incentives measures. Some foreign banks competed aggressively to
show impressive lending volume to the Bank of Thailand in order to be qualified for
tull banking licenses, despite a very tight interest spread. In 1994, we observe a
sharp fall in the private sector's borrowing, suggesting that bank and non-bank
capital flows have some degree of substitution (Figure 4).

increased significantly between 1995 and 1996 (Figure 4). Between 1991 and
1996, the share of non-bank private sector’s foreign borrowings in total private
flows averaged 15 percent, whereas short-term capital flows in terms of portfolio
investment and non-resident baht account at commercial banks registered 30.3 and
34.3 percent respectively. If the short-term flows can be considered as hot money,
Thailand has been financing current account deficit with a very large component of
highly volatile flows, since the cold money or the foreign direct investment share
averaged only 20 percent. Despite the fact that these hot money can be persistent
since short-term debt can be rolled over, the self-fulfilling expectation of foreign
exchange speculators can lead to an abrupt capital flight during confidence crisis and
export slumps.

1.2 Mismanagement

A prudent financial management rule requires that financial firms should not
mismatch the maturity between borrowing funds and extending credits. Financial
firms are fragile by natwre since they depend on short term liabilities, due to
unexpected withdrawals, to produce long-term assets. As long as the law of large
number operates, finance firms can be in a good equilibrium, where deposits
intikes are larger than withdrawals. Once the confidence is lost, depositors would
“ontinue 1o withdraw their money even if they know that banks would remain
solvent if nobody withdraw money at the same time. Since financial firms use hold
only a small portion of their assets in terms of equity, they rely on creating liabilities
0 build income yielding assets. As a result, the nature of the banking is fragile and



highly sensitive to public confidence. Yet some banks and non-bank financial

institutions adopted an aggressive strategy by trying to expand their assets through
liability management.

Itis obvious from Table 2 that Thai commercial banks have become dependent on
foreign borrowings; the share of foreign liabilities in total liabilities increased from 6
percent in 1990 to 22 percent in 1996 (Table 2), while finance and finance and
sceurities companies’ source of foreign funds marginally declined from 4.8 to 4.3
percent during the same period. Hence, the impact of buht devaluation would be
more damaging to commercial banks than finance companies. While commercial
banks rely less on interbank money market--only 2.2 percent, finance companies
borrowed from commercial banks about 8.2 percent in 1996. Disturbances in
finance companies can also affect commercial banks to some extent, As required by
law, finance companies have maintained higher equity to asset ratio at 12.5 percent
in 1996, compared with 8 percent of commercial banks. Table 2 indicates that
commercial banks over the years has considerably reduced its source of funds from
domestic savings mobilization, from 77 percent of their liabilities in 1990 to 60
percent in 1996, which is close 1o the ratio of domestic funding of finance
companies. In sum, both Thai banks and finance companies have exposed
themselves to foreign exchange rate risks, international market risks, and interest
rate risks, thereby weakening their ability to protect themselves in the period of
external disturbances.

The long span of high economic growth means rising permanent income and higher
expected rate of return from investment projects. Manufacturing output rose rapidly
as a proportion of GDP, and so did the financial institutions® credit extension to
manufacturing  sector (Table 3). Bank lending  concentrated mainly in
manufacturing, wholesale and retail trade, and personal consumption. The share in
total bank lending for these three lending categories was close to 60 percent in
1996. It should be noted that commercial bank lending to real estate business was
on the declining trend after 1992, as a result of the Bank of Thailand's regulation
that limits bank lending to non-priority sectors.

Excessive lending of commercial banks is illustrated in Figure 5, where the year-
on-year percentage changes in bank credit and deposits are compared. In the early
1990s, when credit growth rate exceeded deposit growth, liquidity shortage led to
an upward pressure in the bank lending rate, represented by the minimum lending
rate (MLR). However, after the capital control liberalization in 1993, the liquidity
crunch during the frenzy lending years did not translate to rising lending rates.
When households’ savings slowed down in 1994, bank lending volume kept on
rising above 30 percent in 1995. Commercial banks were able to satisfy the rising
demand for credit by seeking funds from international money markets. During those
vears, Thailand was such a darling country that any banks would be willing to lend
with only a small interest premium different from the world money market rates.
Since 1995, commercial banks credit decelerated continuously, because of the tight
monetary policy applied to contain overheating economy and burgeoning current
dccount deficit. The lending interest rate remained at high level to fend off
speculative attack on the Thai baht throughout 1996 and 1997.

Compared with commercial banks, finance companies’ lending exhibited higher
degree of loan concentration; the share of the top three lending sectors, including
personal consumption, real estate business, and manufacturing, was 66 percent in
1996. Since consumer loans are non productive and property loans are highly
speculative, finance companies are likely to suffer more than commercial banks
during recession and bubble bursts. The share of property lending of finance
“ompanies rose concomitantly with the share of consumer lending. These activities
dre pro-cyclical and likely to generate high profit during the boom years. Figures 6a



and 6b compare property lending of commercial banks and finance companies.
Lending booms in this sector for commercial banks took place between 1987 and
1990, but the property lending has been slowing down below the average lending
growth after 1993, when the Bank of Thailand began to exercise its control. The
property lending boom ecpisode of finance compuanies is similar to the case of
commercial banks, except that even after 1993, finance companies still actively
engaged in property lending as if they expected that the property prices would
never collapse. High degree of loan concentration to a specific and vulnerable
sector such as real estates defy the prudent law of asset diversification.

While lending of financial institutions concentrates on long-term loans for real
estates and manufacturing establishments, their sources of funds are highly liquid
{Table 4). Domestic sources of funds of commercial banks consist of 22 percent in
saving accounts, and 60 percent in fixed deposits less than 3 months. For finance
companies, their domestic funds are mainly short term liabilities: 23 percent from
call loans, 51 percent from less than 3 month maturity promissory notes. While
almost half of foreign borrowings of finance companies are short-term loans,
commercial banks' foreign sources of funds are dominated by short-term loans and
volatile deposits of non-resident baht account, representing more than 60 percent of
wtal foreign liabilities.  As a result, commercial banks' exposure to foreign
exchange risks would be higher, considering the fact that a large part of those
borrowings are short-term hot money.

1.3 Inadequate Supervision

The Bank of Thailand’s supervision department was fully aware of the inevitable
crisis and should have exercised its power earlier. One of the mistake of the Bank is
the false hope on the economic turnaround. Since there was a risk of widespread
loss of confidence in the entire financial sector, the BOT. hesitated to react swiftly to
warn the public when the economic recession was only a remote possibility. The
Bangkok Bank of commerce (BBC) had extended 80 billion baht to some business
groups and politicians, mostly for speculative purposes. These loans are pledged by
overvalued collateral. Loans were extended to fund securities purchases for
takeover purposes, and to fund share purchases of BBC's capital increases. The
BBC problem surfaced to the public in 1994, but the Bank of Thailand bailed the
BBC by injecting 100 billion baht to improve its status, instead of reducing its
capital by writing off its bad debts.

The Bank of Thailand has the department of bank examination and analysis as well
as the financial institutions supervision and development department to oversee the
iregularities of financial institutions. There are at least 600 personnel in both
departments, examining 15 commercial banks and 91 finance companies. The only
¢xamination method of financial institutions is financial auditing, with no analytical
and ient auditing techniques. Nor has there been an early warning system
in the Bank of Thailand, despite the fact that the most recent major financial crisis
look place in 1983.

2 POLICY RESPONSES TO THE FINANCIAL CRISIS

In an attempt to stem the flows of short-term foreign borrowings of financial
institutions, the Bank of Thailand imposed a 7 percent reserves requirement on
foreign borrows of these institutions in 1995, The policy has cffectively raised the
cost of foreign borrowings. Nevertheless, the capital control policy can_bc
considered as too late and too little to redress the problem of over-borrowing
problems accumulated over the period of capital control relaxation. In this section,
we discuss the role of the bailing out program of the Bank of Thailand through the
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Financial lns(iluljon_Devclopmem Fund. The role of new institutions which are
established to deal with troubled financial institutions is examined, together with the
attempt of the Bank of Thailand to improve its regulation and supervision role.

2.1 The Role of Financial Institution Development Fund

During the financial crisis in 1983, the FIDF bailed out 44 finance companies,
whose assets represented 12 percent of the entire assets in the financial system.
Between 1984 and 1987, the BOT intervened in 5 commercial banks to solve their
liquidity problems. The 1984 devaluation was 14.7 percent, and the Thai economy
was able to recover quickly after the economic slowdown in 1985. Thus the task of
the Bank of Thailand in dealing with financial crises in past was relatively easy
compared with the current problems, which become more complicated due to higher
degree of integration between the real and financial sector, und increasing degree of
interlocking claims in the interbank and interfinance money markets.

Since the lending interest rate charged by the FIDF was lower than the interbank
rates, some firms turned to the FIDF as a lender of last resort and borrowed more
than their capital funds, not knowing that it would be used as a criterion for closing
them down. One finance company faked promissory notes and used them as a basis
to borrow fund from the FIDF, the result of which led to a replacement of the
management by officials from the Bank of Thailand. Commercial banks annually
contributed to the FIDF by 0.1 percent of their deposits. Since FIDF has already
spent 100 billion baht to bail out the Bangkok Bank of Commerce, it was not
unreasonable for some finance companies, in anticipation of the lack of credit
availability and the increase in the market cost of fund, to borrow heavily from
FIDF. The criterion for suspension of the 42 finance companies was based on
whether they borrowed more than their equity from the Financial Institutions
Development Fund (FIDF), Questions were raised by suspended firms regarding
the fairness and the transparency of criterion, since there was a wide difference
finance companies’ borrowings from the FIDF. As Glaessner and Mas (1995)
argue, If supervising organization has a high degree of regulatory discretion, it
might cause unpredictability, the abuse of power, inaction in the rehabilitation
process. and even charges of financial impropriety, and legal challenges. The Bank
of Thailand should employ more rules and less discretion in the rehabilitation and
supervision, while those rules must be tr p gether  with enh, d
disclosure accounting standard to enforce prudent market behaviors.

Commercial banks are required to i their contributions to the FIDF from 0. 1
percent of their deposits to 0.2 percent by the end of 1997. The required
contribution in 1998 would be based on 0.4 percent of deposits and total liabilities.
For the first half of 1998, the payments will be, only 0.05 percent, and the
remaining of 0.15 percent will be paid in the remaining second half. It should be
noted that this requirement is similar to a proportional tax which is regressive,
considering the fact that large banks would have to pay higher insurance premium to
the future deposit insurance corporation. The contributions should reflect the degree
of risks undertaken by each bank in order to reduce the problem of moral hazard.
The Bank of Thailand has a plan to upgrade the FIDF into a deposit insurance
corporation.  Nevertheless, as argued by Miskin (1997), deposit insurance
institution may not prevent bank panics, since the root of the problem is the
asymmetric information. An increase in the safety nets through the creation of the
deposit insurance scheme would intensify moral hazard incentives for excessive risk
taking by banks., A strong regulation and supervisory system is more appropriate in
Preventing financial crisis in LDCs, where asymmetric information problems are
SETI0US.




2.2 New Institution Establishments

Financial Restructuring Authority (FRA) was established to review and evaluate the
rehabilitation plans of the 58 suspended finance companies. FRA made

from the IMF is that the Thai govemnment must solve the problems of financial
institutions without political interference. FRA also consulted closely with the Bank
of Thailand, the Finance Ministry, and the Financial Institutions Development Fund
regarding the closure of some of the 58 suspended firms.

The criteria set by the FRA include the ability of the finance companies to (1) raise
the capital funds to the required level, (2) to obtain sufficient funds for liquidity
management, (3) o repay outstanding debt to the FIDF, and (4) to meet the
management qualifications set by the Bank of Thailand. In addition, firms must
verity their reliable sources of funds to meet the requirements. The criteria stipulate
that firms merging with suspended firms must maintain capital-to-risk assets ratio at
|5 percent for the first year, 12 percent for the second, and 10 percent for the third
year of operation.

FRA would monitor the finance companies whose rehabilitation plans have been
approved to ensure that they comply with the terms and conditions set by the FRA
board and the Ministry of Finance., For those firms whose plans are disapproved,
tor they are oo weak to rehabilitate, FRA would control them by sending a team to
serve as a chairman and directors, with all operation ceased. Their bad assets will
be transferred to the Asset Management Corporation (AMC), which will liquidate
them. Finance companies are not satisfied with the AMC liquidation options, since
their assets may be heavily discounted and they prefer to manage their bad debts
themselves. The Secondary Mortgage Corporation (SMC) will be established by the
Ministry of Finance with an initial capital of one billion baht. Another four billion
baht could be raised if SMC has insufficient funds. SMC would convert debts
borne by real estate developers and financial institutions into equities. SMC notes

will be issued and can be used by financial institutions as reserves as required by
the Bank of Thailand.

With very stringent conditions set by the FRA, it is expected that only a few of the
58 suspended firms would meet the requirements. The size of the firms in the
industry would be reduced from the existing 91 firms to less than 40 firms, 33 of
which are now operating.

23 Establishing Prudent Regulations and’
Strengthening Supervisions

The Bank of Thailand has strengthened domestic provisioning and accounting
requirements towards international standards. As of January 1, 1998, financial
Institutions must Stop recognizing accrued interest as income from debtors who are
more than six months behind in payments. Only actual amounts received for
accrued interest can be recorded as income. Loan assets classified as substandard
4 of June 30, 1997 must have loan-loss provisions equal to 15 percent for
commercial banks, and 20 percent for finance companies, finance and securities
“Ompanies, and credit fonciers. Doubtful debts provisions remain at 100 percent as
previously stipulated. The provisions must be fully met by the end of 1998.
Financial institutions are allowed to gradually build up provision during a grace
period, with 50 percent of the provisioning amount by the end of 1997, and 75
percent by the end of the first half in 1998. As of July I, 1998 debts more than six



months behind interest and principal payments must be classified as substandard,
with all provisioning according to the new regulations. In the long run, financial
institutions are expected to reserves | percent of total outstanding credit for general
provisions, and to reduce the interest accrual period from 6 to 3 months when
defining substandard loans.

One crucial condition required by FRA for any suspended firms to resume
vperations is to be uble to raise capital funds as much as 15 percent of risky assets.
This condition, needless to say, is very difficult during the downturn of the
cconomy. It is noted that the required capital adequacy ratio (CAR) for the 58
suspended firms is higher than the ining 33 finance companies, which we
subject to the normal 8.5 percent CAR. The suspended firms also suffer income
loss from the suspension of securities operation. They request the debts from FIDF
be converted into equity. For all commercial banks, the capital adequacy ratio is
expected to be raised to 12 percent, with a minimum 9.5 percent for the first tier
equity.

Provisioning against substandard loans will be increased from 1S percent to 20
percent, while another general provision of | percent on performing loans is
imposed. Nevertheless, full tax deductibility on reserves will begin in the fiscal year
1997 to encourage banks to set higher provision standards by reducing their
financial burden. Banks are also required to hedge most of their foreign liabilities.
Only 15 percent of equity can be unhedged for banks and 20 percent for finance
companies.  With all these new system of regulations and the improvement in
supervision, we may be able to reduce technical errors to some extent However, as
Honohan (1997) has warned us, we should also be aware of abuses of the system,
which is related to the issues of governance and political corruption.

In November 1997, the Bank of Thailand allowed cross-shareholding of more than
49 percent for 10 years for sound local financial institutions.  Previously the
maximum holding an institution could have in another firm was 10 percent. The
new rule would facilitate capital increases of these nearly insolvent finance
companies, some of which are backed by commercial banks but cannot raise funds
from supporting banks, due to the 10 percent cross share restriction. Bangkok Bank
has expressed the intention to buy additional shares in the Union Asia finance to
strengthen the financial position of its subsidiary.

Foreign investors will also be allowed a hold a majority share in a Thai financial
institution for 10 years and they must reduce their holding below 49 percent after 10
years, because they will not be able to buy new shares during capital increases.
Thus the foreign stake would be gradually reduced; the speed of reduction depends
on the size and frequency of capital calls after year 10, Fear of foreign domination
in the Thai banking sector, the Bank of Thailand remains the full right to refuse a
foreign bank additional full branch in Thailand if it holds more than a 49 percent
stake in a Thai bank. The monetary authorities would consider application on a
case-by -case basis and each bank will be given a holding period renewal every 10
years. [t appears that the openness of the financial sector stems from the pressure to
increase capital to avoid deepening financial crisis rather than a genuine desire to
!mprove competition between local and foreign banks.

During deposit runs, small banks and troubled finance companies aggressively
competed for liquidity by offering very high interest rates. As a result of this kind of
desperate management,  the high cost of funds in ailing financial institutions
¢ventually compounds the problem of cash flow. Although the interest ceilings in
Thailand had been abolished since 1991, the Bank of Thailand reintroduced the
ceilings on deposit rate after the deposit runs in an attempt to control interest hike
compassion to lure daring depositors. The maximum deposits interest rate of small



and medium sized banks and finance companies was set at 3 percentage point above
the average fixed deposits of the five largest banks, which now stands at 11.5
percent. It is noted that since the risk premium of finance companies and small
banks is higher than 3 percent, these finance companies are now facing serious
liquidity problems.

3. MACROECONOMIC CONSEQUENCES OF THE CRISIS

The Thai economy is heading for a hard landing after the July de facto devaluation
of the baht. Without non-performing loans problems, the economy might suffer
only a few percentage point loss in GDP growth rate. When Thailand abandoned
the so-called basket system of exchange rate determination, it has also lost an
important anchor of price stability. What was needed then was the policy credibility.
Contractionary effect of devaluation would not last long if the government can
restore public confidence in economic management. With regained consumer
confidence and policy credibility, there would be no need to raise interest rate at
higher level to attract capital flows and to prevent further currency attacks after
devaluation. But the confidence in the Bank of Thailand was eroded further after
the suspension of the 42 finance companies. In the past the Bank of Thailand had
guined the reputation of being an independent institution which prevented the
country trom political interference with economic management. Once the reputation
15 lost. 1t becomes very difficult to restore its policy credibility. In fact, the Bank of
Thailand  has to fight two wars in defense of the baht and in maintaining the
tinancial stability. Unfortunately, both goals are not separated from each other,
since the currency depreciation has threatened the solvency of commercial banks,
while weak financial institutions cannot withstand economic contraction and high
interest rate policy needed to defend the baht. Figure 7 indicates that the attempt to
shore up the value of the baht during the major episodes of four speculative attacks
in July 1996, February 1997, May 1997, and the final chapter of the defense in
June 1997 led to extremely high interbank rates. The increased forward premium
also echoed the high degree of expectation of baht devaluation during the turbulent
periods. Some banks were more exposed to currency risks if they did not fully
hedge their positions.

As mentioned earlier, bank loan growth has decelerated sharply from 30 percent in
1995 to less than |5 percent in 1997. Consequently investment activities in
construction and importation of capital goods contracted, as shown by the
continuous decline in the private investment index in Figure 8. The slowdown in the
economic activity was also reflected by the 7 percent decline in the number of
cheques issued in the first 10 months of 1997. The number and the value of
bounced cheques also rose rapidly, compared with the same period last year. The
IMF austerity measure imposed on the Thai government to produce a budget
surplus of one percent of GDP has effected the expenditure budget cut from 923
billion to 805 billion baht. Private ption has been declining, as indicated
the reduction in department store sales. The sharp fall in the stock market leads to a
reduction in households’ financial wealth, while the threat of being layoff further
undermines consumer confidence. In addition to the negative wealth effect on
consumption, the depreciating baht, the rising cost of gasoline, and the increase in
the value added tax rate from 7 to 10 percent have compounded the severity of
recession by discouraging private spending. Private investment will not recover
until liquidity problem is solved. Even if the interest rate can be reduced, it is not
likely that investment will pick up under the current pessimistic investment climate.
Since the government budget must be surplus: public spending cannot be used to
stimulate the economy. Only strong exports performance can be bring Thailand out
of the recession.




Whether exports would expand fast enough to offset contraction in other sectors
depends on the responsiveness of €Xports 10 price adjustment and to economic
conditions in Japan and USA. The depreciation of other currencies in the region
would reduce the competitiveness of Thai products after the baht float. The financial
crisis has also inversely affected the €xport sector, which is supposed to be more
competitive after the baht devaluation. Despite the atractiveness of foreign markets,
small and medium-sized firms could not obtain credit from commercial banks to
secure their overseas orders. To improve their cash flows, the Export-Import Bank
has to extend a 20 billion baht loan to facilitate their export production.

The large depreciation of the baht, the asset price bubble, and the increasing amount
of non-performing loans lead to the downgrade of sovereign credit rating of
Thailand, which is just 2 notches above junk bond status. The cost of securing
foreign funds has become very expensive due to risk premium and foreign
exchange risk, some foreign financial institutions has recalled loans and have ceased
offering new liquidity to Thai firms. The domestic interest rate would remain at high
level as long as Thailand cannot solve the problem of foreign exchange instability
and financial distress.

The official foreign reserves at the end of October 1997 were $31.3 billion,
compared with the $24 billion minimum requirement by the IMF. Although the
October level of reserves is still higher than the IMF requirement, the BOT still has
forward contract obligations to sell the dollar in the future. As of October 15, the
torward obligations totalled $23.9 billion, Furthermore, according to the chairman
of the Thar Bankers' Association, $16 billion in foreign debt of Thailand was
expected to mature over the next 14 months. The Bank of Thailand may not have
sutficient reserves to cover maturing debts. Without confidence from foreign
creditors, some loans may not be rolled over; thereby increasing the level of credit
crunch, corporate bankruptcies, and financial instability.

Since the size of bank credit to GDP ratio was more than 140 percent, the chance of
having an early recovery is very small. This is the characteristic case of a debt-
deflation economy, where banks are not willing to lend because of high default
nsks and low values of collateral during deflation period. At the same time,
investors are not willing to borrow because they have already accumulated *high
level of debtand the expected return on new investment is extremely low during the
period of depressed consumer confidence, Excessive debt burden of the private
sector accumulated during the booms exacerbates recessionary tendency when the
cconomy expericnces a downturn.

4. FINANCIAL ENVIRONMENT AFTER RESTRUCTURING

As aresult of asset quality problems, most commercial banks rush to increase their
capital funds to comply with the new capital adequacy ratio. While only a few of 58
finance companies can find foreign partners to boost their equity, small commercial
banks would be able to secure strategic partners. Banking industry in Thailand has
been protected from competition of foreign banks. While there are some foreign
banks operating in Thailand, they are limited by a single branch. By allowing
foreign stake in Thai banks more than 49 percent for ten years would imply a fierce
competition between local and foreign banks. It is expected that efficiency in the
financial sector would improve considerably through both quality and price
<ompetition.

If'a foreign bank can own 100 percent of a Thai bank for a ten year period bcfpne
the stake is gradually diluted by further capital call, investment in the Thai banking
Mystem may be viable in the long run because of the cheap prices and expected



profitability would outweigh the current bad debt problems. City corp's citibank
unit is negotiating to buy the First Bangkok City Bank, which has been beset by
bad debts from loan extension to property developers. ABN-Amro has shown
interest in purchasing new shares of Thai Danu bank, while ING bank has obtained
shares in Siam City bank. Laem Thong bank also has a Kuwait partner. These ure
fumily-owned, small banks, which find it difficult to raise funds during recession.
As aresult, the management style would become more professional, in the sense

increases, but it also paves way to interconnectedness among financial institutions
and enhances monopolistic power of large banks. Nevertheless, experiences show
that & large number of finance firms has led 1o fierce competition and bankruptcy. It
is therefore a tradeoff between efficiency and the financial stability.

5. CONCLUDING REMARKS

Although macroeconomic shocks in the forms of export shortfalls or a change in the
foreign exchange rate regime can adversely affect the performance of the financial
sector,  conservative and sound managed financial institutions can survive the
crises. By avoiding technical mi ment, ag ive and
traudulent behaviors, banks can recover quickly from the economic downturn, In
addition, the importance of prudential regulations and competent supervisions
cannot be understated. It might be a conventional wisdom in the Bank of Thailand's
banking supervision department that there is no need to establish an early warning
system since the Bank of Thailand has to supervise only 15 domestic banks. The

institutions at the cost of tax payers. Since the cost of systematic. failure to the
financial system as a whole is extremely high  through contagion effect,
accountability must be established for all parties concerned. Management and

before creditors and depositors can bear the burden of financial distress. On the
other hand, those who examine and supervise financial institutions must held

future. It seems that no matter how stringent supervision rule and prudential
regulations are imposed to the financial sector, those rules may not be sufficient to
prevent the crisis if there is an intention to bend the rules. To reduce the fragility of
the financial sector, the abuse of the regulatory system must be eliminated. This
requirement is related to the issue of governance and political interference. The end
of an era of no-entry and no-exit policy of the financial sector in Thailand would
lead to a more competitive environment, while efficiency gain can be expected at the
cost of bankruptcies of inefficient firms,
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Table 1

Comparison of Monetary Sector in South East Asia

Annual Exchange rates’ Credit to Interest rate Spread over
average GDP pnvate sector spread LIBOR
growth rate % of GDP

|
1891-95 1986-95 1980 1595 1590 1895 1950 1995
78 28 88 33 - 82 13
38 23 499 1295 13 17 I | 16
22 11 422 450 48 63 158 87
35 24 810 1067 27 29 09 0>4
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417 1389 42 59 82 97

omic and Social Survey of Asia and the Pacific 1997, United Nations (Table I3, P 46).
2 a Hefers to end growth rate of teal effective exchange rate
= Lending minus depcsit rate percentage points

- Lending minus deposit rate




Table 2
Liabilities Structure of Financial Institutions

(% of total Labiities)

1990 1991 1992 1993 1984 1995 1996

Commercial Banks

‘ Total depesits of nongovernment sector 759 774 757 716 635 598 599,
1gn Liabiities 61 57 66 1no 192 231 220
to commerc:al banks and 19 11 17 17 24 25 22

cozrowiangs frem other financtal institutions
accounts 62 66 67 69 75 78 80

Finance and Finance & Securities Companies

Z9vng Tom business and household sector 520 518 802 500 624 587 597,

gn habilities 48 57 60 583 58 73 73
om commercial banks 75 81 76 74 81 92 82|
“azital accounts 85 92 11 108 19 124 125

Cuarterly Bulletin. Bank of Thatland




Table 3

Sectoral Loan Structure

—

1890 1991 1992 1893 1994 1995 ‘Fgl
Commercial Banks
{1) Manufactunng 251 253 237 240 242 258 271
2) Whelesale and Retail Trade 178 174 170 177 182 178 179
eal 2s1ate Business 119 115 115 11.3 105 94 88
(4) sonal Consumpticn 106 112 123 128 127 123 126
Loan concentration ratio 53.3 53.9 53.1 54.3 55.0 55.9 57.6
[CRy = (1) + {2) + (4)]
Finance and Finance & Securities Companles
(1) Manufactuning 171 161 151 142 137 143 154
(2] Whelesale & retail trade 91 78 73 72 69 73 81
(3) Real Estate Business 229 239 234 223 238 250 244
(4) Perscnal Consumption 289 321 325 329 316 289 259
Loan concentration ratio 69.0 72.1 70.9 69.5 69.1 68.2 65.6
(1) + (3) + (4)]

Source: Quarterly Bulletin, Bank of Thailand



Table 4

Borrowing Maturity Structure

(% of total)

Commercial Banks Finance company

{December, 1996) (February, 1997)

Emestic (1) Saving 22
(2) Call 3 23
(3) < 3 months 60 51
(4) 3 to < 12 months 3 15
(§) 12 months 1n 5
(6) > 12 months 1 6
Farelgn. (1) Foreign borrowings
short-term 47 46
long-term 37 53
(2) Deposits from non-resident 16 -

Source. Bank of Thailand




Figure 1

Financial Institution Bailout
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Figure 2

Capital Inflows and Monetary Base
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Figure 3

Bank and Nonbank Capital Flows
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Figure 4

Composition of Non-Bank Private Capital Flows (Net)
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Figure 5

Excessive Credit Expansion
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Figure 6a

Property Lending Booms in Commercial Banks
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Property Lending Booms in Finance and Finance & Securities Companies
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Figure 7

In defense of the baht
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Figure 8

The Thai Economy in Recession

(% change)

Jan- Mar May Jul Sep Nov Jan- Mar May Jul Sep Nov Jan- Mar May Jul
35 96 a7

—— Pnvate Investment Index = Bank Credit Growth — - - — Sales




MIER

1997 NATIONAL OUTLOOK CONFERENCE
Sharigri-La Hetsf, Kuala Lumpur

2-3 Dsesmbsr 1997

COMMERCIAL BANKING OF MALAVSIA¢
Pérformuancs and Issues

by
M G Kanbue

ViR

Malaysian Institute of Economic Ressarch
Institut Penyelidikan Ekonomi Malaysia




COMMERCIAL BANKING OF MALAYSIA:
Performance and Issues

1. INTRODUCTION

The issues of financing economics development have attracted attention of many
researchers over many years. In particular, the subject concerning the relationship
between financial development and economic development gain much prominence
during 1960s and 1970s. Mention may be made in this connection of studies by
Gurley and Shaw (1955, 1960, 1967), Goldsmith (1969), Mckinnon (1973).
Bhatia and Khatkhate (1975) and Galbis (1977). It is urgued that as financial
system influences economic development, it is intun stmulated by economic
growth. Thus the dynamic system of the financial sector of the developing country
could imply the effect of growing economic development.

Malaysia is @ typical instance amongst developing countries where financing
developmental activities are geared towards continued needs of the economy. The
Malaysian financial sector has experienced an increased growth throughout the two
decades (1970-1990). In meeting the conunued needs of local developing
economy, the expansion of existing financial institutions and the emergence of new
financial institutions and instruments have taken place.

Finance companies in Malaysia which formed part of the financial institutions
started functioning in early 1960s and expanded their operations substantially to
become the second largest group of deposit taking financial institutions after the
commercial banks. More than 80 percent of the deposits with the finance
companies have been in the form of fixed deposits of varying maturities. Besides,
itis expected of the finance companies to play some intermediate significant roles in
enhancing the pace of economic development. Thus the enormous growth over the
past two decades has put the finance companies in a vulnerable position in the
overall financial system of Malaysia. However, the relatively litde empirical
research concerning performance of financial companies and that of commercial
banking of Malaysia is surprising given the economic influence which these vital
institutions have on the economy.

An empirical study on the performance of financial companies of Malaysia was
made by Kanbur (1996) and a paper on it was presented at the Winter meeting of
South and South East Asian Chapter of World Econometric Society in Dec. 1996 in
Delhi (India). From 1980 to 1995, the number of commercial banks which
included foreign banks has more than doubled. While the number of foreign banks
has remained almost stable the number of domestic banks during this period has
inversed more than two and half times. Statistics of number of commercial banks
including foreign owned is given in Table 1.

The growth of commercial banks in Malaysia from 1980 to 1995 has made it timely,
and worthwhile to undertake the empirical analysis of performance of commercial
banking structure in Malaysia



Table |
Number of Commercial Banks in Malaysia

Yewr Number Percentaye Inverse

1980 546 1980 10 1984 EIN
1984 716

1985 770

1989 950 1985 1o 1989 216
1990 998

1994 1283 1990 to 1995 437
1995 1434

Source: Bank Negara: Quanterly Bulletins.

The purpose of this paper is to examine the performance behaviour and teest the
apphicability of the structure-performance model to the Malaysian commercial
banks. In view of the growing importance of commercial banking in the Malaysian
economy. we have confined in this study to the performance of commercial banks.
The paper is organized as follows: Section | gives the analytical framework which
attempts 1o explore variates to measure the performance of Malaysian commercial
banking. Section 2 gives the measures of performance.  The estimate of
simultaneous equations model using two stage least squares (2SLS) procedure used
in this paper discussed in section 3. The estimated empirical results are presented
and discussed in section 4. The final section contains the conclusions of the paper.

1.1 Analytical Framework

Numerous theories and their practical applications have been put forward to explain
the performance of firms. One of them is the Industrial Organisation (/O) model of
firms  performance which describes  structure-conduct-performance (S-C-P)
relationship (S-C-P) hypothesises that * the exogenous basis conditions determine
market structure and that there is a Unidirectional flow of causality from market
structure through conduct to performance.

There are several performance studies which have been undertaken on the patierns
of United States banks. Growth of these studies has raised considerable interest in
determining their viability and performance. But some of these studies consisted
largely of single equation methods and some with application of univariate analysis.
Graddy and Kyle(7) have noted that estimating performance equations with single
cquation methods will ignore statistical properties iated with dep

among errors terms across nations. They also said that the specification of the
performance measure should not be univariate but multivariate built in to a set of
simultaneous equations.

Recent contributions to the theory of banking firm and performance provide the
basis for the theoretical framework developed in this paper. Our approach has been
to look at the commercial banking industry as a multiproduct, multifactor, profit
Maximising economic operative

The simultaneous nature of the bank performance and the identification of the
Junctures where market structure logically impinge on bank performance are
considered within the context of this model.

[



Our main objecuive is to determune whether a group of variables which constitute
markel structure factors exerts a sigmificant influence upon the performance of
commercial banks of Malaysia. The main hypothesis is

Yl Y ) = 61X, X, LX)

where Y (1= 1.2 ...m) are indices of bank performance and XjG=12 .nare
independent or determining factors which influence bank performance. The model
suggests that the bank performance is defined as a combination of several
performance indicators and that there are a number of vanables which constitute the
various factors that from a theoretical point of view hypothesised to  affect bank

performances. Variables representing performance measures and vaniables which
are exogenous are as under:

We wish to define bank performance as a linear combination of several performance
indices.  The vanables which we will propose to represent the performance of
commercial banks of Malaysia include.

Performance Measures (Endogenous Variables)

N LAAR 1 ratio of hiquid assets to total assets

(2)  LAR ¢ ratio of total loans to total assets

(3) PFAR H ratio of purchased funds to total assets

(4) ECAR ¢ ratio of equity capital to total assets

(5) PRICEI 3 ratio of average lending rates to total assets

(6) PRICE2 3 ratio of interest paid on fixed deposits to total deposits.

There are a number of variables which either alone or combined. constitute the
various factors that, from a theoretical point of view, seen likely (o effect bank
performance. They may be grouped in to the following categories.

I. Asset Management Measures

(1) FDDR + ratio of total fixed deposits to total deposits

(2)  NON : number of offices

(3) EGR : economic growth rate

(4) SR © slatutory reserves of finance companies prescribed

by Bank Negara

(5) PRICE : ratio of average lending rates to total deposits and ratio of
interest paid on fixed deposits to total deposits.

(6) ECAR : rato of equity capital to total assets

(7)  FFBE : rauo of total fixed deposits from business enterprise to total
deposits



1. Management of Source of Funds
(Liability and Capital Management Measures)

(1) PRICEl : rtoot average lending rates to total assets
(2) FDDR - rauo of total fixed deposits o total deposits
(3) NON % total number of offices operating

(4)  EGR © economic growth rate

II1.  Pricing Measures

(1) PRICE2  :  rauo of interest paid on fixed deposits to total deposits
(2) TAER E ratio of total assets to employees

(3) PRICEI © rauo of average lending rates to total assets

4 POR number of employees per office

(5)  NON number of offices

6) EGR : economic growth rate

It may be noted that the specification of the model hypothesised to reflect the
performance measures does not capture the impact of recent or potential bank entry
on market performance. Both the studies of Chandrose (] and Fraser and Rose (]
have indicated that potential bank entry is impontant.

The first category relates to assets management performance which includes (1) and
(2). The assets structure reflects the extent of finance company’s contribution to the
Malaysian economy. The second category consists of measures relating to the
management of sources of funds. This includes (3) and (4). Item (3) is a ratio that
measures the company's dependence on purchased funds and item (4) measures the
company's capital cushion.

It1s assumed however that the company’s shareholder’s fund is the same as the
equity. The final category includes two pricing measures; interest paid on deposits
and interest changes on total income. Meinster and Enyasian (10) in their study on
bank performance have considered sixteen performance measures. But our study
for want of detailed data could not consider more than six performance measures.
For example, profitability measure could not be included as time series data on
profitability were not available.

The exogenous variables of the model comprise of composition of bank deposits
(FDDR. FFBE), market structure (NON), government influence (SR), economic
situation of the country (EGR), demographic factors (POR) and productivity
(TAER). These exogenous variables are included as internal and external factors or
quantitative control variables which also affect performance.

Section 3 : Simultaneous Equations Model

The six linear equation giving six endogenous variables are:

LAAR = 2,+4PRICEI + a,FDDR + a,NON + 2,EGR + a,SR + U,

LAR = by +bECAR + b,FDDR » B,FFBE +b,NON + U,....... (2]

i



PFAR = cO0+clIPRICE! +c2FDDR + ¢3NON +c4EGR + U3...... (3]
ECAR = dO+dIPRICEI + d2EGR + d3NON + U4, . (4)
PRICEl =  ¢0+elPRICE2 +e3TAER + e3NON +US........... . (5]

PRICE2 = 10 + [IPRICE| + 2TAER + 13POR + f4NON + [SEGR + ue

Notation a, b, c. d. ¢ and f, represent structural parameters of the six equations
model while U, 1s the random disturbance term sausfying standard assumptions of
the linear regression model.

The structure model given by equations (1) to (6) can be summarized in matnx
notation as

Y,=ZB +X C +U,

where Y, is an (nxl) vector of sample observations on the dependent variable
(performance measure) in the 1" equation, Z, is an nxk matrix of observations on
other endogenous varniables (performance measure) in the equation, X, is an nxm
matrix of observations on the exogenous variables in the equation. B, and C, are
vectors of parameters of structural equations of the model and U, 1s a vector of
disturbances satisfying the usual assumptions of linear regression model.

Given the preceding discussion of the underlying economic structure of
performance measures and the specification of simultaneous equation model, the
model was estimated using two stage least squares (2SLS) method which has an
advantage over the use of ordinary least squares (OLS). In bank performance
modeling exercise, there exists substantial interdependence or mutual causality. The
use of OLS under these conditions is statistically not advisable as it leads to biased
and inconsistent estimates. Previous empirical studies, in particular studies, by
Graddy (7) and Clark (3) have justified the use of 2SLS in estimating the
simultaneous equation model of bank performances. According to Clark (3) if all
the equations of the structural model are correctly specified, 3SLS would provide
greater efficiency than 2SLS. If any of the structural equations are misspecified,
3SIS will result inconsistent estimates of all model parameters while 2SLS will
result in consistent estimates of all equation (8). Since some misspecification is
likely, given the highly aggregated nature of the data employed in this study 2SLS
was selected to minimise its effects. A more reasonable methodology is required
inorder to get 4 more realistic and wider picture of commercial banking in relation
to the performance aspects.

Section 4: Estimated empirical results: 2SLS Procedure

The primary source of the highly aggregated financial data employed in the
estimation of simultaneous equation model is mostly derived from the published
Annual Reports of Bank Negara. The data related to the years 1980 to 1995 and the
estimated empirical results are based on 16 observations. Some variables included
in the model are calculated either in terms of percentages or ratios.

The principle contention of this paper as indicated in their paper by Graddy and
Kyle(7] that performance measures utilised in past studies are interdependent and
thus OLS esumation is inappropriate. The 2SLS estimation procedure was used in
preference 1o single equation estimation technique. These results are reported in
table 2.



Empirical results presented in table | suggest that most estimated coefficients are as
expected according to economic theory. Six performance measures were estimated
with R? indicating goodness of fit s high as 0.96, 0.95 and 0.92. In only two
cases R® has been 0.57 and 0.58.  Durbin-Wartson test does not indicate
autocorrelation in the error term although in cquation with LAAR as dependent
variable the test has been inconclusive. There may be staustical reasons for this
situation but it appears that the inconclusive test may be due to smaller number of
observations. Based on a two tail test, the 1ntercepts of performance equations are
tound significantly ditferent from zero.  The F test also indicated that the combined
etfect of estimated coefficients upon performance measures turns wt to be
significant

We observe that the first two equations with LAAR and LAR as dependent variables
are negatively related with variable NON and are significant at 5 percent level of
significance. Results suggest that risk management and promotion of savings ment
some concern as the structure changes. The analysis of the results of equation (1)
shows that Price’, SR and NON have significant impact although coefficient of
NON is very small, almost negligible. In equation (3), we nouce that Pricel has a
negative sign and its’ coefficient is statistically significant.

EGR 15 postitively related to PRICE2 as the upturn in EGR stimulates the economy
thus requining the resources for investment and expansion.

Section 5: Conclusion and Policies Issues.

The present paper which is one of very few studies for Malaysia has been designed
to determine simultaneously the performance of Malaysian Commercial banks. The
coverage of commercial banks 1n this study includes both domestic and foreign
owned commercial banks.

Deciding on the number of performance variables is an obvious problem in the
formulation of a simultaneous structure performance model. Our selection criteria
was that the performance measures should be comparable to those analysed in
previous published research as well as they cover the general areas of bank policy
decisions such as liquidity lending, investment and capital adequacy. However our
estimated results comply with our agr regarding the simull ly of bank
policy decisions and the existence of statistical difficulties in the single equation
techniques.

Except the number of bank employees per office, we have not incorporated other
demographic factors to measure whether the relevant banking market was located in
a standard Metropolitan area of Malaysia. This variable would have captured the
effect of differences if any in the behaviour of similar sized banks in large urban as
opposed to rural or small urban environments. We prepare to include urban rural
mux of the market area in our future research.

Previous published research on the performunce of commercial banking have taken
Into consideration in their model the measures of composition of bank loans.
Finally, we have ignored because of data limitations, the quality aspect of banking
series a dimension which may be more sensitive to public policy than the quantity
dimension.

Policy Issues

The application of simultaneous equations model to the performance of commercial
banks of Malaysia has indicated that the main factors which influence these
measures are those which are often considered within the control if bank
Management. Bryan Williams in his study on the determinants of bank profits of



medium sized banks attempted to measure the Impact of managerial fuctors on bank
profits. Besides an attempt should be made to look at more closely at the prices of
individual banking services such as rutes on certuin types of loans before a decision
15 taken on the role played by market structure tactors in the determunation of bank
performance. Also relevant is the issue of bunk variable costs which plays a crucial
role s an exogenous vanable of the performance model, [t 15 suggested that a
proxy vanable is defined as. the rano of wages and saluries 1o total assets.
Composition of bank loans should be shown as an explanatory variable in the
model



Table 1
Commercial Bunking of Malaysia
Performance Mode! Estimuted Empirical Results
1980-1995

Dependent Variables

Assels Management Management of Sources Pricing Meuasures
Explanatory Measures of Funds
Variables LAAR LAR PFAR ECAR Pricel Price2
(§1] @) 3) @) (5) (6)
Intercepts 0.32+ 0.53 0.20* 0.066* 0176+ -0.052¢
(3.59) (4.78) 3 (2.32) (2.09) (385)
Price2 -309* - = - - -
231
FDDR 013 : -0:030
(109) (0.35)
NON 032 x 10" - 073 5 10- | 0s0x 10* | 041 X 107
. 4r (0.34) 022)
EGR (4.67) - 261) 0172107 - 041X 10"
019x 10? 043x10' [ (2.23) 272
SR 097) - (0.32) - 2
085x 10° -
ECAR (3.13) 032
> (1.68) -
FFBE -0 36
- (1.03)
NON 011 x 10 - - 045x 10
= g (318)
Pricel 271 -72.13 - -22.15
- - -360.62¢ | (1.17) (0.55)
TAER (4.86) - -0.57 09gx 107
- - (1.50) (4.01)
POR - 016x 10°*
- - - 017(4.66)
R2 0.92 0.57 0.83 0.58 0.95 0.96
DW. 246 1.52 1.72 1.65 1.68 1.95
F 2360 3.90 342 555 5814 3673
Note:
(i) Values appearing in parenthesis are t statistics
(1) An astenisk (*0 indicates that the coefficients significant at the .05 level
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Oftshore Financial Centre: The Labuan Experiment

[ntroduction

I ancient tmes, Lubuan was an important port of cull. The Labuan of old saw
<ps laden with goods and nches trom Chin. India. Arabia and Europe doinyg o
hrisk and thriving wade at ity harbor. Even under the Mujupahit empire and
ubsequently the Britsh empire. Lubuan had international callers trom all over \si
.nd Europe.  Duning the Second World War, the island was seen as o srategie
puhtary base. Not surprisingly. theretore. numerous fierce battles had been tought
between the Allied and Jupunese forces on the island.  Lubuan. since then. fud
remained very much a military base and 4 tishing village.

The 1oad o recapture the past glory of Labuan earnestly began when the island
became a Federal Territory on 16 April, 1984, In the lute 1980s. it was reahized
that the manutacturing sector cannot in the long run remain (o be the mujor engine ot
economic growth for Labuan. Other purts of the country are likely to be more
attractive and strategically placed tor the munutactunng actvities to flourish. At the
national level. services including financuul services have to play un increusing
important role 10 support economuc transformation towards productivity-diven
arowth and capital intensive investment. In this regard, Labuan was seen (o have a
tremendous potentiul 10 support the growth of Kuala Lumpur to tum Malaysia wito a
regional financiul centre.  The Government proposed on 6 November 1989 to wrn
Labuun 1nto an international otfshore finuncial centre. The following veur. un |
October 1990. the Lubuun International Otfshore Financial Centre (IOFC1 was
estublished.

Labuan as an IOFC

The Labuun [OFC was launched wuth the objectives to (1) complement Kuala
Lumpur to muke Malaysia as a regionul financial centre, (i1) strengthen the
contribution of the financial services sector to the gross national product ot
Malaysia, und (1) promote the economic development of Labuan and its vicinity

Labuun has been developed as un [OFC to cater muinly for investment requirements
n Asia. There are muny offshore centres in the world today, but most of them are
located in Europe and the Carnibean.  Lubuan [OFC. on the other hund. is un
inteyrated offshore centre which provides a wide runge of offshore financial
products, well established in the vicinity of expunding economies in Asia.  The
wide scope of offshore tinancial services und products offered by the Lubuun IOFC
1o customers worldwide (particularly those in Asia) includes offshore banking.
offshore insurance, trust business. fund management, investment holding, Islamic
financing, company management services and capital market activities. The scope
and level of offshore finuncial services und activities in Lubuan have increased
steadily over the years and are set to guin momentum for further growth in the
tuture. In line with the progress recorded in the wea of convenuonal oftshore
financing. Labuan IOFC is now broudening its uctivity by focusing on making it at
the sume tine un international centre for Islamue financing and tund management.
Labuun intends 0 meet demands by nternutional investors in un offshore
environment which 15 tax efficient and well governed by u conducive legal
framework.

Lubuun is also comnutted 10 muintaining its image as a serious offshore centre
which is clean and reputable. As un [OFC. Lubuan could have easily tollowed the
model of otfshore centres which are very relaxed in thewr supervision and hiberal in
their operating environment. w hich might well attract many players in 4 short penod
ot ume. Howeser. Luabuun hus been deliberately Jdesigned to build s ultshore



centre on more solid ground thiough the exercise of prudence and comnutn
lean reputation. Atter a gradual butid-up i its T vears ot operation. mdications e
that the business development stratezy and supervisory approach ot the Authonties
e e show g posiuse esulis tor Lubuan

Progress of Labuan 1OFC

Tiw clepmient ot the Lubuan [OFC 1 spearheaded by the Labuan Ottshuue
Fuoanicial Services Authonty (LOFSA) - 4 Single Regulatory Agency or One-stop
Agency which was established in 1996, To have a ingle regulatory body i place
renders another competitive edyge to Labuan. as opposed o other offshore centres
where supervision s stll handled by many ditferent agencies.  The purpose o
LOFSA i~ to streumline the adnunistrative machinery in supervising and regulating
the activities und vperations of the vitshore tinuncial services industry i Labuan it
i~ also responsible for the conduct ot research and development work tocused on
promoting  new  offshore activities, deepening the oftshore financial  muarket.
pnproving operaonal ethiciency and credung o conducive enviionment tor the
conduct ot vlishore business in Labuan. This iy 10 line with the uspiration to turn
Lubuan [OFC into an acuve and well-tuncuoning financial centre and not as a
booking centre with mere “brass-plute™ operators,

Since Lubuan was declared an [OFC in October 1990. more than 1.600 ottshore
and supporting companies huve been estublished.  The number of compuanies
incorporated and registered 1n the pust one und 4 hall years ulone has exceeded the
number of companies estublished in the first five years. To-date, Labuan has 63
otfshore bunks, 25 insurance und reluted compunies, and 20 trust companies. It i~
encouraging to note the success ot Labuan in attracung world-class offshore banks
comparable to what hus been achieved i other established oftshore centres in the
world.  The ubility of Lubuan to atract 63 ottshore bunks 1 7 yewrs s
commienduble when compared 10 other ottshore centres which have been uround
much longer, but huve u smuller ur almost sinulwr number of bunks i their
junisdicuons as shown in the table below:-

Comparison with Other Offshore Centres

Centre Years in_Operation No. of Banks
A0 A0 Jperaion =L
Labuan 7 63
Cuuernsey > 15 25
\nuaty 20 5
Maunitius v U
Buheun 24 43
Jersey >30 77

Source: Websites - [nternet

As cun be seen ubove, Jersev and Guernsey. fully developed offshore centres
which huve been vperating for uver 30 years, each has less than 80 offshore banks.
Todas. all the top 10 largest bunks 1n the world ure presentin Lubuun. Of the top 20
largest bunks 1n the world. 18 aie in Lubuun and of the top 30. 30 are in Lubuan. A
total of 14 countiies are epresented by the banks operating in Labuan including
Japan.  Lmited  Kingdom. Belgum. France, Germany,  Swuzerland.  The
Netherlunds, Hong Kong, Tanwan, Singapore, Canada. the United States ot
Amerca, Australiand Ireland

A fur the oftshore nsurunce industry. |4 insurance licences have been isued o
tar this yeur. compared to only 0 licences tor the st five years from 1990 to 995



We e also seeing the brzger msurance compuanies coming to Lubuan now
capected that by the end OF this year. we should have more the n 30 nsurance
related companies in Labuan,

The recent growth ot Lubuan was pindeed ven encour aging o the nirst hive sears
s epeiativns. Labuan teconted wtonl ot 600 ottshore companies Lust s et
doneea total vl 200 compaiies were registered. And this vear, 1t s expected o
fan K00 companies resultng i the number ot ortshore COMpaies
JUIIp fion a1 December 1990 to over 1000 i October 1997 The tabie
Jives a breakdown o the varnous types ot uitshoie companies i Labuan

st

Growth of Offshore Companies by Thpe

Yow 190 1991 1992 1993 1994 1993 e o
Buinks 3 8 A pj 35 43 e
[esuranee | ' 2 1 3 B v I
L Companies
B ) ] 1) [l " )
Fund Manager Y I | | 1 3 3 B
Trading Non O 27 ™ 130 33 543 TR 1an2
Tiading Con
Trust Cos 3 % 1 1l 1 [H "~ 0
|| Others 4 9 12 15 15 15 28 Ak
ot E S0 [IE BE N2 612 9 | s

Svures LOFSA

Intemational institutions we athiicted 1o set up o buse in Labuun because of s
cthiciency and advantages in the conduct of offshore business. Some of the
ddvantages of Labuan include:-

¢ huving a competitive tux regime. The tux rate imposed on otfshore companies i
among the lowest in the world. Non- trading companies such as investment
huldmu compunies are totally exempted from tax. For trading companies. they
we taxed at 3% of net profits or RM20.000 a year, dcpcndmg on the choice of
the company. Labuan 1s ulso . duty-free 1sland. a shopping haven for both
tourists and busimess wavelers alike. Malaysians could also exploit the tax-
etficient system in Lubuun 1o set up offshore companies as vehicles for their
investments overseas in this increasingly globulised business environment:

* having u long history of pulitical stability 0 the country. A tactor which s
ciucial i the investment decisions ot the potential players:

lower operating cost in Lubuan compared to other financial centres in the region.
This 1> true in terms of the cost of physical facilities as well as the rate of
professional tees churged by uccountants. lawyers und other professional
service providers.  For instunce. the rental rate in Labuan is only one fifth of
that in Hong Kony and about a third of Singupore:

¢ eay access by . Labuun s eastly accessible by wir (within 3-4 hours) from
muny capital cties i the region such as Hong Kong. Bangkok. Jukarta.
Singapore. Mantle and Bruner [ty not much fuither from Seoul. Tokyo and
Twper An added advant ot Labuan is that 1t shares vitually the same time
Zune with most of these cltes Il\.k.’l?:’ the cunduct ol business extrene!y
convenent




In addiion. new Laws hase been promu ed Land CALING vnes baing ieviened
provide aneven mor conducive envionment tor the conduct of business 1
L sbuan: The Governmient passed the Labuan Ottshoie Trusts Actin 1996 and the
Lahuan Ottshure Limited Partnership At this vear The lutter provides the |
s or e serting up ot partneiships i the Labuan IOFC. which allows tor some
atners o have hmted labilities At the ~ame time. the exnting Ottshore
Companies Act 1990, the Otfshore Banking Act 1990 and Otfshore [nsurance Adt
10 e all been amended. The amendments in Ottshore Compunies Act include
allow a2 Madossians 10 et up otishore companies 0 Labuan, [t abso allows
atfshore companies vsned by son-restdents to invest in Malaysia o ong s the
resiment s made trough existny companies and that such imvestment Joes not
ult in controlling iterest. The amended Ottshore Bunking Act allows the ety
o speciabised banking instututions into Lubuan 0 tocus vn insestment bunki
scnvines as well as Ihlanie bunking The business ot oftshore bunking was s
evpunded 1o nclude o wider tunge of bunking business normully undertaken by
banks including treasury vperations, leasing, toreign exchange du]ln!\ dertatives
as well as Jd\lsUIV services.  [ndeed. the promotion ol treusury operations
Lubuan has been given high priority, that new measures are bemng considered 1o
her spur ity growth. And the wiiendment (o the Offshore [nsurance Act s to
ke 1t more attrictive tor insuince captives to be established in Labuan, where the
capitad reguirement hus been reduced  substnually trom RMIO mullion 10
l\\l 200.000. Meanwlule. the Lubuan Oftshore Securities Industry Bill 1y expected
s be passed by Parbument betore the end ot the year.  The Act will provide the
\. al tramework for the creaton and . igement ot Collective  Investment
Scheites. including Islanue funds. thus giving the necessary  thrust  for tusther
Jevelopment of the tund munagement industry in Lubuan. At the same tmie. an
Exchunge can be estublished tor the listing of mutudl tunds and other ottshore
instruments

Labuuan’s Economic Success

Labuan has grown from a fishing commuity with 4 population ot 35.000 und an
unemiployment rate ot over Ll percent i the 1980s. to a modern islund with ubout
70000 people and with almost no structural unemployment. For example. the
attshore financial industry has helped to creute jobs and its level of employment has
meredsed over the years.  The suuation ot tull employment in Labuan has
contiibuted 1o a relatively high level of average household income in Labuan as
indicated in the following tuble

Household income in Malaysia

State Income (1992)
L.buan 1719
S.vah 1358
Saraw.k 1199
ot 1790
Kuala Lumpur 2102
Malavsia 1254

Suurce Labuan Development Authority

More impartantly. the oftshore tinancial industiy has helped 10 equip Malaysians.
0 paticular the locals, with bunking and financing skills through their work
evper ence with the otfshore financial mstiutions. This s very much in line with
e natonal aspration of creatn2 o large pool ot skilled human resource tor lor
M cconone growth and 2lorel cernpetiion As s matter ot tact, working i




cowntiallyinrnationad business environiaent ot the otshore ticancal
stould 2 e the woakivree in Labuan o better expostre o tace the morn
mpetition The stream ob activ ilies zener.s
et elishore Banas e comiucton sector o buldae the
dsiodetlng s ised the emplovinent Ie tihe countiy Acceiding
s Ranvatm Labuan, thete we approvinuitely 200 mdividuals 10 zisicied o
1 Labuan. 1 this is used as anindicator of the curent ancmplos sient
~o 3ot the wtal population in Labuan - Labuan could he said to b iy
At tull emplosyment level  The level of employmient i thie wttsioie
tipancial mdustey also has steadily siosn over the years

it

Level ul Employment in the Ofishore Financiul Industry
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Since Labuan was Jechwed s dn [OFC. the slund’s natural and coononie
Jandscape has undergone tiemendous chuny In tandem with the growth at the
Labuan [OFC. an anay ot intrastructural taciliies huve mushroomed to suit the
needs of wsophisticated business hub operating round the clock with links o the
st at the world. Infrastucture tacilities are entical to the development ot
successiul IOFC. Allucutions huse been muade under the Seventh Malaysia Plan tor
the vomstiuction of additional mtrastructure facihities and beautification vt toutist
spots  While these infrastructure we vitl to the etfecuve tunctuomng ol the
ottshore ndustry in Labuan, 1t v worthy to note that at the sume ume. such
developments have contributed a lot ot econonuc benetits and generated greater
income tor the local people in terms of increused economic activities. The quality ot
living ot the locals has also improved due to the infrastructural developments. For
evample. Lubuun now has uan international school. 4 new nucleus hospital with 109
beds and eyuipped with modern medical equipment. a tew world class hotels und un
imdustrial e insttute. Labuan can dlso boust of a modern Finuncial Park
Complex which provides over 726,000 sq. ft of office space. 344.000 ~q 1t of
tesidential area. 276.000 sq 1t ot shopping arca und 4 conference hall which can
viimodute more than a thousand people. Most of the oftshore financial industry
> e housed inthis complex. The telecommunication tacilities in Labuan we
tpped with state-of-the-wit technology including teleports and  fibre  vptic
communication highway. A satelhite staton and a 230.000 km high-capaciy
submurine cable system were built to cuter o the sophisticuted needs of oftshore
players.  Telecommunicutions ~uch as Intelsat Business Services, simultuneous
tansimission of voice, text. data und image through Integruted Services Digital
Network, teleconferencing. video conferencing and other business communication
~ersives are readily available. Besides these. the existing airport 1s being expunded

aiid Lograded to meet the expected increase in air traffic.

P

Ot couse. Labuan is not just about the serous offshore finuncial businesses
Commonly known s the “Pewr! ot the South China Seas”, Labuun also offers
divers and nuture lovers an opponumty o explore the beauttul reets. ~ites ol
sapwieck as well us o fauna und mune hife, An exotic bird park which i~
neari g completion will add on to the number vt tounist spots in Labuan. Besides,
N iy 4 laxetree port where imported gouds wre cheaper thun thuse on the
wainad This o aselt has deseloped nto lucrative retatl business tor the islanders

W ould be turther expaiided o include exports and imports ot suck
well s Management of depots wind sea trerght since Labuan s naturally endowed




with Jdeep-sea port Altheugh more could he dune 10 Jdevelop the toursm indust.
Labuan. i steadily miproving bused on the Lncouraging number of visitors 1o
paand oven the past 4 vy eans as shoswn in the tible below

Iraselers to Labuan

Nodde Y ear 1993 1994 1993
Sed RN 313848 12X05)
| \ir 131864 TR 235
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Suree Labuan Desclopient \uthoriy

Notwithstanding the extensive mtrastructure developiient. a entical element m the
Jevelopment ot the island s the full support und unwaverning conumtment ot the
CGuovernment to muke Lubuan work. This will ensure that Labuan will continue
ne placed high on the priouty List m the overall planning tor the tuture progress ot
Mualavsie This wall also mean that continuing support and commutment ot the
Government in the development of Labuan will be sustamned well into the tuture
Linmutely. wealth ereation should continue to go on not only for the locals but also
tor those staying in the vicimity of the island. As @ matter of tact. the GDP per
cupita tor Labuan. as shown in the tuble below. 1s expected to grow ut quite 4 rapid
pace tor the next decade.

Projection of Labuan's GDP per capita

Y GDP pet Copsta (RN i change
99 2630
w93 R 14
2000 1579 16
2003 4606 29
2010 6378 RR]

Source - Lubuan Desclopment Author ity

Lubuan as a Funding Center

Linder the Seventh Malaysia plun, puvate mvestment is estimated at RM385 billion
compared with RM207 billion durning the Sixth plun period, an increase of 86
creeat. This poses u challenge to the linancial sector o mobilize and wlocute
“deguate funds 1o support the requiremients of private investment. The financul
ector will need to be further strengthened and modernized to provide new
instruments o funding and promote savings. The development of Labuan [OFC is
une ot the Key suategies 10 achieve this. [t has been quoted thut Malaysia will
fequite: USST S tallion 1 funding over the 10-year period of 1995 to 2004.
Conventional local funding. whether from the equity markets, bond markets or
"anks s unlikely to meet this finuncing demand. . Malaysian businesses will
freretore tind - themselves incieasingly turning to the international market for
fondi On e ther hand. ottshoce funds could be cheaper it managed properly.
wieture aneed o facilitate the process of rasing capital abroud for those
sdtedoso I this connecuon. Labuan IOFC provides the vital [ink between
aternational finuncial markets.  Since Makuysian residents are now
oaowiotishore companies w Labuun, they can utlize these companies as
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randing vehicles 1o ruise capital ainstead of using other olishore compazies .o th
unsdictions. They would stll be required 10 obtain Bunk Newara's approsal o e
capital ransed s o be used in Malaysias Such approval s not required it the tands
e used Tully 1o tinance overseas insestiments by Malaysan companies. The value
ALy s reverse investmients oveneds has surged from RMLY billion in 1992
RAI6 A billion n 1996'  The upward trend of reverse mvestments has occurred
o paatlel s the vapid pace of iberahization and globulization. Sourcing the
a2 el rom the Lubuan IOFC would not have a ncgative impact vn the
<o et the country s toreign borrow ings will be used 1o finance these
entures  On the contrary, when the Mulavsian companies sttt
jepatirate profits o Malay st it would certwnly help o alles ate the curient oot
denit problem. With the move by the Governntent o withdrass the “Approsed
Loan Status” previously granted 1o louns rased outside Labuan by residents which
eceeded USSI00 nullion, Lubuan [OFC now plays u greater role as u tunding
centre to meet the financing requirements of large corporations in Malassia A\~
indicated 1 the chart below. residents of Mulaysia remuain to be the major user ol the
Luabuan [OFC for the ~ourcing of international loans. rendering in the process somie
henetits to Labuan in terms of expertise and economic activities which others ise
would have gone vutside the country.

Amount of Resident and Non-resident Loans

5000 3 | o Rescent
3 Non-resicent

St

: LOFSA

The raising of tunds by Malaysian residents through Labuan instead of through
other jurisdictions would help to rem-in foreign exchunge outtlows. For instunce.
arangement tees and cost ol capital puid by the Malaysiun borrowers to the
vitshore bunks in Lubuan pwticuluarly the “domestic™ offshore banks will be
sepatriated in the torm of dividends to the shareholding bunks in Malaysia.

The success ot the Mulaystan economy would require its institutions (o adeguately
deal with the continuing internationahzation of Mulaysia’s domestic business
environment. the globalisation of business acuvities und the increasing speed ol
changes and dynamism of the markets. [n this regard, Labuan can provide the base
and window of opportunities for Mualaysian institutions, particularly financial
imstitations and lurge corporations. o compete on the global stage in a more
sompetitive manner.

Labuan us u Financing Centre tor BIMP-EAGA

— e

Sourze Nlalaysian Business Cciocer !

W
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W fule the Labuan TOFC i~ tieant to cater tothe needs of Asian imseston n senet
i s well posiioned 1o serve the more mimediate rezon ot the BIMP-EAG \ «
Biunct. [ndonesu, Malay s Pulippines East ASEAN Grosth Area. The wentral
Jocation ot Labuan wiieh s easily aceessible trom any part ot the area as well as its
enisting tiancal mtrastructure which s alicads developed should make Labuan 4
RIS wice as a tinancal centre. Amony the roles which Labuan plas~
promote ceonvmie zrowth and develupnient of BIMP-EAGA are as tollows:-

o Contie o naiw external loans to meet finanaing need of projects o be carmed ot
i the BIMP-EAGA:

o Due to ity attractive tax regine, 101y adsantageous 1or senture capital conipanics
to be tormed in Labuan tor undeitaking investments i the region,

o Avahost o lrge fimncial mstiutons from the BIMP-EAGA region to ~et up

operations ay well as tor offshore companies 0 be established o tacihitate
INVENUMEND Ventures overseuds;

¢ Regional center for the setung up of mutual funds. unit trusts and the related
services of fund management and fund administration, to benetit investors in the
egon

There wre tremendous opportunities tor Lubuun o contribute to the growth und
development ot BIMP-EAGA. The extensive network und expertise of international
banks in Lubuun. providing woild-class financial services virtually ut the door-step
ot the region. can only be mutually beneticial t all parties in the BIMP-EAGA
region

Challenges to the Labuan IOFC

Labuan 15 on its way (o be a muyor [OFC in Asia. [ts nume 15 getting increasing
recogmition internationally und wider ucceptance among investors in the region. s
offshore wctivities have expanded and the number of players has risen rupidly in
recent vewrs. The prospects wre indeed excellent for this strong momentum to
continue 1 the future. Howeser, much more needs 1o be done to make Labuan a
truly suecesstul and vibrant IOFC. one which includes having a booming local
econumy providing a wide range of products for shoppers and quality services 1o a
2rowing domestic population, as well as serving the needs of business travelers and
tourists. Lubuun’s present population base s small and is insutficient in the short
1un L create an effective market to drive the locul economy.  Bused on a survey of
the problems confronting the retul estublishments. the most frequently cited
problem 1s the low turnover of business and smull size of the market.

Labuan as Tourist Dextination

Lubuan cun be turned into a major regional tourist spot. the Lungkawi of Borneo.
by attracting tourists from Brunet. Subah and Surawak to come to Lubuan both for
duty-tree shopping und other recreational activities. However, this can only be
successtul it there are shopping outlets which sell quality duty free goods at
teusonable prices. perhups specialising in niches such as textiles, leather goods und
clectionie goods. A yeurly carnival affuir operated  like “Pesta Puluu Pinang”
would help to pull in tourists and shoppers. There is a large pool of potential
shoppers in Brunei. Subuh und Suruwak to be lured to come to Lubuan. provided
relutively cheup und convenient modes of  transportation is availuble. — As for
Subuhan shoppers and tourists. they could come to Lubuun by roud which should
tuke them no more thun une and 1 half hours using a new highway from Kot
Kinubalu 1o Menumbok. and another 45 ninutes of ferry ride 1vehicle carnvan
tpe) o Lubuan. This will ulso provide tusther impetus for the development ot the




KK-Menuimbok-Labuan econvitie corridor. [n this content. the upzrading
ed. Foern service ~hould he
yoand ade wvalable vy how o the hour These incremientai
vastients ae sinall when compared o the additional benetits that could be eaped
stemtang artser sowzitot Labuan

W i 3 wouisty and shoppers wie important o develup the tournsm
prdusiny s equally entical tor Labuan 0 huse w large population., particularty
those wie can provide the necessary manpower and purchasing power to the hival
coonomy o sustan selt i the lony run. For this. Labuan will need have o
higger population but more importantly to increase the size of the middle luss "o
cihance purchasing power. Most of the successtul IOFCy i Europe huave cithe:
larger population or . large tourism sector which brings a lot of tourists trom
outsile One quick and sure way 1o help achieve a higher population 1n Labuan i
et up Lancrity campuses on the islund. There 1s scope for Universiy ot
Subuland Insutue Teknologi Marw 10 have a branch campus cuch 10 Labuan tor
sudents 1o Jdo o degiee or diplomit courses o economues and  business
admimisization I tact. the miche of these schools should be in nternational
business and tinance i hine with Lubuan being an IOFC. Sy llubus can be drawn up
(0 2 focus vnanternastonal tnance. msurince, trust business. tunds man. enent
and nternational lanue tinance. Sume of the lecturers can be obtatned from the
oftshore industry either on part ime basis or as adjunct lecturers.  Students can Juo
pracucal tuming at the numerous otfshore institutions in Labuan and this ~hould
make 1t euster for them to et jobs upon gradustion. It is an excellent way (o
develop shilled manpower in Lubuan und at the same ume increase purchusing
poser not only by students but wlso by Fanuly members who will be Visiting
students trom time 1o ime. and 10 the process, promote domestic tourtsim.

The unirersities. on the uther hand. will also benetit because they will be better
fecogiied s being srong in certan areas of spectalisation such us internationsl
business und finance. The Gosernment 1s not likely o spend more money to send
students to Lubuan campuses as the sume distance 15 mvolved tor students to L0
campuses in Subah from the Peninsula,

Manpower Requirements

As indicated. the university campuses would serve a critical role us the training
cround 10 proside the necessary sKills needed by the offshore finuncial industry. [t
i~ wellhnown that Lubuun IOFC hus o operate within a highly competitive globul
farhet. Su it needs to remain modern and efficient. and uble to ¢reate a professional
<id sKilled workforce to support ity expansion.  The avaulubility  of skilled
piotessionals 1o support and dive the ighly-skilled imtensive nature of offshore
tancial services remains (0 be an unportant ingredient for success. Atone time.
~everal newly licensed offshore banks and insurance companies were torced to
fostpone their commencement of operations or were unable to operate tully due to
the ~hortage of skilled workers In addition. offshore buanks have been
experiencing a high level ot statt turnover partly due to staff moving on to newly
livensed bunks.  In mitigaung this problem. the meusures insttuted by the
Government un various tax incentives (o attract Malaysian or toreign expatriates to
work in Labuan should go u long way in attracung the required sKills to the IOFC
Expatiiate managers we given 305 ubatement on their ncome for tax purposes.
Malavsians working i the ottshore financial indusuey and the public ~ector we
S1ven S0 reduction i custorn duty on cars purchased i Labuan and brought v
et purts oF the couty atter e s ner has seived in Lubuan tor a4 pertod ot tiune
2 mmore. alowances and faciliies enjoyed by Mulaysian residents in their wobs

hittes provided by employers or housing allowances,
alowances and specal Lubuan allowance ae exempred  trom fan




Notwithstanding these measuies
continues (o remumn an issie 1n the

the avalabiiity o1 o poal or skalicd
velopment ot Lubuan as an 1OFC

Deepenng of de Oy ore Foarad Induses

for Labues to e ey premics TOFC.at has to ave an ottshore thzanctal industiy
conch can ottar wethe waeild g consplete 1 ol products and services Aot ot
crtorts lo e e dueated at deepeming the Gnancl maket m Labuan Foa
cvattiples e K 2isatiens i Labuan e reviewed perdically and e ctivitios
constantly demy develiped wnd mtoduced mto the n

<t

The vttshore msurance and tkatul industiies - Labuan have remained elaaely
unexplored. there iy u great potential and scope for expansion. Captive imsurance.
tor example. which v u promoted activity in Lubuan has been recognized as an
important vehicle for rsk munagement  and retention of funds tor laree
corporations,  This activity s particululy relevant as Malassian and - \sian
corporatiens have nuw reached a size where the oprion 10 set up captives has
become very eal Oue tuctor which can provude turther impetus to gromth in the
captive sector i the merease i the privatisation of compunies on the global ~eale
Such new iy puisatised companies oy be required to msure risks. which may not
have been the case previously ws wstite controlled organisation. and o captise iy
be dn idews way o stucture Lage global tisk management progeammes  Theie we
opportunities 1or caplives (o grow i Labuan. Perhups measures cin be tuhen w
further promote the establishment of insurance captives, including by laree
Malaysian companies in 1998

Being a relatively new comer to the oftshore financial scene. Labuan has o cune
out ity own nurket niche. te. Islunuc finuncing, to make an impact 1n 4 hizhly
competitive globul ottshore ndustey. At the sume ume. Labuan cun help o
contribute towards greater internatonahzaton ot Islunuc banking and financing
Lubuun intends 10 otter to the world compettive Islamue oftshore  tinancial
products. such as [shamue financing, wkatul, Blamie trusts. Bslanmue investment
tunds and Islanue capial market instruments. Ertorts we being mtensitied 10 adnut
tull ISlunvie banks and other Islarmic msututons  trom other parts ot the world into
Luabuan as well as the setting up ot specialised manugement compunies providing
consultancy and advisory services in the offshore Islumic instruments.  Efforts we
also bemng intenstfied to create a viable [nternational [slamic Money Market in
Labuan which would enable all finuncial institutions with Islamue funds to manage
their short-term assets and habihities efficienty.

Fund man.gement industry in Labuun will receive a great boost tor expansion and
zrowth once the Lubuan Offshore Secunities Industry Act iy passed later this year.
The Act will provide tor the establishment ot the Lubuan International Financal
Exchunge (LIFE) und the licensing for dealing in secunities as well as for the
turmation .nd regulation ot mutual tunds i Labuan. At the initial stage. LIFE wull
focus on the histing ot tunds and other pernuited wstruments in Labuan.  The
challenge 15 1o ensure the funds industry und the Exchange in Labuan will remain
cumpetitive and internationally recognised. and for Lubuan to be a4 nuyjor tocal point
tor the expanding mutual tund mdustry 1n Asia.

The chullenges to Lubuun IOFC .re many. The way to overcome 1s to harness the
will and comnutment of the Guvernment wnd the skills und energy ol the private
sector. particulards the ottshore players in Lubuan, 1mto 4 potent foree o transtorm
Labuan into a woild premier IOFC



Conclusion

Sustaned 2rowth and increased sophistication ot the financial sectur is ot ot
only 1o the subility of the natong] Leonomy but alvo o the wchievement vt
Malaysia's objectine o be g redional hinancwal centre. The development ot the
Foancil secton s hikeis 1o be intluenced by the enhuncement 1n liquidity sutuation.
the mreasing depth and breadth of  the bunking industry, improved etficiency and
productiniy o the finaneial Insttutions. expansion of markets, incresed c.np.uc'xl_\ m

Inuianee business und Iigher wrnover in the capital and debr
ket Maday st insatutions need gear themselves Up 10 tace these challenwes,
more soan the face o1 INCICANING Ccompetition as o resdlt ot turther tberalization o
markets worldwide. Labuan widh is exeellent mfrastructure and conducive business
COVITUAMEBE s a0 4 position to help Malaysian institutions 1o adupt and nuster
these chunges. While 1t provides u window of vpportunities for Malus siin
companies [0 venture out globally, it plays an equally attractive role . o competiting
tinancial centie 1o usher in ntemational companiey venwrnng eastwards (o Jo
business in Asia

wstbdiee L e

In wrelann ely short period ot time. Labuan s established itselt as o major oltshore
financial “supermurket” and 15 poised to play a greater role for the region in the
tuture Opportunities und potentials e sbound tor Lubuan (o scule greater heighty
[t1s ume tor Lubuan 1o CApure ity pust glory justay ity sister 1slund Langkawt doe-,
in their respective niche areas. Indeed, Lubuan 1» no longer un experiment but ruther
satceess story which has contiibuted sigmificantly 10 the nation's economs und.
more impurtantly, i making Malaysia u magor regional finuncial centre - vomplete
Wwith s oftshore finunciul sery ices. Perhups Lubuan is well on 11s Way o regain
and relive ws glorious past.
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ABSTRACT

Finuncial markets become more globally integrated. The trend is evident in
commercial banking. in regulation and in settlement and clearing practices and so
on. These developments affect the competition among major financial centers. A
review ol the competitive conditions in six product markets will be discussed to
clanty which financial institutions are successful competitors on both intemational
and domestic markets. The findings show that: first, financial institutions compete
primarily by building on the strengths developed in their domestic markets. Thus.,
the chaructenstics of an institution’s home-country market appear to be a critical
determinant of its overall competitive success. Second, the globalization also affects
on the safety of individual financial institutions and financial interdependence
among the central bank.




OPENING OF MALAYSIA'S FINANCIAL SECTOR:
Challenges And Opportunities

1. INTRODUCTION

The opening of the financial markets in Malaysia and. also in other countries, has
heen driven by technological advances in the areas of information processing and
telecommunications, the removal or liberalization of restrictions on the cross border
tlow of capital. the deregulation of domestic financial markets, the development of
unregulated offshore markets, the rapid growth of derivative products that allow
fluid movements between currencies, and ever greater competition among the
financial market centers for a share of the world’s transaction business.' These
factors have helped to bring about an increasing integration of the Malaysia financial
market and the rest of the world’s financial markets,

This article examunes the factors that appear to affect the compettive position of
Maluysta’s banks. It synthesizes the results of a study of bank product markets and
4 study of assessing the competitive performance of banks on the busis of
conventional quantitative measures.

The discussion of this paper is divided into five sections. In section two, a brief
discussion on the developments that are now taking place and likely to soon take
place as the globalisation process continues. This involves areas of uniformity of
regulation and market supervision, better access to all markets by all market
participants. standardization of capital requirements, the economic integration of
tinancial markets and the opening of the Malaysia's financial sector. Section two
reviews the performance of financial institutions in the six separate product markets.
Three of these markets, i.e.. the Eurocredit, Swaps and foreign exchange markets-
are essentially international in nature-product attributes and prices differ little across
national trading centers. In contrast, the remaining four markets, i.e., commercial
lending. retail banking, government bonds and equities-are largely national in
character. The findings from section two and three are used to derive the
implications for the future of Malaysia's financial markets. Throughout, we are
going to focus our discussion on the role played by commercial banks. as this is the
level at which globalisation is most directly felt.

2. A RECAP OF RECENT DEVELOPMENT TOWARD
FINANCIAL LIBERALIZATION

The present state of market integration is the result of the convergence of a number
powerful factors. First, the develop of nearly unregulated offshore
markets. These centers include the Bahamas, Singapore, Bahrain, and Labuan.
Labuan International Offshore Financial Center (LOFC) has been developed in
order to diversify its economic base and to tap the world financial market.’ Over the
last thirty years, offshore financial centers have been established in every corner of
the world, and it is expected that Labuan can challenge the dominance of the large
financial centers of industrial countries, such-as New York and Tokyo which report
more than 32.5% of the world cross-border assets in 1994 transits through offshore
centers, see Table 1. With the tax and regulatory incentives that are given to

Inthis paper, the words. opening will be used interchangeable with globalization

Unlike the case of Bahrain and Luxembourg. where they are heavily dependent on one source
otincome (o1l) and on one sector (steel). respectively



nonresident investors and the complete flexibility granted to the management ol
foreign assets. it is expected that the offshore centers will attract more tunds in the
future.

Second. advances in telecommunications and data processing. The
development of the offshore centers are not, however, in and of itself sutticient to
bring ahout globalisation. When combined with advances in telecommunications
and duta processing, for example, the introduction of the Sociery for Worldwide
Interbank — Fnancial - Telecommunications (SWIFT), it provides 4 computer-
controlled  system for transmutting messages  throughout the world. These
development make it possible to search the world over for available financing
opportunities and execute the tedious calculations necessary (o muke these
alternauve opportunities directly comparable on an all-in cost basis.

Third, competition. Globalisation also implies more perfect competition. In
addition to the challenge posed by domestic competitors, globalisation opens the
door to foreign competitors as well. The Malaysian government’s policies
regarding market access in banking. insurance and the securities industries have, as
shown in Table 2. resulted in the establishment of 14 commercial banks, 4 finance
companies and 10 insurance companies, which are 100% controlled by foreigners
at the end of 1995. In addition, toreigners equity participation in the domestic
bunking and insurance industries are also remarkable where |2 domestic banks. 7
finance companies, one merchant bank, and eight insurance companies have toreign
purticipations.” This intensifies competition and can leave banks that carry a greater
regulatory burden at a sigmificant disadvantage to banks less encumbered.

Fourth, regulatory dialectic. Not surprisingly, globalisation has contributed
to a rethinking of regulation. In Malaysia, as shown in Table 3, this rethinking has
led to some relaxation of the old regulations, the lifting of ceilings on interest rates,
and other forms of deregulation or more dative regulation.

Fifth, financial integration. This development has important for the future
shape of regulation, especially toward greater uniformity of regulation. Such an
effort 1s already well advanced in so far as bank capital requirements (or Basle
Accord) are concerned in Malaysia. This new standard for bank capital is the clear
signal the agreement sent that and bank regulators and supervisors understand the
global evolution of the financial marketplace and the need for uniformity in
regulation and supervision.

Sixth, derivative products and hedging techniques. This development is
aimed towards a global competition and the introduction of efficient risk
management instruments and techniques.

3. DEVELOPMENT OF NEW MARKETS AND MARKET
LINKAGES

The competition offered by the increasing globalisation of the financial markets has
led to a number of new market developments worthy of mention some. Therefore,
this section reviews competitive conditions in six product markets to clarify which
financial institutions are successful competitors on both international and domestic
markets. The review primarily focuses on banks grouped by national affiliation,
especially to examine the ability of Malaysian banks to” face global market

—_—
Despue the enlightened thinking involved in the admission of foreign banks into the Malaysia
tinancial market. prohibitions against branching network continue

2



challenges. The six product markets discussed are not an exhaustive list of the
acuvities in which financial institutions participate; rather, they ure meant to provide
general insights about the characteristics making tor COMPELItIVE SUCCENS UCTON
various markets. The final part of this section takes a more integrated of these
insttutions by reviewing a4 range of conventionul quantitative  measures ol
gUI"pCHH\C success.

International product markets

In euch of the international product markets-the Eurocredit, swaps and toreign
exchange markets-market activities are highly integrated across national trading
centers. resulting in litle if any differentiation in product atributes or price along
national lines. Thus, the national affiliation of financial institutions participating in
these markets is potentially less important than other bank-specific characteristics.
These markets come closest to constituting a “level playing field" for institutions
from different countries and, as such, provide a means of highlighting the factors
associated with competitiveness in an international setting.

a. Eurocredit market’

The Eurocredit market appears to be a leading example of a truly global financial
market. Consisting of the markets for intemational loans and bonds originated and
sold outside of the country of both the borrower and the currency of the issue, the
Eurocredit market serves a diverse group of multinational customers conducting
transactions in a wide variety of currencies. Borrowers can escape domestic market
regulations, restrictions, and taxation; at the same time, international banking
competitors can operate on a relatively level playing field.

Despite the potential for banks to participate equally in most sectors of the
Eurocredit market, a high degree of segmentation is evident in the following
discussion. Different financial institutions specialize in and dominate different
sectors of the market, which are often related to their classification (for example,
“bank™) and nationality.

Nationality appears to be a strong factor in the Eurobond sector of the market. In
the non-USD bond sector, the nationality of the lead underwriter tends to be
strongly correlated with the nationality of the currency, reflecting the importance of
ties to home-country investors in placing non-USD issues. However, in the USD-
denominated bond sector, the nationality of the banks and the bond issuer are
srongly correlated. Therefore, the greater international acceptance of the USD and
greater ease in placing USD-denominated issues mean that borrower rather than
investor relations are the key to competitiveness in this sector.

In addition to the specialization in various sectors of the Eurocredit market
associated  with nationality, there is specialization along institutional lines.
Commercial banks dominate the Euroloan market while investment banks/merchant
banks tend to dominate Eurobonds. This segmentation (in spite of the relative
freedom of any bank to offer any financial service in the Eurocredit market) points
10 a tendency for borrower/issuers to rely on their traditional domestic market
strengths in the face of intense competition.

=

Y Thetin fings in this section are an extension from the rescarch done by Pavel and McElravey
1990,

3



b. Swap Market

The swap market has also a strong international focus. The rapid growth ot the
~wap market during the 1990s has been driven in large part by |hc‘cxpun\wn of
international financial Mlows und a more volatile interest rate environment.  Interest
rate and currency swaps are important financial tools used by firms both to reduce
the costs of borrowing 1n overseas and domestic capital markets and to manage the
interest rate and currency risk exposures generated by international econonue and
tinuncial market actvity.  As such, swaps are denominated in a wide variety of
currencies to meet the financing needs of a diverse, multi-national customer base

The strength of commercial banks in the area of interest rate risk management tends
10 give those institutions an advantage in transactions relating to balunce sheet
management. As a counterpart to specialization along institutional lines. there is also
u tendency for swap dealers to specialize in swaps denominated in their home-
country currency, particularly in the non-USD sector. These trends together suggest
that competitive success in the swap market continues (o be influenced by domestc
murket factors.

Overall, the strongest competitors in the swap market are large global tinancial
institutions. including U.S. money center banks and European universal bunks
These major competitors suggest that a variety of bank-specific factors intluence
competitive success in the swap market. For instance, the size and breadth of an
institution’s financial market activities appear 10 be important to the etficient
management of risks associated with swap market transactions.

c. Foreign exchange market

The foreign exchange market is one of the most important international links
between national financial markets. Consisting primarily of the buying and selling
ot demand deposits in different currencies, the foreign exchange market has grown
rapidly and changed significantly during the past few decades. The growth in the
market has been spurred by economic developments that have led to large trade
imbalances among  major economies and thus to significant increases in
international capital flows. * These impact of these economic developments has in
turn been reinforced by advances in technology and the liberalization of financial
markets that have led (o tighter integration of money and capital markets.

Financial institutions have pursued a variety of strategies in their approach to
foreign exchange trading. A number of large dealers, primarily commercial banks,
provide a diversified range of foreign exchange services and make markets in man
currencies. In contrast, other foreign exch: dealers specialize in tr
involving particular currencies and instruments, offering a more limited range of
services. This specialization frequently reflects the institution's overall market
strengths, especially the information and experience acquired by participation in
both domestic and overseas financial markets.

A study by Bank International Settlement shows that the trading operations of U.S.
multinational banks appear to be among the most profitable relative to other
international institutions, both in terms of absolute foreign exchange income and in
terms of the share of total operating income derived from foreign exchange

—
' Nat toragn portfolio investment increased from US$10 billion dunng 19831989 10 USS&d
billion duning 1990-1994, although foragn direct investmaent has remaned the most 1impantant
source of extanal financing in East-Asian countnes (50% of the world capital inflow), see Abd
Ghatr and Nor Zakih (1997).
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sctvities. This reflects the importance of the USD as an intemational reserve
currency. Among the non-U.S. institutions. Swiss banks are strong performance
in terms of the profitability and income derived from their foreign exchange
operations, while U.K. institutions are rated highly in foreign exchange market
.urveys assessing the quality of foreign exchange services.

vational product markets

The three national markets for banking products and services-commercial lending.,
retail banking and govemnment bonds-are largely independent across  national
boundanes. Although markets in different countries may offer similar products and
services, differences in regulatory structure, financial market sophistication. and
rraditions governing the relationship between banks and their customers may create
~ignificant national differences in the way that the markets function. These national
ditferences can represent a barrier to foreign financial institutions wishing 1o
pecome successful competitors in overseas tinancial markets.

Thus. evaluating the ability of foreign banks to compete successtully in these
markets not only helps identify factors that may enable institutions 10 establish
themselves in overseas markets, but also provides a measure of the strength of local
imstitution”s domestic franchise.

a. Commercial lending markets

Commercial credit, consisting of credit extended by banks to nonfinancial business
customers. has historically been the most important component of lending by
commerctal banks. In recent years, however, altenative sources of nonbank
commercial credit such as public debt and credit extended by nonbank financial
institutions have become increasingly important in commercial lending markets.”
The existence of these altemnative credit sources has changed the competitive
environment of several of the national commercial lending markets.

A number of factors affect the competitive position of banks in the commercial
lending markets.  For instance, the ability of a bank to sustain competitive
advantage in loan pricing is strongly influenced by its cost of capital, which
includes the cost of debt and equity and takes into account tax effects. A bank with
a lower cost of capital can price more aggressively while still earning an acceptable
rate of return on the loans in its portfolio.

In addition, customer relationships seem to be the leading sources of competitive
advantage in commercial lending, but their precise importance appears to vary with
national market. Aggressive pricing strategies have been most influential in the
some countries, where customers are more price sensitive and relationships between
banks and corporations appear to be weaker. Customer relationships seem
particularly important in the German and Japanese corporate lending markets, in
part because of the traditional links between banking and commerce in these
economies.

Foreign banks have experienced much less success in the domestic commercial
lending markets of Germany and Japan. In these countries, customer relationships

As quoted by Abdul Ghatar and Nor Zakiah (1997). some of the borrowers are not cligible o
horrow trom the banking system.
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with domestic firms are long-established and  reinforced by nterlocking
directorships and mutual ownership.’

b. Retail banking markets

Retail banking includes the deposit-taking and lending activities that commercial
anks conduct for individuals and small businesses. In the retail banking markets,
the intensity of  competition has increased during the 1980s. furthered by interest
rute deregulation and the increased price sensitivity shown by customers.
Technological advances in data processing and electronic equipment have been
assoctated with a continuing reorganization of the production of banking services
The ability of banks to process and deliver multiple retail services on increasingly
lurger scules appears to be driving this reorganization,

In addition, a strong physical presence appears to be important for tull-scule
deposit-taking activities. Domestic institutions that have already invested in u
substantial branch network thus have an advantage: the costs of achieving such a
presence present a significant barmer to new banks, including new foreign banks.,
seeking to enter a local retail market. In most retail markets, it appears that national
preference continues to matter, with consumers preferring to transact their retail
banking business with domestic institutions,

For foreign banks wishing to enter overseas retail banking markets, niche banking
has emerged as a leading competitive strategy. Alternatively, foreign banks may use
a product niche™ strategy by opting to specialize in a limited range of products or
atlempung to use a single product to create name recognition.

¢. Government bond markets.

The government bond markets in the United States, Japan, Germany and Malaysia
ure largely dominated by domestic financial institutions. The dominance of domestic
institutions is due to the limited participation in government bond underwriting to a
specified group of domestic banks (tier-1). Although foreign banks currently face
the same general regulatory requi as d ic financial institutions, their
penetration into most national government bond markets has been limited.

The limited role of foreign banks in the bond markets primarily reflects the
competitive advantages accruing to large, blished domestic institutions. In
addition to facing these information-related competitive disadvantages, foreign
financial institutions must cope with the difficulties arising from their lack of a
nawral distribution network and local customer base for the securities. Many
foreign firms have attempted to overcome this disadvantage by targeting as likely
customers affiliates of firms from their home countries.

Conventional competitive performance measures

This section summarizes the results of a study that used conventional quantitative
performance measures (o assess the performance of banks in eight different
countries, namely, U.S., U.K., Japan, Canada, France, Switzerland, Germany and
Malaysia. The study augments the more descriptive review of the six product
markets by examining the performance of these large financial institutions on a
consolidated basis, that is, across all the markets and activities in which they

—_— -
These nterlocking and mutual ownership can also be applied in Malaysia by caputalizing the
concept of Mudharaba and Murabahah



participate.  This approach yields insights into the aggregate effects ol the
competitive strategies pursued by these institutions in individual banking markets

The study focuses primarily on the performance of six national groups ot
institutions across four broad cutegories: size, profitability. productivity. und
capitalization. The study employs return on assets and return on equity as measures
of profitability. the levels and growth rates of total assets and revenue as indicators
ot size. the shareholders’ equity and price ecaming ratios as  measures  of
capitalization, and the ratio of total revenue to non-interest €Xpense as un estimate of
productivity.  The data analyzed consist primanly of information published by
respective central banks for the 1992-96 period.

As Tuble 2 indicates, the Japanese banks' performance appear formidable ucross
most measures, notably those relating to size, growth, and productivity. The Swiss
ong, especially in capitalization and size. The German bunk
group turns in a solid performance in many categories, showing strength in growth
and profitability.  These measures may actually understate the performance of
German and Swiss banks, since unreported earnings and hidden reserves at these
institutions tend to conceal additional underlying strength in profitability and
caputalization. The U.K. Banks also show strength in a few criteria.

The performance of the sample of U.S. banks as a group is uneven, although a few
of these firms showed considerable overall strength. By measures such as the
shareholders’ equity ratio, the U.S. banks perform relatively well, although their
showing 1s only fair in terms of other criteria, including return on assets and return
on equity. On the other hand. the Malaysia's banks show a good performance in
many categories, eXcepl in return on assets.

While this analysis gives a sense of the performance of banks along national lines,
any conclusions about the relative performance of national institutions should be
drawn with caution. Differences in national accounting practices and standards limit
the accuracy of performance comparisons based on reported data. The problem of
cross-national comparability of data may be especially acute for German and Swiss
banks. but it affects Japanese financial data also. Accounting conventions in some
of these countries may have resulted in an understatement of the actual financial
strength of financial institutions over the study periods.

Even if we assume that the data are comparable, additional difficulties arise in
assessing the implications of the analysis for the overall competitive position of
individual firms and national groups. The parti tatistics chosen to rep

the four aspects of competitive performance-size, profitability, productivity, and
capitalization-may not be accurate measures in some important respects.  For
instance, use of total assets as a measure of size ignores off-balance sheet activities,
which are an important component of the activities of large financial institutions.
More importantly, performance in the four categories selected may not tell the full
story about firm-level competitiveness. Factors such as technological sophistication
and innovative capacity, potentially critical to a firm’s future success, they not been
taken into account in this analysis because they generally cannot be quantified using
standard measures.  Failing to consider such “human capital” elements may
understate the competitive standing of some firms, particularly those whose
competitive strategies are formed around providing technically sophisticated
products and services. In addition, the balance sheet data used in the study are for
the most part retrospective. In many cases, the past performance of these
institutions may not be a good indicator of future success.




L LOOKING AHEAD

The development of new technology und the growth of worldwide financial
linkages huve major implications for the future of Malaysia's financial markets,
rinancial insututions. and financial regulations. The future will be interesting as
tinancial institutions take advantage of new technologies to reduce the costs and
evade regulations that increase their costs or limit customer demand tor certaun
products. In the tollowing discussion. two major implications. namely on the safety
of ndividual financial institutions  and  financial interdependence,  will  be
mghlighted.

Safety of Individual Financial Institutions

The key to providing a safe financial system is to have it populated by safe
institutions. In addition, since the future cannot be foreseen with certainty, it is
necessary to have an institutional and regulatory structure that can survive
untoreseen shocks to individual institutions or to the financial system as a whole.
Two suggestions (o provide a financial safety net: first, by having a central bank
that can create credit when needed and serve as a lender of last resort to institutions
that encounter temporary difficultics.” By providing liquidity, the central bank can
ensure that deserving institutions will not fail because they are forced by their
ihquid nature to liquidate assets at bargain sale prices.

Second. by providing an insurance to reassure the depositors in  financial
institutons that their money will be safe.  That will reduce the tendency of
depositors 10 “run” on weak institutions or “panic” when they fear the institutions or
the economy Is unsound.

Other policies can also adopted to protect institutions, such as maintenance of
adequate capital. bank examinations to ensure that financial institutions do not take
imprudent default risk, interest rate risks or managenial risks.

Financial Interdependence

The growth of global finance in recent years has been facilitated both by the growth
of international trade and by the rapid development of communications and
computer technologies. These technologies have resulted in a more closely
integrated financial markets. [n addition, these technologies have also developed a
greater awareness of investors to find out new investment opportunities in various
location around the world. Thus, the flows of investment funds between countries
have caused exchange rate to fluctuate sharply. The demand for financial derivative
contracts is expected to increase to offset or control the currency risk. Therefore, the
erowth of currency futures, forward, swap and option trading has increased the size
of foreign exchange markets dramatically in recent years, and has reduced the
power ot central bank to influence currency prices substantially.’

Hence. the central bank have lost power in the intenational foreign exchange
market is that the daily volume of currency transactions exceeds the entire stock of
reserve currencies held by the central bank. Thus, their power to intervene on any
2iven day is small relative to the size of the market. Furthermore, currency traders

—_———— = .
This measure has been done continuously. especially atier the currency turmoil, where the
ot BNM's deposits in the financial institutions has increased from RM 1.9 billion (15
1997) to RM23 3 billion (15 November 1997) (reter to www.bnm.gov.my).
710 achieve the currency price objectives, the central bank can expand or contract the
domestic money supply accordingly
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know that the central bank’s currency interventions are likely to be ineffective as
long as the interventions are “sterilized™ in order to keep domestic monetary policies
unatfected by the currency transactions.

5is CONCLUSIONS

Financial markets become more globally integrated.  The trend is evident in
commercial banking, in regulation and in settlement and clearing practices and o
on. These developments atfect the competition among major finuncial centers. A
review of the competitive conditions in six product markets has been discussed to
clanfy which financial institutions are successful competitors on both intermational
and domestic markets. The principal finding of this paper is that financial
insttutions compete primarily by building on the strengths developed in their
domestic markets. Thus, the characteristics of an institution's home-country market
appear (0 be u crtical determinant of its overall competitive success. The
slobalisution also affects on the safety of individual financial institutions und
financial interdependence among the central bank.
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Table |
Comparauve Performance ot Selected Offshore Centres Cross-border Assets, 19X0-93

[ 1950 1985 T 1990 [ 1994
(1n Billwons of US Dollars)
The Buhamas 135.2 1431 1737 107
Buhram ) 507 593 164
Casman Ilands 845 167.2 3894 196 5
Hone Kone 358 1012 463 % 939
Lurembourg 1048 130.9 3551 1247
Netherlands Antilles 74 6.6 164 M4
Panuma 342 331 102 32
sapore 346 120.5 3467 2479
United Kingdom 356.3 590.1 1069 0 X630
Otishore Centres ' 3731 6223 1460 5 23147
All countries 18363 29840 6788 2 HITTE
(In Percent of Total)
The Bahamas 74 48 26 16
Bahrain 17 17 0.9 02
Caviman Islands 16 56 57 2%
Hone Kong 19 3.4 68 69
Luremboure 57 14 52 46
Netherlands Antlles 0.4 02 02 04
Panama 19 [N 0.2 0.5
Singapore 24 40 s 35
Unued Kingdom 194 19.8 157 121
Oftshore Centres ' 20.3 209 21s 325
Source:  Bank for | Settl [ Banking and Financial Market

Deselopments. Basle (Various issues).
I Ottshore Centres refer to the scven offshore banking centres as defined by the IMF,
excluding the United Kingdom and Luxembourg.

Table 3

Process of Finanaal Reforms in Malaysia
Typeol regulation When was abolished
. Price regulations
* ceiling on depasits from 1978
¢ ceiling on loars from 1978
* nointaest for Islamic banks from 1983
b. Quantity regulations
s capual still apply, only the ratio always changed
*  requred resave requirement controls widdy usedin 19805 andearly 19905
*  minimum liqadity contols not  widdy requirement used
* lendng to the parity sectors always changed every year
¢. Power regulations
*  licensing from 1989, fordgn banks locdly incarporatad
*__investment in private debt securities mainly in the carly 19805




Tabk 2

Commitments of Mdavsia i
Banking Senvices

banking and insumnce industnes
Insurance Services

Enin ol toragn banks s limited to equity
panaipation in dometic banks up to 30%

Brarches of toragn insuance compnies  ane
requred 10 be locdly incaporatad and aggryate
foragn shazholding shall not excand MG or 406

Singe penons or jointly with relied persons
himuted 10 4 maximum of 20%

unbaund for new lcaices

New entry ol offshore bunks thraugh branch
andsubsidary

limited entry 1o equity parucipation of
¢ 30% aggrgate toragn sharcholdng

* 20% for shacholdng by a singe peron or
Jointly with relaed persons

* Seven new hcaices for venaal reimurance
commnies

through branch or subsdary

New olfshore insurnce/minsumnce compunies

Unbaund for new licences tor commercial

banks and merchant banks

|4 toragn banks allowed to maintain present
shacholding sincture by existing sharcholders.

Table 3
Competitive Performance of Commercial in a Selected Countries
Periormance US. | Canata | France | Germuny [ Japn | Swagerland | UK | Malgsia
measure
Size
Totd assas’ 1710 | 0210 2110 o110 6/10 0/10 1710 | 0/10
Realassa growh | 2.2 0.5 3 5.5 12,6 31 3.6 25.1
Real revanue | 4.3 6.1 43 5.6 16.0 49 5T 1.4
growh
Profitability
Real retun on [ 0.08 | 0.17 0.21 0.24 0.27 032 0.20 | -1.50
assas
Real retn on | 1.6 35 9.7 6.8 [l 42 53 42 40
cquity
Productivity
Toral 151 | 1.74 1.46 1.44 2.06 1.36 1.52 | 3.8
revanue/Non-
intaest expense
Capitalization
Equity ratio 8.8 89 8.2 9.6 85 9.2 81 104
Note

| Figues arebased (thelargest tenbanks in the workd) on ranking of individual banks at finmncial year-end
1996
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PROPOSALS FOR THE REFORM OF THE
MALAYSIAN FINANCIAL SECTOR & FINANCIAL MARKETS

I. INTRODUCTION

As compared 1o the goods sector. the financial ~sector, (not unlike the ~ervices
~ector). hus been subject to over-regulation und restriction on competition. This has
made the domestic bunking sector. inward-looking. [t has also made the ceonomy
100 relant on the banking industry and not enough on the fund management
industry to intermediate funds between savers and investors. As u result, the higher
cost of financial services and the under-development of risk management products
and of risk intermediaries. have penalised the goods sector which has been exposed
always 10 keen world market competition. Unless this situation is rectitied. the
Mulaysiun economy which has been raised on the back of the goods ~ector, may
remain 1n a state of imbalance and may not become a fully developed economy

The hiberalisauon and deregulation of the financial sector can. however. muke the
economy more vulnerable to internal and external shocks if the banking system 1y
not sound and 1f the macroeconomuc policies pursued are inconsistent. And as
banks ure the conduit for payments. there is also the fear that any banking crisis can
expose the economy to systemic risk. In fact, as a result of the fear of such risk.
Governments in many countries have not been prepared to let their banks., espectally
their big banks, to go bankrupt. This in turn has increased the problem ot moral
huzurd. namely of bankers having an incentive to engage in more risky lending.
This incentive will be greater the lower the capitalisation of a bank.'

A case 1» made in the paper for the deregulation of the tinancial sector in Malaysia in
two critical areas, firstly, with respect to the country’s exchange control regime
and secondly, with respect to the banking system's reserve and liquidity
requirements. With respect to the exchange control regime, | am not calling tor uts
dismantling. [ am only making a case for freer investing and borrowing and for
investors and borrowers to be given the right to hedge their foreign exchange
exposures. Presently only exporters and importers enjoy this right. With respect to
the system of reserve and liquidity requirements, | am making a case for a
substanual reduction in these requirements (if necessary on a phased basis).

Given the current problems of the Malaysian economy, the timing may not be
considered right for the deregulation of the financial sector in these two cntical
areas. But this is a debatable point in respect of the exchange control regime. As
the value of the ringgit appears to be entirely market-determined now and as
volatility is therefore higher, (especially given the uncertainties engendered by the
current regional financial market crisis), a strong case can be made for the central
bunk to approve hedging requirements on a freer basis.

In what follows, there is a discussion in Section Il of the soundness of the
Malaysian banking system and macroeconomic policies as well as of the
vulnerabulity of the country's banks and economy to internal and external shocks.
Thereutter. there is an overview of the financial revolution in Section [II that has
been sweeping the developed world from the 70s. As Malaysia and much of Asia
hus been cut-off from this revolution, this Section examines how this has
disudvantaged us. In Sections [V and V, there is a review of the rationale for the

A bank's low capitahisation can be due o 1ts under-capitalisation or because ity capital has
~ven impaired by actual or potennial loan losses.



Jeregulation ot the country’s exchange control regime and the bunking system's
jeserve and hquidity requirements. Section VI draws the conelusions on the
jequired retorms to be undertuken for ushering in the finuncial revolution 1n
AYRIRISN Y

\ REVIEW OF SOUNDNESS OF MALAYSIA'S

BANKIN SYSTEM & ITS MACRO POLICIES AND OF
VULNERABILITY OF THE COUNTRY'S BANKS &
ECONOMY TO SHOCKS

Major strides were made during the 80s towards the prudential regulation of the
nanking industry. The authorities persisted in this effort in spite ot the economie
and banking crisis of the mud 80s. which was caused partly by weaknesses in
prudential regulations:

The cupital adequacy requirement is now in line with the Basle Caputal
Accord of July 1988

Lending has also been made subject to a single customer Limut.

But the guidehines on interest accrual. loan classification and loan loss
provisioning did not meet the standards of international best practice und we
were u lile slow in recognising this. However, with effect from Hnuncial
seur beginning | January 1998, the default period for classifying a loan us a
non-performing loun (NPL) and for suspending interest by u heensed
tinancial insttution (FI) has been lowered from six o three months. But
Fls will be required to claw-back interest to day one only for new NPLs.
As regards provisioning. the required loan loss provision remains
unchanged at zero for a sub-standard loun, 50% for a doubtful account and
100% tor a bad account. But the period of default beyond which a worse-
off classification is required has been reduced from twelve o six months in
respect of u sub-standard loun and from twenty-four to twelve months in
respect of a doubtful account (unless there is evidence to support a worse-
off classification).  With this change. the extent of provisioning for a sub-
stundurd and a doubtful account has improved significantly but it is sull
short of current international best practice.

The quality of an FI's financial reporting has been improved with the
improving guidelines on interest accrual. loun classification and loan loss
provisioning. There are also disclosure requirements on whether these
guidelines are being adhered to. Further disclosure requirements on loan
quality will be introduced from financial year | January 1998, including
disclosure on the size of a FI's NPL (net of interest-in-suspense and specific
provision). However, the reporting standards of a FI in respect of its
portfolio of investment securities (as opposed to trading securities) needs to
be tightened as it is currently based on the higher of cost or market value.
The difference is amortised over the remaining life of the securities and it is
this umortised sum which is charged to the profit and loss account. The
reporting standard of off-balunce sheet items also do not meet best
international practice.

There has been. for a long time. strict overnight limits on a bank’s foreign
exchange (FX) exposures by individual currencies and in the sggregule.
Unlike currency risk. BNM does not set any specitic limuts on o bunk's
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matwnty risks.’ The maturity mismatch in a bank tunding ats long-term
assets with short-term funds gives rise primarily to liquidity risk. rather
thun 10 an interest rate risk. Most loans including term loans with long
matunties granted by a FI are priced on a vanable basis which aunimises
+ny interest rate risk from a bank’s over-reliance on short term tunds

\ Fli~ exposed to the highest degree of interest rate and liquiduty risk 1in the
management of its liquid usset porttolio. Under Malaysian regulations 175
vt FI's eligible lubilities has 10 be held in the form of certain Jesignated
liquid assets. Most FIs have been relying a great deal on fixed rate MGS of
up o ten year maturities to comply with their liquid asset requirements  The
luck of a well-developed and liquid cash and futures market 1n bonds has
made 1t impossible for a FI to hedge the interest rate risk on is MGS
portfolio. This is also the case with respect to the leasing portfolwo ot u Fl
and the hire purchase portfolio of an FC as these loans are priced on u fived
1ate basis und carry a tenor of three to five yeurs.

The rapid growth of Cagamas Berhad. a national monguge corporation,
which specialises in buying and refinancing housing loans on a securitised
basis through the issue of Cagamas bonds. und which commenced
operations n 1987, has reduced the liquidity risk of the bunking system
from the big mismatch it faced in funding its sizeable portfolio of long-term
housing loans with short-term funds. ~ In fact, the development of the
mortguge bond market has also enabled the banking system to ruie long-
term fixed rate funds from the sale of such housing loans to Cagamas
Berhad.

New legal provisions to regulate the size of shareholdings in a FI came o
torce n January 1986. This was “to provide for a wider distribution ot
~hareholders so that no one party would dominate the ownership of u single
FI.  The maximum holding of an individual, including family holding
vompanies. in the equity of a Flis 10%, while any company or cooperative
may not hold more than 20%." (P35, BNM AR. 1986). There ure
however, provisions in the legislation to empower the authorities to exempt
any person from these shareholding limits. This exemption was aimed
primarily at meeting the Government's goal on equity ownership with
respect to the indigenous community. However, in the mid-90s. non-
indigenous groups have also been given the approval to acquire a majority
interest in a FI.  Although there were no provisions in the legislation
specifying who should or should not be shareholders of a FI, there was un
unwritten consensus restricting cross-ownership between banks and the
corporate sector. This consensus has also been broken in the mid-90s with
conglomerates being given the approval to take majonity stakes in Fls. But
this may not create the incentives for a moral hazard type of behaviour
because of prohibitions on the granting of director or shareholder related
loans. (except in cases where the shareholding interest is non-material).

Until 1986 the Malaysian bunking model was specialised and not universal.
Malaysia had benefitted to the extent that regulating and monitoring specitic
activities would have been more difficult under a universal than under a
specialised banking system. This would have been especially so given the
constraints on hiring in the public sector by distributional considerations und

[t 15 not advocated that such limits be set as they can intertere 100 much with a FI's
cummercial operations.  What is necessary 1s (0 encourage the development of markets wwl
stiuments tor the management of such risks.  See [4] for an anulysis uf the regulatory
hunyes that are required to develop an active and hquid secondary market in fived rate debt



el service rules. The resulting hinng hmitations would have made the
regulutory burden even more onerous under u unisersal banking sy stem

From 1986 a tinancial institutions groups has been permitted to engage in
banking as well as 1n securities business but under separate subsidiaries and
regulatory agencies.  Superviving a4 group engaged 1n these two lines of
husiness und hence 1n universal banking under separate subsidiaries may
fve been less difficult thun i these two businesses had been conducted
under the sume entity.  To the extent that there i less consensus in
providing capital aguinst market risk than credit risk, this move ot the
Malaysian bunking system to universal banking has made it more prone to
ssstemic risk in the discharge of its payment function.

This will be more so as prices of new issues of securities are more and more
market-determined and are not fixed at deep discounts to market values (s
was the case unul eurly 1996) thus making secunities underwnting a much
more risky business. Apart from not having an accepted system tor
determining capital requirement for such underwriting business (ds well as
tor trading and making markets in marketable securiies) presently the
regulatory agencies are not setting any exposure limits on the umount of
underwniting or trading a FI can do in such secunes.

From the preceding discussion. it should be evident that there are sull ~ome
weuknesses in the supervisory regime of the Malaysian banking system. Munaging
+ bank which 1s growing rapidly (through organic growth and/or merger) in an
environment of a tght labour market (and one where the bank does not have
complete freedom on hiring. espectally from abroad). was indeed a challenging one.
And the distinct policy-bias in favour of local banks made the challenge a more
Juunung one.

In this environment the financial sector and hence the economy becomes vulnerable
1 consistent macroeconomuc policies are not being pursued. The Government has
heen running a balanced or surplus budget from the mid 90s. However, from 1995
the growth rate in money supply including base money has been growing at or
4bove 20% p.a. (as against real GDP growth rate of 8.5% p.a.). With the ringgit
pegged or managed against the USD. (which has experienced a sharp appreciation
rrom mid 95). the rapid expansion in monetary aggregates led to an investment und
lending boom. a persistent extemal currrent account deficit and an asset price
ntlation. With the resulting over-exposure of the banking system to share und
property financing as well as the actual or expected bursting of the asset price
bubble. problem loans are expected to mount. though most observers do not expect
itto reach the mid 80s level.

The regional financial market crisis has triggered if not aggravated the Malaysian
finuncial and economic problems. The sudden sea-change in investor sentiments,
which may have been aggravated by an inadequate policy response on the
imacroeconomuc front (at least initially), and some inappropriate policy response.
initiatives or pronc on the regulatory front. have led to an increase in risk
premium.

The burden of adjustment to the change in sentiments has fallen on exchange rute
<nd less on interest rate.  Given the higher nsk p savers are d ding
now. un unchanged exchange and interest rate would have led to a bigger extemnal
Jeficitor a higher shonttall of savings over investment. The burden of adjustment
10 the change 1n sentiments (and to contain the deficit) has fallen on exchange rute
4nd less on interest rate.  As the sharp exchange rate fall in a lax monetary
snvironment can unleash sizeable inflationary pressures, interest rates will have 1w
20 up more. How much more depends on how much monetary ughtening has




taken place to date. Unul September 1997, the loss 1n FX reserves of wound
RMIO billion in July has been more than offset by the massive injection ot hquidity
trom nud 97

[he authonities have been slow in pushing down the growth rute in buse money
helow 236 p o for fear that o high interest rate will cause more problem loans and
problem bunks  But the inflationary-bias of continued excessive growth in money
supply with it attendant problems of u depreciaing RM and rising nonunal interest
rates, il undermine the long-run stability of the economy. (without necessurily
aunimusing ity short-run problems). thus aggravanng both the magnitude and the
duration ol the financial crisis. Given this dilemma. the Government has no choice
but to bring down the monetary growth to u prudent level, at the nunimum. on .
staggered basis.

The deter:oration in an FI's balance sheet will be caused mainly by a deterioration in
the credit standing of us customers from the increase 1n the interest rute.
depreciation in the exchange rate and/or a slowdown in the economy. An Fl is also
exposed 1o an interest rate risk, especially in relation to its portfolio ot liquid assets
as well asits leasing and hire purchase assets which are long dated with fixed rate
vields. To un extent, un F hus been able to manage its interest rate risk. thanks to
the limited access it now has to fixed rate funds from the refinancing of its housing
loans with Cagamas Berhad as well as from the nascent interest rate swap murket
that has been emerging as a result of opportunities provided by the MME for the
trading of Klibor interest rate futures contracts from mud 96. BNM's strict control
on a FI's currency mismatches will munimise its direct exposure to exchange rate
risk from the sharp depreciation of the ringgit. Its exposure will be an indirect one
to the extent that its customers have foreign currency borrowings or investments
and to the extent that these customers had not hedged such currency exposures
either because the exchange control regulations made such hedging cumbersome or
because they did not see a need for such hedging because of widespread perception
of the ringgit as a stable or strong currency

[TI.  GLOBAL FINANCIAL REVOLUTION & HOW ASIA'S
SELF-IMPOSED ISOLATION HAS DISADVANTAGED US

A finuncial revolution has been sweeping the developed world from the seventies.
The financial revolution we are referring to and which has taken place in the West
has been characterised by the emergence of the fund management industry which
has quickly displaced the banking industry as the biggest mobiliser of savings on
the one hand and as the biggest investor and lender on the other hand (und
securitisation has made this emunently possible). In the face of this onslaught, the
banks have had no choice but to transform themselves from being intermediaries of
credit to being intermediaries of risk. This transformation of the banking industry
has been facilitated by the development of new risk management products (many of
which are in the nature of derivauves). Thus the banks are now engaged much less
in lending and much more in arranging and in underwriting debt issues. To be in a
better position to discharge their new role in pricing, warehousing and placing out
debt issues, the banks have had to develop expertise in trading and market making
in markets such as the currency. money and bond markets.

This financial revolution is by-passing much of Asia including Malaysia, because of
over-regulation and restriction on competition. The develop of the fund
management industry had been adversely affected by several historical factors
which ure eusing up only now:

Firstly. a sizeuble portion of national savings was captured by the Employees
Provident Fund (EPF) through its forced-savings scheme for employees.  Such



.avings was then invested by the EPF on a captive basis in Malaysian Government
Sccurities (MGS). the proceeds of which the Government used for financing its
Jevelopment expenditures. [t is only with the turnaround in the Government's
udget deficit from the 90s has the EPF started looking for altemative investments
i sigmificant way. - [nvestment munagement has also been centralised at the EPF
with htle reliunce on external fund managers.  The fiest tentative steps tor the
Jecentralisauion o fund management. with the individual contributor given the
chowe ot fund manager, was introduced only in 1996, This had led to the under-
Jevelopment ot the fund management industry as well as of the equity and pnsate
lebt markets

Secondly. the existence of a cartel in the stock broking industry und the levy ora
flat fixed rate commission of 1% irrespective of the value of each transaction did not
ive sutficient incentive for the accumulation and management of funds on a pooled
busis. The shift to a graduated commission structure took place in mud Y5 but the
maximum and minimum fees have sull been fixed ut 1% and 0.5%. Only a move v
4 negouated commussion structure can give the full incentive for the pooled
management of funds.

Chirdly. a foreign fund manager is not permutted to have a majority stuke in
munaging a tund which has mabilised local savings for investment in local Ginuncial
assets and

Finally. there 15 a restriction on all fund managers, including the EPF. on the type
ot investments they can make. In fuct. no part of these funds can be invested on
oserseds assets without Government approval, which can be difficult to obtain.
This restriction on international and currency diversitication does not enable a fund
to maximuse returns and munimuse risks. In particular, such a restriction will
penalise the retail investor whose transaction cost in accessing the overseas markets
i» very high. Such a restriction on investment as well as the under-development of
the debt markets is ulso hampering the insurance industry from offering such
products as annuities which is a staple product in the developed world.

The restricuons on and the under-development of the private sector fund
munagement industry has meant that the banking industry in Malaysia, unlike that in
the West, has been sheitered from competition from fund for the savings
ot depositors and the loan business of borrowers. And unlike fund managers. as
bunks ure ulso engaged in the payment function, over-reliance on bunks have
increased the risk of the Malaysian economy to systemic risk.

The reduced fear of disintermediation have also not given the banks the right
incentive to move with the times from being an intermediary of credit to being an
intermediary of risk. This factor combined with over-regulation has dampened the
development of risk management products and risk intermediaries as well as of
irading and market making.

This can be illustrated readily with respect to the Malaysian bond market. In
Mulaysia, the banks are not prepared to trade or make a secondary market in bonds
because of the high cost and risk of carrying inventory. Even if the yield curve is
upward sloping and the funding of the inventory or investment of a bank does not
entuil a negative carry, this is almost bound to be the case once an adjustment is
made for the lower yield of a captive bond market and once there is an accounting
for reserve cost, liquidity cost and interest rate risk premium. [t is this high
Incidence of negative carry which discourages secondary trading activity in bonds.
To develop an active secondary market, it is necessary to free yields. reduce or
climinate reserve and liquidity costs as well as to reduce interest rate risk premium,
Liberalisation of the liquid asset requirements will have the effect of freeing vields
nd reducing liquidity costs. Reserve costs can be reduced either by relying less on



AMIAtons 1N statutory reserves us 4 tool of monetary policy or by the central hank
muking compensating interest payments on such reserves or by exempuny bunks
trom holding reserves against such investments. The interest rate risk premium can
ne reduced by improving opportunities tor hedging through the development ot o
narket 1in bond futures

The authorities are slow in effectung the necessary reforms in hquidity und resenve
cquirements. Therefore. reserve and hiquidity ‘cost continue to he high which
discouraze banks trom playing a more active role 1in bond market trading and market
maki

IV. THE NEED FOR HEDGING & REQUIRED REFORM
OF EXCHANGE CONTROL REGIME®

The Exchunge Control (EC) Regime we have inherited from the past 1s characterised
by controls both on capital inflows as well as capital outflows. (See Schedules | &
Iy The runonale for the simultaneous control of inflows and outflows 1y nat
apparent  Itus i all likelihood to reduce nstability in forex (toreign exchunye!
markets.”

[ the goal is to reduce wnstability in forex markets. this is presumably to decreuse
risk. [Fthis s 5o, then 1t 1s not clear why there 1s a restriction on forex hedging by
horrowers and investors.  Afterall forex hedging 1s the most optimal way to reduce
such forex risk.

Foreign currency borrowing which is combined with forex hedging 1s equivalent to
.
4 borrowing in ringgit.

And yet the EC Regime we have inherited imposes a restriction on foreign currency
borrowing unless the borrower can demonstrate that it has matching foreign
currency earnings.® This has been justified on the ground that a musmatch in

The write-up in this section retlects the situation as it prevailed unul 1996, In more recent
maonths. it appears that the authorities have been more willing 1o let a foreign currency
horrower 10 hedge its exposure but only during the one-year period prior 1o the expiry ol ity
lacility. Furthermore, in reviewing applicatons. there is sull a close scrutiny by BNM 1 the
loreign currency borrower has the required foreign currency cashflows. A foreign cumency
horrowing which is combined with lorex hedging and which is equivalent to a borrowing 1n
ringgit, 1s 0ot p under normal

This section which appeared in reading (6] and which was circulated to key policy makers has
been kept intact for the reason that it the authonties permit foreign currency borrowing with
torex hedging more freely. then the cost and risk of borrowing can come down significantly

It 1s not clear at what cost this can be accompolished in terms of the value of the ningyit or
the level of the interest rate unless we know what the net capital flow position s as a result
vt the sum total of the controls

This 1s 50, so long as there are no exchange controls on current and capual account
transactions.  For instance, 1l there 15 a restriction on the purchase of forcign exchange to
undertake certain types of imports. but there 15 no restnction on the use of foreign currency
loan proceeds. then toreign currency borrowing will be preterred to ringgit borrowing

This 15 a credit 1ssue and 1t the lender and the borrower are happy with a transaction. i s Aot
~lear why it should be made subject (o the prior approval of BNM. [ aim ubso ol the view
that an entity s toreign currensy (FX) borrowings should not be subject to that eatity having
the required toreign currency cashtlows. A domestic market-oniented project may have exatls
the vamie FX exposure us an equivalent evport-oniented project even though the lonner does
net muve the same FX cashlows Let us consider a paper manutacturer which is usiny




cushrlows between borrowings and earnings can cause an adverse foretgn exchange
cxposure. Butthinis not true. There is a problem with toreign currtnc; borrowing
only it the borrower 15 not permitted to hedge 1ts torex exposure through cross-
currency swaps, torwards or the hkes. [t is not clear why the EC Regime hus I
jung Jenied the borrower the opportunity to hedge uts currency u\p}hurt By
Jomny thiso the Reyime increases the borrower’s cost of rumn'g bank tunds by
sound 2% tunder the current regulatory and interest rate environment) and nukes
Mulavsia less compentive in the international market place.

A toreign currency borrowing on u hedged basis meuns that a borrower v oniy
ruAMINg 4 INEIL €XPOSUTE, 1S PuyIng 4 ringgit interest rate and the muargin it
commands on its borrowings (in whatever currency) 15 approximately the same und
will be compenuvely determined. Thus 1if the likes of Petronas. Telecoms and
Tenagu only pay 0.25% over Libor in the euromarket, (which was the murgin they
were paying 1n 1996 on a ten year floating rate loun). the margin they have to pay
tor swapping this debt into ringgit is also uround 0.25% ~o long us there I no
iestriction on their currency hedging activity.

Let us take the case of Tenaga which has only ringgit cushflows and assume that it
fus borrowed in USD at 0.25% above Libor. If it is permutted to hedge 11y USD
exposure in the forward market by buying the USD and selling the RM on vach
rollover date. then s USD exposure is transtormed into a RM exposure. and the
interest rate 1t will be paying for each rollover period will approximate to the RM
interbank rate for the equivalent period plus the margin of 0.25% (and not the 2 5%
they may end up paying currently on their bank loans in Malaysia).

It 15, therefore, clear that so long as Tenaga 15 allowed to hedge freely, it can
transform any foreign currency borrowing into a synthetic RM borrowing.
Therefore, [ see no problem in foreign currency borrowing even by an entty
without the required foreign currency carnings if there are no restrictions on
hedging. [ submut that the EC Regime is un obstacle to the continued progress ot
the Malaysian economy, and it is opportune for BNM to modernise and hberalise u
Regime that we have inherited from our colonial masters.

paper Irom a domestic source as 4 raw matenal (which may have been imported otherwiset
and producing exclusively for the local market (which could have been exported otherwise).
As BNM allows the likes of TNB und STM with domestic ringgit cashtlows to raise foreign
urrency loans. it has less reason not to permit a paper manutacturer (which is producing a
tradeable good and whose price 1s given by the world market but which only has RM
«cashflows) not to resort to foreign currency borrowing (when the RM cashflows would
depend ulmost on a one-to-one hasis on the world market price and the RM exchange rute).
By requiring an entity such as this 1o borrow in RM and not in the relevant foreign currency
would amount (o forcing it to take on an exchange risk which it may be unwilling or unable
W assume Given these considerations. it 1s not clear it BNM should really concem itseht
with such matters as the currency 1n which a corporate borrows.  Such dedisions should
tightiully be made by the lender and the borrower hased on their best iaterest as pervenned by
them. Ay they have to pay the price tor any miscaleulanons, it s best to let them ke the
deetsions und face the consequences of their actuons



Schedule |

An \nalysis Of Capital Controls

Control Perid in (IR XN
[ntlow/ Fuorce Rate Rate
Outllow Errect bries
1 Restriction on toreign
urrency borrowing
L By Lovals Inflow Long standing -
1 By NRCCs Intlow Long standing “
1 Restriction un ringgit borrowing
) By atlshore parties Quttlow Long standing .
W By NRCCs Outtlow Long standing -
i Restriction on toreign
nyesiment
" By locals with domestic Outtlow Long standing +
borrowing
" By local investment Outtlow Long standing +
tunds.
v Restriction on domestic
insestment by loreigners
I By Markets
1) Equity No control
W Money Inflow 1994 E -
1) Bond Inflow 1994 - -
) By Industry Inflow Long standing - -
Notes:  The nature and periods of capital controls or the details of foreign exchange transactions

with superscripts are as follows:-

Where the capital control has been in place for a long time and is current. this 15
indicated as long standing (L.S.). Otherwise, the years in which the control was in

torce is indicated.

Non-resident controlled companies (NRCCs).

There was no exchange control but there was a restriction on foreign investment

into certain sectors dictated by merit-based considerations. To that cxtent 1t was an
intlow control with the expected etfects on exchange and interest rates.




Schedule 11

Furex Markets: An Analysis Of Controls On Trading

JET—
Nature Period in Evchange | Iiares
ot Force Rate Rare
Control Entect [SIRN]
I Restriction on hedging in torex
markets
I Cupital transations
0o By locals Inflow Long vanding -
vontrol
" By non-resident”
4) On offer side’ Outtlow 1985, 1989-94 - 5
<ontrol
b1 On bud side’ Inflow 1992:94 -
control
2 Trude transactions
" fmport* Long standing
" Currency options* Sale banned Long standing

Restriction on position-taking
i torex markets

[l Spot
" Forward
1 Opuions

No control
Prohibited
Prohibited

Long standing
Long standing
Long standing

The details of the foreign exchange transactions with superscripts are as tollows -

with domestic investments

with toreign investments or loreign currency borrowings.

ol a non-trade related swap or torward transaction

with delivery schedules exceeding |2 months

option writing by corporates is banned




Note that 4 foreign currency borrowing which huy been hedged. espectally one
through a Cross-currency swap. means that there 1s no change in the net currenay
evposure of the borrower or the host country

The current EC Regime is also diserimunating against the nghis of mvestors 10
hedge their underlying currency exposures in investment flows The prosperity ot a
nation depends justas much on the tree Now of investments as it does on Iree trade
Free Trade amongst nations makes for greater ~spectalisation, superior efticiency and
higher Lving standards [0 4 country does not permut ats traders to hedge ther
currency exposure. the risk will be higher and there will be less spectalisation and
trade. Or otherwise such hedging activity will be driven to oftshore countrics e
sume applies (o investments.  More investments makey for higher growth  Such
investments can come from abroad or go ubroud depending on where the
opportunities are better. To the extent that the 1nvestors are interested only in eguity
rewrns these cross-boarder flows will be discouraged if the authorities Jo not
permut them 1o focus only on equity nisk und hedge away their currency sk Or
where there are loopholes. as there are likely 1o be. the business of currency
hedging may be driven abroad to those shores which are not hostle to such
activities  This 1y what v presently huppening und the prime beneficiary s
Singupore. Therefore. a rethink of the EC Regime s also in order on hedging ot
mvestment tlows by BNM

The ubove proposals do not call for u dismuntling of the existung Malaysiun
exchunge control regime. [tis only calling for investors and borrowers 1o he given
the right to hedge their foreign exchange exposures. Presently only exporters und
importers are given this right. [ do not think there 15 anything wrong with
speculation but nonetheless the reforms | am calling for will not enable anyone to
putin 4 speculative position against the ringgit.

V. AVOIDING FINANCIAL REPRESSION BY REDUCING
HIGH RESERVE & LIQUIDITY REQUIREMENT

The statutory reserves (SRs) us a percentage of the eligible liability (EL) base was
5% from 1980 to 1984, when the country was pursuing a tight monetary policy.
This ratio declined to 3.5% in 1986 and remained at that level unal 1988,
Thereutter, the ratio has been increased and today stands at 13.5% which is very
high indeed although the stance of monetary policy is not as tight as in early or mid
RN

Furthermore. the EL base is now more broadly defined to capture all types of
funding.  This includes Repos and the net inflow of funds from abroad which
constituted 10% of the EL base in 1995. This means that the current SR
requirement of 13.5% is equivalent. on a conservative basis, (o a requirement of
I5% on the more narrowly defined EL base which was in use until 1989,

Under the current interest rate environment, the reserve and liquidity cost is around
2%. The high regulatory cost hus encouraged many Malaysian corporates including
the top ones, such as Petronas, Telecoms and Tenaga (and with or without foreign
= T R—

I direct torergn investment (DFI) is viewed favourably in relation to a country's lorcign
wichange exposures. long-term loreign currency borrowing by the private sector should ot
be viewed less favourably, This is especially so if the borrower is also the investor

It currency exposures are deemed as a problem, then a resident should be permutted v horrow
nonnggit from a non-resident 1t the non-resident 1s prepared 10 run the currency exposure
The desire not to internationalise the RM cannot be used as an excuse as a huge witshore
market has already developed in RM. By giving the necessary approvals BNM will he i
petter position to monitor and control this oftshore market.



¢whange earnings). to seek foreign currency borrowings from the global financial
market place. This is invariably at the expense of the local bunks  The high
regulatory cost combined with the high tax rate has also been driving Jomestic RM
husiness 1o offshore centres such as Singapore as the RM business 1n these centres
«nut subject to SR and liquid asset (LA) requirements or taxation.  These tactors
wve also induced more  issues of private debt ~ecurities (PDS) und hence
wnermediation ot the banking system as PDS 1ssues are not subject 1o these
ulatony costs and hence the interest rate facing issuers and investors are more
Atractive. These high regulatory costs have also severely curtarled the holding o1
nventory und trading in bonds by licensed depository imstitwtions  (LDIs) which
are the Key market makers and traders in such bonds.

BNM hay come to place a greater reliance on SR s a tool of monetary policy in the
mid 90 partly as a result of its bulance sheet considerations. BNM has been
unming u deficiency account of RMS.7 billion from 1993 because of forex trading
[osses it sustained 1in 1992 and 1993, So far the government has not taken any
steps to recapitalise BNM and it appears that it wants the central bank to muke good
this deficiency account through its future profits. The deficiency account stood at
RM4.6 billion as at the end ot 1995

The need to muke profits is, in all likelihood. discouraging BNM from relying 100
much on inter-bunk borrowings to drain hiquidity and tighten monetary policy
Borrowings will incur interest expense and hence losses. [f BNM had been
recupitalised and if losses sustained in its money market operations are accepted, as
itshould be. as a legitimate cost associated with the conduct of a nation’s monetary
policy. then BNM can rely much less on SR requirement as a tool of monetary
policy

[he tmposition of a high liquid asset ratio is not necessary to ensure the hiquidity of
« bunking svstem. In an environment of growth the liquid assets held to muintain
the required Liquidity ratio are, for all intents and purposes. locked up. It s the
assets which are held in excess of this ratio that can be used to meet a bank's
nuine Liquidity requirements. [n the 90s, the ratio of eligible liquid assets held by
the commercial banks in excess of the minimum ratio has been within 1% of the
required rano.  Despite the excess liquidity ratio being so narrow the banking
system has never been threatened by a liquidity crisis. This is either because the
amets which serve as liquid assets are very different from those which qualify as
¢higible hiquid assets or otherwise because the current minimum ratio of 175 1y
edingly high. This line of argument suggest that there is considerable scope for
slishing the current liquid asset requirement of the Malaysian banking system. [n
this context it is interesting to note that when Australia liberalised its financial sector
in the early 80s, it slashed its liquid asset requirements from 20% to 5% without
Adversely atfecting the solvency or liquidity of the Australian banking system. The
~olvency of a bank depends on the adequacy of its capital funds and its liquidity
depends on the availability of interbank lines and its holdings of all types of liquid
-vels und not just those assets which are gazetted as liquid assets. The need for
greally lowering and liberalising the liquid asset requirement should therefore be
ubvious

The much hugher SR and LA requirements for CBs as compared to MBs and FCs
unul the nud-80s had disadvantaged the CBs. From the late 80s the SR
fequirements have been fully harmonised and the differential in LA requirements
fuve been significantly narrowed as between the three types of LDIs. This more
level playing Tield has made for more competition and greater efficiency in financial
nermediation. It is now opportune not only for greatly reducing the SR und LA
'equirements but also for relying much less on SR as a tool of monetary policy and
torliberalising the class of assets which qualify as liquid assets.



The disudvantages ansing from the use of MAtony reserves as g ol of monetan

policy are not associated with the altemative tools that are available tor the conduct
ot monetary policy

A high regulatory cost reduces returns 1o insestors and discriminates against the use
ot debt With reserve and iquidity cost at 2% currently. the return on Investment is
reduced by 10 to 40% depending on whether the debt to equity rato s 11 oor 201
and whether the expected return on equity v 105 or 20 Capital intensive
ventures with more reliunce on debt are likely 10 sutfer the most.

The secuntisation revolution. which has been guthening momentum in Mulav s in
recent years. will meun that institutional investors and tund managers will he
competing with banks for the tunds of savers and for the loun business o
borrowers.  For banks to play an effective role uy arrangers and underwriters ot
securities und to ensure that they are not completely disintermediated. they must
develop skills in truding und market making. Untorunately. high regulatory cost 1n
not enubling bunks to adupt to the changing market environment.

[t will be instructive to end this discussion with an analysis of who are the loosers
and gainers from high reserve requirements

- Borrowers and depositors ure the primary loosers. Their losses are reduced
to the extent that they cun participate as issuers or investors in the PDS
market or in the offshore market. Only the lurge borrowers and depositors
are able to do this.

- BNM is the primary guiner
- Onshore banks are the secondary losers
- Otfshore bunks are the secondary gainers

- BNM'’s gain offsets the loss by borrowers and depositors but the transter is
inequitable. The guin of offshore banks cannot be offset by the loss of
onshore banks. This is a deadweight loss to Malaysia.

VI. CONCLUSIONS

Mulaysia can maintain its position as a high-growth country in the coming decades
only if its service sector becomes the new engine of growth for the economy. [
have discussed at length the potential of the service sector to play this role in my
other papers (See for instance [S]). In this paper, [ review some key issues und
policies on financial sector and financial market reforms that have to be addressed if
the service sector is to be opened up and become the new engine of growth.

A cuse has been made in the text for the deregulation of the financial sector in
Malaysia in two critical areas, namely, with respect to the exchange control regime
and to the reserve and liquidity requirements of banks. Therefore. no attempt is
made 1o restate the case here.

A tinancial revolution has been sweeping the developed world from the seventes,
However. Malaysia und much of Asia has been cut-off from this revolution. which
has been characterised by the emergence of the fund management industry und
which has quickly displaced the banking industry as the biggest mobiliser ot
suvings as well as the biggest investor and lender



The iberalisation and deregulation of the tund management ndustry iy Aecessan it
it v 10 grow and play uts nghttul role in Malaysia. The promotion of the tund
management industry. given its specialisation in the financial intermediation ~ers e
without an involvement in fucilitaing payments, has the added udvuntage that the
caposure of the economy o systemic risk is thereby minimised. 5

I1 there s no over-reliunce on bunks to provide finuncral intermediation ~ery e, then
(he syateniic 1isk they pose from their involvement in the payment function can he
controtled by requinng them to engage in less risky lending and investment
sctivities. For instance, by imiting their exposure to property and shure financing
(ay well us 1o lendings which are based mostly on collaterals and not on cashtlow
then the ¢xposure of these banks to the boom-bust cycles of the propenty und ~hare
murkets cun be reduced.

This also means that providers of payment services should not enguye In
underwnting, trading and market making activities, as they will be exposed both
creditas well as market nisk.  In Malaysia. this means that the increasing role ot
hunki oups 1n underwriting und brokerage business, which 1s in any Cuse 4 new
phenomeny. must be reversed or controlled by prescribing very sate limuts on the
7isk capital required for carrying out such businesses.*

The case tor certain banks to provide the payment service on a specialised busis
with 4 restriction on the type of acuvities these banks can engage 1n 1s also dictated
by the constraint there are in Malaysia with respect to the supply of manpower and
on turing. Universal banking is more complex to manage and supervise. Given the
manpower and hiring constraints faced by the regulated and the regulator. to
minimise systemic risk and costly mistakes, a policy of requiring certain banks to
specialise in the payment function may represent the least cost and low-risk
approach

It the banking sector can be opened up to compeution by the best players in the
world, then a case can certanly be made for the continued promotion ot the
umversal bunking model. especially given the emerging body of literature which
point to the dominance of economues of scale and economies of scope in the
financial services industry. This approach is in fact the first-best solution. Reliance
on the best und on markets to discipline the shareholders and depositors, as well as
4 firm commutment to transparency through the pursuit of international best practices
i decounting, audit and financial reporting, will ensure efficiency as well as
minimise the problem of systemic risk.

A policy of not favouring local banks vis-a-vis foreign banks will not atfect the
2rowth prospects and the wellbeing of Malaysians as amply d ated by the
<tperience of Hong Kong whose banking industry is dominated by toreign players.

In this connection. it is nteresting to point out here the peculiar position of discount houses
1DHs) 1n Malaysia currently. Traditionally. DHs act as providers ol liquidity to the banking
system by discounting riskless or near riskless papers (so long as the banks had such papers
in their inventory). To support them in this role the DHs were allowed (o take call moncy
trom banks which qualitied as liquid assets and to ensure their undoubted credit standing they
were in turn allowed only 10 invest in riskless or near riskless papers. However. in Malaysia
lor reasons too to here, the blumming of disuinction between
primary und secondary hiquid assets). the DHs have been allowed from the carly 9ih 10
underwrite. invest. trade and make a market in private debt secunties.  To lacilitate this they
are the only Fls which are exempted from holding statutory reserves with BNM ut zero
Interest against their deposit labilities.  In spite of the dramatic increase in their fisk protfile
the cupital adequacy requirement of DHs 15 geared only o deal with credit risk and not 1.
sk T complicate matters turther, their financial reporting is lean on disclosures unhike the

fequirements tor other hicensed financial institutions in Malaysia

14



And the opening up of the finuncial services industry to competition do not ~iznal
the demise of local banks us demonstrated by the Australian experience where the
local banks are now more competitive. global and have continued to dominate the
domestc bunking industry in spite of the entry of the world’s top banks into the
Australian market atter the iberalisation of the tinancial sector in the eurly 8Os

The current arrangement in Mulaysia represent the worst of all worlds us the over-
protection and over-regulation ot the banking industry imposes a higher cost on the
more Jsnumic 2oods ~ector. The indiscriminate policy o rescuing all financial
IMtIUnoNs 10 trouble 1o uvoid systemic sk increases the burden on tax pasers and
the goods sector further

The bulunced development of the financil services industry. including that ot tund
management, will require the liberalisation and deregulation of financial markets ~o
that truders will be able to hedge, take position or make markets without restrictions
rexcept for rules which are generally accepted) and without incurring  high
transaction costs. A reference has been made in the text to what iy required 1n
respect of the debt market."”

The whole approach to investment management must also change. us 10 the West.
trom one based on the practice of holding-to-matunity one’s investments 10 one
based on marking-to-market (with the associuted requirement for changes in
sccounting rules and financial reporting).  This change in approach to investment
management will require more liquid markets and more risk management products
10 munimuse transaction costs and (o hedge against contigencies. The decline in
tamuly ownership and control as well as the simultaneous increase in the spread of
share ownership. combined with the rapid growth of the fund management
industry. has dictated the need for transparency and the practice of marking-to-
market

Firr s turther discussion ot what s the Malavsian bond market see |41
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SAVINGS IN MALAYSIA AND ITS IMPACT
ON ECONOMIC GROWTH

1.0 Introduction

Symilar to other growth determinants such as monetary aggregates, interest rates,
investment. ete.. the savings-growth relationship suffers from unclear causality
direction. The direction of causation between savings and growth has been widely
discussed in the literature of development economics. Clear direction of causation
between savings and growth is crucial since it has “some implications on policy
formulauon.  The direction of causality from savings to growth inclusive of
indirect causality, that is through investment implies that macro and micro policies
should emphasise on savings enhancement to achieve high growth. On the
contrary,  growth to savings causality implies that policy-makers should focus on
ather factors such as infrastructure, human resource, technology, ete. which
ntluence growth,

The wms of this paper is to make a descriptive as well as econometric analysis on
the direction of  savings-growth relationship for the Malaysian economy. This
study 1s important since the direction of savings-growth causality tends to change
over ume.  Economic globalisaton increases capital mobility across countries and
induces the outflow of domestic savings for overseas financing. This in turn,
causes more instability in the savings-growth causality. Therefore, frequent review
m the savings-growth relationship is needed to come up with the nght policy
acton.

2.0 Research Background

There are contradictory evidences as to the direction of causality between savings
and growth. Studies conducted by the International Monetary Fund (IMF) show
that over the past ten years, 14 of the 20 fastest growing economies had high
savings rates, more than 25 per cent of their GNPs. Although this result justifies
the influence of savings on economic growth, it cannot rule out that high growth
rates itself may cause savings to rise. Empirical clarification of the savings-
mvestment growth link in Malaysia would assist in the design of growth-enhancing
policies.

The Korean experience is a good example of growth-led savings. In the 1960's,
Korea's savings rate was one of the lowest in the world. However, after going
through a period of high economic growth, its savings rate improved and now it
has one of the highest savings rate in the world. Malaysia's overall savings rate is
4so relatively high. The ratio of Gross National Savings (GNS) to Gross National
Product (GNP) has increased steadily from 18.4 per cent during the period 1966-
7010 38.6 per cent for the year 1996-97. Unfortunately, the domestic savings rate



s sull insufficient to finance domestic investments over the years, in particular
Junng the 1990s. Foreign savings were needed to supplement the gap between
Jomestic savings and investment. In fact, the existing high rate of savings is
oninbuted mainly by high private savings, averaging 8.5 per cent of GNP during
1'hc period 1961-1996 while public savings averaged 9.5 per cent of GNP as shown
i Table 1. This pattern of composition reflects the importance of private sector
.vings 1 financing in and reducing excessive d dence on foreign
Luvings which are susceptible to external fluctuations.

Nonetheless, to what extent, savings contributes to growth, is still debatable since
the relavonship 1s not clear enough as reflected in figure 1. Savings is not the only
Jeterminant of economic growth and likewise, growth itself, proxied by either
income per capita or GNP or GDP growth is not the only factor influencing
wvings. In fact. the average propensity to consume, defined as the saving rate
seems (o dechine even though income per capita continues to rise as shown in

ngure 2.

here.

Table |
Malaysia: Savings-Investment Gap (% of GNP) 1961-1995

1961- 1966- 1971- 1976- 1981- 1986- 1991- 1996-

1965 1970 1975 1980 1985 1990 1995 2000

(IMP) (2MP) (3MP) (4MP) (SMP)  (6MP) (IMP)

Public saving 31 34 24 7.3 1.7 10.3 17.4 109

Public investment 8.4 6.7 78 10.3 17.3 11.0 14.1 10.7

S-1Gap -5.3 -33 5.4 -3.0 -5.6 -0.7 33 0.2

Private saving 14.7 149 18.4 227 15.7 20.7 16.6 24.0

Private investment 10.5 10.0 16.5 17.1 18.9 17.5 26.7 272

S-1Gap 4.2 4.9 19 5.6 -3.2 32 -101 -32

Nauonal savings 17.8 18.3 20.8 30.0 274 30.1 340 34.9

National 19.0 16.7 244 274 36.2 28.6 40.8 N9

nvestment -1.2 1.6 -3.6 2.6 -8.8 25 -6.8 -3.0
S-1Gap

Source: Bank Negara Malaysia, Annual Report 1996
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Other factors, such as population growth, life expectancy, socio-cultural factors
namely political stability, value system and literacy rates, rate of returns on savings
and export earnings (Sinha, 1996) and ethics (Tai, 1989) such be considered in the
analysis of savings-growth link. However, the traditional factors could change over
time as industrialisation proceeds.



There is @ substantial literature explaining the behavior of savings, including its
responsiveness to economic growth. Work by Caroll and Weil (1994) provides
cmpirical evidence saying that growth promotes savings. This finding is agreed by
Modighant in his carlier findings (1970) and those by Masson et al (1995) and
Edwards (1995). They also concluded that growth has a positive and highly
wenificant posiuve impact on savings rates. Modigliani (1970) further emphasised
e implications of  changing weights of different age groups on the level of
wvings. Schmift-Hebbel, Serven and Solimana (1996) explained how such
causation of growth-savings link could happen. National savings is normally
reflected in - domestic  physical investment and hence promotes growth,
Theoretically, the link could be weak in a more liberalised economy due to capital
flight depending on market factors. But the findings by Feldstein and Horioka
wl‘}h’l)) and by Feldstein and Bacchetta (1991) indicate that the national savings
and domestic investment rauos could move together even in an open economy.
Feldstein and Horioka (1980) used cross-country regressions of the following
Ivpe

(UY), = a + b(S/Y),

It the wnterest rate differential is close to zero, and hence capital mobility is
neghgble, the association between investment and savings should be very strong.
Thus, b reflect the degree of capital mobility. This result justifies the existence of a
certain degree of limitation in capital mobility. A closer look at savings and
nvestment rates (as a percentage of GNP) in Malaysia indicate some form of close
relatonship between the two variables, except in a certain period such as in the
1980s as reflected in Figure 3. These variables also tend to diverge in the 1990s.
A number of factors have been identified in various countries that might influence
such relauonship such as restrictions on current account balances (Summers,
1988). relative price and demographic variables (Taylor, 1994); long -tun budget
constraint (Coakley et al, 1995) and consumption habit (Carroll and Weil, 1994).
Due to the importance of savings habit, the Malaysian government launched a
natonwide promotion campaign on December 16, 1996. The main objective was
1o inculcate savings habits, encourage Malaysians to change their consumption
habits and prevent a trend towards consumerism and wastage. In addition, income
per capita, real return to savings, increased availability of savings products, wide
network of financial institutions, favourable government incentives, and increased
savings awareness among the population were among the contributing factors
which could reduce the diverging trend, mentioned earlier. Obviously, savings and
growth have their own sets of determinants of which some might be common to
both and hence could make the direction of relationship more blur and uncertain.
The application of an econometric approach to confirm the causality direction
would be helpful for the policymakers in giving greater emphasis on the more
‘mportant variable, either savings or growth.
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3.0 Research Methodology

Luterature review and analysis on savings (S) and growth (G) behavior in Malaysia
indicate some correlation. However, this correlation cannot confirm the direction
of causality between savings and growth. They might affect each other, in the
form:

Gor wsiC 1)
Sor - (2)
G ====> 8 13

In other words, there might be a lead-lag relationship between the two variables. In
order to justify the form of relationship between these two variables, the Granger
Cuusality test will be used, assuming that the information relevant to their
predictions is contained solely in their own time series data as explained below:

S = Z% o Gi+ %R Sy + un (@

G, = 3% A Sy +3%8,Gy +un ()
where S = savings in period t

G = growth in period t

U, Uz = white noise residuals.

Savings nself is categorised into three types, Gross National Savings (GNS),
private savings (PRIS) and public savings. Although conceptually, private savings
iselt could be broken down further into household and corporate savings, the data

W



e not publicly available in the country. In order to minimise the possibility of the
custence of structural break in the regression equations, this study will only focus
on data from 1970 to 1996. These data were obtained from various published
reports. namely Bank Negara Report, Economic Report and International Financial
Staustics of various years. All types of savings and Gross National Product (GNP)
sre deflated by GDP deflator in order to get the real gross national saving
[RGNS). real public saving (RPUBS) and real private saving (RPRIS) which will
he used for esumauon.

Refernng to equations (4) and (5), there are four possible outcomes from this
~conometric analysis as clarified below:

(utcome 1:
¢ G==>8, or S ={(G), if the estimated coefficients of the lagged G are
stausucally significant from zero or ¥ o s =/= 0 and the set of
estimated coefficients on the lagged S is zero or £ £, = 0:

Outcome 2:
e and S ==> G, or G = f (S), if the estimated coefficients of S are
statistically different from zero (£ A, = 0) or the estimated coefficients of
lagged G are zero (X §,=0);

Qutcome 3:

e and S => G => S if the sets of S and G coefficients are statistically
different from zero in both equations (4) and (5);

Outcome 4:

¢ Sand G are independent of each other if the sets of S and G coefficients
are staustically insignificant in both regressions.

In order to apply the Granger-Causality test on equation (4) and (5), the
disturbance terms (uy, and uy ) in the regression must be close to the “white
noise”, Le. there must be no significant serial correlations in both equations.
Hence. choosing the most suitable values for lags m and n is very important since
the omission of relevant lagged values of the dependent variables could inflate the
coefficients of the lagged independent variables. R ing each independent
variable. y, (either S, or Gy) against its owned lagged values, i.e. Yui, 1.2,...lm; and
gainst n lagged values of x and p lagged values of x (either Gy, or Toq where p =
N =123,.n and p, respectively) could be performed to ensure that they form
residuals (Geweke, 1982).




The issue of stationary is also examined here by using the augmented Dicky-Fuller
(ADF) test (Dickey and Fuller (1979) and (1981)). A variable is swd to be
qationary or integrated in the order of zero (i.e. 1(0)) if it does not have a unit
root. In many cases, it may be non-stationary in its level form but can be reflected
n its first difference form. Therefore both tests incorporating the absolute und the
first difference forms will be used in the ADF test. Several definitions ol savings
and growth are used to analyse the di of relauonship b the two
vanables.

4.0 Estimation Result

The stationary of the data has been examined using the autocorrelation function.
The autocorrelation and partal autocorrelation function are presented in appendix
| w0 6. It s clear that all of the series are not stationary in their level form but are
stationary after first differencing. However, the real GNP series, RGNP. only
schieve the stationary form after differencing them two times.

We estimate the unit root test based on the Augmented Dickey Fuller Test (ADF)
by regressing a particular senies in its differencing form on its lags and one year
lags of its level form. To avoid loosing large degree of freedom from a already
small sample of yearly data, only one year lags was used in the estimation. Other
lags were also tested but they turned out to be insignificant. The result of the ADF
test is presented in table 2. These results are similar to the stationary test where,
except for RGNP we found that there is no unit root in the series after first
ditterencing.

Table 2:

ADF Test
VARIABLE t-stat*
D(RGNP) -159
D(RGNS) =248
D(RPRIS) 315
D(RPUBS) -3.30

* these t values have found to be insignificant compared
10 the corresponding critical values

Because the stationary and unit root test for the real GNP was not satisfactory, we
estimate our regression by including the moving average term, MA(1), to deal with
any possible serial correlation which may arise because of the less stationary of the
real GNP series. The estimation result is presented in the Table 3. The esumation
results in table 3 suggest that except for the private savings, the direction of
causality runs from growth to savings. The normal indicators such as R2, F-



Stausucs and Durbin Watson statistics indicates that the model fit very well. In
_ddinon to that, the “white noise” of every residual in csumation was examined
.nd excepted atter examining their autocorrelation function (see appendix 7 to 9).
furthermore. a diagnostc checking was carried out by plotting the actual and
r[g‘dlc(l}d values for each model (see appendix 10 to 14). We found that the
predicted value moves closely with the actual value, suggesting a good fit of the
regression.

Table 3:
T-Statistics for Causality Test

Dependent vanable Independent vanable t-stat
RGNP RGNS 101
RGNP RPRIS. | 250
RGNP RPUBS..| -1.82
RGNS RGNPy | 320
RPUBS RGNPy., 228
RPRIS RGNPy | 235

The insignificant influence of public savings on economic growth, as postulated
carhier in Outcome 2, is in line with the welfare obligation of the government and
s declining part in business activities. This development was started in the mid-the
1980's s a structural measure Lo move the economy away from recession. Public
dissavings itself could lead to greater growth which means negative relationship
hetween the two variables. The t-stat for public savings and GNP is negative even
though it is not significant means to a certain extent supports the argument that
equality is important in sustaining economic growth. The insignificance could also
be due to diminishing government's role or increasing private sector’s role, as an
engine of growth of the economy, particularly as a result of the Privatisation
Master Plan. as initiated in 1983. This deliberate policy of structural adjustments
had reduced the share of public sector investment to 11 per cent of GNP for the
period 1986-1990 (Table 1).

As expected. the private savings was found to have a significant influence on
economic growth, It is also interesting to note that there is a two-way causality
between economic growth and private savings. This means the relationship
between private savings and growth is more likely to be in the form of outcome 3.



50 Policy Implication and Conclusion

The findings of this paper cast doubt on the usefulness of using fiscal instruments
.uch as manipulating @ax rates 10 raise savings. Since there is no evidence to
support the “public savings-growth™ causality, it is more appropriate for the
sovenment to focus its fiscal policy on strengthening the financial sector such as
(hrough liberalisation. Furthermore, raising public savings through taxation, in
parucular personal income tax, may lead to the decline in private savings.  This
crowing out effect could happen if the take home pay is atfected while other fixed
sbligations  remain especially in an intlationary period. In addition, apart from
controlling fiscal balance, price stability is obviously important for growth
sustainability.

This study sheds light on the private savings' ability to foster economic growth.
Since there 1s & two-way causality between private savings and economic growth,
policies should be directed to focus on fostering its virtuous circle. As suggested
by (Muhleisen. M. 1997), efforts to raise private saving should focus on hnancial
Iiberalisanon, particularly on the development of both short term and long-terms
instruments. such as hife insurance and mutual funds. Financial market information
should be improved to increase consumers’ awareness about the financial products
.nd to guide them in better decision makings in savings and investments. While
providing an atractive investment vehicle for individual savers, their main role
would be to improve the allocation of savings, ensuring that funds would flow to
the most productive investment projects, thus generating the highest rate of
growth for a given amount of investment. As a result, the virtuous growth-saving
circle would become more dynamic, and savings could accumulated faster.

[n addition, there is a clear need to identify the linkage in which private savings and
economic growth affect each other. Growth strategies in the real sector should be
formulated in such a way to contribute to the development and efficiency of the
financial system. At the same time there should be a sufficient channel to allow the
mfluence from the financial sector to flow into the real sector. This policy
formulation will lead to greater integration between the two sectors which is
mpartant for high economic growth.
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Appendix |

Correlogram of Real GNP
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Appendix 2

Correlogram of D(Real GNP)

Autocorrelation Partial Correlation AC PAC Q-Stat Prob
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Appendix 3

Correlogram of Real Public Savings

Autocorrelation Partial Correlation AC PAC Q-Stat Prob
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" Appendix 4

Correlogram of D(Real Public Savings)

Autocorrelation Partial Correlation AC PAC Q-Stat Prob
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19 -0.060 -0.023 18.393 0.496
20 -0.021 -0.089 18.445 0.558
21 -0.041 -0.017 18.695 0.605
22 -0.073 -0.077 19.656 0.605
23 -0.020 -0.125 19.756 0.657
24 0.031 -0.001 20.102 0.691
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Appendix 5

Correlogram of Real Private Savings

Autocorrelation Partial Correlation AC PAC Q-Stat Prob

—
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Appendix 6

Correlogram of D(Real Private Savings)

Autocorrelation Partial Correlation AC PAC Q-Stat Prob
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22 0.001 0.129 13.926 0.904
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Appendix 7

Correlogram of Residuals of Regression Equation of D(Real GNP) on D(Lagged
Reual GNS) and D(Lagged Real GNP)

Autocorrelation Partial Correlation AC PAC Q-Stat Prob
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Correlogram of Residuals of Regression Equation of D(Real GNS) on D(Lagged
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Appendix 8

Correlogram of Residuals of R gression Equation of D(Real Public Savings) on
D(Lagged Real GNP) and D(Lagged Public Savings)
| Autocorrelation  Partial Correlation AC  PAC Q-Stat Prob
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Correlogram of Residuals of Regression Equation of D(Real GNP) on D(Lagged
Real Public Savings) and D(Lagged Real GNP)
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Appendix 9

Correlogram of Residuals of Regression Equation of D(Real Private Savings) on
D(Lagged Real GNP) and D(Lagged Real Private Savings)

| Autocorrelation Partial Correlation AC PAC Q-Stat Prob
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Correlogram of Residuals of Regression Equation of D(Real GNP) on D(Lagged
Real Private Savings) and D(Lagged Real GNP)
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Residuals, Actual and Fitted Values of Regression Equation of D(Real GNP) on
D(Lagged Real Public Savings) and D(Lagged Real GNP)
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LOANS AND INDUSTRIALIZATION IN MALAYSIA

1. INTRODUCTION

Malaysia is arguably one of best resource rich Asian examples of late
industrialization efforts.  With Thailand und Indonesia, until the financial crisis
struck in mid-1997, it was hailed as having better replicative uttributes than the
Northeust Asian economies by the World Bank (1993). The rapid growth that lasted
since 1987 has been explained by liberalization. Manufacturing output, employment
and exports grew sharply in the period. The sector which had initially overtaken
agniculture to become the leading value added generator in GDP in 1984, expanded
its share in GDP to 34 percent in 1996 making it one of the most industrialized
cconomies in the world. Manufacturing exports in overall exports grew to almost 80
percent in 1996.

This paper attempls to examine the structure of loans in the growth of
manutacturing. The analysis looks at both inter-sectoral and intra-sectoral flow of
loans. It does not, however, undertake to blish an ex ive relati p
between loans and industrial structural change. Such an assessment would require
an analysis of the relationship between the regulatory framework on loans,
controlling for other effects, on the performance of manufacturing firms, which is
not possible due to data constraints.

2 ANALYTICAL FRAMEWORK

Finance is an important topic in industrialization. Much of the earlier work by
macroecononusts have focused on the generation of adequate amounts of
investment. The direction of capital flows has long been regarded as a necessary
pre-condition to engender growth in the developing economies. The successful
growth of the export-oriented high performing economies of East Asia has largely
destroyed the delinking school which advocated self-reliant inward-oriented policies
as the key to achieve rapid growth. The concerns raised by such economists have,
however, continued to influence export-oriented policy making. The demise of trade
and foreign capital pessimists, have turned the debate effectively into a two school
race between the lassicals and Keynesi The influence wielded by the
powerful neoliberal international institutions such as the World Bank and the
International Monetary Fund and the decline of the Keynesian doctrine especially
from the early 1970s following rampant stagflation, 'however, maintained greater
support for the former.

To neoclassical economists a rise in savings and a positive savings-investment
balance along with a liberal allocative envi will stimul, ic growth.
It has been argued that policy neutrality (Bhagwati, 1979; Balassa, 1982; Krueger,
1983) and the generation of high savings from high interest rates formed the basis
of South Korean industrialization (McKinnon-Shaw, 1980). Later works by
Leudde-Neurath (1986), Deyo (1987), Amsden (1989) and Chang (1994) showed
convincingly that neither features dominated South Korea's movement up the

The collapse of the Philips curve, which posits an inverse relationship between inflation and
unemployment, from the 1970s undermine the Keynesian doctrine. The rise in inflation and
unemploy ment especially after the first o1l shock of 1973 saw the replacement of Keynesian
policies with monetarist ones in many of the developed economies. Japan and Germany were
the only exceptions. The latter under the centre right Christian Democrats has, however, joined
the fray. With the exception of the United States and United Kingdom which pay relatively
es by developed standards. unemployment has continued to rise in most of the
deseloped economies despie low interest rates. s
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industrial traj y. Indeed preft ial credit with minimal real interest rates
facilitated by state subsidization of loans borrowed from ubroad assisted the
development of South Korean industry. Industrial policy — through extensive
foreign borrowing and a highly distortionary credit control mechanism — formed the
pillar upon which much of the sources and direction of finance was determined.
While foreign loans were less important in Taiwan, financial governance was still
important which helped ensure the flow of scarce capital to the productive sectors
(Wade, 1990). In both ies discipli hani T d large scale
dissipation of rents. Like any strategy and plan, improperly designed industrial
policy can fail us evidenced by the examples of India, Turkey and Egypt. Given the
structural variances between economies, no two economies can possibly develop
adequately with an identical industrial policy. However, Little’s (1984) und Sach's
(1995) crusade to throw up failures to discredit industrial policy misses an
important message. There exists no example of a structurally typical economy that
has managed to industrialize without at least some elements of industrial policy.
[nstead. the recognition of industrial policy failures should compel policy makers to
formulate more rigorously strategies tan before.

Keynesians approach the economic puzzle differently, taking the opposite view that
demand has to be stimulated to achieve full employment. While emphasizing
savings and the need to minimize the savings-investment gap, Keynesians regarded
investment as the dynamic variable in economic growth. Keynesian
macroeconomics received some support from the experience of fast developing
cconomies as they show a trend rise in gross fixed capital formation (GFCF) in
Gross Domestic Product (GDP) (see Figure 1). Recognizing that economies can
achieve a state of equilibrium without full employment, Keynes (1960) prescribed
initiatives to avert demand constraints.” Since additional investment cannot come
from necessary consumption (see Kalecki, 1976), it will have to come from three
broad sources, viz., trade balances, foreign direct investment and loans. For
developing economies, the first is often insufficient to meet the broad needs of
promoting growth in developing economies at least initially. The second draws
implications of control and intersectoral linkages with the domestic economy. Loans
inevitably become an important source of finance. Firms in early developers,
especially those engaged in scale intensive and innovative ventures, are often faced
with substantial risks and lumpiness. Measures of credit worthiness if left to private
banks will generally address current collateral which will inevitably disqualify
entrepreneurs potentially capable of developing successfully lucrative industries.
Inherent imperfections in credit mechanisms often make prioritization necessary
(Stiglitz and Weiss, 1981; Singh, 1997). Market failures will be even more serious
in developing economies due to serious information asymmetries. Interventions,
however, will inevitably raise the incidence of government failure as bureaucratic
legislation is often not the result of a careful scrutiny of markets. Japan, South
Korea and Taiwan demonstrate examples of effective coordination between markets
and governments so that their generally complementary role reduced failures.

This paper pts to ine the regulatory framework of credit flows in the
country to assess the relationship between the two. It, thus, attempts to depart from
typical macroeconomic assessments which appraise the efficiency of regulatory
frameworks against a supposedly efficient framework generated from a stylized
neoliberal framework. It, however, does not attempt an assessment of performance
typical of industrial organization analyses as too many variables influence the latter.

y the ping ies are g @ different Kind ol demand constraint
now as unemployment rates continue to soar (sce Eatwell. 1996).
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3. REGULATORY FRAMEWORK OF BANK LOANS

Given imperfections associated with markets, and the differential returns that
characterize different sectors, credit allocation activities in Japan and the Asian NIEs
have often involved prioritization. Where activities involved increasing returns and
complementary roles, subsidization of i or hani that offered
Jiscounts rates higher than interest rates were instrumental in the promotion of
ructural change. In the absence of rents,” private capital will be unlikely venture
into risky and lumpy activities. The role of productive rents become even more
necessary in early industrializers where private firms generally lack adequate
collateral and as the risks of failure are higher than firms in developed economies.
The case of intervention is economically justifiable when social returns exceed
private returns (Arrow, 1962). The regulatory framework in Japan, South Korea
nd Taiwan exercised substantial interest rate variations to direct adequate levels of
Joans to productive investment. Collateral was redefined to assist small and medium
Jize and innovative firms. Did Malaysia imitate a similar regulatory framework? The
question becomes particularly pertinent as the Look East Policy launched in 1981
specifically targeted Northeast Asian economies for replication.

Loans have been vital in mobilizing development finance, though its share has fallen
Jlightly since 1990 following expansion of capital markets (Bank Negara, 1996:
148)." Loans and advances as a share of GNP at purchasers value rose from 133.2
percent in 1992 to 184.8 percent in 1995. The increased pace of investment which
fose faster than savings reproduced another savings-investment deficit in the period
1990-95 as in the carly 1980s. The savings investment gap widened from 4.0
percent in 1990 t0 9.0 percent of GNP in 1995 (Bank Negara, 1996: Table A6).

Regulation through Bank Negara has generally assumed strong policy directives
since the launching of the New Economic Policy in 1971. Ethnic restructuring
considerations had an important influence on regulation since, but state sponsorship
was initially targeted primarily to agricultural and mining activities. Manufacturing
support was mainly taken up by small and medium businesses. Bumiputera
interests entered strongly into large scale state-sp: d f ing fi i
from 1981. Credit allocation in the country was certainly characterized by
substantial distortions. State sponsored heavy ‘industries under HICOM accessed
loans from Bank Bumiputera Malaysia Berhad and Bank Simpanan Nasional with
government guarantees. Small and medium scale firms, and those dominated by
Bumiputera equity also accessed preferential loans and interest rates.

Export promotion, especially after some ethnic deregulation following

to the Industrial Coordination Act in 1986 which raised the registration requirement
to RM2.5 million, spread interest subsidies to non if and foreign
interests. The export credit refinancing (ECR) scheme which came into_ existence
since 1979 and later made more lucrative following the enactment of the Promotion
of Investment Act (PIA), offered discounts over prevailing market interest rates (0
stimulate exports. Policy directives ensured that these instruments  absorbed
substantial loans.

The preferential ECR rates offers exporters finance cheaper than market rates (sce
Table 1). The actual lending rates of commercial banks and finance companies will

Rents (or abnormal profits) are defined as returns that arise when transaction prices exceed (1o
sellers) or fall below (to purchasers) opportunity costs which is the market clearing rate
(Marshal, 1920). The market clearing rate is the equilibrium rate when perfect competition
onditions exist. Since perfect competition is only & hypothetical situation, the concept of
rents in economics has generally remained an abstract one.

Loans and advances as a proportion of finance in Malaysia only fell fractionally from 42.2
percent in 1992 to 42.0 percent in 1996 (Bank Negara, 1996: Table A3T).



be higher than those shown. Exporters obviously have particularly since 1997 when
the scheme was introduced enjoyed positive supports as they could access
refinancing credit at lower than market rates. The Malaysia Export Credit Insurance
Berhad (MECIB), which was established in 1988 and owned by Bank Industri,
offered 85 percent of gross value insured against non-payment risk by foreign
importers, as well as, guaranteed commercial and other financial firms against
export-related working capital loans granted to direct and indirect exporters through
the Banker's Export Finance [nsurance Policy (BEFIP) (Bank Negara, 1992: 144).
In 1992 ulone the MECIB issued 107 new policies valued at RM823 million.
Policies still operational in 1992 was 353 valued at RSM2820 million.

Table |
Interest Rate Differentials. Malaysia. 1990-94

Export Credit Commercial Bank (Average Finance Company

Refinancing Base lending rate)® (Average Base lending rate)®
1990 50-6.0 715 9.0
1991 1.0 9.0 10.0
1992 7.0 93 10.6
1993 70 82 10.0
1994 50-65 6.8 8.4

Note: * - The actual lending rate will be higher.
Source:  Bank Negara, Quarterly Economic Bulletin, Various issues: Income Tax Department
(Unpublished data).

The Credit Guarantee Corporation (CGC), started in 1972, offers institutional credit
to small and medium scale firms. The CGC guarantee acts as a collateral for
commercial bank loans. Bumiputeras enjoy special access to such loans. Of its
RM3.58 billion loans approved in 1996, 77.2 percent went to businesses in the
commerce and trade sector (Bank Negara, 1996: 207). Manufacturing accounted for
21.4 percent of the CGC guaranteed loans. Overall, 25 percent of the loans went to
Bumiputeras. The risks associated with manufacturing and the lack of past
experience were the prime reasons as to why the uptake of loans by manufacturing
firms has been much smaller than business services.

Industrial finance firms also increased their support for manufacturing firms. The
Industrial Adjustment Fund of RM500 million was launched in 1991 through three
financial institution. The Malaysian Industrial Development Finance, for example
charged an interest rate of 6.5 percent per annum to SMIs for finance drawn from
the Overseas Economic Cooperation Fund (OECF) of Japan. Bank Industri and
Bank Pembangunan charged interest rates at 6.5-9 percent and 6-9 percent per
annum respectively in 1992 (Bank Negara, 1992: 146-7). The uptake has,
however, been relatively low, even though, interest rates charged were lower than
commercial market rates, which can be explained by cumbersome processing and
the incapacity of SMIs to submit concrete proposals.

The regulatory mechanism did not however, limit prioritization to export-oriented
manufacturing and state sponsored and private Bumiputera in,
Preferential interest rates were also extended to first house purchasers in the small
and medium categories, agricultural processing and exports and services. Increased
emphasis along with expansion in export-oriented industries drew a substantial
share of overall loans and advances to the manufacturing sector. Rising prices
primarily caused by heavy growth concentration in major industrial belts raised
loans to the property sector as well. The regulatory framework on loans framework
did not discourage. and in that way did not create disincentives on manufacturing.
The justification used varied with the industrial structure, e.g. SMIs. scale effects
and innovauve activities.




The regulatory framework in Malaysia, however, lacked effective screening and
discipli h Where petition offered the gales of destruction in open
cconomies (Schumpeter, 1987), its initial rarity was complemented by disciplinary
mechanisms in Japan and South Korea. Export targets, liquidation and increased
investments on human resource develop qui were imposed on South
Korea firms enjoying privileged access to tariff, quota and subsidized interest
changes on loans. Inetficient firms, thus, quickly lost the rents whenever they failed
to meet the stringent targets. In the late 1990s, however, similar rent access has
failed as liberalization from the late 1980s reduced similar rent access opportunities
and discipline measures. A number who enjoyed latecomer rents have either failed
to improve efficiency or have been charged with “unfair business™ practices. Thus.
a number of politically connected South Korean firms have gone bankrupt.

Priority loans in Malaysia were, inter alia, targeted to both state-sponsored and
other industries, a number of which were directed to capitalize potentially successful
manufacturing firms. Where firms lacked collateral of their own, the govemnment
cither directly or through complementary legislation lowered the market
requirements for approval and allowed lower interest rates. Failing firms, however,
have either been revamped or maintained. For example, Perwaja still made a loss of
RM2.9 billion in 1994 even after its debts were written off in 1988. Yet the firm
remains without any clear direction now. While Proton has made substantial profits,
anecdotal evidence suggests that much of it could have come from consumer
transfers (Rasiah, 1997). Its export share in sales has begun to fall from 1993 after
arise in limited subsidized exports. Continued exports may face serious problems
after 2003 as the Anti dumping regulations contained in the World Trade
Organization stipulates alternative measures that considers prices in overscas
markets to equal domestic prices minus transport costs (Rasiah et al, forthcoming).

4. STRUCTURE OF BANK LOANS

The interest on manufacturing can be partly viewed from the share of loans
advanced to the sector in the period 1976-95 (see Table 2). It is of course not
sufficient to draw conclusions on whether the government stimulated the flow of
capital to turing. The di ion in the | ding ~section does,
nevertheless, offer- anecdotal evidence to suggest some influence from the
government. [t can also be seen that lax controls on capital flows has increased the
flow of loans to speculative and the public good oriented property sector.
Government regulation and the peculiar form of privatization that has generated
alliances between powerful politicians and big capitalists has limited the distribution
public good rents among a handful, thereby raising suggesting market concentration
and its consequent high prices and lower quality. ~ -

Loans to manufacturing amounted to 17.1 percent of overall loans in 1976 (see
Figure 2), which placed it as the second highest. Commerce enjoyed the highest
share of loans in the period 1976-80. Manufacturing loans became the highest
following the launching of heavy industries in 1981. Its share fell from then on
gradually so that commerce overtook it in the years 1985-86. Building and
construction which enjoys a lagged demand function of GDP, grew until 1988
cutting into the shares of manufacturing and commerce. Loans to manufacturing
picked up strongly from 1988 to reach 24.2 percent of overall loans in 1995. (Put
real growth rates using deflators).

The growth patterns again do not show an obvious correlation between government
intervention and loans to manufacturing. The second half of the 1970s was
characterized by government regulation of equity shares ethnically following the
Industrial Coordination Act of 1975. Inward-oriented foreign firms, i.c. firms that



largely sold in the domestic market were also subjected ICA regulations which
required 30 percent equity outlay to Bumiputera interests. Exporting firms.
primarily those located in Free Trade Zones (FTZs) and Licensed Manufacturing
Warehouses (LMWs) were generally exempted from ownership regulations. Intel,
Advanced Micro Devices, National Semiconductor, Motorola, Penfabric and
Kanebo were some of the many firms exempted from ownership regulations. The
ICA regulation, however, did have a bearing on the capital structure of inward-
oriented firms, many of which expanded their liabilities through loans instead of
holding bigger equity. Thus, loans to manufacturing grew in the period 1975-80.
though overall fixed assets fell in the period (Rasiah, 1995: chapter 5).

The period between 1980-85 saw strong government encroachment into
manufacturing, which magnified the inflow of loans into the sector. Heavy
industries accounted for the lions share of new investment in this period. Although
export-oriented industries such as electric/electronics experienced a 2-3 year boom
in the early 1980s, the main thrust of the growth in manufacturing loans in this
period came from direct government intervention. Clearly the country’s factor
endowments did not support heavy industrialization. Even automobile assembly
was started with a management and workforce which did not have past experience
in the field (Rasiah, 1997).

Burgeoning imports, rising external debt service problems and a cyclical downturn
in key export-oriented industries such as electric/electronics arrested manufacturing
und GDP growth in the mid-1980s. The savings-investment gap had worsened in
the first half of the 1980s as import-driven investment growth began to sap the
cconomy. Foreign share of fixed assets hit its trough of 18 percent in 1985 (see
Rasiah, 1997: chapter 5). Manufacturing loans in overall loans showed a trend fall
between 1982-85 (see Figure 2). Loans to manufacturing, however, continued to
rise (see Table 2). Overall loans rose sharply until 1985 before slowing down until
1988 before increasing sharply again from 1989-95. The initial experience of state
sponsored heavy industries that relied heavily on loans was dismal as everyone of
them faced operation losses by the mid-1980s (see Khor, 1985). The poorly
performing loans guaranteed by the government aggravated the fiscal deficit.

The mid-1980s recession, nevertheless, was quickly overcome through a
combination of external develof , as well as, fiscal and monetary reforms.
Massive flows of especially foreign capital from Japan and the Asian NIEs
following the Plaza Accord of 1985 which forced an appreciation of their i
and the withdrawal of the GSP from the latter in February 1988 revived growth.
The share of foreign capital in fixed capital formation rose from 10.8 and 10.5
percent in 1976-80 and 1985-90 respectively to 24.6 percent of gross fixed capital
formation in 1991-93 (UNCTAD, 1996). The share of foreign ownership of fixed
assets rose from 18.0 percent in 1985 to 50.0 percent in 1990 (Rasiah, 1995:
chapter 3). Generous reforms that increased incentives in the form of tax holidays
and subsidized credit following the Promotion of Investment Act (PIA) of 1986
stimulated manufacturing growth further (see also Table 1). The share of loans to
manufacturing rose strongly in the late 1980s (see Figure 2). The registration floor
was raised to RM2.5 million in 1986 which stimulated equity expansions in non-
Bumiputera firms.

The demand for loans began to rise strongly as rapid growth set in since 1988.
Construction and real estate, and manufacturing enjoyed the fastest growth. From
the early 1990s. construction and real estate began to record the highest growth in
loans. A large portion of manufacturing loans went to state controlled heavy
industries. Loans to export-oriented subcontract firms in pamctglzu' began to rise
since the late 1980s. State sponsored heavy industries achieved mixed results. Rent
sapping Proton and cement manufacturing began to enjoy profits especially after
1989 Perwaga, however. posted a massive loss of RM2.9 billion in 1994 even after



the government had written of its earlier debt in 1988.

The 1990s continued to experience a massive flow of loans to manufacturing. This
period also saw construction and real estate recording the fastest growth in loans.
Policy targeted loans under the CGC and ITAF schemes recorded strong growth.
Local private firms too accessed loans for purposes of expansion and
diversification. For example Supura Holdings and Unisem began to diversify and
cxpand into state of the art assembly activities respectively. Relatively low interest
rates, both subsidized and those governed via the BLR of Bank Negara encouraged
borrowing in this period. Buoyant growth in Southeast Asia also attracted foreign
funds, including speculative funds.

Growth in the 1990s, however, was driven strongly by processing and assembly of
imported inputs so that the balance of payments began to worsen strongly. Massive
imports by the construction sector aggravated the problem. The savings-i

gap which was overcome quickly in the second half of the 1980s, began to widen
again in the 1980s. Serious labor shortages and infrastructural shortfalls clearly
demonstrated that the economy was overheating in the 1990s. The slow shift to
industrial deepening in the face of rising production costs and high fabor turnovers
began to slow down the rate of growth of manufacturing in 1997. The
subsequently falling business confidence was followed by a speculative attack on
the ringgit which followed the bhat crash. The fall in the ringgit and stocks
generated fiscal and monetary responses that, inter alia increased the already rising
interest rates. A clear slowdown in facturing appears immi now. The
falling nnggit has helped exports little as much of export assembly and processing
relies on imported inputs.

5. IMPLICATIONS FOR STRUCTURAL CHANGE

[t is difficult to establish the extent to which loans played a critical role in the relative
speeds of growth and structural change in the manufacturing sector. The share of
loans in the biggest industry, i.e., electronics has generally been low (see Table 3).
More importantly loans role should examine alongside the performance of firms
using them strongly vis-a -vis those using them mildly. Since loans were
instrumental in stimulating some expansion in manufacturing, either directly to
principal firms or to their suppliers, some link between the two can be made. Given
the dominance of foreign direct investment in manufactured export growth in
Malaysia, it can be intuitively argued that loans especially in foreign owned firms
are generally a function of firms growth. The converse should be the case with
state supported heavy industries. Nevertheless, at most this section only attempts to
examine whether there exists a correlation rather than causation between the
variables, i.e. structure of loans and structural change. Given the lack of sufficient
information to control for other effects, the exercise has avoided econometric
assessments



Table 4

Fixed Capital. Employment and Output_Structure of Manufacturing. Malaysia. 1968-90

Industry Fixed assets Emplovment Output

1968 | 1973 | 1979 | 1990 | 1968* | 1973 | 1979 | 1990 | 1968* | 1973 1979 1990
Food 193 | 187207 | 99 | 100 | 1a7 | 136 |10 [ 189 [ee | 277 | 167
Beverages 68 4.0 43 1.7 6.7 4.6 3 1.4 1.7 5. 3.7 2.0
ind tohacen
Testile and 16 100117 | 4.4 54 [RE IR E N IR 2.3, X5 61 55
carment
Wood 6.4 120 9.4 50 | 191 158 1134 ] 126 6.8 1.s 79 5.5
Chemicals 120 7.6 5.6 13.5 4.0 38 33 3 5.7 52 4.7 6.9
Rubber 1.2 63 | 64 | 66 | 1901 ] 96 | 80| 82 | 183 | 146} 9.6 5.5
Non-metal 10.5 8.2 8.4 9.3 14.0 10.0 9.7 s 32 i 10 3
minerals
Iron and steel | 0.9 s2 | 25| 67| 29 [ 24| 2219 1.0 3 30 40
Metals 9.7 4.9 4.2 4.7 7.4 7.3 5.3 5.3 253 [ 197 | 108 3
Machinery 1.9 34 2.1 35 43 5.2 3.7 LR 1.7 2.6 2.4 4.7
Electnic/ 25 4.7 8.4 16.8 2.0 9.9 19.3 | 302 1.6 52 12.6 25.4
clectronies
Transport 47 2.5 5:2 31 3.5 34 4.0 36 2.2 26 3.2 4.8
cquipment
Note: * - Peninsular Malaysia only
Source: Rastah (1995a: Table 5.3)

Table §
Structure of Manufactured Exports. 1973-95 (%)
1973 1980 1985 1990 1995

Food 19.6 5.7 6.2 3.8 1.8
Beverages and tobacco 29 0.3 0.2 0.2 0.3
Textiles. clothing and footwear 6.1 10.5 119 88 4.6
Wood 9.7 5.7 3.2 34 44
Chemicals 5.2 2.0 3.8 29 4.0
Rubber 1.7 1.0 1.0 30 23
Non-metallic mineral L1 0.7 L1 1.3 12
Iron and steel 1.9 04 12 14 0.9
Other metals 43.3 315 2.0 2.2 25
Machinery 38 2.6 58 8.1 13.2
Elcctrical machinery 2.1 328 514 50.5 67.5
Transport equipment 2.7 2.6 5.0 43 31
Other manufactures
Total 100.0 100.0 100.0 100.0 100.0

Source: Rasiah (1995: Table 5.7; Malaysia (1996 Table 1).

6. Conclusion

References (to be completed later)




Figure 2: Loans to Manufacturing,
Malaysia 1976-95 (%)

B Manufacturing




Table 2 Sectoral Distribution of Loans and Advances, 1976-95

Sector 1976

Agriculture 5358
Mining and Quarrying 105.7
Manufacturing 1,382.0
Electricity na
General commerce 21723
Building and construction 503.1
Real estate 303.2
Housing 668.1
Transport, storage and communications 119.8
Financing, insuranceand business services3 559.2
Miscellaneous 17122
Total 8061.4

1979
1,013.0
1226
2,564.7
na
4,395.9
1,074.0
7693
1,648.8
3373
6524
2,806.6
15384 6

Source: Bank Negara, Quarterly Economic Bulletin, various issues.

Sheott

1982
21344
4945
6,190.0
1437
6,137.9
1.859.7
3,660.0
34978
7152
27399
20925
29665.6

1985
3.936.3
na
8,583 9
1269
87520
3.697 0
6,992.2
6,306.3
7732
5,809.2
45123
49489 3

Page 1

1988
3.092 60
7916
11,1741
1023
9,577.00
42253
8,033.70
7.7133
83410
5.806.90
5,486.7
56837 6

1990
42383
8334
18,7437
2024
11,6426
5,515.30
91018
9,588 6
13424
91153
10.434.2
80758

1993
44798
7022
26,158.8
682.4
13,1438
9,259.7
11,502.1
13,168.3
17923
15,690.3
14,7318
1113115

1995
3.870.20
8855
42,410.10
3.580.60
19,075.40
14,086.80
15,874.70
16.401.80
2,992.00
23,766.20
32,064.20
175007 5



Table 3 Loans and Advances to Manufacturing. 1976-95 (%)

Rubber processing and rubber products
tin
Palm oil processing
Food, beverages and lobacco
Textiles and wearing apparel
Wood and wood products
Paper and paper products
Printing and publishing, etc
Industrial chemicals
Soaps, cosmetics and toiletpreparalions
Petroleum products
Plastic products
Building materials
Iron and steel products
Metal products
Machinery (non-electrical)

i inery and

Transport equipment
Other

Total

1976
6.2
0.1
5.6
9.1

14.4
5.0
na
4.0
na
na
na
na
8.4
na
na
na
na
na
473
100.0

1977
4.7
05
57
7.8

128
59
na
44
na
na
na
na
8.0
na
na
na
na
na
50.1
100.0

1978
49
06
58

105
18
57
na
59
na
na
na
na
85
na
na
na
na
na
463
100.0

1979
52
02
72
96

104
56
na
57
na
na
na
na
9.8
na
na
na
na
na
463
100.0

Page 1

1980
54
03
82

104
18
92
07
42
26
09
31
19
52
46
6.0
20
50
54
131
100.0

1981

51
07
79
104

1982
54
12
83
109
103
102
12
41
29
08
31
24
48
6.3
53
15
51
57
108
100.0

1983

55
05
88
108
95
105
13
44
27
05
5.0
28
5.0
62
45
22
46
56
97
100.0

1984

a7
04
78
11
92
1.9
18
48
32
04
06
27
6.6
53
55
18
52
6.5
104
100.0

1985
46
07

79
99
79
1.2
19
49
30
04
05
28
76
59
54
14
56
70
13
100.0
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FOREIGN PORTFOLIO INVESTMENT AND
MARKET STABILITY

1. INTRODUCTION

Until recently, many Asian countries including Malaysia have d impressively
large inflows of foreign financial capital. Though inevitable as a country liberalises
its capital markets and financial sector, the cost and benefits and more importantly,
the ability to buffer against the potentially destabilising effects of volatile portfolio
flows, have received widespread i ional ion following the contagion
effects of the July 2 Thai baht devaluation and the spillover of Hong Kong stock
market crash to the world’s major markets in October this year. The 1997 East
Asian financial crisis, currently being played out, is yet another episode in the
history of intemnational capital flows which show strong tendency to oscillate
between boom and crisis, amplified by changes in investors' perceptions that are
not fully justified by the underlying fundamentals.

There is little doubt that ined portfolio i inflows i the recipi
country's financing capacity. However, the vagaries of the portfolio flows need not
much an introduction as the Asean and East Asian economies are presently
experiencing the economic consequences of a reversal.' Countries that have large
stocks of foreign portfolio i are therefore highly vul le to the
“portfolio switching™ activities of international investors moving from one market to
another in search of higher gains. Evidence of the inverse relationship between total
portfolio flows to Asian emerging stock markets and those in Latin America lends
support to the adverse side-effects of increased integration of global capital
markets.” Several econometric studies have also suggested that cyclical external
factors account for some 30-50% of the variation in private capital flows to
developing countries.”

One of the frequently cited episodes of the destabilising effects of short term capital
flows is the devaluation and float of the Mexican peso in December 1994 and its
contagion effects on the other Latin American countries. Closer to home is the
*domino’ impact of the forced devaluation of Thai baht following a financial crisis
that has its roots in unsustainable short term capital inflows. The other Asean
currencies were eventually forced to devalue sharply following short-lived
government interventions that included interest rates hikes. The economic impact of
the Thai economic and financial crisis is still being felt throughout the region.

Capital inflows to Malaysia and to other Asian economies have been large and
persistent especially since 1989. Prior to 1985, short term capital inflows to
Malaysia were relatively insignificant. In 1992, the influx of foreign capital rose
from7.5% of GNP in 1992 to 14.8% of GNP in 1995. By contrast, in the last ten
years preceding the recent surge, an average of less than 4% of GNP was recorded
annually. Among middle income countries, Malaysia was characterised as the
largest recipient in relation to the size of the economy. For example, in 1995,
Indonesia received a total private capital inflow of 6.2% of GNP, Mexico 4.3% and
Argentina 3.6% compared to 14.8% in Malaysia.* This reflects in part the growing
' Capital inflows create problems similar to the traditional “Dutch disease™ associated with
| di and dity booms.

Sudarshan, 1994
IMF 1994
The World Bank, Debtor Reporting System, 1996



diversification from domestic to foreign assets and the huge expansion in
institutional assets by major financial institutions such as pension funds, insurance
companies and investment funds in the industrial countries.

The increasing integration of international capital markets and its accompanying
market volatility has p d new and imp hallenges for policy makers and
the private sector. As underscored by the financial crises in Latin American in 1994
and in Southeast Asia and East Asia currently, the effects of unbridled short term
foreign capital inflows in increasing financial risks lend new urgency to ongoing
regulatory efforts to strengthen the supervision of banks and other financial
institutions.

Concerns over the structure of capital flows to developing countries is a familiar
issue. In this paper, we first review the trend and structure of foreign portfolio
flows to Malaysia. We then investigate the impact of these flows on the stability and
efficiency of the Malaysian financial markets. We use GARCH® to estimate the
conditional volatility of selected key macroeconomic parameters and VAR®
techniques to provide some indicative impacts on the financial system. Finally, we
draw some conclusions on how to deal with the inflows and to minimise some of
their adverse effects.

2. TRENDS AND STRUCTURE OF FOREIGN
PORTFOLIO FLOWS

Overall Capital Inflows

Syndicated bank loans had been the principal source of foreign capital inflows in the
1970s and early 1980s. In the 1990s, foreign direct investment and portfolio capital
flows accounted for most of the inflows in the 1990s. One noteworthy aspect was
the prominence of private sector borrowings which accounted for some 60% of all
new loans in both 1995 and 1996. Although disaggregated data on the capital
account are quite deficient particularly in the area of the geographic origins and
destination of i ional capital ion, it is clear that long term flows,
particularly direct i ined an imp factor in explaining foreign
capital inflows into Malaysia.

Recently there has been a marked shift in composition of net private capital flows
(see Chart 1). Foreign direct investment declined in both nominal and real terms in
the first half of this year while borrowings through commercial bank loans showed
a modest rise. Roughly half of the new lending is project financing, of which the
major part goes to support infrastructure development.

In fact, the capital account surplus (including net errors and omissions) increased
from RM4.71 billion in 1986 to RM6.48 billion in 1990 and further to RM8.02
billion in 1996. On average, we accepted around a quarter of the transfer
accomplished by a current account deficit in balance of payment while the other half
or slightly more went into the build-up of foreign exchange reserves. Over the same
period, Bank Negara Malaysia's international reserves increased from RM4.08
billion to RMS5.36 billion in 1990 and to RM6.25 billion in 1996. The sharp
increase in official reserves indicates that the central bank intervened quite heavily in

' G lised A gressive Conditi icity. Under the classical assumptions. the
disturbances (i) in the regression model have a constant variance both unconditionally and
vonditionally. For a useful survey of the literature of ARCH and GARCH modelling, sce
Bollerslev et. al (1992).

Vector Autoregressive Model

(]



the foreign exchange market to keep nominal exchange rates from appreciating
significantly.

Chart |

Composition of Capital Account in the BOP

1000

£.00

—— Official LT Capital —— Corp. investment =——Priate Cagital

Portfolio flows accounted for 30% of net resource flows in 1995-96, up from a
mere 10% in 1990 and from negligible levels during the 1980s. Net inflows into
Malaysia increased very sharply until early 1994. They however were reversed as a

q of dertaken to di ge short term capital inflow.
Another reason for the decline was the increase in U.S. interest rates beginning in
February 1994. The portfolio inflows peaked at USD9.2 billion in 1993 before
subsiding to USD4.3 billion in 1996. In 1993, short term inflows in fact exceeded
for the first time long term private sector inflows. The new spell of these portfolio
inflows shows a ial ion in equity i About two-thirds of
the portfolio investments during the 1993-1995 period were made in equities,
suggesting a high level of foreign interest in providing risk-sharing capital financing
for the expansion of the private capital.

Equities: Composition and Distrib
Equity placements have been a major avenue for portfolio flows to Malaysia with
rather large flows registered especially in ecarly 1990s. Besides the positive
economic outlook, the strong interest by intemnational equity investors can be
attributed to improved foreign access to the local financial markets especially to the
stock market. This is in line with the overall trend in East Asia and Pacific countries
where the share of global portfolio equity flows rose from 32% during 1989-94 to
46% in 1995. In 1996, funds flowing into the region are estimated to have
increased to about USDIO billion.” About one-fifth of such investments are
estimated to have been intra-regional in 1995.' The substantial net inflows of
foreign equity portfolio funds suggest a rising trend in foreign portfolio equity
financing in Malaysia.

Although there is no clear statistical evidence to indicate significant foreign holdings
in equity either by largest equity owners, by number of holders or by value, this
bably can plained by the domi of short term and speculative foreign

P! Y

" World Bank, 1997

Reported by ING Barings



equity investment holdings (see Table 1). Based on available statistics, the majority
of the foreign players in the Malaysian capital market are mainly from Singuapore
and Hong Kong. They represent just over 90% of the total foreign participation.

Table |
Foreign Equity Holdings in the KLSE
T T L o TOST TS 1956
quity by Portlol e Mon)
Largest Equity Owners.
(10,001 shares and above)
Malaysians 2416 27391 B2 4162 W8T @R 68127
Foregners 7% 806 © 9248 10713 12008 13438 18276
 of total B1%  27% 208% 205%  198%  182%  212%
Equity by Type of Investors
Largest Equty Owners.
(Instazons)
Malaysians 12608 14616 20396 2826 25667 31013 3835
Foresgrers 2002 24m 27 292 3413 37me 8258
2 of total 42%  145%  18%  NI% 11T% 109%  177%
No of Holders (million)
Malaysians 1294 1508 1588 1875 2527 2908 3701
Forengners 0.268 022 0298 0317 0375 0.405 0.198
% of total 172%  161%  135%  145%  129%  122%  51%
Total Equity (RM Billion)
Malaysians 25218 30785 9684 46643 54872 68145 78783
Foregrers. 843 8685 9891 11412 12865 14359 18686
% of total 252% 20% 200% 197%  190%  174%  192%

T T AT TS T WS TI YT T R T r e —
Source: Kuaia Lumpur Siock Exchange. (Based on regis1emd SRamnolGings as at 311 December of each

An estimated RM40.9 billion in external flows went directly to the domestic stock
market (KLSE) through pension funds, mutual funds, hedge funds and other
investment vehicles over the period 1991-96. In 1993 alone, net portfolio
in in Malaysia rose to an unprecedented high of RM24.3 billion. The bulk
(RM23 billion'®) was for the purchase of corp securities. C itantly, the
Kuala Lumpur Composite Index (KLCI) surged by almost 100% to close at 1,275
points in end 1993.

The KLSE for a disproporti y large share of the boom in the region’s
stock exchanges. KLSE's market capitalisation rose from RM43 billion in 1980 to
RMB807 billion in 1996. The 1992-94 period contributed almost 75% to this 19-fold
Jump in value. Meanwhile, the value of shares traded climbed from less than 3% of
the world total in 1985 to 18% in 1995. Its market capitalisation as percentage of
GDP rose from 84.8% to 336% over the same period. However, by the end of the
third week of November this year, KLSE's market capitalisation has fallen by about
53% to RM383.3 billion, demonstrating once again the volatile nature of the equity
market.

While the paucity of data makes analysis difficult, a glimpse of foreign participation
in the local equity market is indicated by the increasing number of emerging market
equity tunds designated for Malaysia. Based on the number compiled by IMF, there

1 Annual Report. 1994
M’s esumate



were 3 funds with total net assets of USDO.1 billion in 1988. This increased to 21
funds with net assets totalling USD1.0 billion in 1993,

Malaysia’s exposure to the emerging market equity funds however is relatively low

compared to other countries. Thailand, for p an of 15
funds to 26 funds and an increase of net assets trom USD2.1 billion to USD26
billion over the corresponding period. As a p ge of total net funds designated

tor APEC developing countries, Malaysia accounted for a marginal share of 5.9%
compared to 18.9% for China, 17.2% for Thailand, and 11.2% for Mexico in
1993. But in terms of growth in net assets, Malaysia ranked a notch higher in the
selected sample.

Portfolio equity flows by foreigners however declined during the first half of 1995
as a result of the contagion effects of the Mexicun peso crisis which temporarily
caused a re-evaluation of emerging market risks. The volume of direct acquisition of
stocks however rebounded in 1996. Despite lower volatility in the Composite Index
(KLCI) in early 1996 compared to 1995, the Malaysian equity market attracted
substantial amount of foreign money. Net portfolio inflows in 1996 was RM10.6
billion compared to RM2.9 billion in the preceding year.

Table 2
Foreign Investment in Local Equity Markets of Developing Countries
(million USD)
1995 1 tren

Latin America and the Caribbean 6345 upward
Europe and Central Asia 1912 upward
East Asia and the Pacific 8398 upward

Indonesia 2749 upward

China 2141 downward

Thailand 1519 downward

Malaysia 1049 upward

Philippines 770 upward
East Asia and the Pacific (USD Billion) 14.7 12.9

International issues 6.3 -

Direct Investment 8.4 -

Source: Central Banks, national stock and secunties exchange
Intemational Financing Review and vanious market

Simple correlation analysis indicates that there is an increasingly strong positive
relationships between net portfolio flows and Kuala Lumpur Composite Index
(KLCI), especially in 1996 and 1997. The relationship of rolling correlation
coefficients of both variables can be seen in Chart 2 and Table 3.

w



Chart 2
Rolling Correlation Coetficient of Net Porttolio Flows and the KLCI

Table 3
Rolling Correlation Structure between Net Portfolio Flows and
Selected Stock Market Indices

Composite_index incustrial_index Finance index
[Corralation Structure|  Average [ Corelason | Average | Comelason | Averags | Correlvon
Correlabon | Volatkty | Corrstabon | Volal Comelation | Volatit
3-month 03 260% 02 40% 0.1 13.10%
6-month 04 9.00% 03 110% 03 130%

Source Own esmates

The results indicate that for investment period of 3 months or less, foreign funds
tend to invest in volatile stocks like those in finance and construction sectors. Those
with longer investment horizons however are likely to select stocks which are
components of the Composite Index, which reflects a greater focus on stock market
fundamentals.

The inflows of foreign money have raised the Malaysian profile in the intemnational
arena and facilitated some Malaysian companies in raising funds from the
international markets. In 1996, Malaysia raised USD600 million in intemnational
equity investments compared with USD1.3 billion in 1995 and none in 1994.

Debts and Bonds: Composition and Distribution

International bonds issued by Malay companies d for more than 75%
of the total foreign portfolio flows into Malaysia in 1995-1996 period. Total
portfolio debt flows amounted to about USD4.3 billion in 1996. This figure is
insignificant compared with the volume of portfolio funds invested in Latin America
and in East Asia and the Pacific countries where total debt stock surged 12% to
about USD452 billion in 1996. The East Asian region accounted for about 21% of
the total debts of developing countries.




An esti d 9.6% i in Malaysian debt stocks in 1996 raised the ratio of
private debt to exports to 16.3% from 15.2% in 1995. This is lower than the 16%
average recorded by low and middle income countries. Net short term debt intlows
increased significantly in 1995 and 1996. They accounted for about 30.4% of
Malaysia’s total external debts, up from about 19.7% in 1991. The rise however is
even higher in the case of China, [ndonesia and Thailand.

We also observed a strong relationship between growth in bond issuance and
movements in local equity market. The “super bull run™ in 1993 explained quite
significantly the growth in bond placements. Many companies preferred 0 use
equity converlible options during the boom period (Table 4).

Table 4
Equity-linked International Bond Issues by Malaysian Companies

Taunch Dale__Tssuer Kmoun [US MI]_ Type of issue_ Coupon
L ~Ted Enginers (Wea] Ber Ghverble jan
2894 Aokam Perdana 135 Conventble  3.50% Flemings
707194 Land & General Bermad 100 Convenble  450% Oresdner-KB. Nomura
59194 Commerce Asset Holdings 120 Conventble 1 75%  ING Banngs
9994 Telekom Malaysia Berhad 350 Convertible 4 00% CSFB
2010194 Tecnaclogy Resources Barmad 200 Convertible  000%  Menil Lynch
211094 Renong Bernad 225 Conveaible  250% Morgan Stantiey
1811794 Technology Resources Bernad 175 Convertible  2.75%  Maenil Lynch
Tohl: 15354 7335
TGS Henong Bermad TS Tonvenble  200% Worgan Stantey
2877195 YTL Corporation Bernad 50 Converuble  0.00%  Morgan Stantiey
TOTTYSVS 0T
T s Ghverioe 7
2511796 Sunget Way Holdings Berhad 100 Convertible _ 1.25% _ Flemings, Meril Lynch
ToTal: 1998 T
wader Unwer: ings Bert Grverl 2 T

Source: IFR Secuntes Data

1996 was a spectacular year given the combination of a much more favourable
sovereign risk rating, low point in the interest rate cycles, especially in Japan and
Europe, and the vogue among international investors for credit diversification.
International bond issues by Malaysian companies peaked in 1996 with an estimated
USD2.6 billion issued compared to USD1.0 billion in 1993. The popular types of
intemational bonds issued by M jan corporations are bonds'', Yankee'?
(144a) and Samurai bonds (see Table 5).

Malaysian companies are becoming more active users of international bond market
driven by those expanding their businesses abroad. Much of the borrowings
through bonds so far have represented net capital inflows. Amortisation payments
on bond issued are expected to rise over the next 5-10 years.

"' Eurobonds are “straight bonds" denominated in currencies other than ringgit and purchased by
investors outside the country via a forcign stock exchange. Euroconvertibles have all the
Ieatures of a Eurobond except that they are convertible into the equity of the issuing company
within a specified time-frame.

Malaysia’s Tenaga Nasional Bhd issued a USD150 million, 100 year bond, the first century
bond to be issued by un Asian borrower and only the sccond by a non-US borrower in the US
market



Table §
Bond Issues by Malaysian C

Company Type Amount Tenure Leads
{USD_Million)(vears)
Aokam Perdana 135 10
Commerce Asset 120 10
Land & General 100 10
Renong 225 10
Telekom 360 10
TRI 200 10
United Engineers (Malaysia) 230 10

Tenaga Nasional Bhd Yankee Bond 600 10 lehman Brothers

Total: 1994 1970

Telekom: Tranche 1 Yankee Bond 200 10

Telekom Tranche 2 Yankee Bond 300 10

Malayan Banking Yankee Bond 250 10

Renong Eurobond 175 10

YTL Corporation Eurobond 50 7

Tenaga Nasional Yankee Bond 350 30__Lehman Brothers

Total: 1995 1325

Petronas Gilobal bond 1900 5,10,30 CSFB, Salomon Brothers
Samurai 19 bil. (Yen) 5,10 Nomura

Tenaga Nasional Yankee Bond 150 100 Lehman Brothers

Hong Leong Industries Bhd 735

Angkasa Marketing Bhd 105

Pantai Health Care 65

Sg.Way Holding: 110

Total: 1996

Petronas Samurai 38 bil (Yen) 6,10,16.5 Daiwa Securities
Samurai 40bil (Yen) 57,10 1BJ Securities

Malaysian Airline System Euroyen 40 bil (Yen) 5 Daiwa Securities
FRN 10 bil (Yen) 5 Sanwa IntV Daiwa Securities

Tenaga Nasional Berhad Yankee Bond 800 10

Total: 1997

Source: IFA Asia

Over the period 1990-1996, the Malaysian d ic bond market i d in size

from RM73 billion to RM121 billion in 1996, an rise of 66 per cent. A large part of
the funds raised can be attributed to the increase in the financing of infrastructure
projects undertaken by the private sector.

3 EFFECTS ON THE MALAYSIAN FINANCIAL SECTOR

In the wake of the current regional financial turmoil, the destabilising effects of
portfolio outflows have given rise to much concem. The impact of this outflow on
the balance of payments however is hard to Portfolio i is a
mixed bag with respect to its stability. The “in and out” movements not only
exucerbate market fluctuations but also could result in the well-publicised
“contagion effects” that reflect swings in investors' perceptions rather than ch
in the underlying fundamentals.

Fluctuations in short term capital inflows not only makes liquidity in the money
market more volatile but also increase the risk of exacerbating exchange rate and



interest rate movements or both, the combined effects of which can lead to balance
of payment problems, corporate insolvencies and banking crisis.

Market Volatility

For the purpose of this analysis, we opt for the GARCH method which gives a
better volatility esti compared to i d deviation esti
Conditional volatility picked up substantially across the board in late 1993 and early
1994, reflecting the movements in KLSE (see Chart 3). The retreat of foreign
money from the local stock market resulted in marked fluctuations in the banking
system, money market, followed by money supply, in order of severity.

This can be explained as follows. Changes in interest rate differentials in the early
1990s led many local banks to opt for cheaper sources of funding overseas. Adding
to the inflows was the increased recourse to external borrowings by the private
sector. In 1992, opting for foreign financing will save on average 150 to 300 basis
points compared to local borrowings. Consequently, commercial banks' external
liabilities which amounted to about RM8.0 billion in 1992 rose to about RM27.2
billion in the following year. By contrast, net external asset position in 1989
amounted to RM0.43 billion. '*

The reversal of these “foot-loose™, unstable and unpredictable money caused the
banks to scramble for funds to match their long term commitment as a result of their
uggressive lending activities. In the process, to retain the outflow of the hot money,
the tight liquidity situation was fully captured in the movement of conditional
volatility of 3-month interbank rate. The index surged from an average of 180
points prior to the event to an average of 380 points in 1Q94. This surge 1o a large
extent impinged on the ability of the authorities to conduct monetary policy as
reflected in the conditional volatility of M3 despite a series of measures introduced
{o restore macroeconomic stability. During this period, there was a sharp increase in
monetary aggregates (M3: +30% yoy)."

The foreign exchange market also experienced a similar situation albeit at a smaller
scale, thanks to an interventionist policy. An i ing note is that the turmoil then
did not have much impact on the real economy, as proxied by the relative stability of
the Industrial Production Index (IPI). This was perhaps due essentially to greater
reliance on internal sources on financing which to a large extent helped to shield the
local corporations during the crisis. Should more local corporates opt for external
financing, we can expect the conditional volatility of IPI to increase over time
accordingly.

—_—
"' There are some econometric evidence that BNM didn't fully sterilised the inflows of foreign
money. Certain amount of foreign money slipped through into banking system. .

"* The monetary multiplier generally ranged from 6.0-7.0 up to 6.8-7.8 during the turmoil.



Chant 3
Conditional Volatilities of Selected Financial Market Variables
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The impact of the recent speculative attacks on the ringgit and the ensuing
depreciation are captured in the estimation. Since July 2, the rise in conditional
volatility is most visible in the case of interbank rates, KL Composite Index and
total loans, followed by FX market and commercial banks’ external liabilities. In
general, a negative shock to floating foreign exchange rates will cause stock prices
to fall and domestic interest rates to rise. All these price movements can be an
imp source of inty that restrain investors, both foreign and domestic,
from investing. At the same time, they can be very damaging for the cconomy as a
whole if the fluctuations in both money and foreign exchange markets are too wide,
causing bankruptcies and hysteresis effects.




Shocks to the Financial System

To examine the contagion effects of such shocks to the financial system, we use
VAR techniques to estimate the impacts (see Chart 4).

Chart 4
Orthogonalised Impulse Responses of a One Standard Deviation Shock
to the Equation for Net Portfolio Inflows
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The impul function of a 1% dard deviation shock to net portfolio

flows on KLCI, ‘monetary aggregates and interbank rates showed the longest effect,
lasting approximately 24 months, before tapering off. This is followed by

ial banks’ external liabilities and the currency. The results are consistent
with the composition of foreign portfolio stock in Malaysia which is skewed toward
equity, money market and private debts respectively. Foreign exchange responses
on the other hand are rather limited unless speculative activities are centered on the




FX market as seen in recent months. The muted response could also be attributed to

the Malaysian authorities’ success in curbing a substantial appreciation in the real
exchange rate.

On average, a shock will have at least more than 6 months’ permanent impact on the
Malaysian financial system compared to an average of 3 months in the case of real
economy. Although the results show that the impact on the real economy is rather
contained, large swings in real exchange rates as a result of temporary portfolio
flows have been found to significantly depress machinery and equipment and thus
long run growth performance.'

In a nutshell, in the wake of volatile and unstable large portfolio movements, policy
makers have to make difficult decisions on the itud quencing and timing of
policy actions.

4. POLICY IMPLICATIONS AND CONCLUSIONS

From the experience and lessons of countries that have suffered the conscquences
of portfolio flow reversals and whatever external shocks, a key emerging consensus
in the aftermath of such shocks is that economic and market liberalisation remains a
valid strategy for maintaining a country's long term growth and macroeconomic
stability. More often than not, the recovery from such shocks as shown by the
Mexican experience, though painful, can lead to a renewal of capital inflows as
economic prospects improve following the needed structural adjustments or the
passing of the “contagion” which in the process would have the effect of
highlighting individual country differences in economic structure and responses.

Capital flows are important to economic growth. However, in an era of increasing
global capital market integration characterised by volatile capital flows which are
caused in large part by factors external to the recipient country, appropriate policy
responses are needed. In an analysis of the Latin American experience with the
destabilising effects of capital flows in 1994, Gavin, Hausman and Leiderman
(1996) cited five reasons why the adj to sharp fl ions in capital flows is
a policy issue:

. incomplete financial markets which do not provide insurance against the
risks iated with ch: in the itude of the flows
. existence of fads, bubbles and contagion effects which caused international

investors to revise prospects for an economy suddenly that are unwarranted
by underlying fundamentals

. information or policy-generated imperfections in the domestic financial
markets that result in sub-optimal intermediation of capital inflows thereby
increasing the economy’s vulnerability to subsequent reversals

. interference with the effectiveness of other government policies such as the
maintenance of stability in prices and aggregate demand

. externalities in labour and product markets that may distort the process of
adjustment to changes in capital flows

" Agosin, 1994



These negative extemnalities suggest that we need to better understand and manage
the volaility of capital flows. Besides the need to maintain prudent fiscal and
monetary policies in response to market instability caused by volatile portfolio
flows, we highlight below several issues and proposals.

Regulation of Capital Inflows

Although there is no consensus on the regulation of international capital flows, the
happening of the Southeast and East Asian financial markets crisis this year so close
on the heels of the Latin American crisis in 1994, has lent respectability to proposals
such as the Tobin tax to regulate international capital flows. Such measures are seen
less a panacea for the problem than as one of several policy instruments needed to
reduce the volatility of capital flows and to i their i
consequences.

A key concern over restrictions on financial flows is that they could be costly or that
their effectiveness could decline over time as market participants find ways to
circumvent them. Though neither plausible nor ible for an to
completely shield against the fluctuations in intemational capital flows, the key
challenge facing policy makers is to alter the magnitude and types of inflows
particularly those of a short term, speculative nature. As shown by Bank Negara
Malaysia’s actions during the 1993 surge in capital inflows, there is scope for such
actions particularly in regulating short term debts that may eventually become
destabilising as in the case of Thailand. Different types of capital inflows expose the
cconomy differently to the risk of sudden withdrawals of capital, an issue we turn
10 next.

Managing the Composition of Capital Inflows

Both the Mexican and Thai crises showed that their currency devaluation were badly
aggruvated by over-reliance upon short term debt. Financial and credit risks are
greatly accentuated as these countries require i access (o i ional capital
markets to roll over the outstanding stock of debt. In this regard, Malaysia's
exposure (o roll-over risk is mitigated by the relatively low govemment and private
sector short term extemnal debt. Among the measures than can possibly change the
capital composition include:

Lengthening debt maturity: Since foreign debt particularly short term debt can
aggravate economic instability, a key thrust for government and the corporate sector
is to finance themselves with medium and long term debt as far as possible.
Countries with a longer term debt maturity profile need not access the international
financial markets during turbulent times. They also can delay returning to the
financial markets after improving their creditworthiness through making the
required structural adjustments.

Altracting long term funds: The contagion phenomenon arises as a result of
international fund 3 ing in sp ive activities or reallocating their
assets due to changes in perceived risks and returns. Foreign funds however vary in
size, investment objective, holding period, and asset mix. Hence, the impact of
foreign funds on the domestic financial and capital markets will depend on their
size, composition and country of origin since currency risk is a major factor in the
evaluation of country attractiveness. The hedge funds speculating in currencies have
been identified as the trigger for large currency mo . Equity

funds on the other hand have a short to medium focus ranging from a few months
1o 1 or 2 years.

Depending on their investment objectives. these funds will have a different mix of
equities, cash and fixed income securities. Institutional investors such as pension

13



funds usually have a longer term focus and they commonly have a high
concentration of fixed income securities in their portfolio. This class of investors
takes a longer term view of the economy. Besides their longer holding period, such
institutional funds are also not exposed to unanticipated large scale redemption by
unit holders as in the case of open end investment funds. Thus, one of the ways to
enhance financial market stability is to channel local and foreign institutional funds
into the bond market.

Widening portfolio asset classes: Portfolio shift is another source of market
instability. For example, a rise in interest rates may cause investors to liquidate their
equity holdings and invest in fixed deposits. For this reason, a balanced capital
market structure with a broad range of asset classes of equities, fixed income
securities and derivatives results in a more resilient financial system. It enables
individual and institutional investors to manage their investments more efficiently
and to match expected returns with their risk profile.

Under the current environment where there is a limited range of financial assets,
there is a tendency for over-investment in equities, causing unsustainable price run-
ups. A wider range of asset classes, particularly fixed income securities such as
corporate bonds, will help to channel personal and corporate savings into long term
financial assets. Fixed income securities market are generally more stable especially
in low inflation economy like Malaysia. Hence, a deepening of the bond market
could contribute to greater market stability compared to a capital market system
which is predominantly equity-based.

Strengthening the Institutional and Regulatory Framework
for Banks and Capital Markets

As shown by the Thai experience, maintaining a robust banking and capital market
system s a cornerstone of market stability in the face of volatile capital flows.
Controlling liquidity growth of banks and improving supervisory tools for
controlling financial risk at the level of individual institution are key elements of the
strength of financial institutions which will determine the ability of individual
institutions to withstand market instability caused by fluctuations in short term
capital flows. Improving the capital markets regulatory and supervisory structure is
also crucial to avoid speculative bubbles that are accentuated by capital inflows and
outflows. The bursting of such bubbles, often triggered by foreign capital flight,
may test the resilience of the banking sector and have real effects on consumption,
investment and employment.

Other measures such as improving corporate go market p y, and
financial reporting standards and disclosure should also be part and parcel of the
long term drive to enhance market efficiency and veness. More 11

P Vore g Y,
an efficient and competitive market not only reduces its vulnerability to external
shocks but shortens the adjustment period as well.

Finally, from a macroeconomic perspective, the need to promote greater efficiency
In national savings should be given greater emphasis as a means to reduce
dependency on foreign capital inflows - the equivalent of foreign savings, and to
shield from capital account shocks. Ultimately, foreign portfolio flows can only be
sustained by ensuring strong corporate earnings and sound economic prospects and
such expectations can only be met if the domestic and foreign savings are
channelled efficiently into capacity-generating or growth-sustaining investments.
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ABSTRACT

This paper ders an i igation of the dynamic causal linkag g
international stock price indexes using a daily data set. We consider 4 major
established markets and 4 Asian emerging stock markets in the same system. Causal
transmission patterns are examined using recent methods of (i) vector error-
correction modeling and (i) level VAR modeling with possibly integrated and
cointegrated processes, advocated by (i) Toda and Phillips (19932) and (i) Toda
and Yamamoto (1995). The paper illustrates how such methods may be
appropnately augmented in a compatible fashion to unearth previously unfounded
linkage properties inherent amongst a system of stock price indexes. In particular,
we demonstrate that previous research, by using ordinary difference VARs, ignored
an important p of link displayed purely over the long run. This

1ally pped evidence provides robust and very useful information to
international financial analysts and investors. At a substantive level, results of this
study tend to support the contention offered by several studies in the literature of
significant short and long term relati ips by blished OECD and Asian
markets and also the leadership of the US over both short and long-run. The levels
VAR confirms the US market's influential leadership over the long run. At the
regional level in Southeast Asia, the results tend to confirm, as expected, the leading
role of Hongkong. And consistent with the recent financial crisis in this region, the
results tend to lend strong support to the view that stock price fluctuations in all
these Asian markets are explained mostly by their regional markets (rather than the
advanced markets). At a2 methodological level, this analysis also provides a primer
for the wealth of applied financial ic focusing on dynamic causal
inference which involve systems containing possibly integrated and cointegrated
processes.
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1. INTRODUCTION

In recent times foreign investors have expressed an increasing amount of interest in
the emerging financial markets of the ASEAN and Asian NICs due to their
enormous potential and favourable experiences so far [see for example Bhoocha-
oom and Slansc_ll (1990): Cheung and Mak (1992)]. This interest has resulted in
various international fund management centres that have concentrated only in this
region thereby adventising to intemational compatriots that not only is their growth
here to be exploited but these markets present altematives for agents to diversify
their risks. Interest in this area has also been displayed by various studies that have
concentrated on: (i) the linkages between the developed and Asian markets [see
Cheung and Ho (1991) who di instability b the c of
developed and Asian-Pacific markets; Bhoocha-oom and Stansell (1990) who find
there is a great degree of market integration between the US and two Asian NIC
markets]: (i) the intra-day and week trading activities in emerging Asian markets
[see Wong et al (1992), Ho and Cheung (1991) and Ho et al (1992) who
concentrate on the small sized markets, in particular Hong Kong, and assess the
behaviour of mean returns); (iii) the correlation between risk and return and its
stability for Hong Kong [see Cheung and Wong (1992)), and Singapore [see Wong
and Tan (1991)).

This paper makes a contribution on the first of these areas for a daily system of 8
national stock price indexes. The choice of the indices used in the system is guided
by a consideration of both major price indices and Asian emerging markets
including Hong Kong, Singapore, Thailand and Malaysia. We use coi i
techniques to identify a certain stochastic structure of individual time series and
VAR models to discern the linkages amongst the indexes.

In the financial literature it has been widely gnised that inter-relationships exist
among major national financial stock markets of developed countries [see, inter alia,
Grubel (1968), Agmon (1972), Lessard (1973), Ripley (1973), Hilliard (1979)].
More recently, while theoretical underpinnings which emphasise efficient

international portfolio 2 and risk underlying the linkages
are still acknowledged, the nature of research in international finance has
increasingly engendered studies which p investigations into market dy ics
and the tr ission/| i b driving these stock market linkages

[Eun and Shim (1989). Koch and Koch (1991), Arshanapalli and Doukas (1993),
Brocato (1994), Masih and Masih (1997¢c, l997d)].1 These issues, apart from
providing insight into the theoretical matters of interest, such as market efficiency
and adjustment processes, have become even more important particularly in light of
recent financial market developments such as the overwhelming pace of global
financial integration [or ‘globalisation’ ph see Blackman et al (1994)) of
the recent decade, and innovations such as the worldwide stock market crash of
October 1987 [Arshanapalli and Doukas (1993), Malliaris and Urrutia (1992)).
While earlier studies used simple regression or lati hniques using national
stock market indices, recent developments in the time series econometric literature
have permitted more rigorous analysis which emphasises both the short- and long-
run comovement among a number of time series, to be conducted compatibly.
Moreover, given the pace with which these techniques are being currently developed

! There are two strands of related and recently emerging branches of the finance hterature:
(1) one strand studies the ion and d of price ity across national
stock markets - these include studies by, Goodhart (1988), Hamao. Masulius and Ng (1990)
King and Wadhwam (1990). Lin. Engle and Ito (1994): (11) the other investigates the degree
of integration amongst national stock markets - these include studies by Wheatly (1988),
King. Sentana. and Wadhwani (1994). Bekaert and Harvey (1995). The focus of this study 1s
confined to the 1ssue of stock pnice linkages amongst national markets. based on applications
of vector ime senes procedures




and continuously refined, there always remains room for practitioners to
demonstrate their applicability without loosing reference to the intuition and policy
relevance the methodological rigour contributes from its findings.

In the econometrics literature, there now exists a menu of altemative estimation
(P ol tatsd

methods which permit valid testing of causal infe in y
models/systems that are known to be coi d. To the practiti while this
wealth of lable options is | ging, at the same time it can prove to

y
be quite daunting, especially when it comes to deciding which specific method is
optimal and should be employed in applied econometric research. If we take results
at face value, as most z}pplied cconometric research does, there is an urgent need to
undertake a comparative analysis of a number of estimators prior to determining
which set of results we should finally adopt for purposes of inference. While this
issue has been re-iterated in the theoretical literature [see Phillips (1991)],
unfortunately, there are only a very limited number of studies which have brought
this issue to attention in applied research [Gonzalo (1994), Moore and Copeland
(1995)).

The purpose of this study is two-fold. Our primary aim is to examine the dynamic
causal linkages that exist among a set of intemational stock market indexes with a
particular focus on emerging Southeast Asian markets. Results from this analysis
uself will provide not only an indication of the direction of interaction but an
assessment of the degree of interdependence among specific markets. Specifically,
given the recent currency and stock market turmoils in Southeast Asia, we consider
an investigation of the dynamic linkages amongst eight stock market indices
consisting of four developed and four Southeast Asian emerging stock markets,
using end of day national stock price indexes from 14-February-1992 to 19-June-
1997 (inclusive).

The second aim of this analysis is to illustrate the potential of two very recent
methodological procedures which allow causal inference to be conducted in systems
including time series p that may be integrated as well as cointegrated.
Specifically we refer to the vector error-correction modelling [King, Plosser, Stock
and Watson (1991), Toda and Phillips (1993a)] and ‘level’ VAR modelling with
integrated and cointegrated processes, advocated by Toda and Yamamoto
(1995).The novelty of these two innovative procedures is that they allow tests of
Granger temporal causality accounting for the long-run information often ignored in
systems which require first diff ing for pr itening prior to i In
particular, we indicate the practical usefulness of these techniques and illustrate their
potential in related areas of economic and financial research.

The methodological innovations conducted in this paper provides us with a
framework to test for the temporal causal dynamics (in the Granger sense) among
the stock prices. This is done through both short-run and error-correction channels
of causation (see Granger (1986), (1988)] via the dynamic VECM representation
and a long-run form of causation via a VAR estimated in levels. In this respect this
analysis extends on previous research which places important emphasis on the neqd
1o test for the number of common stochastic trends [Kasa (1992), Chung and Liu
(1994)]. In addition careful attention is payed to the univariate properties of the data
as well as quantifying the causal interactions amongst markets. Finally, implications
for the propagation or tr issi hanism of the causal responses are
addressed in addition to discussing in what way this formulation may be used in
understanding the interdependent and dynamic linkages underlying intemational
share markets

The paper is organised in the following manner: Section 2 contains a brief
descriptive but critical overview of the work already conducted in this ever-
expanding area of financial research, paying particular atiention to the



methodological deficiencies in each of the studies. The methodology to be adopted
is then presented in Section 3 with special refe to how these p dures may be
used in a complementary fashion. Section 4 contains a discussion of the data. the
application, and empincal findings. Finally, a summary, conclusions and what the
tindings of the study have to offer financial analysts in terms of policy implications.
and methodological pursuit are provided in Section 5.

2. THEORETICAL UNDERPINNINGS AND OVERVIEW OF
LITERATURE

2.1 Theoretical Underpinnings

In the context of market integration and interdepend: there have been
numerous studies that have focused on this issue. One important implication of
integrated markets is that assets associated with similar levels of risk in different
countries should also lead to a similar level of return. This issue has been
empincally addressed in several studies [see Errunza and Losq (1985). Jonan and
Schwartz (1986) and Hietala (1989)), as well as placed under cntical scrutiny due to
inconsistent results. This for example is taken up by, inter alia. Wheatly (1988) who
argues that even without market integration, assets that are diversified internationally
could be *mean-variance efficient’.

The integration and interdependence of stock markets underlies a major cornerstone
of modem portfolio theory which addresses the issue of diversifying assets. In
essence. this theme advocates investors to diversify their assets across national
borders, as long as returns to stock in these other markets are less than perfectly
correlated with the domestic market. The advantages of asset diversification have
already been widely discussed in the literature in which much effort was devoted to
attempts that quantify risk-reduction and its associated benefits available to the
internationally diversified portfolio [see Grubel (1968), Lessard (1973). Agmon and
Lessard (1977), Solnik (1991) and references there in]. Closely tied with this issue
15 that stock prices tend to move closely together and trend upward over time.
Kasa's (1992) finding of a unique common stochastic trend in a system of five
stock markets held implications that these markets were perfectly correlated over the
long-run (although there could be significant deviations over the short-term). In this
respect, the analytical tool of cointegration lends itself quite conveniently to
investigaung the long-run relationships of stock market movements.

2.2 Literature Overview

A large proportion of the now extensive empirical body of literature surrounding
these and related issues of stock market dy ics employing times series techniqu

can be broadly classified under two groups. One group follows the prescription
provided by Kasa (1992) involving multivariate cointegration techniques. to
examine the number of common stochastic trends in a system of national stock
market prices. This provides insights into how integrated markets have become and
the popular intuitive notion of whether or not stock markets share long-run
relutionships over time. Indeed. such interest has provoked a number of studies:
Chung und Lui (1994) and Corhay et al (1995) on Pacific-Rim country stock
markets. Blackman et al (1994) on 17 OECD markets, Jeon and von Furstenberg
(1990) und Kwan et al (1995) on major world equity markets. The second group
has pted to gate lead-lag relationships among prices of national stock
markets [Eun and Shim (1989). Cheung and Mak (1992), Malliaris and Urrutia
11992). Arshanapalli and Doukas (1993). Smith et al ('19_93). Chowdhl{ry‘(ll99_4);
Brocuto (1994)) but employed, due to data or al
drawbacks. simple bivariate lead-lag relationships among two markets, or standard
Grunger F-tests in a VAR framework which are only useful in capturing short-run




temporal causality [Granger (1986), Masih and Masih (1997a)]. While examinations
of bivariate relationships may provide additional insight. they are not entirely usefu
for purposes of policy and serve at best as a pre-requisite for a more th h
analysis of relationships amongst stock market indices in a multivariate setting.

Infact. even those studies that have employed a multivariate framework [for
example, Mathur and Subrahmanyam (1990) on linkages between Nordic and US
stock markets] have done so using ordinary first-difference VARs. not taking into
account any p of long-run relationships inherent in the multivariate system.
Recent important methodological studies by King et al (1990) and Toda and Phillips
(1993a) have shown that in the presence of cointegration, VARs must be augmented
by constraints via error-correction’ mechanisms which account for any long-term
information essentially lost through differencing.

3 ECONOMETRIC CONCEPTS AND METHODOLOGY

Like all other models that utilise time series data, it is important to recognise that
unless the analytical tools used account for the dynamics of the relationship within a
temporal causal framework, the complexity of the inter-relationships involved may
not be fully captured. Hence, there is a requirement for employing the latest
advances in dynamic time-series modelling within a temporal causal framework that
allows for the co-existence of both short and long run forces that drive the often
ignored deviating and cyclical influences so inherently interactive with these
aggregate variables over such a time horizon2. The following recently advocated
procedures will be adopted as part of our methodology:3

3.1 Causal Inference in Vector Error-Correction Models

Engle and Granger (1987) show that in the presence of cointegration, there always
exists a corresponding error-correction representation which implies that changes in
the dependent variable are a function of the level of disequilibrium in the
cointegrating relationship (captured by the error-correction term) as well as changes
in other explanatory variable(s). If we exploit the idea that there may exist co-
movements among a set of time series and possibilities that they will trend together
in finding a long-run stable equilibrium, by the Granger representation theorem we
may posit the following testing relationships which itwte 2 VECM. Consider a
set of variables that are /(0) after applying the differencing filter once. Provided that
the variables in X, ars also cointegrated of order r, we may impose this constraint
upon our unrestricted VAR to enable a VECM formulation as:

A,\j:iA,AX,_, +2§,9,_,+q ()

hi i aludi

where X, is an n x | vector of variables. the A's are

the constant term, A is a difference operator, {; is a vector of impulses which

rep the icipated m in X; where © contains the r individual
error-correction terms derived from the r long-run cointegrating vectors via the
Johansen MLE procedure; and E(vy, v'y) = Q which is diagonal.. Of course given

2See R Masih and A. Masih (1996) for an invesuigauon of the dynamics of economic activity
within a multivanate cointegrated system

3 See Toda and Phillips (1993b) for an overview of the theoretical properties including a
wimulation exercise



that there are r comlcgraung vectors, we may reforrnulale this assuming (n - n)
common trends. In exp g out (1) and g out the vector of constants we
can express the VECM of vanablcs as (equanon ’)

A (L) Ap(L) L ALY ax,
An(l) O L 4,(L|ax,
M L [e] M

[ Ax,

Ax,
"0 AgL) An(L) L A,(L)\ax,
2 . (2)
oL Youa) || ferr o 0 Y,
o M| M|+ rin* 00 0 |M
gL oghe.) |, 0 0 an\g,

where the term (L) is a finite polynomial in the lag operator L, such that
(L™)E=C.m and the order ¢(L) is the same for the n equations in (2). The terms

%1 nt) are joint white-noise processes and the c's represent a vector of
constants.

A consequence of relationships described by equations in (2) is that either
Dx/pyeyDxp, . 0r @ combination of any of them must be caused by ©,.; which is
itself a function of [x}¢.7sXpy- ). Intuitively, if [x7q.7,00xpg.7] shares a
common trend, then the current change in xj, (say, the dependent variable) is partly
the result of x; moving into alignment with the trend value of x2y..xpy; (say, the
independent variables). Through the ECT, the ECM opens up an additional channel
for Granger-causality to emerge which is completely |gnored by the standard
Granger and Sims tests.4 The Grang lity can be exposed either through the
statistical significance of: (i) the lagged ECTs (§'s) by separate r-test; (ii) a joint test
applied to the significance of the sum of the lags of each explanatory variables (A's)
in turn, by a joint F or Wald xz test; or (iii) a joint test of all the set of terms just
described in (i) and (ii) by a joint F or Wald xz test, ie. taking each of the

P hesised terms sep ly: the (A's, &' s) The non-sngmﬁc:mce of bolh the 1
and F or Wald %2 tests in the VECM i ity of the
dependent variableS.

ACausality is a subject of great controversy among economists. See, for example, Zellner
(1988). Interested readers could refer to a supplementary issue of the Journal of
Econometrics. September-October, 1988, that includes studies discussing this issue. Without
going into a debate, we would like to state that the concept used here is in the stochastic or
“probabilistic” sense, rather than in the philosophical or “deterministic” sense. Also the
concept used here is in the Granger “temporal” sense, rather than in the "structural” sense.

5The VAR being a system of unrestricted reduced form equations, have been criticised by
Cooley and Le Roy (1985). Runkle (1987) is a good example of the controversy surrounding
this methodology. Backus (1986) and Ambler (1987) are eumplu defending the use of \’AR

It 15 debatable whether the method of by the I
structural model which often relies on many simpli s and arbitrary
restrictions together with the related d (which

are often untested) is superior to the identification procedure used in the VAR model. The
critics of VAR, however, all agree that there are important uses of the VAR models. For
example. McMillin (1988) points out that VAR models are particularly useful in the case of



C 2 and error models hold several intuitive implications. When
the van;blcs are cointegrated, then in the short-term, deviations from this long-run
equilibrium will feed back on the changes in the dependent variable in order to force
the movement towards the long-run equilibrium. If the dependent variable is driven
directly by this long-run equilibrium /(0) error, then it is responding to this
feedback. If not, it is responding only to short-term shocks to the stochastic
environment. The F-tests of the differenced explanatory variables give us an
indication of the short-term causal effects, whereas the long run relationship is
implied through the significance or otherwise of the ‘I tesi(s) of the lagged error-
correction term(s) which contains the long term information since it is derived from
the long run cointegrating relationship(s).

The coefficient of the lagged ion term, h . is a sh m
adjustment coefficient and represents the proportion by which the long-run
disequilibrium (or imbalance) in the dependent variable is being corrected in each
short period. Non-significance or elimination of any of the lagged error-correction
terms affects the implied long-run relationship and may be a violation of theory.
The non-significance of any of the ‘differenced’ variables which reflects only short-
run relationship, however, does not involve such violations because, theory
typically has lile to say about short-term relationships [Thomas (1993)]. In
particular, the novelty of this technique can be illustrated in testing various economic
and financial issues which are elusive with respect to the causal direction. By
example, this technique and a multivaniate formulation of vector error-correction
modelling involving several variables have also been used in mainstream
macroeconomic analysis in order to test for the causal chains implied by the major
paradigms in macroeconomic theory.6

3.2 Causal Inference Using Levels VAR with Cointegrated Processes

Sims, Stock and Watson (1990) show that Granger F-tests are valid
(asymptotically) in levels VARs so long as the variables appearing in the VAR are
cointegrated. This procedure is dependent upon a pre-test of cointegration ranks and
can be viewed as a procedure in long-run Granger causal inference since the model
is in levels only. Also, no allowance is made to mixed /(0), /(1) and /(2) processes.

3.3 Causal Inference in Level VARs Including Integrated and Cointegrated
Processes of Arbitrary Orders

The VECM discussed in the previous section permits inference on both short-run
and, to a certain extent, long-run linkages. While this has been proposed in the
recent literature [see King, Plosser, Stock and Watson (1991), Mosconi and
Giannini (1992), Toda and Phillips (1993a)] and exhibits highly desirable properties
both from a theoretical and empirical point of view, this formulation does have its
drawbacks in that it is implicitly dependent upon pre-tests of and
cointegration. Furthermore, there is also a covert, yet heavy reliance on such tests
providing an accurate report of the cointegration ranks qnd. as we have alr;ady
noted, even in the case where the error-correction term is appropriately derived,
there is an additional step to augment this term in the original VAR formulation. In

addition, the VECM formul involves implicit 1 on
parameter vectors, which may be problematical as tests for Granger non-causality
may involve size distortions due to rank defi y. The basic y of this
I the cyclical behaviour of the my, the ion of stylised

facts about the behaviour of the elements of the system which can be compared with
existing theories or can be used in formulating new theories, and testing of theories that
generate Granger-causality implications”.

6 Some examples in the context of aggregate models of causality in macroeconomics for
developing countries are R. Masih and A. Masih (1996), and A. Masib and R. Masih (1997b).



additional step of embedding an error ion term arises from the need to re-
capture the long-run information lost through differencing the variables entering the
VAR. One way to circumvent this problem is to posit a VAR in which variables
appear purely in their level form. However, while Sims, Stock and Watson (1990)
do propose the asymptotic theory to validate appropriate Granger causality tests in
level VARSs, here there is also a pre-requisite that the system be cointegrated. Such
tests, in particular the most popular being due to Johansen (1991). do tend to be

sensitive to nuisance parameters [see Toda (1995)] and suffer from finite-sample
biases.

Only recently, Toda and Y (1995) proposed a pl y proced
which allows causal inference to be conducted in level VARs that may contain
integrated processes but does not involve rigorous attention and strict reliance upon
integration and cointegration properties of any or all variables in the system. In
essence, this procedure circumvents some of the pre-test biases that practitioners
may be confronted with in VECM and other modelling formulations involving unit
root and cointegration pre-testing. Furthermore, the Toda-Yamamoto procedure is
simple and convenient to apply and permit linear as well as non-linear tests of
restrictions. These restrictions themselves would then imply long-run causal
inference since, unlike ordinary difference VARs, this formulation involves only
variables appearing in their levels.

Toda and Yamamoto (1995) propose estimation of a levels' VAR of the form:
Yi=7o *'7|“‘"'+7q’q +9|)':-¢+~~'*0ny,—0 +4..+€,,y,_, "‘C, 3)

by OLS, where r=1,...,T, and p 2 (k+d) consisting of y,'s that are /(d) which may
be CI(d.b). The 8's are coefficient matrices but hypothesis testing of restrictions

will preclude the terms 6,,,.....8, which are assumed to be zero. In matrix
notation, this may be written as:

Y'=TA+®X'+¥Z'+E’ 4)

where T = (Y, o Y A= [T, o Tl With T = (L1 Y. @ =8, ... 8] X, =
[, v x7] With x, = (3, e ¥,0)s ¥ = (84, v 6,] aNd Z = [2, .., ;] With Z,
= OWgs y7,) Toda and Yamamoto (1995) then show that the test of

hypothesis Hy: f{¢) where ¢ = vec(®) is a parameter vector, may be tested by a
Wald statistic which is asymptotically chi-square with m degrees of freedom,

subject to p2k+d. The statistic is given by:

w=f(¢)[FOITEE@(XQX)"}F(®)T" f(9). (%)

where Q=0, -0,2(2'0,2)"2°Q,. and Q, =1, =A(A’A)"A’, where [, is a
TxT identity matrix.

Effectively, this implies that all one needs to do is to determine the maximal order of
integration [d(max)] that we may believe the model to incorporate and ascertain the
lag structure, and then to construct a VAR with variables appearing in their levels
with a total of p=k+d(max) lags. However, at the inference stage, linear or non-
linear restrictions should only be tested on the first k lags since the p-k lags are
assumed zero and ignored. The over-parametrization of the model is done

ionally. and the procedure will be valid as long as the order of integration does




not exceed the true lag-length (k) of the model.” According to Toda and Yamamoto
(1995). the Wald staustic is shown to be valid in a wide variety of cases, regardless
of any p in Y being stationary (around a linear trend). /(1), /(2). non-
cointegrated or cointegrated of an arbitrary order.8

While this method does circumvent some of the problems associated with pre-test
bias trom tests required for the VECM or Sims, Stock and Watson (1990)
procedure, the issue of over-fitting the model does itself entail a loss of power.
Since the proced is valid asymptotically, efficiency will also be affected in
particular cases where the true lag-length may be as small as one, and augmenting
udditional lags in a small-sample VAR may prove to be costly in terms of
parsimony. This, though, will not occur frequently in applied work using data with
trequency greater than annual and orders of integration not exceeding two.

It 1s with these caveats in mind that in this study the procedure outlined will be
applied as a complement to the VECM already proposed. In adopting the
methodology as a complementary tool, the model employing a VAR in levels will
add an extra di ion to the analysis in addition to providing us with another facet

7 Note. however. that this is most unlikely to be the case in most empirical works. If d=1.
then the procedure will always be valid since k21. The one exception is in the very special
case where d =2 and the true lag-length k=1.

8 The Toda-Yamamoto procedure is similar to one proposed by Dolado and Lutkepohl.
Humoldt Univ Mimeo (1994), which 1s also applicable to systems regardless of whether or
not they are cointegrated. The approach 1s to basically augment a VAR(p) model with a
single additional lag making it VAR(p+1) but at the inference stage, to test restrictions only
the up to the p-th term.

Consider the model:
r P
L=Yat +a, o+ XX Bk oty
= Ell

Granger F-tests (asymptotically, the F-statistic will have a x3(p) distribution] of non-
causality from X to Y can now be performed using the null:

HyB, =B, =.=B,=0 e

The 1dea behind this is provided in Stock and West (1988). Noting that Granger tests of non-
causality only require variables in the vector that are mean-zero stationary, re-wnung
equation (1) in terms of mean-zero stationary processes gives:

i I3
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where: @ = 0 + Oyt 40 @, = @ H O s Y, =B+ By+.+PB, and
Yy =By +By+..+B ., The properties of the OLS estimates ¢'s and Ys are that they
have normal Limiting distnbutions and converge to their true values at the rate of the rate
of -\/T where T is the sample size. In (3) a test for Granger non-causality from X to Y would
involve testing the null that all the y terms are jointly equivalent to zero. While this test
deals with purely the short-term elements a test may be devised for Granger long-run non-
causality 1f we test 1n (1) that the sum of the coefficients on the lags of X up to the p-th lag
1~ equivalent to zero. However this sum 1s simply v, 1n (3) thereby providing a test of long-
run Granger non-causality by using the null that v, =0



to assess the general rob of the results from the VECM. Moreover.
as Toda and Yamamoto (1995, p. 246) remark “...we are not suggesting that our
method should totally replace the conventional hypothesis testing that are conditional
on the estimation of unit roots and cointegrating ranks. It should rather be regarded
as complementing the pre-testing method that may suffer serious biases in some
cases.”. In this analysis, we are employing the Toda-Yamamoto methodology
sharing a similar motivation.

3.4 Generalized Forecast Error Variance Decompostion Analysis

Inference from using vector autoregressions, in the way of F- and r-tests may be
interpreted as within-sample causality tests. They can indicate only the Granger
causality of the dependent variable within the sample period, but do not provide un
indication of the dynamic properties of the system, nor do they allow us to gauge
the relative strength of the Granger-causal chain or strength of causality amongst the
variables beyond the sample period.

Variance decompositions (VDCs), which may be termed as out-of-sample causality
tests, by partitioning the variance of the forecast error of a cenain variable into
proportions attributable to shocks in each variable in the system including its own,
can provide an indication of these relativities. Placed under an alternative context.
VDCs provide a literal breakdown of the change in the value of the variable in a
given period arising from changes in the same variable in addition to other variables
in previous periods. A variable that is optimally forecast from its own lagged values
will have all its forecast error variance accounted for by its own disturbances [Sims
(1982)].

The results based on VDCs are generally found to be sensitive to the lag length used
and the ordering of the variables. By construction, the errors in any equation in a
VAR are usually serially uncorrelated. However, there could be contemporaneous
correlations across errors of different equations. In the case where there are more
than one common trend, alternative orderings of the trends may affect the results of
VDCs if the common trends are themselves not y lated. In dard
applications of VDCs, these erors are orthogonalised through Choleski
decomposition, which is not unique, since the number of MA representations for
any given VAR is not finite.

In order to circumvent this problem, in this study we apply the generalised variance
decomposition analysis provided and applied in Lee, Pesaran and Pierse (1992),
Pesaran Pierse and Lee (1993) and Lee and Pesaran (1993). Unlike standard VDCs,
generalised VDCs are not subject to any arbitrary orthogonalisations of innovations
in the system.

4. APPLICATION AND ESTIMATION RESULTS

In order to obtain a consistent sample range for all eight countries we had to restrict
the sumple size. The data-set consists of end of day stock-price indexes ranging
from 14-February-1992 to 19-June-1997 (inclusive), obtained from Extel Financial
Data Services.9 In order to examine the univariate properties of the stock price
indices, we perform both unit root tests and mean stationary tests as part of a battery
of tests for the degree of integration for each variable.

9 Consistent with others in the literature [Kasa (1992). King. Sentana and Wadhwani
(1994)]. the raw indexes have been transformed to reflect real US dollars in order to adopt
the perspective of the US investor. This type of transformation also assists in dampening
out the noise from exchange market fluctuations upon stock price without distorting the
exchange rate influences upon stock markets



4.1 Unit Root Tests

The semi-parametric Phillips-Perron (PP) type tests developed by Phillips (1987).
Phillips and Perron (1988), and Perron (1988) are convenient testing procedures,
both based on the null hypothesis that a unit root exists in the auloregressive
representation of the time series. Dickey-Fuller tests [see Dickey and Fuller (1981)].
attempt to account for temporally dependent and h ly distributed errors
by including lagged sequences of first differences of the variable in its set of
regressors. The PP tests try to account for dependent and IID processes through
adopting & non-p iC dj hence eliminating any IS
purumclcrs.10 Recently these tests have been shown, by Schwert (1987) and
DeJong et al (1992), to suffer from lack of power as they often tend to accept the
null of a unit root too freq y against a ionary alternative. Therefore. the
failure to reject a unit root may be simply due to the standard unit root tests having
low power against stable autoregressive alternatives with roots near unity.
Furthermore, Stock (1995) stresses that nuisance parameters such as the largest
autoregressive root are quite typical of economic as well as financial time series. In
particular, this knife-edge assumption of an exact unit root could lead to substantial
biases which is clearly conditional upon this property to hold, even in large
samples.

4.1.1 GPH Tests for Fractional Integration

Moreover, recently, the strict distinction of /(d), d=0, 1, 2.., has been questioned
and criticised as being arbitrary, since d can be non-integer. In such cases, a time
series may still be mean-reverting, although reverting at a much slower rate and
showing much more persistence, than that for a typical /(1) series!l. A common
indication of this is a slowly decaying autocorrelation function. In order to test this
formally. in this analysis, we make use of a semi-nonparametric procedure due to
Geweke and Porter-Hudak (GPH) (1983). The primary equation of interest behind
the GPH estimation procedure relies on an OLS regression on:

In(l(w)) =c - dinfdsin?(@yD) + mj,  Vj=1,...,n (6)

105 treatment of the sequential steps involved in applying the PP tests appear in Taylor
(1993). Basically, Perron (1988) shows that if a time series is trend-stationary and if no
account 1s made of this in implementing the testing procedure, this may lead to high
probabilities of making a type II error. While the precise form of the assumptions (with
regard to distributional properties of error terms, etc) are contained in Perron (1988), the
following sequence is suggested.

() apply Z(tgs). Z(®g) and Z(®3) respectively and if the unit root hypothesis is rejected we
should halt the procedure here:

(1) 1f the unit root hypothesis cannot be rejected then the greatest power may be obtained
by estimating equations associated with the Phillips-Perron transformations of the relevant
t- and F. statistics, Z(tge) and Z(®)). Due to the fact that these two tests are not invariant

to the constant term, this is only vahd if the drift term (u*) used in test equations applied
m () was zero. In this respect these two tests should only be used if Z(®y) cannot be
rejected.

11 Note that while d<1 implies mean-reversion, 0.5¢d<1 implies covariance non-stationarity.
since the vanance of the process will not be finite. However. even in this latter case. the

process will exhibit mean-reversion as it 1s a subset of Y P 3
implying that a shock will have no permanent effect on z;. When d = 1 though. the process 1s
classified as both g and y since the effect of a

~hock 1s not transitory. but permanent.



for @ = 2/j/T (¥ j=1.....T- 1).n=g(N < T. where l(w)) is the periodogram
of X at frequency w; defined by

e
/<w>=u—r}:e~~(.v,-m )

The GPH test can also be used as a test of the unit root hypothesis with /(1)
processes imposing a test on d(GPH) from the first-differenced form of the series
being significantly different from zero. In this respect, the GPH procedure poses an
alternative viewpoint from which to scrutinise the unit root hypothesis.

4.1.2 KPSS Tests for Mean Stationariry

These studies have also implied that it would be worthwhile to conduct tests of the
null hypothesis of mean stationarity in order 1o determine whether variables are
stationary or integrated. Mean stationarity tests are performed with a tests recently
proposed by Kwiatkowski et al (1992). This test [abbreviated as KPSS] is based on
the staustic:

' .
mu):(l/T’)ZSf / o} where S,=Zv,./=l....T (8)
) o

with v, being the residual term from a regression of y, on a intercept, and &, is a
consistent long-run variance estimate of y, and T represents the sample size.
Kwiatkowski et al (1992) show that the statistic n)(«) has a non-standard distribution

and critical values have been provided therein. If the calculated value of n(u) is large
then the null of stationarity for the KPSS test is rejected. Since we entertain both the
Dickey-Fuller test and the KPSS test in this exercise, we consider a variable to
contain a unit root or be unit-root no ionary if the null hypothesis of non-
stationarity is not rejected by the DF tests but the null hypothesis that the variable is
mean stationary is rejected by the KPSS test. |2

4.1.3 Modified DF-GLS Tests
In this paper, instead of the standard ADF test we use the modified Dickey-Fuller
test (DF-GLS) due to Elliot, Rothenberg and Stock (1995). This test is conducted
using the following regression:
I
(1= Dyl =agyfy + a1 - L, +u, ©
)

where 1, is a white noise error term: and /', is the locally detrended data process
under the local alternative of & as given by:

yi=y =B (10)

where =, = (L.r) and 5 is the regression coefficient of ¥, on Z, for which:

) =(F,.(1= &L)ys.....( — &Ly, ] (n

'3 This guideline 1n considering the stochastic properties of univariate time series is 2lso used in
an empirical analysis delling by Mehra (1994)




%) =[z.0-a1)z,....(1- &L)z, | (12)

The t-test testing the hypothesis of H,: a,=0. against H,: a,<0 gives the DF-GLS’
test stanistic. Elliot et al (1992) recommend that the parameter T, which defines the
locul alternative by & = 1+(&/T) be set equal to -13.5. This test can auain a
significance gain in power over the traditional unit root tests. The critical values ure
computed by Elliot et al (1995, Table 1) using Monte Carlo simulations. For finite
sample corrections, Cheung and Lai (1995) provide approximate critical values. In
the non-deterministic case, the use of T=-7 is reccommended where the test DF-
GLS" basically involves the same -procedure as computing the DF-GLS® test. upant
from the exception that the locally detrended process y, is replaced by the locully

demeaned series y/ and z,=1. The asymptotic distribution of the DF-GLS" test i
the same as that of the conventional DF test.

Results for all these appear in Table I. Given the results from all of these test
procedures, we can evaluate the rob of the i perties of all the
stock market prices. Results seem to suggest that they are all stationary after
applying the difference filter only once. Given the consistency and unambiguity of
results from all these testing approaches, we conclude that these daily stock price
indices are integrated at most of order one. This provides a requisite for the
forthcoming multiple cointegration analysus.‘3

4.2 Mulnvariate Cointegration Analysis

In this analysis we employ the Johansen and Juselius (JJ) procedure of testing for
the presence of multiple” cointegrating vectors. Unlike its predecessor, the JJ
procedure poses several advantages over the popular residual-based Engle-Granger
two-step approach in testing for cointegration.!4 Specifically, they may be
summarised as follows: (i) the JJ procedure does not, a priori, assume the existence
of at most a single cointegrating vector, rather it explicitly tests for the number of
cointegrating relationships; (ii) unlike the Engle-Granger procedure which is
sensitive to the choice of the dependent variable in the cointegrating regression, the
JJ procedure assumes all variables to be endogenous; (iii) related to (ii), when it
comes to extracting the residual from the cointegrating vector, the JJ procedure
avoids the arbitrary choice of the dependent variable as in the Engle-Granger
approach, and is insensitive to the variable being lised; (iv) the 1 p

established on a unified fi k for ing and testing coi

within the VECM formulation: (v) JJ provide the appropriate statistics and the point
distributions to test hypothesis for the number of cointegrating vectors and tests of
restrictions upon the coefficients of the vectors. 15 Moreover, as reporied by
Cumpbell and Perron (1991), OLS of ing vectors, parti ly in

13 It 1s worth noting that the Joh requires not to be /(2). but can
admut both /(1) only and a mixture of /(1) and I(O) processes, in systems used for testing for
the order of cointegration rank.

1 With respect to both the Engle-Granger and JJ h, it is to acknowledg,

that should non-cointegration not be rejected at cnnvenumul significance levels. 1t 1s
possible that the residual term may display and sull be ing
implying For such an h see R. Masih and A. Masih 11995)

15 While applications of the JJ procedure have been quite popular in a multivaniate context.
results arrived from JJ staustics in bivariate studies have also been shown to be miore
robust than those arrived adopting the Engle-Granger approach [see. by example. A, Masih
and R. Masth (1994, 1997a)). A recent study by Gonzalo (1994) provides empirical evidence
to support the Joh. dure's superior over other methods for
testing the order of cointegration rank.




smull sumples, may be severely biased. In addition, hypotheses testing in
cointegrated vectors estimated by OLS can also be problematical [Campbell and
Perron (1991), p. 56]).

It 1s demonstrated in Johansen (1991) that the procedure involves the identification
of rank of the m by m matrix ITin the specification given by:

iy
AV, =8+ Y TAX, +TLX,, +¢, (13)
b

where, X, is a column vector of the m vanables, I and IT represent coefficient
matrices. D is a difference operator, k denotes the lag length, and d is a constant. If
[T has zero rank, no stationary linear combination can be identified. In other words.
the variables in X, are non-cointegrated. If the rank r of IT is greater than zero.

however, there will exist r possibl ionary linear binations and [T may be

decomposed into two matrices a and b, (each m x r) such that T = ab’. In this
representation b contains the coefficients of the r distinct cointegrating vectors that

render b’X; stationary, even though X, is itself non-stationary, and a contains the
speed-of-adjustment coefficients for the equation.

Results of cointegration rank by the JJ procedure appear in Panel A of Table 2.
Evidence from both trace and maximal eigenvalue tests suggests that there is at most
a single cointegrating vector or logously seven independent common stochastic
trends within this eight-variable sysxemlﬁ This finding is consistent with studies by
Corhay et al (1993), Leachman and Francis (1995) and Jeon and Chiang (1991)
who, among others, find that equity markets of countries belonging to the G-7
countries possess al least one cointegrating vector. It is worth noting that an implicit
assumption underlying these tests are that news and particular events did not
significantly affect the stability of this system in terms of altering the number of
common stochastic trends. This issue may now be tested using procedures
advocated by in the literature by Hansen and Johansen (1993), and Quintos and
Phillips (1993). However, based on evidence using similar techniques on a system
of five OECD equity markets, Masih and Masih (1997d) find evidence that the crash
did not affect the number of common stochastic trends within this particular system.

In order to assess the relative strength of the long run relationship, Johansen and
Juselius (1993) point out that larger ecigenvalues are associated with the
cointegrating vector being more correlated with the stationary component of the
process. To gain some insight into the robustness of results for all eight indices, we
also conducted cointegration tests revealing r = | for a system including only OECD
countries. Eigenvalues, presented in Panel B of Table 2, in descending order,
indicate the cointegration relationship to be much stronger for the eight-market

16 Due 1o one of the biases of the JJ dure being the of rank
to the order of the lag length used in the VAR. we chose the lag subject to the Akaike's FPE
criterion. In addition. results of a unique vector was to slight

modifications to lag length. Furthermore, there has been much recent work documenting the
potential for severe small sample bias in Johansen tests [see Cheung and Lai (1993)).The

ling-up factor on the cnitical values d by Cheung and Lai's study does
not alter our of rank. F their study favours the trace
test in that “it shows httle bias in the presence of either skewness or excess kurtosis. and.
* 1s found to be more robust to both skewness and kurtosis than the maximal eigenvalue
test * [Cheung and Lai (1993. p. 324)]. In the light of this statement. the trace staustic of
187 820 further confirms our initial conclusion of r equal to at most 1
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system than for a system including only the markets of the OECD along with Hong
Kong and Singnporc”. This observation is based on the associated eigenvalue in
the eight-market system being of a much larger magnitude than for the system with
only equity indexes from the OECD countries.

Finally in order to test that each of the equity markets enter the cointegrating vector
significantly, we test for zero restrictions upon each of the coefficients derived by
the Johunsen procedure. Having established the presence of a single cointegrating
vector. the Johansen procedure allows us 1o test several hypotheses on the
coefficients by way of imposing restrictions and likelihood ratio tests which are.,
asymptotically. chi-square distributed with one degree of freedom.

Scrutinising the cointegration vector in each model. presents us with a measure of
the most important component, in terms of its relative weight, in comparison (0 the

ining comp Coefficient estimates and significance levels associated with
the tests of zero-loading restrictions appear in Panel B of Table 2. Normalising on
us. significance levels provide evidence of each of these restrictions being rejected.
for most at least at the 1 per cent level apant from Thailand for which the restriction
15 rejected at the 5%. This implies that most of the markets enter into the
cointegrating vector at a statistically significant level. In general, these results
indicate that almost all markets adjust in a significant fashion to clear any short-run
disequilibrium. In addition the largest coefficient is on the UK index followed
closely by the coefficient for Japan, and the smallest coefficient is on the Thai index.
The size and share of the world capitalization may be a factor behind the magnitude
of the influence of these stock markets.. 18

" This set of eigenvalues were derived for a separate system of 6 stock prices of in the vector: [uk,
1p. uk. ge. sn. hk] for which results are available upon request from the corresponding author.
18 In order to derive estimates of the long-run coefficients of the cointegrating vectors, we
employ two recently ion methods developed by Stock and Watson (1993).
n addition to the JJ MLE method. The Johansen procedure allows us to test several
hypotheses on the coefficients by way of imposing restrictions and likelihood ratio tests
which are. asy chi-square buted. However, a question of sensitivity does
anse in ffici of the Joh: dure in the case where we have more
than one cointegrating vector. Also, apart from other reasons on preferring a single.
equation method. there may be a need to gauge the robustness of results from one or more
methods of ob the same As an al the dynamic OLS (DOLS)
procedure due to Stock and Watson (1993) is 1o the
Phillips-Loretan non-linear least-squares method. and have been shown to be supenor. at
least on the basis of Monte Carlo experiments [see Stock and Watson (1993)]. to the
Johansen and several other previously recommended methods to estmate parameters of
cointegrating vectors. The way this procedure differs is the particular manner by which
serial currelation 1s corrected and what specific operational mechanism is used for
for possible amongst the regressors. The Stock-Watson DOLS
procedure 1s similar to the Phillips-Loretan approach in that leads and lags of the
differences of the I(1) vanables are included as in a single-eq
which regresses one of the /(1) variables on the I(1) and /(0) vanables all in levels. The
DOLS procedure 1s preferred here due to its favourable performance. as well in small
samples. These estmates will facilitate long-run Robust i
errors are derived via the procedure prescribed by Newey and West (1987) In an attempt 1o
obtain a feeling for the robustness of these long-run Johansen coeficzents. we also estimate
the cointegrating relationship (normahising on the US) by the Dynamic OLS procedure based
on the following equation and up to A=5 leads and lags




4.3 i;fdrélﬁ::;(eﬁ‘%%'a and Long-Run Relations: Vector Error-Correction

Given the presence of a unique cointegrating vector in the cight-dimensional VAR
used in the JJ cointegration tests, this then provides us with one error-correction
term for constructing models specified by (2). Analogously, we may also extract (n-
ryor 7 clgrn.mon trends, [for such an approach see Kasa (1992), Chung and Lui
(1999117,

Summary results based on the VECM formulation described in Section 3. are
presented in Table 3 and provides some interesting results. Without risk of
ambiguity, in terms of econometric exogeneity, only the US market deserve
attention. In making this claim, note that for each of the other markets, at least one
channel of Granger causality is active: cither the short-run through joint tests of
lagged-differences or a statistically significant ECT. This latter channel is a novelty
of the VECM formulation but it is nof hy of signi only in the equati
for Singapore and Hong Kong in the Asian belt and UK for the major markets.. The
economic intuition arising from this finding implies that when there is a deviation
from the equilibrium coi ing relati ips as d by the ECTs, it is
mainly changes in the these 3 markets that adjusts to clear the disequilibrium ie.
bears the brunt of short-run adjustment to long-run equilibrium. This leaves changes
in the US market, which appear to be statistically exogenous and thus represents the
initial receptor of any exogenous shocks to their long-term equilibium
relationships. In other words, US leads in picking up the information first and then
pass them on to other markets.

k=N i=A A=K
ws, =B, + DA Ap + 2 A Ak + DA, Age,

2 Aadsn w3 Ay Al + A Bkk, + Y A, At +,
DR ks-k d=-k LR

where B = [c, 81, 82, 83, 84, 8s. 8a. 87 sl X = (L, jpy, uky, gey, sny, miy, hky, thy] and find
esumates to be. in general, very similar to the ones derived by the Johansen procedure
(vesults are available upon request). This may be due to the fact that, while DOLS may be
useful to apply in systems including higher orders of integration, DOLS and Johansen (1991)
ML are 1] lent in the standard case with all variables I(1).
19 To extract the common stochastic trends one need to appreciate the alternatives
available. These methods allow us to shed light on a closely related issue of stock market
one may the number of cointegrating vectors as
common stochastic trends [see Stock and Watson (1988)]. The basic procedure here is to
decompose each element of the vector of stock price indexes into (1) a stochastic trend
component arising from the unit root properties of X (X say contains all SPIs): and (2) a
stationary component arising from the cointegrating relationship of the series. In other
words. by filtering out the stationary component and focusing on the trend component, the
importance of these common unit roots to the long-run co-movement of these series may be
examined. Stock and Watson for example derive from the estimated error-correction VAR
equations the “Common Trends Representation™; while Aoki (1988) and Cerchi and Havenner
% loped

(1988). adopt a state space fx ' is to adopt a di di by
Kasa. (1992). His approach is based on a projection theorem that decomposes X into the
direct sum of its h 1 onto two sub which are orthogonal

complements of each other. This approach will allow us to view the relauve importance to
all SPIs of that part of the common trend contributed by the ith unit root. Furthermore. the
overall stochastic trend for each variable will be determined jointly by the number of
common umit roots. Although this would be more applicable if we were purely looking at the
hypothesis that international stock markets were d. a more h
may be to adopt an approach advocated by Hansen and Jaganathan (1991) who derive a
lower bound on the correlation between any pair of asset returns under the hypothesis of
complete markets. Nevertheless, perhaps this should be acknowledged.
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Although the ECT is statistically significant in 3 equations. one cannot assume that
all other markets are non-causal since the short-run channels are stll active. For
example. fluctuations in the US market seem 10 explain movements in all markets
apart from the Japanese and Thai markets. At the regional level, the shortrun

Jependencies between Malaysia, Singapore, and Thailand are clearly brought to
light.

44 Todu-Yamamoto Levels VAR

The results of tests of restrictions from a VAR estimated by the procedure
prescribed by Toda and Yamamoto (1995) are summarised in Table 4. Here the lag
selection was 3, but a (k+1 = 4) order VAR was estimated with restrictions
performed on lagged terms up to the kth lag. There are no short-run causality flows
in this case since all variables appear in levels. Results from this analysis ndicate
only the US market seems to be weakly exogenous. The dominance of the US und
UK markets in the longterm is clearly apparent, with Japan only active in
influencing Thailand. Also, the German market is causal in both the UK und
Malaysian markets. Once more, the dominance of both the US and UK in
influencing fluctuations of other stock markets over the long run deserves some
attention. Interestingly, in the longierm none of the Asian markets of Singapore,
Malaysia, Hong Kong or Thailand appear to be significant in influencing uny other
market. It is also interesting to observe the similarity of results between the
modelling approaches.

4.5 Generalised Variance Decomposition Analysis

Finally. we conduct generalised variance response (GVDC) analysis in an attempt to
gauge to what extent shocks to certain markets are explained by other markets
considered in the system. Information from application of these tools should
provide some further evidence on the patterns of linkages amongst stock markets, as
well as contribute to enhancing our insights upon how markets react to system wide
shocks and how these responses propagate over time. It is important to note,
however, that although derivation of GVDCs does not suffer from the arbitrary
orthogonalisation of i ions, GVDCs should not be strictly used to isolate
resp of ap lar shock, ing that all other shocks are not present, or
not also running in conj with the particular shock in question. In this respect,
one should not attribute the shock, as in traditional VDC analysis, to sole variables
in the system, and thereby practice caution when interpreting such results.

Generalised VDCs from one-standard deviation shocks to each markets over 1 to
150 days are listed in Table 5. The US market seems to be the most exogenous as
most of its shock is explained by its own innovations. For example, at the end of
say, 5 days, 84% of US variance is explained by its own shocks (unlike other
countries). Of the advanced countries, it is the U.K. that has relatvely greater
impuct on other countries.

In the Asian belt, as expected, Hongkong appears to be the most exogenous. After a
5-day horizon, 58% of its variance is explained by its own shocks (unlike the rest).
What is worth noting however, is the striking interdependency among the Asian
markets. For example, around 40 percent or more of the variance of most of the
Asian markets is explained by their regional markets (compared to no more than 10
percent of their variance explained by all the four advanced countries together).



5. DISCUSSION OF COMPARATIVE RESUL ND
IMPLICATIONS LTS A

Our results hold several implications in the area of financial research concentrating
on linkages amongst a set of equity markets. on both methodological and more
substanuial levels. In this section, We briefly discuss the methodological
implications of this analysis and also the implications the derived results hold for
imues associated with (1) global stock market integration, (i) implications for the
propagation or tr hanism of stock market linkages, (iii) implications
of results for the market efficiency hypothesis.

At a methodological level, proced which do not rely upon the knife-edge
distinctive requisites of exact unit roots and cointegration, do seem 1o be a welcome
relief for practitioners concemned with performing causal inference in systems
containing possibly integrated processes. Pre-testing for the explicit number of unit
roots in the system and information on the rank of cerain submatrices in the
cointegrating space is also required, and is also prob ical for those pting 10
determine the appropriate limut theory. Causal inference with vector ECMs may also
be shown to depend on the size of certain nuisance parameters which, in several
instances, lead to limit theory which is non-standard in nature.20 To this extent, the
procedure endorsed by Toda and Yamamoto (1995), which has been briefly
prescribed and applied in the context of stock market linkages, provides an
additional tool to the host of procedures already available. The pli ity of
this procedure may be alluded to in that the costly (both in terms of a loss of degrees
of freedom and long-run information) transformation by differences of variables
need not be implemented even in the presence of significant unit root components in
the variables. In this respect, levels of variables, whether they may be cointegrated
of any specific order or not, can be used to infer long-run causal relations within a
multivariate system. While traditional SECMs (single-equation ECMs) and VARs
augmented with well defined error-correction terms, still provide a sound basis with
which to conduct Granger causality tests, the potential of application of the Toda-
Yamamoto procedure, especially to data sets of greater than an annual frequency,
seems to be quite promising.

More substantially, the results of cointegration and causal linkages amongst markets
provide some interesting evidence to compare with current and previous research.
At foremost interest in much of the empirical international financial literature is the
extent to which markets have become internationally integrated. This paper
contributes to this attention in the research in a modest manner.2! The evidence of
cointegration among these eight markets implies that since each national stock price
series contains information on the common stochastic trends (which bind all these
markets together), the predictability of one country's stock prices can be enhanced
significantly by utilising information on other countries’ stock prices. The presence
of stochastic trends common to all these series implies that once new information on
a country's price is available prior to others, other prices will deviate from that trend

20 Toda and Phillips (1994) provide a very thorough theoretical overview along with a

simulation study of the of Granger y tests in vector
ECMs compared with standard causality tests in levels and first-difference VARs.

21 Often. the number of cointegrating relationships exisuing in a system of stock prices have
been used as evidence of market The use of lends itselfl to this
1ssue at an intuitive level. However, as proposed by Bekaert and Harvey (1995) who
construct a measure for capital market integration. if markets are completely integrated.
assets with the same risk being traded in different markets should have identical expected
returns. Alternatively. if a market is segmented. its strength of covanance with a global
factor could contribute very little to explain its expected return. These factors do need to
Le admitted in a more formal approach to testing the level of equity market integration
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only by 4 transitory component. Individual prices cannot wander 100 far away from
cuch other over time. )

One cun postulate several reasons towards plaining this i i

and integration amongst stock markets. These range from the deregulation of
tinancial markets includi efforts to impl, liberalisati

the expanding influence of multinational corporations, increase in macroeconomic
policy coordination, to innovations in financial products. This contention is quite
plausible given that: (i) since globalisation started, there has been a stronger Cross-
exchunge of market index covariation; (ii) rather than making the heroic assertion
that market fundamentals have altered as a results of increased globalisation. it has
been documented that there appears to be greater ‘psychological contagion® between
markets. and a bursting of a strong rational speculative bubble over this period [see
Hardouvelis (1988) on this issue]: and (iii) due to the technology explosion. the
esculation of computerised trading systems has greatly facilitated the transfer of
information flows being transmitted from one market to another. In tune with related
research. this paper has also served to highlight a major hypothesis of great import
to financial analysts, which underlies “that existing financial linkages connecting
stock markets have become much more robust and can magnify cross-market
adjustments to exogenous disturbances™ [Brocato (1994), p. 645].

The evidence of ion has licati for portfolio diversification by
international investors. Its presence implies that there is a common force (such as
arbitrage activity) which brings these stock markets together in the longterm. A test
of cointegration, therefore, can also be said to be a test of the extent of the level of
arbitrage activity in the longterm. Since these markets are interdependent and highly
integrated. they will act as if they are constituents of one integrated market. Hence
the possibility of gaining abnormal profits in these markets through diversifying
investment portfolios, is very limited indeed because in theory it is likely to be
arbitraged away in the longterm. However, two qualifications should be added here.
First, cointegration does not rule out the possibility of arbitrage profits through
diversifying portfolios across these countries in the short term which may last for
quite a while. Secondly, because of varying degrees of business and financial risks
of different securities and also because of various security cash flows co-varying
less thun perfectly across different countries ( and even within the same country),
the diversi ion benefits in coi d markets in the longterm may be reduced
but are not likely to be fully eliminated in practice.

As regards efficient market hypothesis (EMH), it is worth noting that there may not
necessurily be a real association between market efficiency and cointegration.
Grunger (1986) argues that cointegration between two prices implied an inefficient
market because the error correction model would indicate that at least one of the
prices is predictable. Predictability, though, does not necessarily say anything about
risk-adjusted excess rates of return ie. inefficient markets. Taking spot and forward
or futures prices as an example, the spot price may diverge from the futures for a
number of reasons. One would be a non-stationary risk premium, or in the case of
“torable commodities, a convenience yield, and/or another relevant omitted variable.
I the premium or yield were zero and/or stationary and there were no third variable,
cointegration may hold. It is important to notice though, that even in the case of
comntegration, we could not conclude for certain whether the market is efficient or
inefficient. That is, if the prices are cointegrated and the errors from the
cointegrating equation are not serially correlated, one may conclude that the market
i efficient. However, stationary lagged variables or lagged errors from another
reluted market might be used to predict the variables or lagged errors under
consideration. If this were the case one might be able to earn risk-adjusted returns
and thus the market may not be efficient. On the other hand, if they are cointegrated
und the error term senally correlated, ie. the premium or yneld‘huv_e Apredncmblcl
components, the market may or may not be efficient. It could be inefficient only if
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by using the predictability one could earn risk adjusted excess returns. If returns
could be d. are they just co for risk or are they truly excess und
isk-adjusted? So. at the very least, one must practice caution in concluding
cointegration or the lack thereof, implies anything about efficiency. This issue i
turther elaborated in Dwyer and Wallace (1992). :

4,

Our evidence of the extent of coi gration or | dencies among these
markets will ulso have impontant implications for the macro stabilisation poficies in
cach ol these countries and also for the finuncial policies of multinational
corporations. The extent of the effectiveness of the monetary, fiscal. wages and
exchunge rate policies of each of these countries in dealing with that country's
imbalunces such as trade and fiscal, will depend crucially on the extent of each
country’s financial integration with the rest. Similarly, the extent of integration ol
euch of these countries will have important bearing on the formulation ol the
financial policies of multinational corporations.

A consistent feature across application of all methods is the price leadership of the
'S market. This confirms the findings of Schollhammer and Sand ( 1987). Eun und
Shim (1989), and Lin et al (1994), who arrive at similar conclusions using higher
trequency data sets and may be attributable to two factors: (i) the US market. with
its domunance in the world market place, is also the most influential producer of
information. This lends support to a view that reactions to U.S. news will
contribute significantly to form a ‘international correlation structure’ which
dominates other markets or the public reaction hypothesis (see Becker et al (1995)]:
und (1) international investors often overreact to news from the US market and place
less weight on information from other markets.

Theoretically, the greater the liquidity of a market (in terms of the trading volumes
transacted), the greater the capitalization (in terms of the share of global equity
capital). the lower the transaction costs (which depend partly on the extent of
openness and deregulations of an economy), the more leading that market is
expected 10 be in the information context. Moreover, there is the differential
intormation hypothesis which states that the available information set is an
increusing function of firm size and is developed from the theory of transaction
costs and different incentives for information search. If the costs of information
search are fixed and constant across markets of different sizes, then the incentive to
undertake research for mispricing will be greater for the larger market (or firm) than
the smaller market (or firm). Hence it is no wonder that the U.S. is the global leader
and Hongkong is the leader in the Southeast Asian region.

6. SUMMARY, CONCLUSIONS AND LIMITATIONS

This puper focuses on an empirically elusive issue in the finance/financial economics
liierature concerning patterns of linkages amongst national stock markets. In dealing
with such an issue, a comparative analysis was made of‘ two approaches in
conducting causal infe in systems ¢ ining possibly grated as well as
cointegrated processes. The paper illustrates how such methods may be
sppropriately augmented in a compatible fashion to uncanh prevmusly unfopndcd
hinkuge properties inherent amongst a sysiem of stock price indexes. In_particular,
“e demonstrate that previous research, by using ordinary difference VARS. ignored
un important comp of linkages displayed purely over the long run. The
anulysis demonstrates an approach by which competing methodologies in VAR
modelling may be employed to unearth intuitive and meaningful findings. as well as
being uware of limitations. Special uttention was given to conducting long-run
cuusal interence und we also addressed the potential problems associated with pre-
test biases which may cost the researcher in terms of statistical relevance v;md loss of
valuable information. In an application to discerning the causal chain umongst

19



nternational stock markets. we illustrated how this, ially

> g M 3 PP
provides robust and very useful information to intermational financial
investors.

d evidence.
nalysts and

Apart from the methodological implications offered. ut a more substantive level. this
study provides some further evidence not only of significant interdependencies
between the established OECD and the emerging Asian markets. but also of the
sirength of the US and UK both in the short and long-term in leading major OECD
and up und coming emerging Asian markets. Apart from these contributions. turther
ramifications of these results for international stock markets linkages. global market
integration, portfolio diversification, intemational market efficiency. domestic
stabilisation _policies, and financial policies of multinationals have also been
addressed. The evidence presented however, should be assessed bearing in mind
that finance theory does not unequivocally offer any clear directions or predictions
upon the nature of movements in stock prices in response to fluctuations of other
asset prices of other markets [see von Furstenberg and Jeon (1989) und
discussions]).

The analysis tends to indicate that both the US and UK have significant relationship
(both in the short and long-term) with most of the Asian markets. However. trom
the point of view of quantitative impact, with the sole exception of UK. the other
advanced countries do not appear to have any pronounced effect on the Asian
regional markets (compared to the inter-regional impact of the Asian markets). This
in a significant finding and is consistent with the recent fluctuations in stock prices
in this region.

This inter-regional stock market dependency is perhaps due partly to the growing
share of inter-regional trade and investment in this Asian belt in recent yeurs.
Moreover, greater linkages among these Asian markets are also partly accounted for
by the more common monetary policy followed by them, panicularly since the
October crash of 1987. All these countries have US as one of the major trading
purtners and most of their currencies are tied to the US dollar. In fact, the exchange
rute pegging became much more strong after the crash. The standard deviation of the
exchange rate between US dollar and each of these countries' currency fell (after the
crash) by a substantial amount.

In theory. stock prices move for gither expected movements in dividends (or GNP)
or expected movements in the discount rate. Empirical evidence suggesting co-
movement in dividends or GNP is relatively weak. Therefore the alternative
explanation is that markets are getting increasingly integrated so that countries share
u common discount rate and hence movements towards this common discount rate
account for most of the variation in stock prices. South Asia is no ption to
this growing financial integration trend. Markets are segmented when assets are
priced mainly in line with factors specific to that market. Studies on market
segmentation generally find national factors play the decisive role. When markets
are integrated, as is the prevailing trend now, assets are priced in line with
international factors. Recent Southeast Asian financial crisis supported by our
statistical results, bears testimony to this new pt in financial markets.

Limitations of this analysis, however, should not be ignored. These include issues
related 1o temporul aggregation even at a daily level. As several studies have already
heeded 1o the time series property anefacts generated from lcmpur:{I aggregation —
this could involve disaggregation by industry, or a classification of stocks that ure
traded multi-laterally across i ional stock markets, those non-traded but
operated multinationally, and those which trade but operate locally. This could
unveil to what extent international stock price linkages are a figment of the links that
exist amongst goods markets. Other deficiencies of this analysis include the luck of
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any explicit account of news and impact of global events and a luck of any tormal
sensitivity analysis apant from a sub-sumple unalysis of results; and what impacts
this event could have had upon the results. A more detailed study focusing on these
cients using data observed at intra-day. and focusing upon the evolution of the
iclutive endogeneity and stability of the particular markets over time. could provide a
positive and practical step in this direction for future research in international
finance.
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Table 1
GPH Tests for Fractional Integration, KPSS Tests for Mean Stationarity and
Modified Dickey-Fuller

Gewcke-Porter Hudak KPSS Maoditicd

IGPH (1983)] Mean Statonariy Dichey-Fuller [DF-GLS|

Fractional Integration (d) DFGLS(u)  DGLSity
" 1.026 (0.214) 0 %84 -1.656 R
" 1.162 (0.315) 111s 0404 RURTE]
h 0937 (0.209) 0973 0871 7
e 0.910 (0.199) 1210 0214 0909
il 0.929 (0.388) 1129 -0.437 00z
mi 1.063 (0.375) 1.063 =139 -0.539
Ik 1.015 (0.394) 1.015 =115 0605
th 1.036 (0.301) 1.036 -0.295 -0.229

Votes: Data consists of end-of-day national SPI for cach country [Sample: 14-February-1992 10 19-
June-1997 (inclusive)). The modified Dickey-Fuller [DF-GLS] test 15 performed on each logged
stoch price index. The test is associated with 4 null hypothesis of a unit root against the alternatve
of no umit root. The finite sample critical values were used n accordance 1o the response surtace
cyuations due 1o Cheung and Lai (1995). In deciding upon the appropriate augmentation lag length
and adjustments to raw price data. see text. Esumated diGPH) value is based on regression reponed
in et with figures presented in parentheses indicating approximate standard errors.



Table 2
Johansen MLE Tests for Multiple Cointegrating Vectors

Panel A: Tesis of Cointeeration Rank

Hypotheses Test Statisties
Vevtor Hy H, Max Eigenvalue Trace
s o wko wes s ml. Bk, th) r=0  r>0 62881 IN7.R20°
rsl o or>| 31718 124920
r$2 1> 35224 87207
r<3 r>3 21.230 61983
rsd4  r>4 15.049 40754
r<s r>$ 13.260 25708
rs6 r>6 9.095 12445
rsl  r=8 3350 3380
Panel B: Eigenvalues, and Eigenvectors
Eigenvalues Eigenvectors

0.0373 us -1.000

0.0329 » 1.187%*

0.0221 uk 1.397*

0.0187 ze 10,2240

00133 sn -0.366°"

0.0117 ml 0.401°*

0.0080 hk -0.899=*

0.0030 th -0.108*

Autey: The optimal lag structure for each of the VAR models was selected by minimising the
Akathe's Information critenia. In the ﬁnal nnalys:s we use a lag of 7. Results based on shight
alierations of lag-depth was 1o the ion of a single cointegrating
vector 1) coefficents are normalised on US and ** and * represent significance levels associated
with u chi-square test (asympioucally distributed with one degree of freedom) with a null
hypothesis that each coefficient 1s equivalent to zero. Critical values used are sourced from
Onterwald-Lenum (1992) and a companison is made 10 that reporied by Cheung and Lai (1993) for
small saumple bias (see text for details). ** indicates rejection at the least at the 95% critical values
for cointegration tests: and ** and * indicate signifciance at the 5 and 10 per cent levels respectively
tor chi-square tests.
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Table 3
Summary of Temporal Causality Results Based on Vector Error-!

Correction
Model
Short-Run Laeeed Dittereng ey Lavved ECT

Ay Sp Auk Age A Amt Ahk Ath Sl
Dep Var F-statisties 1-8tatistic
Ay - 0656 0.491 0946 0.%07 0965 0926 0472 0272
A (1 8R2 - 0.035** 0416 0249 0402 0032+ 0604 0738
Ak UOOK=*"* (.149 - {0.005°* 0562 09l 0469 0338 0087
e 0001 0198 0.001* 0188 0285 0.226 0.79% 0173
A 003" 0229 0.006%* 0.635 - O03lee 0082 0119 e

Aml 00307 0764 0.005%=* 0.094*  0O13*"= - 0606 0017°7 0342
Ak 0003"** 0.347 0.009%** 0.814 [IETR} 0930 - 0576 000
Al U147 0012=* 0.159 0.854 0173 0114 0335 = nsi2
Nerey The ECT [§;.] was denved by normalising the woinlegrating vector on uy. with the

residual checked for stationarity by way of unit root tests und inspection of its ACF  Figures
presented ia the final column are p-values associated with estimated r-statistics testing the null that
the lagged ECT 1y statistically insignificant for cach cquation. All other estimates are sigmificance
levels associated with asymptotic Granger F-statistics. The VECM was estimated including an
opumally determined [Akaike's FPE| lag siructure of 6 for all lagged-difference 1erms and a
constant “®*, "* and * indicates significance atthe 1%, $% and 105 levels.

Table 4
Summary of Long-Run Causality Results Based on Toda-Yamamoto
[k+d(max)]th-Order Level VAR Procedure

Dep Var s P uk e su il ik th
s - 0547 0533 0201 0215 0759 0474 0.565
i 0932 - 0002°** 0430  0.188 0789 0435 0312
k 0.001%=* 0.112 - 0037** 0740 0613 0552 0957

0.145 0001+ - 0.238 0.185 0.800 0.243
0.407 0.008°** 0.420 s 0.125 0.946 0492
0.655 0.034=* 0.029°* 0.623 = 0.693 0.501
0.729 0.003°** 0.582 0.195 0.773 = 0.832
0.029** 0.275 0.573 0588 0.153 0.515 -

Mores The VAR was estimated in levels with d(max)=1 as evidence indicated the maximum order

ml
ik
th

ol 0 was 4 y to one. The selection of the lag-length (k = 3) was
determined via a Wald statistic as prescribed by Toda and Yamamoto [(1995). pp. 243-245].
Reported above are levels & with r Wald statistic w [see text] for

lesting eaclusion restrictions. *** . **, and * indicates sigmificance at the 1. 5% and 10% levels,

31



Table §
Generalized Variance Decompositions

Percentage of Forecast Variance Explained by Innovations in:

Aus

Ap

Auk

Age Asn Aml Ak Ath
Duys  Relative Variance in:
| Aus  84.828 0.190  9.360 3417 0980 0913 0.257 0085
5 84.395 0246 10414 3072 0621 0.529  0.18% 0.536
20 83.843 0090 11711 2.689 0.668 0.226 0.083 0692
60 83.813 0.033 12,046 2583 0.654 0.123 0.048 0.701
150 83.805 0.015 _ 12.156 2.546 0.649 0.088 0.036 0.704
Days Relative Variance in: .
1 ajp 0.671  89.546 3479 2610 1.905 1286 0438 0.063
5 1.825  83.330 6.210 1.747 4.108 2347 0.332 0100
20 1.880  81.503 7914 1.267  5.051 1396 0439 0.544
60 1.902 80996  8.297 1.267 5322 1192 0.461 0657
150 1909  80.838 8417 1.142 5402 1.131 0.468 0.692
Days Relative Variance in:
| Auk 7272 1.104  76.256  12.034 1.206 0976 1.097 0144
5 11,993 0.164 73254 9.863 1.982 0821 1.873 0.050
20 10.244 0.069 72411  10.786 3294 0.467 2.668 0.062
60 10.258 0072 69.358  10.682 4.106 0.527 473 0.267
150 10.589 0.109  65.172 10276  4.846 0.702 7.642 0.662
Days Relauve Variance in:
1 Age 7953 1136 17.515  67.527 1.920 0.577 2.287 1.083
s 8.013 0.635 18.357  64.802 2634 0.664 3.691 1.204
20 5.695 0971 20601 64.134 3317 0.485 3.483 1.313
60 5.025 1125 28.152  60.567 2815 0.255 1.466 0.595
150 4.651 1.180  34.982  56.124  2.222 0.111 0.521 0.208
Days Relative Variance in:
| Asn 2.573 1.076 2922 1.709 54414 21.367 21367 9.689
s 2573 1.083 4544 1.757 50900 19.875 11.889 6.876
20 2443 0512 10.880 2.508 48.842 16.518 10.769 7.528
60 2.584 0.473  19.658 3.869 46210 14306  6.090 5.810
150 2.801 0.542  28.829 5223 42486 12.242 3.940 3.938
Days Relative Variance in:
| aml 2179 0.591 2.109 0761  21.266 55826  9.624 7.645
5 3.465 0244 2998 2226 20.586 49.424  12.083 8.973
20 3.155 0.068  6.488 3460 22.100 41.125 13.553  10.081
60 3.080 0.031 7771 3851 22456 39.167 13.445 10.199
150 3.098 0.020  8.654 4.092  22.544 38.487 13.056  10.048
Days Relative Variance in:
| Ahk 351 0364  4.335 2917 10999 11.354 59.272 7.182
5 4.790 0.124  6.267 2560 9.556 10.503 58.320 7.877
20 3846 0.061 12.809 3014 9.488 8.306 53.725 8.750
60 4.240 0.024  26.501 5032 8.963 6.827 41915 6.497
150 4.656 0.029 41.775 7.228  7.934 5.348  29.062 3.964
Days  Relative Variance in:
1 Ath 0.089 0.045 2979 3627 18172 13774 8.585 51.921
s 2440 0223 4548 5.079 18119 12725 9463  47.403
20 1810 0.268  5.869 6.186 19.344 11194 10278 4571
60 1.580 0.285 5.461 6.117 19.590 10903 11.078  44.985
150 1.458 0302  4.865 5877 19.616  11.850 11.801 44.231
Netes: GVDCs were scaled 1o form percentage relativities.
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ABSTRACT

Changes in ic fund: as rep d by some macroeconomic
variables such as GDP growth rate, industrial production, inflation and others will
affect stock prices as these changes will atfect the expected future cash flows of the
tirms. Most of the previous studies used models that did not capture the long-run
relationships between the stock prices und.lhc macroeconomic variables. In this

study. we use Engle-Granger Cointeg pproach 1o i gate bivariate
cointegration between KLSE composite index and macroeconomic variable to
explore their long-run rel p. Pairs of composite index and mac :

variable that are found to be cointegrated are then tested for Granger causality. It is
found that consumer price index, M3 and industrial production index can predict
composite index. However, industrial production index can also be predicted by
the composite index.



ECONOMIC FUNDAMENTALS AND STOCK MARKET
BEHAVIOUR: An Empirical Study

1. INTRODUCTION

Economic fundamentals represented by GDP growth rate, inflation rate and trade
deficits reflect the states of the economy. Changes in these economic fundamentals
have pervasive or systematic influence and will affect the future cash Nows of the
firms in the market. As the stock price of a firm is determined by the present value
of the expected future cash flows of the firm, changes in the tund |
will definitely affect the stock price of the firm. This is true also even though most
practitioners prefer to value the stock price by using the price-caming ratio method.
The stock index, which is compiled to represent the stock market, is composed of
many stocks. By the diversification argument that is explicit in capital market
theory, only general economic state variables will influence this large stock
aggregate. Furthermore, the present values of the future cash flows are determined
by the size of the discount rate. Thus it makes intuitive sense to say that interest rate
and inflation rate which determine the discount rate will also influence the stock
prices.

In this paper, we attempt to explore the relationship between the economic
fundamentals rep d by the ic variables and the Kuala Lumpur
Stock Exchange Index. Some research have been done in studying these
relationship in other countries.

Roll and Ross (1980) employed factor analysis to test the arbitrage pricing theory
and found that at least 3 and probably 4 factors influenced the stock prices.
However, the analysis can not tell us what the factors are. They could be some of
the economic state variables.

Chen, Roll & Ross (1986) found that some macroeconomic variables systematically
affect stock market returns in the US market. These macroeconomic variables are
(1) industrial production; (2)expected and unexpected inflation; (3)the spread
between long and short interest rates; and (4)the spread between high and low grade
bonds.

Bong-Soo Lee (1992) reported that stock returns appeared Granger-causally prior
and helped to explain changes in industrial production.

The relationship between money supply and stock price is controversial. While
Reilly and Lewis (1971), Hamburger and Kochin (1972) and Meigs (1972)
concluded that changes in monetary variables resulted in stock price changes,
Rozeff (1974) found no meaningful lag in the effect of monetary policy on the stock
market and that no profitable security trading rules using past values of the money
supply existed. More recently, Mookerjee (1987) found that M2 is a leading
indicator for stock price in Canada but not in the case of M1. Thornton (1993)
provided the same conclusion that the stock market was sensitive to different
measures of money supply.

Bodie (1976), Nelson (1976), Fama and Schwert (1977) and 'Gullc_kin (l9§3)
showed that stock markets tended to perform poorly during inflationary time
periods. This relationship between the stock market and inflation has been derived
from regressions of real ex-post stock returns on expected and/or unexpected
inflation over various time periods. Thus, these models are not structured to detect
any long-run relationships between the level of stock prices and the level of goods
prices that might be present.



Ely & Robinson (1994) used recent advances in the theory of cointegration to
investigate the existence of this long-run relationships and found that stock prices
and goods prices were cointegrated for only a minority of countries. However.
even in these cases. stocks do not appear to provide a perfect hedge against
nflation.

2. DATA AND METHODOLOGY

Series of data of macroeconomic variables are collected from the PACAP databases
of the University of Rhode Island, from annual, quarterly and monthly reports of
Bank Negara Malaysia, from Economic Reponts of various years and monthly
reports of the Statistic Department of Malaysia, Weekly, monthly, quarterly and
yearly data of various variables of various periods of time are collected solely
depending on their availability. As the Kuala Lumpur Stock Exchange Composite
Index ( KLSE CI ) is a proxy for the stock market and its data begins from January’
of 1977, all other series of data will be truncated to begin from January of 1977
until December of 1996 if the data are available. If these other series of data are
only available for a shorter period of time, the KLSE CI data will be truncated
accordingly to conform.

Annual macroeconomic data for period from 1977 to 1996 are collected for gross
national product, investment, consumption, trade balance, current balance, basic
balance and consumer price index. Quarterly data for period from 1988:Q2 to
1996:Q4 are available for growth rate of real gross domestic product. Monthly data
for period from 1977:01 to 1996:12 are available for consumer price index,
industrial production index, import, export and trade balance. This monthly data set
1s further divided into two periods using the month of October 1987, when stock
market clashed, as the dividing month. Another set of data of M1, M2, M3, 3-
month treasury bill rate and base lending rate is also collected for period from
1987:10 10 1996:12.  Several weekly interbank interest rates, overnight, 7-day, 30-
day and 90-day, are collected from 1987 Nov:l to 1996 Dec:d.  Please see
Appendice D & E for graphs of annual series (1977-1996) and monthly series
(1977:01-1996:12) respectively.

As series of macroeconomic data are mostly Y, i ysi
might produce spurious relationship, usually indicated by R* > dw (Durbin-Watson
Statistic). Augmented Dickey-Fuller test is used to test for unit root to determine the
order of integration of each series.

The Augmented Dickey-Fuller test is to test if =0 in the following regression:
AL =B +8Y,, +a Y AY, +e,
isl

If  is not significantly different from 0, there is a unit root and the series is non-
stationary.  Most of these macroeconomic series are found to be first-difference
stationary.  Some previous studies have performed regression using the first-
difference series. This has resulted in loss of valuable long-run relationship
between the level series and thus has arrived at insignificant relationship between
the two series. In this study, the long-run relationships between the stock price
and each economic fundamental variable will be analysed in the context of
cointegration approach proposed by Engle and Granger (1987). Engle-Granger
cointegration testing procedure will be used to determine the long-run r:laupnshlp
between the KLSE CI series and each macroeconomic series. The two series are
cointegrated if both the series are integrated of the same order and has a
cointegrating equation. The Engle-Granger procedure is to conduct a bivariate



regression o KLSE ClI on each macroeconomic variable. Then the residue from
the regression € = y,-By-B,x, will be tested for i ity using the A J
Unit Root Test for Unit Root. As pointed out by Engle & Granger (1987), due to
the increased downward bias in the OLS estimate of the coefficients, critical value
from Mackinnon(1991) will be used. If the null hypothesis of existence of unit root
can be rejected. the two series are cointegrated.

Thus what we do is to conduct a two-step test. Before the test, all series, except
series that have negative values, are transformed to natural log value. This has the
advantage of giving meaning to the first difference of the series as the continuously
compound;d growth rate. In the first step, all the series are determined their order
of integration by using the Augmented Dickey-Fuller Test. Secondly, those series
with the same order of integration as the KLSE CI series will be tested for
cointegration with the KLSE CI series.

If the pair of series is cointegrated, the KLSE CI series has a long-run relationship
with the macroeconomic series. Then Granger Causality test is conducted to
determine if the macroeconomic variable influences the stock market.

In the study, some macroeconomic series are found to be stationary, 1(0). As the
market return as represented by the return of the composite index (1" difference of
the log series of the composite index) is also stationary, 1(0), Granger Causality test
15 ulso conducted on pairs of each of these macroeconomic series with the market
return.

The Granger Causality test is to test the Hy: ZB,:O for the following equation:
DX AR E
= )=

The null hypothesis is tested using F-test. If the null can not be rejected, x does not
Granger cause y. However, it is important to note that the statement “x Granger
causes y ** does not imply that y is the effect or the result of x. It merely means that
x has predictive power for y.

3. TESTING RESULTS AND INTERPRETATION
a. Unit Root Tests

Unit root test results are shown in Appendix A. The purpose of the test is to find
series having the same order of integration as the composite index series. For the
Annual data, as shown in Table A-1, only the composite index and the trade balance
series are integrated of order one I(1) at 5% level of significance. For the quarterly
data, as shown in Table A-2, the growth rate of real GDP and the growth rate of
deflated composite index are both stationary, i.e. 1(0).

For the monthly data, for period from 1977-01 to 1996:12 as shown in Part | of
Table A-3, consumer price index, industrial production index, export and 30-day
interbank real interest rate have the same order of integration as the composite
index, i.e. I(1), at 5% level of significance. Trade balance. 30-day interbank
interest rate, inflation and return of composite index are stationary series, i.e. 1(0).
For period from 1977:01 to 1987:09 as shown in Part 2 of Table A-3, only
industrial production index has the same integration of order one as the composite
index. The 30-day interbank nominal and real interest rates and the retum of
composite index are stationary. i.e. 1(0). For period from 1987:10 to 1996:12 as



shown in Part 3 of Table A-3. consumer price index, industrial production index.
trade balance, 30-day interbank real interest rate, inflation rate and composite index
are integrated of order one. Only the 30-day interbank interest rate and the return of
composite index are stationary, i.e. [(0).

In Tuble A-4. for the monthly data from 1987:10 to 1996:12. M2, M3. 3-month
rreasury bill rate and base lending rate have the same integration of order one. i.e.
[(1). as the composite index. -

For the weekly data from 1987 Nov:1 10 1996 Dec:4, us shown in Table A-3, both
the overnight and the 7-day interbank interest rate are similarly integrated ot order
one as the composite index. The 90-day interbank interest rate. the interest spread
and the return of composite index are stationary, i.e. [(0).

B. BIVARIATE COINTEGRATION TESTS

Bivariate cointegration test is conducted on pair of series of composite index with
cuch series that is also integrated of order one. As shown in Appendix B. only
three series are found to be coi d with the posite index. In Part 2 of
Table B-2, consumer price index and industrial production index are found to be
cointegrated with the composite index. [n Table B-3, M3 is also cointegrated with
the composite index.

Cs Granger Causality Test

Granger Causality test is conducted on pair of series that are found to be
comntegrated to determine if the macroeconomic variable Granger causes the
composite index.  As shown in Appendix C, consumer price index and M3
Granger cause composite index. Both the monthly series of consumer price index
and M3 have predictive power for composite index. The past values of consumer
price index and M3 can predict present value of composite index. It is found
bilateral causality between composite index and industrial production index, i.e.
industrial production index Granger causes posite index and posite index
also Granger causes industrial production. However, the above Granger Causality
is true only for the period of 1987:10 to 1996:12. The same Granger Causality is
not found between the pair of consumer price index and composite index and the
pair of industrial production index series and composite index for the periods of
1977:01 to 1996:12 and 1977:01 to 1987:09.

For the 1(0) stationary series, Granger Causality test finds that all the series, except
the growth rate of real GDP series, do not Granger cause the composite index. Itis
indecisive to determine if the growth rate of real GDP Granger causes the composite
index.

The results found are consistently with what were found in studies in other
countries. Similar to what Mookerjee (1987) and Thornton (1993) have found. lhe
KLSE CI is also sensitive to different measures of money supply. KLSE CI is
Granger caused by M3 but not the other measures of M1 and M3. Similar to the
result of Ely & Robinson (1994), KLSE CI and consumer price index are
cointegrated and they are positively correlated. Chen, Roll & Ross (1986) found
that industrial production explained stock market returns in the US market while
Bong-Soo Lee (1992) found that stock returns Granger caused changes in industrial
production. In this study, bilateral causality is detected between KLSE CI and
industrial production index.



4. CONCLUSION

The empirical study finds that only consumer price index and M3 predicts  stock
market price. Industrial production and stock market price mutually predict each
uther.

The rational for these variables to influence stock price can be easily reasoned out.
Higher gouds price will lead to higher stock price us higher price leads to higher
cash flows which will increase the stock price of the firm. M3 includes dcpom‘s in
the non-bank financial institutions which provide most of the consumer loans.
Increase in M3 indicates cheaper and more easily availuble consumer loans which
will increase the sales of the firm and thus the cash flows of the firm. Industrial
production represents the real activity of the economy. Increasing industrial
production ind also i ing cash flows to the firm. If we can predict stock
market price using these past information of consumer price index, M3 und
industrial production, the stock market is not efficient. Investor can make abnormal
profit based on these information. This is contradictory to the Efficient Market
Hypothesis.

On the other hand, we cannot detect cointegration and Granger Causality between
stock market price and other macroeconomic variables, such as trade balance,
interest rates and investment, which we know there should be. This could be
explained by market efficiency. Their effect could not be detected because the
shortest data we have are the weekly data. Most of them are monthly data. Market
cfficiency does not take days to adjust to the information. Furthermore, multi-
information might flow into the market in the week or month. Their effect can not
be isolated. Furthermore, there are also other non-economical factors, such as
political factor and investor sentiment, that can affect the market.

Then, why is the market inefficient with respect to consumer price index, M3 and
industrial product? Further research should be conducted to find out the reason for
such discrepancy. To determine the effect of changes in these macroeconomic
variables, event study is more appropriate to find out the abnormal return of the
stock market i diately after the annc of these ch




APPENDIX A: UNIT ROOT TESTS

Note: *** denotes significance at the 1% level
** denotes significance at the 5% level
* denotes significance at the 10% level

Table A-1 Augmented Dickey-Fuller Unit-Root Tests: Annual data

From 1977 to 1996

Level Test 1™ Dillerence

Variable #0Obs. | #Lags | st # Lags | tstat
20 ! 0.04 ! 09

2. Gross National Product (gnp) 20 1 2.19 I -0.25
3. Investment (inv) 20 | 0.87 1 -1.30
4. Consumption (cons) 20 1 1.22 ! 2173
5. Trade Balance (tbal) 20 ! -2.49 | =370
6. Current Balance (cbal) 20 1t -1.69 1 -2.80*
7. Basic Balance (bbal) 20 1 -4.4200 !
8. Consumer Price Index (cpi) 20 ! -0.13 ! -2.09

Table A-2 Augmented Dickey-Fuller Unit-Root Tests: Quarterly data

From 1988:02 to 1996:04

Level Test 1" Differcnce
Variable # Obs. | #Lags | tstat #Lags | s
1. Growth Rate of Deflated KLSE CI 34 1 -4.5400
(gdfci)
2. Growth Rate of Real Gross Domestic | 34 | -3.83
Product (grgdp)

Table A-3 Augmented Dickey-Fuller Unit-Root Tests: Monthly data

Part I: From 1977:01 to 1996:12

Level Test 1* Difference
Variable . # Obs. | #Lags [ tstat #Lags | tstat
1. Ln KLSE Composite Index (Ici) 240 | -1.53 ! -9.15%%*
2. Return of KLSE CI (rci)* 240 ! -9.15%%¢
3. Ln Consumer Price Index (lcpi) 240 6 -1.78 6 -9.99¢%*
4. Ln Industrial Production Index (lind) 240 24 1.8 24 23210
S. Ln Import (limp) 240 24 -0.39 24 -2.73*
6. Ln Export (lexp) 240 12 -0.53 12 2294
7. Ln Trade Balance (ltbal) 240 24 -3.47%
8. Ln 30 day interbank interest rate (lint30) | 240 2 -3.82%%¢
9. Ln 30 day interbank real interest rate 240 12 -2.46 12 -4.38%e"

Irint30)"

10. [nflation Rate* (inflat) 240 6 -3.78%°*

Note: a: rci = difference of lci
b: Irnt30 = In (int30 - inflat)
c: Inflat = difference of lcpi



Part 2: From 1977:01 10 1987:09

Level Tes ( 1* Ditference
Varable #Obs. | # Lags tstat #Lags |t
|_Ln KLSE Composite Index tlei) 129 ! =212 1 -hd5eee
2 Return of KLSE CI (rci) 129 ! 6450
3_L.n Consumer Price Index (lepi) 129 6 2242 6 .36
4_Ln Industrial Production Index (lind) 129 20 -0.54 20 -1 06
5_Ln Import (limp) 129 12 2.9 12 =226
6. Ln Export (lexp) 129 12 169 12 196
7._Ln Trade Balance (Itbal) 129 15 -1.23 15 BXT]
8. Ln 30 day interbank interest rate (lint30) | 129 1 -4.25%
9. Ln 30 day interbank real interest rate 129 1 4390~
(lrint30)
10. Inflation Rate (inflat) 129 6 =276 6 iu3ees
Part 3 From 1987:10 to 1996:12
Level Test 1" Difference
Variable #Obs. | #Lags | tstat #Lags | tstat
| Ln KLSE Composite Index (lc1) 1 10 -0.16 10 23790
2 Return of KLSE CI (rci) 1 10 37980
3_Ln Consumer Price Index (lcpi) 111 12 047 12
4. Ln Industrial Production Index (lind) 1 12 -0.29 12
S Ln Import (limp) 1 12 -1.92 12
6._Ln Export (lexp) 1N 12 -2.36 12
7_Ln Trade Balance (lthal) [N 10 -1.69 10
8. Ln 30 day interbank interest rate (lint30) | 111 | -2.98%¢
9. Ln 30 day interbank real interest rate 1 1 -2.75* § <1227
(Inni30)
10. Inflation Rate (inflat) 11 12 -3.47 12 -5.96%%
Tuble A-4 Augmented Dickey-Fuller Unit-Root Tests
Monthly data from 1987:10 to 1996:12
Level Test 1* Difference
Variable #Obs. | #Lags | tstat # Lags | tstat
Lo KLSE Composite Index (Jei) [ 111__[1 |-180 |1 [-6d9ee
3_Ln Money Supply | (Iml ) 1t ! -0.33 12 -1.98
4_Ln Money Supply 2 (Im2 ) 111 9 1.65 9 -4.04%0=
5. Ln Money Supply 3 (Im3 ) 11 | 074 {1 -6.83
6. Ln 3-month Treasury Bill Rate (Itb3) | 111 1 2211 ! -6.33
7_Ln base lending rate ( Iblr ) 11 5 2166 |5 -3.03**




Table A-5 Augmented Dickey-Fuller Unit-Root Tests

Weekly data from 1987 Nov:1 10 1996 Dec:d

Level Test 1" Ditterence
Variable #Obs. | #Lags |1 st #Lags | Tstat
| Ln KLSE Composite Index ( lci ) 440 1 -1.47 1 150"
2. Return of KLSE CI ( rei )* 430 1 -15.00=>
3. Ln Overnight Interbank Interest Rate | 440 16 2215 16 SO0
(lintl) .
4. Ln 7-day Interbank [nterest Rate 440 29 -2.46 24 =362
(lint7 )
5. Ln 90-day Interbank Interest Rate 440 8 -3.07
(1in190 )
6. Interest Spread” 440 4 -5.6400
( Intsprd )
Note: a: Return of KLSE CI = Difference of Ici
b: Intsprd= lint90-lintl



APPENDIX B: BIVARIATE COINTEGRATION TESTS

Table B-1 Engle-Granger Cointegration Test: Annual data

From 1977 to 1996
Test for Stationarity of Residue
Vanables Regression Residue #Lag [ tstat | Mackinnon Stationarity of Residue | Cointegration
Critical Value 2
1. c1 & thal £, = c1-487.32- | | 0.07 -3.86 No No
0.0026tbal

Table B-2 Engle-Granger Cointegration Test: Monthly data
Pant 1: From 1977:01 to 1996:12

Test for Stationarity of Residue o
Vanables Regression Residue #Lag [ tstat | Mackinnon Stationarity of Residue | Cointegration
. Critical Value
I. lci & Iepi | e, = Ici+10.53-3.041cpi 2 -2.89 |-3.46 No No
2. Ici & lind lci+T1.I5—1.17lind_| 24 -3.08 |-3.46 No No
3. Ici & Timp [ 24 -2.33 1-3.46 No No
4. lci&lexp [e i 12 -3.15 |-3.46 No No
S. lei & [e,=1ci-5.61-0.200rint30 | 1 -1.55 1-3.46 No No

Irint30

Part 2: From 1977:01 to 1987:09

Test for Stationarity of Residue

Variables Regression Residue #Lag [ tstat [ Mackinnon Stationarity of Residi Cointegration
Critical Value

I lei& ind e =Tci+1.35-1.211ind 12 -2.34 [-3.49 No No

2 lei & Inflat | €, =1ci-5.52-0.07inflat | -2.08 [-3.48 No No

——————_—————_—————



Part 3: From 1987:10 to 1996:12

“T'est for Stationarity of Residue
Variables Regression Residue #Lag [tstat | Mackinnon 1onarity of Resid! C 8!
Critical Value

1. Ici & Iepi g, = lci+l7.23-110 -3.75 |-3.49 Yes Yes
4.25cpi

2. Tcr & Tind €, = lci+3.34-1.500ind | 12 -3.63 [-3.49 Yes Yes

3. lci & Itbal €, = Ici- | 10 -0.76 | -3.49 No No
6.54+2.88Itbal

4. ler & Innt30 | g, = Ic1-5.30- | 10 -1.40 [-3.49 No No
0.68Irint30

S lar&mflat [, = lci-6.45- | | -1.93 [-3.49 No No
0.08inflat

2

Table B-3 Engle-Granger Cointegration Test

Monthly data from 1987:10 to 1996:12

Varables Regression Residue | #Lag [ tstat | Mackinnon Stationarity of Residue | Cointegration

Critical Value

1. lci & Iblr e =1lci-3.57-1.40Iblr [ 1 -2.04 | -3.49 No No

2 lei & Im2 | e =I1ci+4.48-0.95Im2 | 10 -2.52 [ -3.50 No No

3. la & Im3 | =lci+4.10-0.89Im3 | 2 -3.58 |-3.49 Yes Yes

4. I & Itb3 | e, = 1c1-5.89-0.351b3 | 2 -1.41 |-3.49 No No

e ———



APPENDIX B: BIVARIATE COINTEGRATION TESTS
Table B-1 Engle-Granger Cointegration Test: Annual data

From 1977 to 1996

est for Stationarity of Residue

Variahles Regression Residue # Lag tstat Mackinnon Stationarity of Residue Cointegration
Critical Value

I._ci & tbal £ = ¢i-487.32-0.0026tbal ! 0.07 -3.86 No No

Table B-2 Engle-Granger Cointegration Test: Monthly data

Part I: From 1977:01 to 1996:12

est for Stationari =
Variables Regression Residue # Lag U stat Mackinnon Cointegration
: Critical Value
1._lci & lepi € = Ici+10.53-3.04lcpi 2 -34 o No
2. lci & lind €~ lcit1.15—1.17lind 24 -3.4 o No
i € = 1¢i-0.46-0.67limp 24 -3.46 o No
€, = Ici-0.38-0.68lexp 12 -3.46 o No
E: = 1ci-5.61-0.20Irin130 1 -3.41 No No
Part 2: From 1977:01 to 1987:09
est for Stationarity of Residue
Variables Regression Residue # Lag t stat Mackinnon Stationarity of Residue Cointegration
Critical Value
I lei & lind € - lcit1.35-1.21lind 12 -2.34 -3.49 No No
2 Ici & Inflat £, - Ici-5.52-0.07inflat | -2.08 -3.48 No No

e eerrnrornornrrrornorononononoononrnoronoo



3: From 1987:10 to 1996:12

st for Stationarity of Residue
Variables Regression Residue Hlag | tstat Mackinnon Stationarity of Residue Caintegration
Critical Value
. lei & lepi r. lcit17.23-4 25¢pi - - Yes Yes
2. lci & lind ETENTHE 50lind = - Yes Yes
i & ltbal -0. - No No
i & Irint30 € = lci- 5.]0 0.68Irint30 | 10 -1.40 - No No
inflat €, = lci-6.45-0.08inflat | -1.93 - No No
Table B-3 Engle-Granger Cointegration Test
Monthly data from 1987:10 to 1996:12
Variables Regression Residue #lag 1 stat Mackinnon Stationarity of Residue Cointegration
Critical Value
Iei & Iblr = lci-3.57-1.401blr | -2.04 -3.49 No No
ci & Im. € = lci+4.48-0.95Im2 10 -2.52 -3.50 No No
ci & Im. €, = Ici+4.10-0.89Im3 2 -3.58 -3.49 Yes Yes
4. lci & lib. = Ici-5.89-0.3511b3 2 -1.41 -3.49 No No




Table B-4 Engle-Granger Cointegration Test

Monthly data from 1987:10 to 1996:12

est for Stationarity of Residue
Variables Regression Residue # Lag 1 stat Mackinnon Stationarity of Residue Cointegration
Critical Value
1. lci & lintl €= Ici-5.61-0.51lint1 12 -1.21 -3.45 No No
2 lci & lint? £, = Ici-5.42-0.61lin17 4 -1.43 -3.45 No No
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APPENDIX C: GRANGER CAUSALITY TEST
Table C-1 Granger Causality Test: Cointegrated Series

Part |: Cointegrated Series as found in Table B3: Part 3

Y does not Granger Cause X X does not Granger Cause Y Conclusion
Y [X " Type Period #lag | F-Statistic Probability F-Statistic Probability
obs.
Iei | depi | 100 Monthly | 1987:10 - 1996:12 | | 0.50 0.48 9.44 0.003 Unidirectional causality
S 0.52 0.76 2.50 0.035 from Icpi to lci
fei [ lind [ 111 Monthly | 1987:10 - 1996:12 | | 14.13 0.0003 5.96 0.02 Bilateral causality
6 241 0.03 253 0.03
Note: lci = In(composite index) o

lepi= In(consumer price index)
lind~In(industrial production index)

Part 2: Cointegrated Series as found in Table B4

Y does not Granger Cause X X does not Granger Cause Y Conclusion

Y | X H Type Period Hlag | F-Statistic Probability F-Statistic Probability
obs.
Iei | Im3 [ 110 Monthly | 1987:10 - 1996:12 | | 0.45 0.51 6.04 0.02 Unidirectional causality
k] 0.32 0.8l 347 0.19 from Im3 to lci

Note: Iei In(consumer price index)
Fm3 In(M3)

S —



Table C-2 Granger Causality Test: Stationary Series

Stationary series as found in Table A-2
Y does not Granger Cause X X does not Granger Cause Y Conclusion
Y X L] Type Period # lag | F-Statistic Probability F-Statistic Probability
obs.
pdfci | gredp | 34 Quarterly | 1988:02 - 1996:04 | | 0.079 0.78 0.072 0.79 Venified:
2 0.25 0.82 0.89 0.42 Correlation=-0.2(insig
3 027 0.85 4.73 0.009 Cross-correlation: 3" lag
5 0.68 0.64 5.48 0.002 of gradp (sig.)
- indecisive if x Granger
causes Y
- ¥ does not Granger
cause x
Note: gdfci = growth rate of deflated composite index
gredp = prowth rate of real gross domestic product
"

Table C-3 Granger Causality Test: Stationary Series

Part |: Stationary series as found in Table A-3, Part
Y does not Granger Cause X X does not Granger Cause Y Conclusion
Y X H Type Period #lag | F-Statistic Probability F-Statistic Probability
obs.

rci Ithal 238 Monthly 1977:01 - 1996:12 | 1 0.66 0.42 3.60 0.06 Independence
4 0.82 0.51 1.91 0.11

i lint30 | 238 Monthly | 1977:01 - 1996:12 | | 1.44 0.23 0.02 0.88 Independence
4 1.23 0.30 0.32 0.87

rci nflat | 238 Monthly 1977:01 - 1996:12 | 1 3.67 0.06 0.39 0.53 Independence
4 1.65 0.16 0.24 0.91

Note: rei return of composite index
Ithal ~ In(trade balance)
1int30 - In(30 day interbank interest rate)

e ———————————————————



inflat_infation rate

Part 2: Stationary series as found in Table A-3, Part 2.
Y does not Granger Cause X__ | _ X does not Granger Cause Y _ | Conclusion
Y X # Type Period #lag | F-Statistic Probability F-Statistic Probability
obs.
rci lint30 | 127 [ Monthly | 1977.01 - 1987:09 | | 2381 0.10 207 0.15 Independence
4 1.74 0.15 0.61 0.65
rei Ient30 | 127 Monthly | 1977.01 - 1987:09 | | 4.69 0.03 1.67 0.20 Correlation=-0.198(sig
2 243 0.09 0.78 0.46 Cross-correlation: 1"
3 2,07 0.11 091 0.44 lag of rci (sig.)
4 2.63 0.04 0.69 0.60 - x does not Granger
S 225 0.054 0.72 0.61 cause y
6 1.83 0.10 0.68 0.66 - indecisive if y
Granger causes x

Note: rei = retumn of composite index
lint30 = In(30 day interbank interest rate)
Irint30 ~ In(30 day interbank real interest rate)
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Part 3: Stationary series as found in Table A-3, Part 3

Y does not Granger Cause X X does not Granger Cause Y. Conclusion
Y X [] Type Period Hlag | F-Statistic Probability F-Statistic Probability
obs.
rci lint30 | 111 Monthly 1987:10 - 1996:12 | | 0.003 0.96 2.70 0.10 Independence
4 0.40 0.81 0.97 0.43

Nate: rci - return of composite index
hint30 = In(30 day interbank interest rate)



Table C-4 Granger Causality Test: Stationary Series

Stationary series as found in Table A-5
Y does not Granger Cause X X does not Granger Cause Y Conclusion
Y X H Type Period #lag | F-Statistic Probability F-Statistic Prol ty
obs.
3 lin30 | 438 Weekly 1987 Nov: 1 - | 0.03 0.85 0.01 0.92 Verified: No significar
1996 Dec:d 2 339 0.03 0.004 0.996 cross correlation
4 538 0.00 0.12 0.98 Correlation=-0.0113
=> Independence
rei Intsprd | 437 Weckly 1987 Nov:1 - 1 0.17 0.68 0.63 0.43 Independence
1996 Dec:4 6 0.21 0.97 0.64 0.70

Note: rei - return of composite index
intsprd ~ interest spread
In(90 day interest rate) - In(overnight interest rate)



APPENDIX D GRAPHS OF ANNUAL SERIES, 1977 - 1996
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APPENDIX E

GRAPHS OF MONTHLY SERIES, 1977:01 - 1996:12
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UNIT TRUST AS A MOBILISER & DISPENSER OF FUNDS :
Efficiency & Equity Considerations

1. INTRODUCTION

The Malaysian economy has been able to sustain its growth of over 8 per cent for
nine consecutive years since 1988. The standard of living has improved and the
incidence of poverty has been reduced progressively. To a signifi extent, this
progress has been made possible by the high rate of capital accumulation which in
turn depended on the rate of savings. The high rate of savings which has improved
from time to time, has been an important element that has enabled Malaysia to
achieve its present prosperity. Historically, Malaysia has sustained a high rate of
savings from an average of 25.4 per cent of Gross National Product (GNP) in the
70s to 29.3 per cent in the 80s and to 34.6 per cent in the 90s. The low rate of
inflation has ensured that the domestic value of ringgit is not eroded by significant
price increases. With various types of i instruments available in the
financial market, unit trust has becoming more popular as a savings instrument.
Furthermore, the relatively well-developed financial infrastructure of Malaysia,
with its diversified savings products and a wide network of financial institutions,
has created opportunity and convenience to earn a positive real rate of return on
savings.

2. DEFINITION OF UNIT TRUST

Unit trust is a ‘legal construction’ which may be used in the administration of a
simple financial operations, namely, the pooling of a large number or small unequal
amount of money from many investors, who have the same financial objectives to
cam a steady income or high capital appreciation, into a common fund to be

ged by fund g Legal means that unit trust operates
partly under the Trustee Ordinance and partly under the division 5 part 4 of the
Company Act 1965 in Malaysia. Unit trust is ituted by the vesting of property

(usually in the form of cash or investment) in a trustee who is bound by a trust deed
to deal with as directed by the managers.

3. TYPES OF FUND

Basically, there are 2 types of unit trust funds:

1. Open-ended funds (with unlimited fund size)
The size will continue to increase as long as the investors are willing to buy
the unit offered by the fund managers.

2. Close-ended funds (with size determined by the SC).
In Malaysia, the size determined by the Securities Commission (SC) is limited
t0 500 million units. However, they can increase the size of their funds above
the maximum limit with approval from the SC.

To ensure continued growth can be sustained without further recourse to external
resources and a reduction of internal resources, the level of national savings has to
be raised and mobilised to finance invest The de of this

. 4 . -
requirement underscores the need to mobilise savings in the most efficient manner
and to rechannel these funds effectively for productive use.
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A major effort that was initiated in 1996 to promote and mobilise savings was the
launching of the ASW 2020 - the new unit trust of RM3 billion iniliaglcd by the
government and aimed at promoting savings habit among the younger generation
and pooling of for financing of economic devel

4. BACKGROUND

The idea of pooling money in order to secure the advantage of spreading the risk
over many securities or unit trust made its maiden appearance in London in the
Foreign Government trust formed around the middle of 1868.

Since independence, the Malaysian capital market for longer-term funds had been
dominated by the issue of government securities. All the funds raised had been
channelled to development projects. However, the market for the issue and trading
of company stocks and shares has been progressively expanding. The steady
growth of the economy and the rapid expansion of the private sector have led to an
increasing need for long-term investment funds.

The Government also realised that the rapid expansion of the economy had also
involved the Bumiputras. Therefore, the New Economic Policy (NEP) has been
formulated in 1970 which was seen as a vehicle to accelerate Bumiputra
involvement in the corporate sector. By the end of 1980, Bumiputra ownership and
control was valued at RM3.274 billion or 12.4 per cent of the corporate sector. Of
this, Bumiputra individuals owned only 4.3 per cent (RM1.135 billion) while the
remaining 8.2 per cent (RM2.139 billion) were held by trustee agencies.

Larger number of Bumiputras, who in the past were mere bystanders where stocks
and shares trading were concerned, were able to participate with the blish

of the National Unit Trust Scheme or Skim Amanah Saham Nasional (ASN) in
1980. The scheme was mainly to transfer shares held by trustee agencies to
individuals which amounted to 660 million shares in 21 trustee companies.

The other mechanism was through the Mara Unit Trusts or Amanah Saham Mara
(ASM). By the end of 1980, ASM was managing 12 funds with a value of RM49.9
million from the i of 42,071 Bumip individuals and institutional
savers.

In 1978, Permodalan Nasional Berhad (PNB) was incorporated as a wholly-owned
subsidiary of the Yayasan Pelaburan Bumiputra (YPB) or the Bumiputra Investment
Foundation. The YPB is governed by a Board of Trustees whose members
comprised of the Hon. Prime Minister of Malaysia, Dato’ Seri Dr. Mahathir
Mohamad as the chairman; the Hon Deputy Prime Minister, Dato’ Seri Anwar
Ibrahim; Dato’ Seri Rafidah Abdul Aziz, the Minister of International Trade and
Industry; Tun Ismail Mohamed Ali, Advisor and Former Chairman of PNB and Tan
Sri Dato’ Seri Ahmad Sarji Abdul Hamid, the Chairman of PNB. PNB was set up
1o i the ip participation in the corp sector in line with the
objectives of the NEP. The main function of PNB is to evaluate, select and acquire
a sound portfolio of shares in companies with-good potential.




5. GUIDELINES IMPOSED BY THE SECURITIES

COMMISSION (SC)

Due to an increasing establishment of various unit trust,

whether by the states

government or private institutions, the SC had decided to imposed several
guidelines with the primury objective of protecting the interest of the public

investors at large. Among the guidelines includes:

a. Size of unit trust

The maximum size of a unit trust shall not be more than 500 million
units. In determining whether to allow any increase beyond the
ise and

maximum limit, the SC woald id

of the fund managers in handling a larger fund.

b. Permitted investment of the unit trust funds

A unit trust must invest in authorised Malaysian assets which are as

follows:-

¥’ Securities of companies listed on the Kuala Lumpur

Stock Exchange (KLSE).

Unit of unrelated property trust funds listed on KLSE.

v
v
4

Subject to Clause 4.3.1, securities listed on a foreign
stock exchange.

Unlisted securities that have been approved by SC for
listing and quotation on the KLSE, which are offered
directly by the company approved for listing, by way of
private placement or on a tender basis.

Malaysian Government Sccurities, Treasury Bills, Bank
Negara Certificate and  Government” Investment
Certificate.

Malaysian currency balance in hand, Malaysian currency
deposits with commercial banks, finance companies,
merchant banks and Bank Islam (M) Bhd., including
Negotiable Certificate of Deposit and placement of money
with discount houses.

Cagamas bonds, banker's acceptance, unlisted loan stock
and corporate bonds that are traded in the money market
and either bank guaranteed or carrying at least BBB
rating by Rating Agency of Malaysia (RAM) and private
debt securities that huve an equivalent rating .

any other form of in as may be approved by SC
from time to time.

Investment Limits

¥ A unit trust is permitted to invest up to 10 per cent of the net
asset value of the fund in securities listed on foreign stock
exchange and not more that 50 per cent of the net asset value of

the fund in non-trustee securities.

¥ Investment by a unit trust fund in the securities of any company
shall not exceed 10 per cent of the net asset value or 10 per cent
of the issued capital of the company or whichever is lower.

¥ investment by unit trust fund in any group of companies shall not
exceed 15 per cent of the net asset value of the fund. A group of

3



p and associate companies. For this purp where a
company holds at least 20 per cent but not exceeding 50 per cent
of the shares of another company.

d. Restriction on borrowings and extension of loans
A unit trust fund is not 1o borrow to finance its activities. It is also
not permitted to grunt or guaruntee any loans or enter into a contract
to purchase investments when it does not have the necessary fund to
pay for the purchase.

e. Liquid Assets
At least 10 per cent of the net asset value of the fund should be
maintained in the form of liquid assets at a time. However, in the
event that the level of liquid assets is below 10 per cent during the
dividend distribution date, a grace period of 10 days shall be
allowed for the fund to comply with the liquid assets requirement.

6. PERFORMANCE OF UNIT TRUST INDUSTRY

Generally, the year 1996 was considered us a good year for the fund management
industry. The number of participants in the unit trust have increased which led to an
increase in the establishment of new trust funds. The growth of the unit trust was
expanded further with the launching of the RM3 billion ASW2020 which was aimed
for younger generation to instill the savings habit.

The performance of local unit trust industry can be measured at both the industry
and company levels. The measurement used, among others, are growth of unit trust
funds, size of unit trust funds & contribution to capital markets and return on
investment. The number of units in circulation have increased significantly to a
five-year average growth of 25.0 per cent for 1992 to as at June 1997 (table 1).



Table 1

Growth and development of unit trust funds
1992 1993 1994 1995 1996 1997* | Compounded
annual

Including PNB mRkiy
No. of 13 16 20 b1 30 31 19.00
Management

Companies

No. of Approved 39 44 .52 67 m 80 15.50

Funds (bil. units)
Approved Fund 15.827 | 18.672 | 28.814 |37.363 |47.105 | 52.325 27.00

Size (bil. units)
Units in 14356 | 17.029 | 25.121 | 31.937 |38.983 | 43.261 24.70
circulation
(bil. units)
Net Asset Value | 15.720 | 28.134 | 35.71 44.134 | 59.955 | 58.849 30.20

(RM bil.)

Excluding
PNB
No. of 12 15 19 25 29 30 20.10
Management
Companies
No. of Approved 37 42 50 65 74 7 15.80
Funds (bil units)
Approved Fund 2.243 3.588 10.194 | 15393 | 17.745 | 19.495 54.10
Size (bil. units
Units in 0.7 1.945 6.501 9.967 11123 | 12.151 73.60
circulation (bil.
units)

Net Asset Value 0.750 2.622 6.546 9.293 11.105 | 10941 70.90
RM bil.)

Note :*-as at June 1997
Source : PNB

In Malaysia, PNB has always been the leader in the unit trust industry with 26.4
billion units in circulation accounted for 80 per cent of the industry’s net asset value
(combination of its three funds). Besides PNB, there are 29 other unit trust
operators of which nine are government sponsored while the rest are private
operators.

In terms of investment returns, unit trust emerged more favourable since 1992. The
average returns on investment for unit trust for 1997 is expected to be higher at 10
per cent, while, the average rates as at July 1997 for FD and savings are at 7.60 per
cent and 4.75 per cent, respectively. In 1996, unit trust industry average dividend
were at 9.50 per cent compared to 7.35 per cent for FD, 4.50 per cent for savings
and 8.00 per cent for life insurance (table 2).



An efficiently managed unit trust should be able to give bette
FDs, savings and life insurance because the money is pogled 1ogcu\:rr:x::l“;:3elshl$

in a selection of high quality stocks as well as in'money market instrument where
the rates are attractive.

Table 2
Comparative return_on_investment with other saving institutions in_M’sia
Year Banking s;slcms Annual return (% Life insurance
Commercial Finance Commercial Finance #of | Total
RM billion RM billion funds | assets
RMbil.
FD Sav. FD Sav. | FD Sav. | FD | Sav.

1992 59.00 1458 | 3647 | 274 |7.80 |3.25 |8.00|5.00 19 19717
1993 71.60 18.20 | 42.85 | 407 |630 [325 |6.40]5.00 19 113.09
1994 11.76 21.68 14514 1552 |620 |3.50 |650]500 19 1206
1995 103.21 | 2348 | 5441 |490 |700 |325 |7.00]5.00 19 | 2468
1996 130.61 | 28.79 | 67.29 | 549 |735 |350 |7.35]550 19 |30.05
1997+ 142.39 |27.33 |80.65 | 499 1760 |3.50 |760]6.00 19 | 32.15*
Note : *-asatJuly 1997

** - as at Mac 1997
Source : Bank Negara Malaysia Annual Report, various issues.

Excluding PNB, the government-backed funds managed RM4 billion while the
privately-run firms have a total net asset value of RM6.1 billion.

In line with the campaign to increase national savings, the govenment planned to
get the industry to expand its share of the KLSE’s market capitalisation. Currently,
the industry stood at a lowly 7.5 per cent of the local bourse. The target is to
increase the unit trust industry's share of the KLSE to 15 per cent by 2005 and 40
per cent in 2020.

7. EFFICIENCY AND EQUITY

The unit trust industry in Malaysia has evolved to serve different purposes such as,
to mobilise savings by providing investment alternatives for higher return for savers
as well as to promote if in equity participation during the NEP. Since the
establishment of ASN and ASB schemes, the Bumiputras’ equity have increased
significantly and they also serve as an instrument to prepare the indigenous
community to various risks-return i including the growing capital market.
Through the sck the Bumip have also 1 d the hip of
corporate wealth.

Besides, there is a need for a wider allenatives for savings products for various
reasons. One of the reasons is that the graphi in Malaysia has
changed in line with the state of the economy. The experiences of the industrial
countries have shown that as an cconomy matures and its population ages, the
savings habit would tend to decline. Consequently, the country’s rate of savings
may moderate in the future unless greater efforts are directed to sustain it.




Another important reason is the ption pattern of Malaysian has changed
With the country’s per capita income increasing every year, the consumption style

nge i ated consumption such
as sophisticated consumer durables, travel, recreation and entertainment. With a
higher standard of living in Malaysia, the credit card usage has become widespread.

Therefore, a balance between savings and consumption needs to be maintained
proportionately.

The purpose of establishment of unit trust was mainly as a means to mobilise
savings. Malaysia is one of the countries in the Asia Pacific that has the highest
savings rate as percentage of GDP (table 3). However, these savings were not
sufficient to finance investment which is growing at a faster rate consistent with a
period of capital formation in the early stage of development. Consequently,
Malaysia has been experiencing savings-investment gap for quite sometime and
government is promoting through its campaign on increasing savings for all
Malaysians.

Table 3
Savings as % of GDP

Selected Country 1992 1993 1994 1995 1996e 19971
Singapore 472 48.5 513 55.6 55.9 56.4
China 384 40.6 40.5 39.3 40.3 39.7
Indonesia 353 353 353 36.0 374 38.5
Thailand 352 34.5 356 35.0 35.5 36.3
Malaysia 36.5 37.7 38.8 39.5 41.9 43.1
Korea 352 352 349 352 34.1 345
Hong Kong 338 34.6 335 32.7 33.0 332
Japan 33.0 339 33.0 319 n.a n.a

USA( per cent of 14.6 13.8 16.2 15.9 na na

GNP)

Note : e - estimates

f - forecasts
Source : BNM, various issues
The World Compctitiveness Yearbook 1996

In Malaysia, private savings which include operating surpluses of companies and

household savings is an important components of domestic savings as it is

accounted for 56.7 per cent of national savings. In general, savings can be

categorised into two groups as follows: i

a. Force or compulsory savings such as contribution to Employees Provident Fund
(EPF) and other pension funds .

b. Voluntary savings from excess of disposable income.

Prior to establishment of unit trusts, voluntary savings were deposited into financial
and fii ial related institutions such as ial banks, National Savings Bank,
Pension Trust Fund and so forth. The collective investment industry has played an
important role in the mobilisation of savings for financing capital formation. The
funds have expanded rapidly due to the economic growth, a steady increase of
disposable income and household savings as well as more diversified way of
channelling savings into productive investment.
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The unit trust industry has significantly increased the efficiency of
mobilising savings in the country. It is now the second largest source of
savn;gs (table 4), and about 81.3 per cent are mobilised through PNB’s unit trust
funds.

Table 4
Collective Savings from various_institutions (in_ RM mil

1993 1994 1995 1996 1997p
National Savings Bank 3.081 4309 5.485 5.899 5.958
EPF 72,674 84.485 98.133 117.335 126,863
Socso 3.281 3.866 4.469 5.233 5.486
Pension Trust Fund 3.694 4437 5.928 1.522 8.847
Life Insurance Funds 8.467 8.560 10,578 11,659 n.a
Unit Trust 28,134 35716 44,134 59,955 58,489
PNB' (25,512) (29.170) (34.842) (48.850) (47.548

Note : p - preliminary as at June 1997

n.a - not available

' - figure in parcnthesis denotes savings in ASN and ASB
Source : BNM, SC and EPF

The success of ASN and ASB schemes coupled with confidence showed by savers
in unit trust investment have opened opportunity to many commercial banks and
states government in establishment of private and state trust funds such as Abrar
U/Trust Management, RHB U/Trust Mgt, Amanah Saham Selangor, Amanah
Saham Kedah and so forth.

Moreover, the role of PNB to underwrite the risk and give sustainable dividends has
increased the involvement of Bumiputra in all professions to save in ASN and ASB
schemes. The opportunity to save under the PNB wing has widened when Amanah
Saham Wawasan 2020 (ASW2020) was launched in which all races were able to
participate. A total of RM3 billion was offered to Malaysians aged between 12 to 29
years beginning September 2, 1996.

The unit trust industry as an efficient savings mobiliser is supported by a
significant increase in the proportion of savings per GDP for post-ASN period as
compared to pre-ASN period. Furthermore, the unit trust industry has also provide
an equitable distribution of savings in terms of attracting a wider categories of
professionals and age groups.



Table 5
Professional Profile of Savers in ASN and ASB, 1997*

ASN ASB
Occupations
Size of Savings Size of Savings | Savings
#ofsavers | Savings per # of savers (RM’000) per
(RM"000) person
(RM (RM
Admin. & 11,982 72,463 6,048 39,052 1,160,267 29,711
| Mgt

Executive 26,439 59.333 2,244 58.628 1,551,061 28.456
Clerical 119.982 17718 648 419.492 4.693.505 11,189
Labourer 219.458 43,633 199 757987 3,548.984 4,682
Amy & 120,262 26,601 221 231,976 1,656,235 7,140
Policemen
Teacher 50.616 47,022 929 146.707 2.184.030 14,887
Farmer 194,839 24,905 128 483.510 1.578.519 3.265
Fishermen 13.276 1,766 133 34967 122216 3.495
Businessmen 103,075 49,129 477 356,401 2,110,181 5921
&
Entrepreneur
Pensioner 8.557 8,630 1.009 22.891 226.893 9.912
Housewife 194,939 69.927 359 648,962 3.652.776 5.629
Student 86.071 39,050 454 787.868 2.682.064 3.405
Unemployed 38.949 4,010 103 428,637 1.955.320 4.562
Others 137.339 33.778 246 223,867 974.273 4352

1,325,784 | 557,962 421) 4,640,743| 28,096,320 6,054

Note :*-usat June 1997
Source : PNB

When ASN was transformed into a market-related unit trust scheme way back in
1981, it has successfully mobilised funds from Bumiputra which amounted to
RM375 million. After 10 years, when ASB came into light in 1990, both schemes
have mobilised a total of RM9.153 billion from Bumiputra community. Over the
years, the ASN and ASB schemes have been able to attract funds from labourers,
farmers, fishermen, h ives and even ployed or odd job workers (table 5
and appendix 1).

Table 6 shows that the total of investment in ASN and ASB has increased across
different age groups. When ASN was launched, the age group that permitted to
participate was 18 years and above. The age level was then revised when ASB was
introduced as seen in the table.




Table 6
ASN & ASB investors according to age group

Age ASN ASB
1997+ 1996 1995 1997+ 1996 1995

12-17 n.app n.a napp | 405,089 399.784 370.766
18 - 20 8.766 8.582 8.582 256473 244299 213.523
21-35 517.530 597.298 596,924 1,680.217 1.642.285 1.564.538
36 -55 603.819 516410 515,750 1.666,064 1,627,592 1,519,181
> 56 195,669 195.476 195.205 632,900 602,608 553,021
Total | 1,325,784 1,317,766 1,316,461 4,640,743 | 4.516.568 | 4,221,029

Note : * -asatJune 1997
n.app - not applicable
Source : PNB

8. FUTURE TREND OF SAVINGS IN MALAYSIA

In 1997, the private sector carnings is expected to increase only by 8.2 per cent
compared to higher growth in the past as shown in table 7. Both the income and the
savings were growing at a decreasing rate since 1996.

Table 7
Private Sector Resource Position

Sector Value (RM million Annual Change (%)

1994 1995 1996 1997¢ 1994 1995 1996 1997¢
Income 127.2 | 1485 | 1682 | 1820 123 16.7 133 8.2
Savings 35.2 43.8 533 59.2 16.2 24.4 21.7 1.0
Per capita 8,993 | 10,058 | 11,239 | 12,102 | 10.8 1.8 1.7 7.1
income (RM)

Note : e - estimates
Source : Economic Report, various issues
Bank Negara Malaysia Annual Report

With the increased competitive environment in the financial market as well as
various choice of savings products, there is an urgent need to educate savers on the
knowledge of market products. People who save in unit trusts should be aware that
returns are never guaranteed since they are determined by profits from investment
by unit trust fund managers. But unit trusts help to reduce the risk due to sufficient
diversification in investments.

In D ber 1996, an encour for pr ion the unit trust industry was
extended. In the SC guidelines in 1996, the restriction on EPF withdrawals was
relaxed. This is to allow eligible purticipants to withdraw up to a maximum of 20
per cent of balance exceeding RMS50,000 from the retirement account to invest in
funds managed by approved professional fund managers.

In the recent Budget announcement, the savings habit is again promoted by the
government. In line with the government campaign, PNB has raised its investment
ceiling for ASB to 200,000 units with immediate effect on November 1, 1997. In
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terms of curbing consumption spending which will
measures on imported goods were imposed such as
imported machinery, building materials and so forth.

promote savings, various
higher tax on luxury items,

As more savers are more alert of the stability of the unit trust investment, the
industry is expected to continue to be one of the savings instrument chosen by
Malaysians.
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COMPETITIVENESS OF MALAYSIAN EXPORTS

1. INTRODUCTION

The international economy is undergoing dramatic changes, as globalisation gathers
momentum, with more and more countries opening their economies and adopting
export-oriented growth strategies. Malaysia is by no means a newcomer. Malaysia
has always been one of the most open economies of the world with relatively low
levels of tariffs and high dependence on exports. As a matter of fact, the Malaysian
economy has become increasingly open over the years, with the share of exports in
Gp;l; (gross national product) rising from 48.2 per cent in 1965 to 100.3 per cent in
1996.

The composition of Malaysian exports has undergone major changes with the share
of manufactures growing from 29.2 per cent to 80.6 per cent during 1965-96.
Noticeable changes have also taken place in the direction of Malaysia's exports,
although developed country markets continue to dominate. Despite these changes,
there still remains a heavy concentration of exports on a few main products and a
few major destinations. Thus, in 1996, electronic and electrical (E&E) products
accounted for 65.4 per cent of the country’s manufactured exports, while top five
countries absorbed 79.4 per cent of Malaysian exports.

Malaysia owes its rapid economic growth to the rapid expansion of its exports. The
fortunes of the economy are closely tied to the performance of its exports in the
international market. Thus, the prospects of the Malaysian economy are intimately
related to the competitiveness of its exports. An attempt is made in this paper to
assess the latter with the help of new computer softwares.

2 METHODOLOGY

The term “export competitiveness” concerns the extent to which a country’s product
can compete in the international market with the rivals on the basis of price and
quality. To be functional, the term used must be measurable. At the firm level,.the
principal indicators of international competitiveness are price, productivity,
profitability and market share. At the industry level, international competitiveness is
influenced by a host of factors including technology, innovation, strtegic alliances,
infrastructure, industry dynamics and government policies. At the country level, .
measurement become more difficult, as it has a bearing on its comparative
advantage based on resource and factor endowments, which is further complicated
by the fact international comparisons are affected by exchange rates as well.

A rough measure of a country’s export competitiveness is the real effective
exchange rates. According to this measure, a country’s trade-weighted exchange
rate represents an index of the average of all its bilateral rates weighted by its trade
pattern. This measure only provides the competitiveness of a national currency
rather than that of exports as such.

Another measure, used by The World Competitiveness Report sinpc [994. is the
scoreboard founded on eight factors of competitiveness, each of which incorporates
a number of el d i ic strength (48 el ) inter 1l :
(61), governance (55), finance (36), infrastructure (45), management (38), science
and technology (42) and people (56). This measure’s primary focus is on the
environment within which firms in a country operate and which in turn determines
their international competitiveness. The main drawback of this approach is that it
lacks objectivity due to the inavailability and irrelevance of certain hnld)dala. which
in turn is attributed largely to the low level of resp from the resp




ECLAC (Economic Commission for Latin America and the Caribbean) has recently
developed a new soft called CAN (Competitive Analysis of Nations) which
consists of an extensive database of i ional trade statistics at 3 digits of the
SITC (Standard Intemational Trade Classification), i ional indus isti
at 3 digits of the ISIC (Intemational Standard Industry Classification) and
sophisticated computer programme which can provide detailed analyses of the
competitiveness of some 89 countries across 230 sectors for periods beginning
1977.  The drawbucks of this CAN software stem largely from its total
concentration on the OECD (Organisati for E ic Cooperati and
Development), markets, which equates the developed country group with the global
market. The CAN package allows the OECD market to be disaggregated into three
submarkets, viz: North America, Japan and Western Europe. ’

The analysis that follows for Malaysia is confined to the period 1990-94 on the
assumption this period would sufficiently reflect the current compoasition of
Malaysian manufactured exports. The database in the CAN software used in the
present exercise does not go beyond 1994. International data usually lag behind by
two years. The 1995 data are yet to be incorporated into the software.

Although the analysis below is admitedly dated, it can provide some valuable
insights into the changing pattern of the petitive ad ge of Malaysia vis-a-vis
its main competitors for several key manufactured items.

3 THE RESULTS

Malaysia’s export share of the OECD market has increased from 0.71 per cent in
1990 to 1.13 per cent in 1994 (Table 1). The increase in Malaysia's market share is
particularly pronounced in North America where its share has risen from 0.95 per
cent in 1990 to 1.71 per cent in 1994. The country's market share has increased
from 2.48 per cent to 3.08 per cent in Japan and from 0.34 per cent to 0.53 per
cent in Western Europe during this period. The growing market share in these
markets suggests that Malaysian exports have become increasingly competitive.

Exports are classified into four categories: Rising Stars (where the country’s
market share is growing in a growing market for the concerned products); Declining
Strars (where the country’s market share is growing in a declining market for the
products); Missed Opportunities (where the country’s market share is falling in a
growing market for the products); and Retreats (where the market share is declining
in a declining market for the prod d). It is thy that the
contribution of Malaysia to the change in the OECD market in the Rising Star
category is large ( 49.4 per cent in 1990 and 67.5 per cent in 1994), as shown in
Table 2. However, in the OECD market, it appears that Malaysia is missing some
opportunities in some sectors, while not retreating fast enough in some others.

The picture is similar for Malaysia's exports to Japan (Table 3), North America
(Table 4) and Western Europe (Table 5), although it appears that Malaysia's market
share in North America and Western Europe is growing faster in the Falling Star
category than in the Rising Star category, while the reverse holds in the Japanese
market.

Exports can also be dichotomised into just two groups: Growi:‘xg Sectors (pm@ucts
whose share of total trade is rising, i.e. a combination of Rising Stars and Mls‘sed
Opportunies) and Declining Sectors (products whose share in total trade is falling,
i.e. a combination of Falling Stars and Retreats). It is of interest to note that
Malaysia's market share of the OECD market has been growing in both categories
and that it is growing more rapidly in the Growing Sector (Table 6). It is also

(5}



noteworthy that Malaysia’s adaptability to changing market conditions in the OECD
in terms of bol_h market share and contribution to change has improved significantly
during the period under review, as indic: by i in the adaptability
index (Table 6). i g

The picture is somewhat mixed when the OECD market is divided into Japan, North
America and Western Europe. The situation in these submarkets is comparable to
the OECD as a whole insofar as market share and contribution to change in the
Growing and Decling Sectors are concemned (Tables 7, 8 and 9). However, in
terms of adaptability to changing market condti the performance of Malaysian
exports in Japan and North America pale in comparison with that in the OECD as a
whole and Western Europe in particular.

The performance of Malaysian exports vary iderably among prod in
different markets. In the case of Radio Broadcasting Receiver (ISIC 762) in the
OECD market, the major competitors for Malaysia are Japan, China, South Korea,
Singapore, Mexico and Taiwan. Malaysia's market share for this product has
increased from 10.9 per cent in 1990 to 18.3 per cent in 1994, while that of all other
rivals, with the notable exception of China, has declined (Chart 1). The share of
Malaysia-made sound equip (ISIC 763) in OECD imports also increased fairly
sharply from 3.8 per cent to 12.3 per cent during 1990-94 along with that of
Germany, Singapore and China, while that of South Korea and Japan declined
(Chart 2). In the case of Semiconductors (ISIC 776), the market share of Malaysia
and that of many of its rivals increased significantly, with France and Germany
experiencing sharp contractions (Chart 3).

In Western Europe, Malaysia's share of the semiconductors market increased from
4.8 per cent in 1990 to 5.4 per cent in 1994, while that of the United States (US)
increased enormously from 15.7 per cent to 20.2 per cent. South Korea and
Taiwan also registered marginal increases in their market share. However, all other
rivals suffered some setbacks (Chart 4). For Dictating Machines (ISIC 776) in
Western Europe, Malaysia’s share increased from 1.7 per cent to 3.7 per cent
between 1990 and 1994. Similar increases were also registered by China,
Singapore, Austria, France and Germany. Japan, the biggest supplier, suffered a
sharp decline in market share in Western Europe. The share of the US and South
Korea in this category also fell during the period under review (Chart 5). Malaysia
performed extremely well in the case of Radio Broadcast Receivers (ISIC 762) with
its share of the West European market rising from 10.5 per cent to 13.9 per cent
between 1990 and 1994, although it was outperformed by China whose share went
up from 11.4 per cent to 17.2 per cent during this period. It is worth noting that the
share of all other major rivals in this category, with the exception of France, has
declined in Western Europe (Chart 6).

In the North American market, the Malaysian share of A ic Data Prc g
Machines (ISIC 752) increased markedly from 0.9 per cent to 5.2 per cent during
the period 1990-94 (Chart 7). Except for Singapore which maintained its share, all
other competitors suffered market share losses. In the case of Telecommunications
Equip (ISIC 764), Malaysia's share of the North American market increased
slightly from 3.2 per cent to 4.9 per cent during the above period. It is noteworthy
that Japan’s share declined very sharply in this market along with that of South
Korea, Taiwan and Singapore (Chart 8). Malaysia, the third largest exporter of
Semiconductors (ISIC 776) to North America after Japan and South Korea,
increased its market share from 10.6 per cent to 11.4 per cent during 1990-94.
Malaysia’s rivals which lost market shares in this category in North America include
Japan, Singapore and Canada, while South Korea, Philippines and Taiwan were
among the gainers (Chart 9). Malaysia gained sizeable increase in its market share
in North America for its textile exports (ISIC 848) from 5.5 percent to 9.8 per cent
during the same period, although this is attributed mainly to quota increases rather




than improved competitiveness per se. China's share of the North American textile
market rose very sharply from 12.3 per cent to 25.8 per cent, while that of South

Korea fell very steeply from 37.5 per cent to 8.
it pe 0 8.8 per cent between 1990 and 1994

In Japan, Maluysin‘s( market share of Office Machines (ISIC 751) rose markedly
from 12.4 per cent in 1990 to 16.9 per cent in 1994, while that of the US feil
sharply from 23.9 per cent to 10.9 per cent (Chart 11). In the case of Television
Receivers (ISIC 761), Malaysia has been gaining market shares enormously (from
9.6 per cent in 1990 to 25.7 per cent in 1994) at the expense of Taiwan and South
Korea which suffered huge market share losses (Chart 12). Malaysia was the
largest exporter of Radio Broadcast Receivers (ISIC 762) to Japan in 1994 with a
28.3 per cent market share compared with 15.5 per cent in 1990, with China trailing
closely behind. Taiwan, Singapore and South Korea suffered losses in their share
of the Japanese market in this product category (Chart 13). The most impressive
gain for Malaysia in terms of market share in Japan has been in ISIC 763 (Sound
Equipment) where its share went up very steeply to 32.9 per cent in 1994 from 8.7
per cent in 1990 at the expense of Taiwan, South Korea, China and the US. For
Telecc Equip (ISIC 764), the US, the larget exporter to Japan,
suffered market share losses during the period 1990-94, while Malaysia gained
market share from 3.0 per cent to 8.6 per cent (Chart 15). Malaysian exports of
Photographic Equipment (ISIC 881) have performed fairly well in the Japanese
market with market share rising from 9.9 per cent to 12.1 per cent during the
period under review, while United Kingdom, Germany, Taiwan and the US are
among the losers, whereas China, Indonesia and Thailand figure prominently
among the gainers (Chart 16).

As mentioned, export perfomance tends to vary from product to product and from
market to market. Major products in the principal markets are identified and
analysed, as shown in the Annexes.

4. CONCLUSION

As mentioned, the preceding analysis is indisp y dated. Despite drawbacks, it
does provide some useful insights into the competitiveness of Malaysia’s exports in
the major markets. It identifies the principal rivals competing with Malaysian
products in these markets. It also shows that Malaysian manufactured exports are
gaining grounds in developed country markets. The situation does not seem to have
changed markedly between 1994 and 1996, as the direction and composition of the
Malaysian exports show fairly similar patterns in both years with no more than
marginal changes (Tables 10 and 11). This is not, of course, to deny that some
significant changes could well have taken place in terms of market share gains and
losses in the developed country makets since 1994.

Malavecin®

ysia's parative ad ge structure is likely to change over time. Rising
labour costs, for instance, are likely to erode the country’s competitiveness in
labour-intensive activities. The growing competition in the international market,
with the entry of more and more developing countries, may dent Malaysia's market
shares in some areas. To preserve, let alone increase, its market shares, Malaysia
will have to cut costs in current production. Alternatively, it will have to find new
niches. The decline trade-weighted real effective exchange rates over the years
must have also contributed to the compeliu'vancss of Malaysian exports. It is

pertinent to note that the trad ighted real rate was declining until end
1994 (Chart 17). The rise in the real exchange rate during 1995-96 must have
blunted the competitiveness of Malaysian exports h The recent sharp

depreciation of the ringgit, as shown by the steep decline in the trade-weighted
nominal exchange rate since mid-1997 in Chart 17, will sharpen.the competitiveness



Xpol 8 dvantage may be offset to some extent by the
parallel depreciation of other currencies in the region. In the long run, Malaysia
will have to compete with other countries not on the basis of weak exchange rates
but on the basis of efficiency by using its capital and labour more productively.



Table |
Malaysia's Export Share in Major Markets

1990 1994 Rate
% % %
OECD 0.71 113 59.00
North America 095 ()] 79.88
Japan 248 3.08 23.89
Western Europe 034 0.53 52.94
Table 2

Competitiveness of Malaysia Exports in OECD Market, 1990-94

1990 1994 Rate
% % %

Rising Stars Market Share 0.73 141 93.80
Contribution 49.37 67.56 36.84

Sector Share 48.38 54.32 12.27

Falling Stars Market Share 0.21 0.44 106.2
Contribution 9.36 10.25 10.72

Sector Share 312 26.58 -14.61

Missed Opportunities Market Share 236 2,19 -7.40
Contribution 19.15 12.31 -35.71

Sector Share 5.77 - 6.37 10.39

Retreats Market Share 1.07 0.88 -18.29
Contribution 2222 9.88 -55.55

Sector Share 14.712 12.30 -13.50




Table 3
Competitiveness of Malaysia Exports in Japanese Market, 1990-94

1990 1994 Rate
% % %

Rising Stars Market Share 1.96 34 K112
Contribution 24.08 4122 91.28

Scctor Share 330 44.28 30.85

Fulling Stars Market Share 2.20 307 39.38
Contribution 293 242 -17.64

Sector Share 330 2418 -26.74

Missed Opportunities Market Share 597 4.06 -320
Contribution 30.24 19.36 -35.98

Sector Share 12.58 14.67 16.62

Retreats Market Share 1.83 1.59 -13.01
Contribution 1578 9.30 ~41.08

Sector Share 2142 17.98 -16.08

Table 4
Competitivencss of Malaysia Exports in North America, 1990-94

1990 1994 Rate
% % %

Rising Stars Market Share 1.46 2.61 78.87
Contribution 54.26 65.17 20.09

Sector Share 3528 L4261 20.77

Falling Stars Market Share 0.49 1.34 176.08
Contribution 18.92 24.39 28.90

Sector Share 36.96 31.04 -10.02

Missed Opportunities Market Share 1.18 0.93 -21.02
Contribution 13.80 7.04 -48.96

Sector Share 11.09 12.89 16.24

Retreats Market Share 0.74 043 4175
Contribution 13.02 34 -73.85

Sector Share 16.67 13.46 -19.25

(8]




Table 5
Competitiveness of Malaysia Exports in Western European Market. 1990-94

1990 1994 Rate
% G *

Rising Stars Market Share 046 0.78 7100
Contribution - 51.77 7.7 24.13

Sector Share 43.58 48.39 .02

Falling Stars Market Share 0.08 0.19 173.75
Contribution 782 10.20 30.38

Sector Share 3345 28.54 -14.69

Missed Opportunities Market Share 0.46 0.35 -25.62
Contribution 1229 712 -42.09

Sector Share 9.12 10.86 19.07

Retreats Market Share 0.55 047 -13.97
Contribution 22.12 10.98 -50.37

Sector Share 13.85 12.22 -11.76

Table 6
Malaysian Exports to OECD: Adaptability Index 1990-94

1990 1994 Rate
% % %o

Growing Sectors Market Share 090 1.49 65.38
Contribution 68.53 79.87 16.56

Sector Share 54.15 60.69 12.07

Declining Sectors Market Share 0.48 0.58 18.55
Contribution 3147 20.13 -36.06

Sector Share 45.85 39.31 -14.26

Adaptability Index Market Share 1.84 2.57 39.46
Contribution 2.18 397 82.29




Tuble 7
Malaysia Exports to Japan: Adaptability 1990-94

1990 1994 Rate
R % %

Increasing Scctors Market Share 299 354 18.32
Contribution 54.93 66.58 21.21

Sector Share 45.58 57.75 2692

Declining Sectors. Market Share 206 244 18.61
Contribution 45.07 3142 -25.85

Sector Share 5442 4215 -22.55

Adapuability Index Market Share 146 145 -0.24
Contribution 1.22 1.99 63.47

Tuble 8

Malaysian Exports to North America: Adaptability Index 1990-94

1990 1994 Rate

% % %

Growing Sectors Market Share 1.39 2.22 59.44
Contribution 68.06 7221 6.09

Sector Share 46.37 55.5 19.69
Declining Sectors Market Share 0.57 107 88.64
Contribution 31.94 21.19 -12.98
Sector Share 53.63 445 -17.02
Adaptability Index Market Share 246 2.08 -15.47
Contribution 213 2.60 21.92




Table 9
Malaysian Exports to Western Europe: Adaptability Index 1990-94

1990 1994 Rate
% G %

Growing Sectors Market Share 0.46 0.70 53.07
Coninbution 70.06 78.83 12,51

Sccior Share 521 59.25 12.42

Declining Sectors Market Share 0.22 0.27 25.53
Contribution 2994 217 -29.28

Sector Share 473 40.75 -13.83

Adaptability Index Market Share 21 2.56 21.94
Contribution 234 375 59.09




Table 10
Malaysia: Major Export Markets

1994 . 1996
Destination % Share % Share

1 United States 211 233
2. Singapore 20.7 262
3 Japan 12.1 17.1
4 Hong Kong 4.6 7.5
5. United Kingdom 38 44
6 Thailand 38 5.2
7 Germany 33 3.9
8. People’s Republic of China 33 31
9. Taiwan 29 53
10.  Republic of Korea 28 39
1. Restof the world 216 0.9

Table 11
Malaysia: Composition of Exports -

Export Item 1994 1996
% Share % Share
Rubber 1.94 1.91
Tin 0.34 0.29
Saw Logs and Sawn Timber 4.55 1.76
Palm Oil 5.54 5.05
Petroleum, crude and partly refined 4.34 3.93 .

Manufactured Goods
Electrical machinery appliance & parts:

Electrical components 16.47 19.19
Electrical appliances : 4.21 4.86
Other electrical machinery 29.88 3273
Transport equipment 73.86 247
Food 1.93 1.79
Beverages and tobacco 0.14 031
Textiles clothing and footware 4.01 379
Wood products 3.16 332
Rubber Products 1.82 1.95
Paper and paper products 0.51 0.38
Petroleum products 2.07 1.79
Chemical and chemical products 4.14 3.67
Non-Metallic mineral products 111 0.89
Manufactures of metal 3.08 2
Optical and scientific equipment 1.92 1.7
Toys and sporting goods 1.44 1.36
Other manufactures 353 335

Total Gross Exports 100 100
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Chart |
ISIC 762 Radio Broadcasting Receivers: Rival Market Shares in OECD
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Chart 3
ISIC 776 Semiconductors: Rival Market Shares i OECD
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Chart 4
ISIC 776 Semiconductors: Rival Market Shares in Western Butope
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Chart 5
ISIC 776 Dictating Machines: Rival Market Shares in Western Lurope
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Chart 11
1SIC 751 Office Machines: Rival Market Shares in Japan
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Charnt 12
ISIC 761 Television Receivers: Rival Market Shares in Japan
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Chant 13
ISIC 762 Radio Broadcast Receivers: Rival Market Shares in Japan
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Chart 16
ISIC 881 Photographic Apparatus/Equipment: Rival Market Shares in Japan

United Kingdom
Gennany
Taiwan m‘z-ﬁ .

7

Thailand RS
it

Philippines

Indonesia 11.0

Hong Kong 7 A

China {////

A2

United States MMW

Malaysia /////// 2

0.0 5.0 100 150 200 250 300 350

01990 B1994



Jan-97

Jan-96

Jan-95

Jan-94

Jan-93

Jan-92

Jan-91

Jan-90

Chart 17
Nominal and Real Trade-weighted Exchange Rate Index of Ringgit

Jan-89

==REER' —— NEER'

Jan-88

Jan-87

Jan-86

Jan-85

Jan-83

170
160
150
140

2

o
100
%
80
70

8 2

(001=0661) x2puy

_l



Annex |

Malaysia's Export Share in OECD Market by Commodity

1990 1994 Rate
081 Animal feed 0.94 0.95 0.71
223 Oil seeds & oleoginous fruit 049 097 96.21
245 Fuel wood 2.10 3.26 54.94
431 Animal and vegetable oils and fats 6.43 9.88 53.59
512 Alcohols, phenols, eic 0.99 2.40 141.67
598 Miscellaneous chemical products, n.c.s.. 0.89 1.22 31.84
621 Materials of rubber 214 255 19.20
625 Rubber tyres, tyre cascs, tubes ete. 0.12 0.29 133.95
628 Articles of rubber, n.e.s. 0.85 113 33.00
634 Veneer, plywood. etc. 2.60 5.90 126.76
635 Wood manutactures, n.e.s. 1.53 249 62.82
694 Nails, screws, nuts, bolts etc. 0.42 1.02 143.10
716 Rotating electric plant & parts n.e.s. 0.28 0.94 132.57
752 Automatic data processing machines 0.36 2.84 689.54
759 Parts, n.c.s. of and accessorics 0.34 1.09 222,01
762 Radio-broadcasting receivers 10.91 18.33 67.99
763 Sound equipment, dictating machines etc. 3.83 12.29 221.02
764 Telecommunications equipment, n.e.s. 1.57 337 114.34
7 Electric power machinery (excl. 716) 212 339 60.04
772 Electric apparatus for making/breaking 0.50 0.93 84.14
circunt
773 Equipment for distributing i 0.31 0.57 87.93
776 Thermonic valves & tubes and other 7.03 8.27 17.68
semiconductor n.e.s.
778 Elec. machinery and apparatus, n.e.s. 0.38 0.90 140.44
785 Motorcycles, motor scooters, elc. 0.09 0.61 600.06
821 Furniture and parts 0.40 1.53 281.50
842 Outer garments, man's/boys 0.79 0.84 6.29
844 Under garments, textiles fabrics 1.86 2.24 20.46
845 Outer garments, other articles 1.40 1.46 4.69
846 Undergarments, knitted/croacheted 0.88 0.97 8.82
847 Clothing accessories of tectiles fabric, n.c.s. 0.86 1.16 3441~
871 Optical instruments and apparatus 0.29 0.50 73.20
872 Medical instruments and appliances, n.e.s. 0.87 1.02 16.17
881 Ph i & equip nes. 1.92 5.12 166.23
884 Optical goods, n.c.s 025" 0.61 150.02
885 Watches and clocks 0.49 0.72 47.48
894 Baby carriages, toys, games etc. 101 1.43 40.98
895 Office stationery 1.30 1.59 22.59




Annex 2
Malaysia's Export Share in North American Market by Commodity

1990 1994 Rate

(048 Cereal/llour preparations 0.1 0.42 263.23
431 Animal and vegetable oils und fas 5.78 8.82 52.80
512 Alcohols, phenols, ete. 1.35 3.36 148.51
598 Misc. chemical prods. n.c.s. 2.55 um 894
628 Articles of rubber, n 0.5 0.65 3027
634 Veneer, plywood, etc. 273 4.63 69.47
635 Wood manufactures, . n.c.s. 1.67 307 84.16
651 Textile yarn 0.28 0.32 16.86
652 Cotton fabrics, woven 1.67 1.74 4.44
666 Pottery 171 1.99 16.74
697 Household cquipment of base metal . ne.s 0.50 051 2.69
699 Manfs. of base metal, , n.c.s. 0.18 0.54 203.17
716 Rotating electric plant & parts 0.05 0.52 1023.45
752 Automatic data processing machines 0.92 5.5 459.04
759 Parts and accessorics. n.c.s. 0.65 218 235.06
764 Telecoms equipment, n.es. 319 4.90 53.46
m Elec. apparatus for making/breaking 0.62 1.04 68.10

elec. circuits
7 Equip for distributing clectricity 0.17 0.38 129.07
776 Thermonic valves & tubes and other 10.57 11.41 8.04

semiconductors
778 Elec machinery und apparatus, n.c.s. 0.60 1.26 109.02
786 Trailers and other vehicles, not 0.77 093 2117

motorised, n.c.s.
812 Sanitary, plumbing, heating and 0.36 0.71 99.61

lighting fixtures
821 Furniture and parts thereof 0.78 2.64 240.24
848 Articles of apparel, clothing access 5.45 9.76 79.30

not textiles fab
872 Medical instrument and applicances, n.e.s. 0.57 0.63 10.40
885 Watches and clocks 0.41 0.65 56.62

894 Baby carriages, toys, games etc. 1.43 1.61 12.76




Annex 3
Malaysia’s Export Share in Japan by Commodity

1990 1994 Rate

034 Fish. fresh 0.53 0.66 2447
037 Fish. crustaccans and molluscs 0.53 2.62 397.20
091 Margcerine and shorterning 0.20 1.07 347,12
223 Synihetic rubber lutex . 0.96 1.49 55.92
245 Fucel wood and wood charcoul 7.67 13.10 70.72
248 Wood 8.55 9.42 10.24
554 Soap. cleansing and polishing preparations 142 4.53 219.90
621 Materials of rubber 10.56 12.85 2171
628 Articles of rubber, n.c.s. 10.92 15.32 40.25
634 Veneers, plywood ctc 6.02 15.53 158.03
635 Wood Manuf n.e.s. 1.54 1.90 2340
641 Paper and paperboard 0.22 1.15 41239
642 Paper & paperboard cut lo sixe/shape 1.81 5.39 198.42
659 Floor coverings ctc. 0.39 1.31 238.52
662 Clay construction matcrials 0.05 2.89 5542.44
666 Pottery 0.19 0.75 290.22
679 Iron & Steel castings 034 4.38 1200.83
693 Wire prods 0.58 0.91 56.75
694 Nails, screws, nuts, bolts ete. 1.78 3.21 80.63
697 Household equipment of base metal . n.e.s. 0.11 0.72 581.84
699 Manfs. of base metal, , n.e.s. 0.45 1.18 165.01
716 Rotating clectric plant & parts 2.5 791 188.28
741 Heating and cooking equipment/parts 10.22 12.48 22.17
743 Punps, compressors, fans 1.62 2.59 59.23
751 Office machines 12.4 16.85 3591
752 Automatic data processing machines 0.35 3.07 780.58
759 Parts and accessories, n.e.s 1.67 3.85 130.79
761 TV receivers 9.61 25.74 167.80
762 Radio-broadcast receivers 15.51 28.33 82.62
763 Sound equipment, dictating machines etc. 8.66 329 279.80
764 Telecommunications equipment, n.c.s. 296 8.61 190.72
771 Electric power machinery (excl. 716) 7.24 12.61 74.05
772 Electric apparatus for making/breaking 3.10 5.05 63.25

electrical circuit
773 i for distributi ici amn 4.09 8.37
775 Other household clec/non-clec equipt 1.30 4.32 233.14
776 Thermonic valves & tubes and other 3.52 4.33 2295

semiconductor n.c.s.
778 Elec. machinery and apparatus, n.c.s. 0.64 1.75 171.65
785 Motorcycles, motor scooters, elc. 0.17 1.37 710.13
786 Trailers and other vehicles, not 061 4.62 66.43

motorised, n.c.s.
812 Sanitary, plumbing, heating and 1.35 1.79 222

lighting fixtures
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Annex 3
Malaysia’s Export Share in Japan by Commodity

1990 1994 Rate

o
e

821 Furniture and parts thereof 134 414 208.22
844 Under garments, textiles fabrics 0.43 118 176.29
846 Undergarments, knitted/croacheted 0.71 0.96 35.62
847 Clothiny accessories of tectiles fubric, n.e.s. 0.40 1.66 310.88
871 Optical instruments and apparatus 230 247 7.09
872 Medical instruments and appliances, n.c.s. 0.37 091 147.83
881 F phi & cquip nes 9.85 12.06 22.45
884 Optical goods, n.e.s 328 8.09 146.55
885 Watches and clocks 0.3s 0.78 120.19
894 Baby carriages, toys, games etc. 0.54 0.73 34.07

895 Office stationery 1.79 _191 6.68
898 Musical instrument, parts 0.03 0.51 1402.82




. Anncx 4
Malaysia’s Export Market Share in Western Europe by Commodity

1990 1994 Rate

081 Animal leed 114 1.24 8.56
634 Veneer. plywood. ete. 1.63 1.50 -8.50
223 Oil seeds & olcoginous fruit . 0.68 1.28 87.70
248 Wood 6.23 5.50 -11.61
232 Natwral rubber 42.56 3143 -26.15
844 Undergarments, textiles. fabrics 093 0.84 -9.47
424 Other fixed veg. oils 19.76 17.57 -1
075 Spices 34 236 -30.53
072 Cocoa 6.16 3.60 -41.57
037 Fish, crustaceans and molluses 1.16 0.73 -36.51
761 TV receivers 1.21 214 76.96
751 Office machines 0.15 0.83 463.55
741 Heaung and cooking equipment 0.12 0.58 39.72
687 Tin 15.14 16.93 11.79
666 Poutery 0.40 1.08 166.50
653 Fabrics of wowen, of man-made fibres 03 070 80.97
652 Cotton fabrics, woven 0.27 0.46 69.23
245 Fuel wood and wood charcoal L 1.30 17.31
895 Office and stationery supplies, n.c.s. 0.68 0.98 45.27
894 Baby carriages, toys, games etc. 0.67 1.02 51.95
885 Walches and clocks 0.53 0.73 31.70
872 Medical instruments and appliances, n.e.s. 1.08 1.20 11.45
851 Foowweur 0.13 045" 255.21
848 Articles of apparcl, clothing access 347 5.62 61.93

not of text
847 Clothing accessories of tectiles fabric, n.c.s. 1.03 112 9.26
846 Undergarments, knitted/croacheted 050 0.69 36.80
845 Outer garments, other articles . 1.14 1.44 26.83
843 Outergarments, women's/girls 0.53 0.58 10.59
785 Motorcyles, motorscooters 0.11 0.73 559.04
778 Elec. machinery and apparatus, n.c.s. 0.26 0.71 168.60
776 Thermonic valves & tubes and other 4.84 5.37 10.87

semiconductor n.e.s.
72 Electric apparatus for making/breaking 0.30 0.51 72.89

electrical circuit
m Electric power machinery (excl. 716) 0.70 121 73.50
764 Telecommunications cquipment, n.c.s. 0.44 1.46 233.09
763 Sound equipment, dictating machines etc. 1.72 3.66 113.06
762 Radio-broadcasting reccivers 10.53 13.88 31.84
752 A ic data pi i i 0.1 1.24 1168.94
714 Engines and motors, non-clec parts n.c.s. 03 0.72 137.91
635 Wood manuf., n.e.s. 1.31 1.81 38.16
628 Articles of rubber n.c.s. 033 0.51 53.78
625 Rubber tyres, tyre cases. tubes, treads ete. 0.11 0.31 170.21
621 Materials of rubber 1.63 2.41 48.01
598 Misc. chemical products 0.30 0.66 119.07

431 Animal/veg. oil und lats 5.57 8.85 58.75




Production of Semiconductors & Other Components
(% change ycar-on-ycar)

o Approvals and Application of Investment in Manufacturing Sector

The approval for investment projects granted by the Malaysian Industrial
Development Authority (MIDA) declined sharply by 29.4 per cent for the first three
quarters of 1997 pared to the corresponding period last year. The value of these
projects were RM17.8 billion compared to a higher amount of RM25.2 billiona year
ago. Both domestic and foreign approvals for investment dipped where the former
registered a decline of 14.5 per cent while the latter posted a larger fall of 42.3 per
cent. Foreign investment accounted for 43.5 per cent of the total approved.

The top three industries for approved investments were electrical and electronic
products (RM5.4 billion or 30.3% share), chemicalsand chemical products (RM2.6
billion or 14.7% share) and basic metal products (RMI 9 billion or 10.7% share). The
electrical and el prod industry regi d a decline of 47.7 per cent in
approvals, solely due to the fall in foreign participation by 71.5 per cent sinte
domestic investment rose by 64.3 per cent. In fact, there was a significant increase in
domestic investments for all the top three industries. Domestic investment soared by
233.4 per cent in the basic metal industry against foreigr investments which rose by
14.3 per cent during the first three quarters this year. In the chemicalsand chemical
products industry, domestic participation rose by 81.1 per cent, slightly higher than
its foreign counterpart which increased by 75.9 per cent. There was also an increase
in domestic share for all the three industries this year compared to last year's
corresponding period. The domestic share in the electrical and electromc producls
rose from 17.5 per cent to 55 per cent, ¢ Is and ct |

marginally from 47.5 per cent to 48.2 per cent and the basic mcxal products rose
sharply from 57.8 per cent to 80 per cent.
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The number of applications received by MIDA for manufacturing investment fell by
20 per cent in the first three quarters of 1997. Foreign applications showed a sharp
decline of 35.7 per cent to RM9.4 billion against domestic applications which
dropped by 8.7 per cent to RM18.4 billion. The top three investments applied for
were basic metal products (RM6.8 billion or 24.4% share), petroleum refinery
products (RM6.4 billion or 23.1% share)and electrical and electronic products
(RMS5.6 billion or 20.1% share).

Banking System

Loans and advances by the banking system continued to grow at a fast pace, with
September figures showing a growth rate of 28.4 per cent (year-on-year). There is
little change compared with a growth of 28.6 per cent a year ago but is marginally
down from the middle of 1997. In value terms, total loans and advances amounted to
RM384.8 billion as at end-September, an increase of RM8.8 billion from the previous
month. For the month of August, the increase was RM6.5-billion.
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The broad property sector continued to be the main recipient of loans and advances,
accounting for 26.1 per cent of total loans. Loans to this sector grew by 32.3 per cent
(year-on-year) in September, compared to 26.6 per cent a year ago. The increase in
loans to this sector amounted to RM3.1 billion in September, up from RM2.4 billion
in the previous month. Loans to the manufacturing sector, on the other hand,
increased by only RM819 million in September, less than half the amount of RM1.8

billion in August. Share of loans of this sector in September was 16.2 per cent.
Growth in loans to the manufacturing sector was at 15.2 per cent (year-on-year) in
September, noticeably down from 19.0 per cent in the corresponding month of 1996.
Loans to financing, insurance and business services, which accounts for 15.5 per cent
of loans, grew by 38.2 per cent (y year) in September this year pared to
52.8 per cent in September 1996. In value terms, such loans amounted to RM1.1

billion in September, up from RM790 million the previous month. Loans for
cc ption credit, hile, inued to expand at a rapid pace of 32.7 per cent
(year-on-year) in September, compared to 30.7 per cent a year ago. The share of
loans for this purpose is 12.6 per cent as at Septémber 1997. Such loans rose by
RM340 million in September 1997, compared to RM180 million in August. Loans to
general commerce, accounting for 8.3 per cent of total loans, grew by 31.8 per cent
(year-on-year) in September, significantly up from 21.8 per cent a year ago. The
quantum of these loans increased by RM752 million in September, up from RM535
million in August.
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Total deposits raised by the banking system only increased by RM1.5 billionor 1.4
per cent in the month of September, compared to RMS.6 billion in August. Loans, on
the other hand, went up by a hefty RM8. 8 billion in September, compared to RM6 5
billion the previous month. This Ited in a ion in the of
the banking system, from a surplus of RM29.8 billion to RM22.5 billion. Rcﬂecung
this, the loan-deposit ratio of the banking system wem up from 927 per cent in
August, to 94.5 per cent in Septemb The tigh li ion in the
banking system will see interest rates at least remaining firm for the rest of 1997 and
into the first quarter of 1998.




Liquidity Position of Banking System
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Monetary Developments

Broad money supply continued to expand at high levels in the third quarter of 1997.

Private sector liquidity, or M2, grew by 21.3 per cent (year-on-year) in September
1997 compared to 19.9 per cent a year ago. Money broadly defined, M3, expanded at

arate of 20.1 per cent in September this year pared to 21.2 per cent in the same

month of 1996. On the other hand, narrow money, or M1, grew at a moderate pace of
7.5 per cent in the month of September, down significantly from 19.4 per cent a year

ago. Narrow money growth volatility experienced recently appears to be related to

the uncertainty and hence higher volatility in the equity market. The main’
determinant of broad moriey growth continues to be the rise in claims on the private -
sector. Net international reserves of-the central bank rose marginally in the month of
September to RM61.9 billion which is sufficient to finance 3.7 months of retained
imports.
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Box 2: The Challenge of Human Resource Development in
Malaysia's Quest to reach Industralised Status

With globalisation taking place so rapidly, Malaysia is aware of the need to adjust its trade and
investment policies to stay competitive by attracting the right kind of foreign direct investments.
This will eventually propel Malaysia towards its ambition of reaching developed status by the year
2020. Fron! the mvd-BOs onwards, Malaysia has moved away from its agriculture-based economy
toa g envi ising the assembly and production process. Losing our
competitive edge in the low-wage sectors, and with competition from other low-cost producing
countries, Malaysia is shifting its focus towards high-technology, high value-added, and export-
orientated ing. Malaysia > that its firms need to innovate and to achieve
greater i prepare for a more petiti i The new in i
policy is to re-orientate industries for the world market from the initial stage of implementation.
Emphasis will be on research and development and product design, coupled with aggressive

ion and marketing in iti and new markets. Raising productivity to improve the
value-added per empl is also a goal. Furth the has ona strategy
to improve the capabilities of Malaysian SMEs to achieve economies-of-scale and strengthen
linkages to allow for optimisation of resources and increase value-added activities. Underlying the
success of this new approach in industrial policy is Malaysia's human resource.

Furthermore, as part of the overall plan to transform the Malaysian economy towards achieving an
industrialised nation status in the longer term, the services sector has been identified as an
important and integral part of Malaysia’s progress into the next stage of economic development.
The services sector is the largest sector in Malaysia in terms of its share of GDP, accounting for 45
per cent of the economy for 1996. Until recently, the services sector in Malaysia has been left to
develop its own course. However, there is i of the i role of the services
sector in economic development and its great potential as a leading engine of growth as well as a
foreign exchange eamer. Also, as the nation shifts strategically from input-driven growth to
productivity-based growth, infc i hnology (IT) is expected to play an important role to
help improve productivity and in ic activities. Apart from its role in
productivity enhancement, IT has also been carmarked as a potential growth industry itself,
contributing directly to the expansion of the services sector.

Towards this end, the g has i the Multimedia Super Corridor (MSC) which

will help Malaysia transform her economy from one of labour-intensive manufacturingto one that

is high-tech and industrialised. This premise is at the heart of the objectives the government seeks

to achieve through the MSC. The MSC is intended to quadruple per capita GDP and, in doing
sz Y ion and Devel

so, propel Malaysia into the O for Coop (OECD)
fold. This will be done by creating a strong services industry that will steer the country away
from its labour-i ive, low value-added ing base into the i ion age. The

MSC, therefore, is a logical extension of the country's industrialisation drive as it provides the
necessary focus on IT that will complement both the services and manufacturing sectors.

Human resource plays a crucial role in ining Malaysia's it in the
manufacturing sector as well as in the services sector. Human resource development in Malaysia
must be accelerated which means having workers with the righit'skills as Malaysia cannot affordto
have continuing mismatch between supply and demand of human resource. The government has
embarked on the challenge for human resource development by emphasising the increase in
productivity and efficiency of labour as well as to expand domestic supply. The education and skill
delivery system will be upgraded and expanded to produce an educated and trained manpower
which the economy requires. In this regard, attention will be given to the production of skills that
will keep pace with the technological developments.

Furthermore, the creation of MSC, forms the basis of ing skilled and l-minded
workers. The services sector which will eventually become the engine of growth has called for the
production of knowledge workers and service workers. Forty years ago in the developed countries,
knowledge and service workers formed still less than one third of the workforce. Today, such
people account for three quarters, if not four-fifths of the ceinall d pe ies - their
share is increasing. The rise in such workers into higher pi ivity in a d ped
economy. The production of work in the services sector will be differentsince both knowledge
workers and service workers require new concepts and new app 1o increase p ivity

The work process itself has first to be 8 it can be more and it must
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also be for i hil . Most future business or work structures will

require a lot more interactive relationship and in most instances it requires creative teamwork. In

the process of growth, there will be increasing demand for skilled practitioners of IT. particularly
d

in areas such as systems p an data quality control, technical
advisory and training services.

Compounding this situation is that i ing globalisati iti and dynamic
technological changes will have an impact on how Malaysia copes with her human resource
development. The ability to adapt and respond to changing internal and external environments
will constitute Malaysia’s cutting edge in achieving her ambition of become an industralised
country. Access to information technology will also change the way production is organised and
for that matter, the nature of work itself. The .advent of information technology (IT) will require a
pool of workers that are flexible and multi-skilled. It is envisaged that the workers of tomorrow
will not only have to be knowledgeable i in their area of expertise but must also be familiar with
other discipli to function in a economy. To coin an oxymoron phrase,
a person has to be both a generalist and a specialist. IT will provide the cutting edge to leapfrog
into a more developed stage. The rise of productivity-linked wage system will require Malaysia to
link wages to productivity in order to ensure that such wages area affordable for Malaysia to remain
competitive. IT is seen as a way to improve productivity in workers which entails that the workers
be trained or can adapt easily in an environment where IT is commonly used.

The Malaysia government realises the momentous task it has ahead to ensure that the human
resource is available to meet the challenge ahead. Malaysia still lacks the required personnel to
propel her into achieving an industralised status. Efforts are being made to address the inadequacies
in our human resource development. Under the Human Resource Policy of the Seventh Malaysia
Plan, certain slmlcglc policies have bccn put. in place n:m:ly thosé concerning the utilisation of
local labour, and skill delivery system, increasing
the supply of R&D pctsonncl and i mcr:asmg pnvale sector participation.

However, the nagging problem is that there appears to be no holistic plan to integrate or
coordinate existing government polices on labour policy, education and training and immigration
policy under one main human resource development policy. Currently, what is available are
reactive policies undertaken to respond (o a particular nced :xpcnenced by lh: mdusmnl sector.
Since industries are moving into and higher

industries, the response has been to encourage the participation of the private sector in providing
the necessary skills required by the industries. Industry associations are asked to initiate training
programmes required by specific industries with the g g financial assi to
the private sector for the establishment of such training institutes. Snmxlarly. with the introduction
of the MSC and the emphasis on IT, there is a realisation by the government of the need for IT
promotion in schools to encourage its usage. In order to overcome the shortage of manpower, the
government plans to introduce IT in the school curriculum and encourage the use of IT in all
aspects of school activities. This includes the setting-up of computer clubs and laboratories, the
implementation of the Computer Literacy Project, Integrated Computerisation Plan and Computer
Integrated System as well as the smart school concept which is a network of schools and other
educational facilities using i logy to develop a school culture and also
to have world-wide linkages.

The real issue, however lies in our school system. In order to create a knowledge worker that is
able to function effici ivelyin an IT envil our schools should focus on the
rudiments like numeracy, computer literacy, language and communication, to have flexibility in
the future with regards to job employment. The hmcs must be lhere beforeany lmmmg provxded
by future employers can accrue benefits. The Mal | Training and P y Study
(MITP) revealed employers are more likely to train, and provide more training when the schoolmg
attainment of its workforce is higher because educated employees are better learners and thus benefit
from investments in g. To produce more technical and scientific-oriented students to cater to
our manpower needs in the new industrial development plan that emphasise more value-added
manufacturing, the stress is on tertiary education where the local universities are encouraged to
churn out the 60:40 ratio of students in the science and arts stream. The goal will remain illusive
if the schools in Malaysia are not churning out students who are inclined towards the sciences.

Human resource development is vital to Malaysia in her quest to attain industralised status by the
year 2020. It has started the process of re-| leokmg at its human resource policy and its manpower
needs. more p tive and i polices on human resource development are
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required. Reacting to a globalised world will not be desirable if Malaysia hopes to contribute
creatively and positively with the creation of the MSC.

- contributed by Elaine Tan Lac-lmm & Elayne Yee Siew Lin

(Note: Views expressed in the box articles do not necessarily reflect that of MIER.)
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Moncy Supply Growth
(% change year-on-ycar)
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« Interest Rates

In the interbank money market, interest rates edged up from August to November
1997. The 3-month interbank rate increased from an average of 7.55 per cent in
August to 7.61 per cent in September. In October, reflecting the tightening liquidity
conditions, the 3-month rate went up further to an average of about 8.2 per cenl. This
trend escalated in November when the 3-month rate surged up to about 9.2-9.3 per
cent. One-year interbank rate reached about 9.8 per cent in November. The upward
movement in interbank rates reflected the drain on liquidity related to the selling down
of stocks in the local bourse by foreign funds.

Following the tighter liquidity conditions in the interbank market, financial
institutions raised their bid for funds by increasing deposit rates. The average rate
offered by commercial banks for time deposits of one month and three months tenure
increased to 7.59 per cent and 7.69 per cent respectively in September, from 7.46 per
cent and 7.54 per cent respectively the previous month. For one-year deposits the
average interest rate offered by the banks edged up to 7.79 per cent from 7.56 per cent
a month ago. The mode base lending rate for banks in Sep by i h d
from that in July, at 9.65 per cent. Average lending rate, though, moderated a little
from 10.85 per cent in July, when interest rates shot up due to central bank
intervention in defending the ringgit,to 10.68 per cent in September. Although data
from Bank Negara is availableonly up to the month of September, lending rates by
the banks will move further upward in the final quarter 0f 1997 due to the higher cost
of funds. We see this as an additional factor that will act to slow down economic
activities in the following year.

The monetary policy stance of the authorities is anticipated to remain tight, given the
current weakness of the ringgit and the need to moderate growth. Although external




happenings and developments pertaining to the local stock market outlook may cause
liquidity to be tight and put upward pressure on interest rates, we do not anticipate
rates to rise sharply in the first quarter of 1998. The 3-month interbank rate is
projected to average at about 9.30-9.50 per cent for the period.

* Exchange Rates

External happenings and a further sell-down, especially by foreign investors, in the
local stock market continued to plague the ringgit's exchangerate. The exchang
of'the ringgit against the major currericies continued to slide in the month of October.
Against the US dollar, the ringgitdropped by a hefty 8.3 per cent compared to its
exchangerate the previous month. The ringgitalso dropped by 9.9 per cent against
the pound and Deutschemark. The yen and Singapore dollar also gained 8.0 per cent
and 5.9 per cent respectively against the ringgit in the same period.

Data up to mid-November indicated a mixed per of the local currency
compared to its average exchange rate in the previous month. Against the greenback,
Deutschemark and pound, its value declined by 0.7 per cent, 2.7 per cent and 4.1 per
cent respectively. The ringgit gained marginally against the yen and Singapore dollar
by 1.3 per cent and 0.2 per cent respectively in the same period. As at mid-
November, the ringgit dipped further to about 3.50 against the US dollar amidst the
Korean won crisis and following recent events on the Kuala Lumpur Stock Exchange
(KLSE). Againsta trade-weighted index of the ringgit's exchangerate with the above
currencies, the local unit depreciated by about 18 per cent in mid-November compared
to a year ago. Compared to March 1997, when the ringgit was at its strongest this
year, it had lost 23 per cent of its value.

Nominal Trade-Weighted Exchange Rate

Indes (1990<100)




External develop in Asian appear to dominate sentiments on
exchange rates in the region of late. We expect this to continue for some time and the
ringgit’s value will be determined to a significant extent by these developments.
Strong upside potential, therefore, will be limited and uncertainty surrounding the
ringgit’s exchange rate is anticipated to persist at least in the next one to two quarters.
Meanwhile, further disturbances emanating from volatility in the local bourse cannot
be ruled out. Strong boost to the ringgit will only be provided in the longer term, for

ple, through an imp in the trade balance and how the economy emerges
from the present currency turmoil.. For the first quarter of 1998, we anticipate
continued weakness in the ringgit and it is projected to trade in the range of 3.20-3.45
to the US dollar.

Interest and Exchange Rates
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Price Developments

Inflation as measured by the Consumer Price Index (CPI) rose in the month of
October 1997 compared to the previous month measured in year-on year growth
rates. The CPI recorded an increase of 2.7 per cent in October as compared with 2.3
per cent in September. Inflation in the period January-October 1997 was 2.6 per cent
compared to the same period in 1996. This was lower than the inflation rate of 3.5
per cent in the corresponding period of 1996.

The increase in the overall index was mainly attributed to the increase in prices of food
(57.0%), followed by gross rent, fuel and power (25.4%) and transport and
communication (4.7%). The food group, which has the highest weightage of 34.9 per
cent in the CPI, registered inflation of 4.3 per cent in 1997 compared to a rate of 5.6
per cent in the same period of 1996. Inflation in the second major group of gross rent
Juel and power, with a 21.1 per cent weigh shed one p ge point lower to
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3.1 per cent in January-October 1997 compared to the same period last year.
Another major group, transport and ication (with a weigh of 17.9%).
registered a lower inflation rate of 0.6 per cent for the first ten months in 1997
compared to a rate of 1.6 per cent in 1996.

Inflation and Unemployment Rate (%)

i

= Inflation Rate &3 Unemployment Rate  ~=-Monihly Inflation Rate

The Producer Price Index (PPI), which measures the change in prices charged by
domestic producers of commodities and those paid by Malaysian importers, showed
an increase of one per cent for the first nine months in 1997 compared to the
corresponding period in 1996. The local p of the PPI i d by 0.9 per
cent in January-September 1997 compared to the same period of 1996 (Jan-
Sep'96:2.2%). The import component of the PPI, meanwhile edged up by 1.7 per
cent in the same period of analysis (Jan-Sep*96:-0.4%).

The sub-group of the local component with the largest weightage (21.7%), crude
materials, inedible except fuels recorded a price decline of 6.3 per cent in the period.
However, mineral, fuels, lubricants and related materials group with the second
largest weightage (20.4%) saw an increase of 6.8 per cent. Also showing an increase
was the "Food” group (which accounts for 15.3% of the local-PPI) with a 2.1 per cent
rise. Machinery and transport equipment producer prices (with a weightage of 12.2%)
also recorded an increase of 1.3 per cent compared to a year ago. These sub-groups
make up 69.6 per cent of the local-PPI.

The machinery and transport equipment group of the import-PPI registered an
increase of 3.6 per cent in the period January-September 1997. It has the largest
weightage of 42.6 per cent of the import-PPI. Prices of fa ed goods classified
chiefly by materials (with a weightage of 13.4%) declined by 1.3 per cent in the same
period. This was followed by the decline in the price of the 'Food' group
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(contributing 13.1% to the index) by 0.4 per cent. The price of mineral. fuels.
lubricants and related materials (weigh of 12.5%), dedan i of 4.1 per
cent as compared to the previous corresponding period. The sub-groups mentioned
here contribute a total of 81.5 per cent to the import-PPIL.

Consumer price inflation is projected to be at 3.0 per cent for the whole of 1997,
following the ringgit’s sharp depreciation against the major currencies. We expect the
pass-through from the weaker exchange rate to be substantial. resulting in higher
consumer prices in 1998. Thus, inflation is forecast at 5.3 per cent next year.
However, we anticipate that this will be a one-time increase as firms adjust to the new
import prices. Dampened agg d d Iting from slower ic growth
will cap any further sharp i in inflati Some moderation in wages is also
expected. Therefore, inflation in 1999 is forecast at a lower 4.0 per cent.

External Trade and Balance of Payments

Trade data for the period January-September 1997 saw Malaysia recording a trade
deficit of RM1.2 billion compared to a much smaller deficit of RM22.9 million for the
same period a year ago. Exports rose by 6.1 per cent in the first nine months of 1997
compared 1o the same period the previous year (Jan-Sep’96:8.6%) while imports
went up by 6.9 per cent (Jan-Sep’96:2.4%). In this period of analysis, export value
totalled RM155.1 billion while imports amounted to RM156.4 billion.

Malaysia: Monthly Trade
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Analysing exports by SITC one-digit level, machinery and transport equipment
(SITC7) contributed 56.1 per cent to total exports. Exports from this group grew by
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6.4 per cent in the period January-September 1997 compared to the previous year's
corresponding period (Jan-Sep'96:1 1.8%). Within this group, SITC776 or thermionic
valves and tubes. photocells etc., which is Malaysia's top export eamer with a share
of 18.3 per cent in 1997, continues to display signs of a robust recovery. Export
growth in the month of September (year-on-year) has reached about 40 per cent. For
the first nine months of 1997, exports of this group expanded by 5.5 per cent
compared to a year ago (Jan-Sep'96:15.8%).

Export of manufactured goods (SITC6), accounting for 9.1 per cent of the total value
of exports, grew by 3.4 per cent in January-September 1997 compared to 13.4 per
cent for the same period in 1996. Export of miscellaneous manufactured articles or
SITC8, with a share of 8.7 per cent of total export value, went up by 2.8 per cent in
January-September 1997 compared to a year ago (Jan-Sep’96:12.8%). SITC3 group
or minerals, fuels, lubricants etc., displayed export growth of 12.9 per cent in the
same period of analysis this year compared to growth of 19.1 per cent in 1996. This
group contributed 8.2 per cent to total export value. SITC4 group or animal and
vegetable oils and fats, exported 7.2 per cent more up to the third quarter of 1997
compared to the same period in 1996. This reverses the decline of 12.1 per cent
experienced in January-September 1996. SITC4 group contributed 5.8 per cent to
export value thus far in 1997.

The groups highlighted above contributed a total of 87.9 per cent to total export value
in the first nine months of 1997.

Imports of machinery and transport equipment, or SITCT group, rose by 6.5 per cent
in January-September 1997 compared to a year ago (Jan-Sep’96:2.7%). The group’s
imports make up 60 per cent of total import value. Import of manufactured goods
(SITCS) increased by 3.4 per cent in 1997 thus far, reversing the decline of: 1.9 per
cent in the corresponding period of 1996. SITC6 group has a share of 12.9 per cent of
import value. Chemical imports (SITCS), with a share of 6.9 per cent of total value,
displayed a growth of 9 per cent this year. In the same period in 1996, such imports
dropped by 4.3 per cent. Imports of miscellaneous manufactured articles, or SITC8
group, increased by 15.7 per cent in 1997 against a decline of 0.2 per cent in the
corresponding period of 1996. The group has a 5.1, per cent share of total import
value. The food group (SITCO), with an import value share of 4.4 per cent, saw
imports expanding at just 2.8 per cent in the first nine months of the year, down
significantly from a growth of 21.4 per cent the previous year. The above-mentioned
groups account for 89.3 per cent of total import value in the said period.
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Trade Balance by SITC Group
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For the first three quarters of the year, trade deficits were recorded for the following
SITC groups - SITC7, machinery and transport equipment (-RM6.8 billion); SITC6,
manufactured goods (-RM6.1 billion); SITCY, miscellaneous transactions and
commodities (-RMS.6 billion); SITCS, chemicals (-RMS5.3 billion); and SITCO, food
(-RM3.3 billion). The following groups registered trade surpluses - SITC4, animal
and vegetable oils and fats (RM8.7 billion); SITC3, mineral fuels, lubricants efc.
(RM8.2 billion); SITC8, miscellaneous manufactured articles (RMS.5 billion); SITC2,
crude materials, inedible (RM3.4 billion); and SITCI, beverages and tobacco (RMS}
million). :

The export recovery that we anticipated to sustain earlier has gained further
momentum. Both groups of the top five and top ten export eamers (disaggregatedby
SITC 3-digit level) demonstrated strong growth rates coming into the third quarter of
the year. The top five sectors account for 45.1 per ¢ént of total value of exports,
while the top ten export sectors account for a share of 65.6 per cent.! Spearheaded by
the recovery in the electronics industry and with favourable commodity exports in
general, we expect the recovery in exports to underpin economic growth in 1998.

-

' Shares are based on cumulative trade data from January 1993 to September 1997.
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However, in tandem with the recovery of exports, imports of intermediate input will
also rise. This is reflected in the trend growth of the top five and ten import sectors
up to the month of September, although growth rates are lower than those of the top
export sectors. The top five and ten sectors for imports account for a share of 43.0
per cent and 58.4 per cent of total value rcspcclively.z

Shares are based on cumulative trade data from January 1993 to September 1997.
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Data available up to the month of September show export growth laggingbehind that
of import. The trade balance thus far is also much less favourable compared to that of
the same period in 1996. However, it is worthwhile noting that the export recovery
that was predicted is gainingmc We anticipate this trend to continue into
1998. The weaker ringgit will also mean that export value in ringgit terms will be
augmented. On the import side, we anticipate reasonably strong growth for 1998 in
tandem with the recovery of the export sector, given the need to import intermediate
inputs. Nevertheless, with the deferment of some infrastructure projects with high
import content, domestic substitution of consumption goods imports following a
weaker ringgit, and a lower overall economic growth, the rise in imports will be
curtailed somewhat. Thus, we forecast a better merchandise trade surplus for 1998.
Merchandise exports, projected to grow by 6.2 per cent in 1997, is forecast to expand
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by 11.7 per cent next year and 12.1 per cent in 1999. Merchandise imports, on the
other hand, is estimated to rise by 10.5 per cent in 1998 following an estimated 7.5
per cent growth this year. Growth in merchandise imports is forecast at 11.2 per cent
for 1999. Resulting from this, the merchandise trade balance is forecast to register a
surplus of RM11.6 billion in 1998 and RMI14.9 billion in 1999. It is estimated at
RMB8.4 billion for this year.

Top Ten Impons
(% change year-on-year)
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The services balance will continue to see sizeable deficits in the year 1998 and 1999,
forecast at RM20.6 billion and RM22.1 billion respectively. In 1997, the services
deficit is estimated at RM20.0 billion. The balance on the current account, therefore,
is forecast to register deficits of RM12.7 billion in 1998 and RM11.0 billion in 1999,
down from an estimated RMIS.3 billion this year. In terms of nominal Gross
National Product or GNP, this amounts to 4.5 per cent and 3.6 per cent in 1998 and
1999 respectively.

Malaysia: Current Account Balance
(RM million)
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o DowmsideRisks |

The downside risks to the forecast above are as follows:

Property-related investments will see a noticeable slowdown in 1998. Besides the
construction sector, manufacturing activities related to it will also experience some
moderation in growth. Industries that are heavily reliant on imported inputs but
whose final product is targeted at the domestic sector will also be hard hit. Under
this scenario, it is imperative for export growth to be sustained to provide the
needed impetus to overall economic growth. Private investment related to export-
oriented manufacturing as well as private consumption will be supported by the
expected recovery in the export sector. If this recovery is not sustained then
growth in the Malaysian cconomy will be lower than projected.

The present state of the local stock exchange is a matter of serious concern. Being
inter-related to the ringgit exchangerate considerably, much will depend on how
confidence in the management of the economy is_perceived. A continuing
depressed stock market will not only have negative effect on private consumption
but will also adversely impact on the financial position of corporations. Any
serious repercussions in this regard affecting the financial well-being of the
corporate sector will have damaging effects with regards to confidence and
stability in the economy.

The lower value of the ringgit should provide some boost to the trade balance once
import and export prices adjust. Mal ysian exports d i i in US dollars
will mean that a higher value in terms of ringgit will be obtained for these exports.
Imports, in turn, will cost more and this should dampen demand somewhat.
Domestic substitution is also likely to take place, especially for imported
consumption goods. There is a concern, however, that domestic-substitution of
intermediate imports may prove more difficult. This is especially so in cases
where these goods are not produced locally but are essential for export-oriented
industries. Also, in the case of large infrastructure projects already committed to
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earlier and cannot be deferred requiring heavy imported items,
further strain on the import bill.

projected improvement in the trade
rate is placed under greater pressure.

these will put
Higher value of imports will mean that the
balance may not materialise and the exchange

Malaysian Institute of Economic Rescarch
Kuala Lumpur, Malaysia
2nd December 1997

(Note:  The forecast contained in this

report uses data from the respective sources up till 17th
November 1997.)
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Table | GRO! PRODUCT (1978 Prices). RM Million

ECON. REPORT 97/98 | BNM REPORT 96 MILR December 97
1992 1993 1994 1995 1996 1997¢ 19981 1996p 19971 1997¢ 19980 19991

Private Consumption 44,804 46,866 51,455 56,288 59,675| 61915 65,787 na na 62766 64.586 61,557
(% change) 30 46 9.8 94 60 38 63 80 75 52 29 4.6
Public Consumption 13464 14,903 16372 17,568 17.818 19,306 19.542 na na 18.531 18,883 19.261
(% change) 40 107 99 73 14 84 12 04 37 40 19 20
Private Investnent 20,652 24,591 31,459 39,411 44,675, 4B.000 50,355 na na 49384 51532 55,325)
(% change) 05 19.1 279 253 134 74 49 72 134 105 a4 74
Public Investment 13922 15,098 15,004 16,304 16,485 18,056 17.263 na na 18,101 18.535 19,147
(% change) 280 84 06 87 1 95 44 124 123 98 24 33
Clange in stocks RRIY) -785 338 679 -1.485] 156 907 na na -303 226 -88
Eaports of Goods and

Nun-factor Services 76,303 89455 109566 128829 138043] 148,053 160.946] na naf 147706 164751 184,645
(% change) 62 172 225 176 72 7.3 87 na na 70 s 121
Imports of Goods and

Non-factor Services 75,162 §9511 114279 138770 144583] 154347 163.733] na naf 155427 109648 187.970)
(% change) 12 19.1 277 214 42 68 61 na na 75 9.1 08
Gross Domestic Product 92866 100617 109915 120309 130628 141139 151067 130,226 na| 140757 148865 157.876)
(% change) 7.8 83 92 9.5 86 80 70 82 50 7.8 58 6.1
Net Factor Payments Abroad 5,199 -5326 -5.983 6,714 -7.490] -1.551 8,542 na na 7482 -1.602 -1.787
Gross National Product 87,667 95.291 103,932 113,595 123,138/ 133,588 142,525 na na 133.275 141,263 150,089)
(% change) 76 87 9.1 93 84 85 67 84 84 82 60 62

p-pecliminary; e-cstimate; f-forecast; na.-not available
Source: MIER Forecast; Ministry of Finance, Economic Report 1997/98 (Oct. 1997); Bank Negara Malaysia, Annual Repoct 1996 (M 1997)



Table 2. CURRENT ACCOUNT BALANCE & MACRO ECONOMIC INDICATORS (RM Million

ECON. REPORT 9798

BNM REPORT 96

MILR December ‘97

1992 1993 1994 1995 1996 1997¢ 19981 1996 19971 1997¢ 19981 1999€

Merchandise Balance 8,609 8,231 4,460 97 10,154 9,670 10.858 8,629 7.200 8,405 11,588 14,860
Exports (L.o.b.) 100910 118,383 148,506 179,491 193,127] 204,701 220,050| 192,586 nal 205101 229016 256,727
(% change) 9.4 17.3 254 209 7.6 6.0 75 7.3 72 6.2 1.7 12,1
Imports (f.0.b.) 92,301 110,152 144,046 179,394 182,973 195,031 209,222) 183,957 na) 196,696 217428 241,867,
(% change) 17 193 308 245 2.0 6.6 73 25 8.4 7.5 10.5 1.2
Services Balance -14,568  -16,670 -17,005 -19407 -19.470| -19,049 -I8351) -18766  -19.000[ 19957 20615  -22,078,
Current Account Balance -5,622 27926 -14770 21,825 -12252] 13,084 112911 -12977 0 -14.800[ 415,252 -12,717  -10,968]
(% nominal GNP) -4.0 5.1 -8.2 -10.5 5.1 -5.0 -4.0 55 3.5 -5.8 4.5 -3.6
Unemployment rate (%) 37 3.0 29 28 25 25 na 2.6 25 25 23 2.7
|1nfation (% change in CPI) 47 36 37 34 35 3.0 na. 35 n 3.0 53 4.0

prpreliminary; e-estimate; f-forecast; n.a.-not available
Source: MIER Foreeast; Ministry of Finance, Economic Report 1997/98 (Oct. 1997); Bank Negara Malaysia, Annual Report 1996 (Mar. 1997)




Table 3 NOMINAL EXPORTS (RM million)

ECON REPORT 9758 | BNM REFORT % MIER

1992 1993 1994 1995 199 1997 19980 1956p 1971 1997 19981 1999(
Rubber
[Export Volume (000 tonnes) 1035 937 1017 1013 950 920 850 980 985 959 98
Export Value (RM mil.) 2357 212 297 4038 3509 2714 2464 1509 2457 287 2766
Unit Value (seavkg) 28 m 288 398 38 295 20 358 2% 300 295
ITia
[Export Volume (000 tonnes) 435 36 n 35 3 2 3 i » 2 n
[Export Value (RM mil ) m 489 501 545 533 a9 20 53 501 499 0
Unit Value (RMAonne) 1987 13369 1T 1sass 15539 14969 14000 15512 15000 15400 14300
Paka Ol
[Export Volume (000 tones) 5536 5838 6363 6656 7287 7.700 7.350 1 180 301
[Export Value (RM mil) sa12 sm 841 10095 9435 10704 10290 9268 10765 1137 w7
Unit Value (RM7toane) 9 989 1235 1562 1295 13% 1,400 1395 1580 1330
[Saw Logs
[Expoct Volume (000 cubmtr.) 17888 9288 8417 2746 6935 6,500 6000 6,985 SE2 3426
[Expoct Value (RM mil) 3,843 2914 2543 2264 2282 2275 2070 2282 2154 149
Unit Value (RM/cub. mr.) 2s s 302 92 By 350 s a7 o 350
[Sawn Timber
[Export Vohume (000 cub mtr.) 5392 5417 4753 4364 3655 3110 3653 3078 2708 2424
[Export Value (RM mil) 3488 4345 4 3839 3039 2,691 3039 2.708 2397 2109
Unit Value (RM/cub. mtr) 647 830 9 879 1 865 o1 850 885 870
Petroleum .
[Export Vobume (000 toanes) 256 202 19061 19065 174% | 16340 17160 16500 17200 17,300
[Export (000 bp.d) 4 48 397 399 364 344 387 34 358 360
[Export Value (RM mil ) 9122 799 6548 6701 1212 7.0%0 7,062 1212 7,069 316 1018
|Average Price (USS) 207 188 11 183 28 205 190 20 200 205 193 192
Liqueied Natural Gas (LNG)
[Export Volue (000 toanes) 7486 s012 8276 9523 | 1560 16020 132 15600 16200 16500
[Export Value (RM mil) 2m2 2655 2361 umn 4458 6503 6,609 4458 6630 6804 6265
Unit Value (RMAonne) 62 ) 25 320 339 an 410 30 as 40 410
[Total Major Commodity Exports 2,655 26289 27205 30953 30468| 32456 30299 3288 paoz LT
% change 49 15 138 .16 65 BY) 77 10 61
[Manufactures 89666 12006) . 147507 159392 n naf 158435 170427 170868 190689 218339
% c 158 261 3 29 a1 50 95 32 72 16 5
[Total Gross Exports 100910 118383 148506 179491  193.027| 204701 220080 192386 205101 229016 236721
% change 94 173 254 2 76 60 75 73 72 82 117 121
Source: E ic Report 199798 (Oct. 1997); Bask No 1996 (Mar. 1997)
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