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I. Introduction 

The  1979  Article IV consultation  discussions  were  held in Kuala  Lumpur 
during  February  2-14, 1979. Malaysia has accepted  the  obligations of Article 
VIII, Sections 2 ,  3 and 4. Discussions  were  held  with  the  Governor of 
Balk Negara Malaysia,  the  Secretary  General  and  the  Deputy  Secretary  General 
of the  Treasury,  the  Secretary  General of the  Ministry of Trade  and  Industry, 
the  Director  General of the  Economic  Planning  Unit,  and  other  senior  officials. 
The  staff  team  consisted of Messrs. P . R .  Narvekar (ASD), G. Szapary (ASD), 
B .  Aghevli (ASI)), B. Short (CBS), and Mrs. M. DeLaney (ASD). 

11.  ReDort on Discussions 

The consultation  discussions  focused  on  the  short-run  ob3ectives of 
Malaysia's  financial  policies.  Sections 1 to 3 provide  a  framework  within 
which to consider  these  objectives  and  policies,  outlining  the  perspective 
from recent  history,  the  directions in which  longer-term  policies  are  steering 
the economy, and  the  immediate  international  economic  environment.  The  short- 
run  objectives of financial  policies,  the  instruments of these  policies,  and 
the  consistency  of  the  objectives  and  policies  inter se, are  reviewed  in 
sections 4 to 6 .  

1. The DersDective  from  recent  historv 

Malaysia's  economic  performance  over  the p a s t  decade  has  been  remarkable 
in terms of growth  and  diversification of aggregate  output  and  the  record of 
price  stability  and  balance  of  payments  strength. When, in the  early 1960s, 
the  outlook  for  natural  rubber--which  then  accounted for over  half of total 
exports  and  over a quarter of total  output--turned  sharply  adverse,  the  pros- 
pects  for  the  economy  seemed t o  have been  seriously  jeopardized.  However, 
t h e  authorities  responded  with  an  aggressive  program of rubber  replanting 
designed to increase  the  yield,  quality,  and  competitiveness  of  the  product 
and, at  the same time, of  developing a new export  commodity--palm  oil. A 
vigorous  exploitation of timber resources was a l so  begun. The manufacturing 
sector was strongly  promoted; t h i s  sector  not  only  expanded in  size but  also 



matured   p rog res s ive ly   In to   an  export o r i e n t a t i o n .   I n  the 19708, petroleum 
production increaeed  sharply. The c h a n g i n g   r t r u c t u r e  of the economy i e  
dramat i ca l ly   ev iden t  in t h e  -hanging s t r u c t u r e  of exports, as shown i n  
Table 1. 

Table 1. Malaysia:   Export   Pat tern,   Selected Years 

(Per cent of t o t a l  e x p o r t s )  

1966-70 1971-75 1976-78 

Rubber 36 

Petroleum 3 

Other   pr imary  products  - 1/ 39 

Manufactures 10 

Other 12 

28 

6 

41 

1 4  

11 

22 

14 

38 

18 

a 

I 1/ Tin ,  pa lm oil, lumber and timber. 

Aggrega te   ou tput   has   increased   in  the 1970s a t  an  average  annual rate 
of a lmost  8 p e r   c e n t ,  a rate r e p r e s e n t i n g  some a c c e l e r a t i o n   o v e r   t h e  a l r e a d y  
r e spec tab le  rate of the   1960s.  The improvement i n  pe r  c a p i t a   o u t p u t  has 
been   even   f a s t e r ,  as t h e  rate of populat ion  growth,   which  had  s lowd  f rom 
3.5 per  cent in the  mid-1950s t o  3 p e r  cent  i n  the mid-l960s, s lowed   fu r the r  
t o  2 . 4  p e r   c e n t  i n  1976. 

The a c c e l e r a t i o n  of growth  has  been  accompanied by a sharp  increase i n  
the rate of i nves tmen t   i n   t he  1970s (Table  2) .  This   i nc rease   has  been helped 
by some net inflow of fo re ign   s av ings   bu t  i t  has been   l a rge ly  matched by a 
domestic s a v i n g s   e f f o r t .  The s h a r p   i n c r e a s e s  i n  domestic investment  and 
savings rates have  been  achieved  without   an  undue  s t ra in  on resources .  The 
annual rate of i n f l a t i o n   d i d  increase from an   average  of j u s t  over 1 per cen t  
in t h e  1960s t o   a b o u t  7 per c e n t   i n   t h e   1 9 7 0 s .  However, t h e  price movements 
i n   t h e  1970s r e f l e c t e d   l a r g e l y   t h e   i m p a c t  of imported i n f l a t i o n ,  e s p e c i a l l y  
in 1973 and 1974; i n  none of t h e  other years has i n f l a t i o n   e x c e e d e d  5 per cent .  



- 3 -  

Table  2 .  Malaysia:  Lnveetment, Savings,  Growth and P r i c e  
Performance, 1961-79 

Annual Averages 1978 1979 
1961-70  1971-78  1977 (Estimate) ( F o r e c a s t )  

(As p e r   c e n t  of GNP) 

Gross domestic +?vestment 16.2 2 4 . 3  24 .2  26.3 28 e 4  

Domestic  savings  16.3 23.9 28.5 27.1 26.3 

F o r e i g n   s a v i n g s ,   n e t   i n f l o w  -0.1 0.4 - 4 . 3  -0.8 2 . 1  

(Percentage  change  per  annum) 

GNP, real terms 6 e 4  7 .a 7.1 7.4 3.0 

Prices 1.1 6.7 4.7 4 . 9  ... 

The remarkable   record of price s t a b i l i t y   o v e r  the years c a n   b e   a t t r i b u t e d  
l a r g e l y   t o   c a u t i o u s   d o m e s t i c   f i n a n c i a l   p o l i c i e s .  A c u r r e n c y  board ar range-  
ment was i n   e . c i s t e n c e   u n t i l  1967 under   which  the  supply of c u r r e n c y   t o  the  
economy c o u l d   i n c r e a s e   o n l y  when i t  was m a t c h e d   b y   i n c r e a s z s   I n   t h e   c u r r e n c y  
b o a r d ' s   f o r e i g n  assets. The C e n t r a l  Bank took  over t h e   c u r r e n c y   i s s u e  
f u n c t i o n   i n   1 9 6 7 ;  i n  t h e   y e a r s   s i n c e   t h e n  as well, t h e   i n c r e a s e   i n   r e s e r v e  
money has  been more t h a n   f u l l y   a c c o u n t e d   f o r  by i n c r e a s e s   i n  t h e  n e t   f o r e i g n  
assets of t h e  Bank. The Government ' s   depos i t s   wi th   the   Sank have exceeded 
i t s  borrowing  from i t ,  and commmcial bank  borrowing  from  the Bank has been 
n e g l i g i b l e .  Even i n  terms of  the   expans ion  of t c t a l   l i q u i d i t y   i n   t h e  economy, 
t h e   c o n t r i b u t i o n  of i n c r e a s e s   i n  net f o r e i g n  assets, a t  about  a t h i r d ,   h a s   b e e n  
unusua l ly   h igh  by i n t e rna t iona l   compar i son .  

These   cau t ious   f i nanc ia l   po l i c i e s   have   kep t   t he   ex t e rna l   paymen t s   pos i t i on  
s t rong   even  as a l i b e r a l  t rade  and  payments  system has been  maintained.  During 
the 1970s, export volume has   i nc reased   by   an   ave rage  of about  5 p e r   c e n t   p e r  
amurn, and a s  t h e   d e t e r i o r a t i o n  i n  t h e  terms of trade--which  had  been so marked 
i n   t h e  1960s b e c a u s e   o f   t h e   p e r s i s t e n t   f a l l   i n   r u b b e r   p r i c e s - - s l o w e d ,   a n   e q u i -  
v a l e n t   i n c r e a s e  in impor t s   cou ld  be accommodated. The c u r r e n t   a c c o u n t   a n d   o v e r a l l  
p o s i t i o n s  of t h e   b a l a n c e  of payments h a v e   f l u c t u a t e d   b u t   t h e  l a t t e r  has  been 
i n  p e r s i s t e n t   s u r p l u s .  The fo re ign   exchange  reserve p o s i t i o n  has been   s t rong .  

Respec tab le  as t h e  rate of output   growth was i n   t h e   1 9 6 0 s ,  l i t t l e  den t  
was made i n   t h a t   d e c a d e   i n  the problem of unemployment  and  underemployment o r  
pove r ty   gene ra l ly .   Th i s  was i n  part because of t h e   a c c e l e r a t i n g   g r o w t h  of t h e  
labor f o r c e   w h i c h   r e f l e c t e d   t h e  high birth rate of earlier y e a r s   a n d   i n  part 
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because of the  persistent  fall  in  rubber  prices  which adverse ly  affected 
the  predominant  emallholder  sector. It is in this eector,  along  with  paddy 
and other  subsistence  farming, that poverty is concentrated. 

In the 19708, however,  notable progress has been made  in  these  areas. 
Eradication of poverty  ha6 been accorded  the  highest  priority among policy 
objectives. A6 the  various  programs  designed  to  relieve  poverty  especially 
the  programs  to  open up  new land for the landless  and  poor  farmers have 
come to fruition, and as the  position of the  rubber  sector has strengthened 
both  because of productivity  gains and higher  prices,  the  incidence of poverty 
haa  declined. T\e growth of the  labor  force has continued  to  accelerate  in 
the  1970s.  Nevertheless, there is evidence  that t h e  rate of unemployment and 
underemployment  has  declined in recent  years. 

2 .  The framework  set by long-term  objectives 

The principal  long-term  economic  objectives of the  Malaysian  authorities 
have  been  set  out  and  quantified for the  target  year 1990 in the N e w  Economic 
Policy which was  enunciated  in  1970.  One of these  objectives is to  reduce 
the  incidence of poverty.  Despite  the  relatively  high  per  capita  income 
(SDR 930 in  1978)  and  the  recent  alleviation of poverty,  much  still  remains 
to  be done to  ensure  that  the  minimum  basic  needs are available to the entire 
population. The other  principal  objective is to  restructure  employment,  occu- 
pation,  and  the  ownership  of  capital  in  such  a  way as to  eliminate  the  long- 
established  identification of ethnic  groups  with  economic  function--of  the 
Malays  and  other  indigenous  groups  (the  bumiputras)  with  smallholdcr  agricul- 
ture, and the  Chinese  ard  Indians  with  the more modern  and  rapidly  growing 
sectors of the  economy. As a result of their  limited  participation in these 
latter  sectors,  the  Malays  make up the  largest  section  of  the poor. The neces- 
sary  restructuring is to  be  brought  about  through  direct  regulation,  and  the 
provision  of  incentives  and  preferences as well as other  policies  described 
in  the  next  three  paragraphs. 

The  authorities  attach  more  importance  to  the  equitable  distribution 
of the benefits of development  than t o  the growth of  aggregate  output as 
such* Since  poverty  is  concentrated  in  the  traditional  agricultural  sector, 
direct  programs  to  reduce  poverty  focus  principally on public  investment 
to improve the productivity of the small farmer  and  to  provide  basic  needs to 
the  poor. In this  respect , an lmportant  new  factor  has  emerged,  with  potential 
favorable implications.  The  evolving  demand/supply  balance in the  world  rubber 
economy  portends  the  emergence of a shortage  and a continuation of strong 
prices in the next  several  years,  This  prospect is actually  the result  of a 
sharp  slowing  down in the last few years in the  growth of rubbgr  output  in 
Malaysia--the  last maJor replanting  cycle  there  having  been  completed by the 
mid-1960s. In view of the  bright  outlook  for  rubber  prices,  the  country is now 
facing  the  question of how much relative  emphasis  should  be  placed on diversi- 
fication  away from rubber,  principally  into  oil  palm,  and on increasing  rubber 
output  further.  Recently, the replanting  grant  to  rubber  smallholders  has  been 
increased,  and  research on improving  tapping  techniques  and  increasing the 
yield of trees  has  teen  intensified. In addition, new land is being brought 
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under  rubber cu l t i va t ion .  Given the  ample land r e s o u r c e s   t h a t   a r e  s t i l l  
unut i l ized ,   the   acreage   under   rubber  can be i nc reased   a long   w i th   t ha t   unde r  
o i l  palm. 

National e e l f - s u f f i c i e n c y  i n  rice by 1980 is a t a r g e t  of the   Thi rd  
Malaysia  Plan  (1976-80) but i t  sppcara u n l i k e l y  now t h a t   t h i s   t a r g e t  will 
be a t t a i n e d .  The a u t h o r i t i e e  s ta te  t h a t   w h i l e  rice s e l f - s u f f i c i e n c y  is  
d e s i r a b l e  €or s t r b t e g i c   r e a s o n e ,   t h e   p r i m a r y   o b j c c r i v e  of promoting rice 
product ion is t o  provide  farmers with an inc reased   sou rce  of  income through 
double  cropping. 

Although  the  growth of to ta l  output  per ee  l e  no t   t he i r   p r imary  
o b j e c t i v e ,   t h e   a u t h o r i t i e e   r e c o g n i z e   t h a t  t h e  a l l e v i a t i o n  of poverty  and 
s o c i a l   r e e t r u c t u r i n g   c a n  come about   only  in   an  environment  of rapid  economic 
g rowth ,   e spec ia l ly  the rapid  qrowth of t h e   s e c t o r   w i t h   h i g h   p e r   c a p i t a  pro- 
d u c t i v i t y ,  i.e., manufacturing.  While  there are st i l l  g r o w t h   p o s s i b i l i t i e s  
i n   i m p o r t - s u b s t i t u t i n g   i n d u s t r i e s ,   f u r t h e r   d e v e l o p m e n t   o f  t h e  manufacturing 
s e c t o r  will have t o  be  even more expor t -or ien ted   than  it  hao  been i n   t h e  
r ecen t   pas t .   I n   t he i r   i nves tmen t   app rova l  and i n c e n t i v e  policies, the   au tho-  
r i t ies  a t t a c h   t h e   h i g h e s t  importance t o  t h e   c r i t e r i a   o f   e x p o r t   p o t e n t i a l ,  
l a m r   a b s o r p t i o n ,  and  regional   balance.  The p r e s e n t   s t r u c t u r e  of t a r i f f s  and 
t a x   i n c e n t i v e s  i s  now being rev iewed i n   p r e p a r a t i o n   f o r   t h e   F o u r t h   M a l a y s i a  
P lan .  

As i n d i c a t e d   e a r l i e r ,   a n   i m p o r t a n t   a s p e c t  of the  r e c e n t   d i v e r s i f i c a t i o n  
of t h e  economy has  been  the  developnent   of   the   oi l   and gas s e c t o r .   T h i s   s e c t o r  
w i l l  con t inue  t o  expand a s   e x p l o r a t i o n  and d r i l l i n g   c o n t i n u e ,  new wells are 
deve loped ,   r e f ine ry  capacity io increased ,   and   the  LNG plant--on  which work 
i s  a b o u t   t o  commence--comes on stream i n  the nex t   s eve ra l  years. However? t h e  
a u t h o r i t i e s   f e e l  no p a r t i c u l a r   u r g e n c y  t o  maximize  production of o i l  and gas 
s i n c e  t h e  count ry   has   o ther   adequate   sources  of foreign  exchange and domestic 
tax   revenue .   Proven   o i l  resources are i n  any  event l i m i t e d .  The a u t h o r i t i e s ,  
t he re fo re ,   a t t empt   t o   ba l ance   t he   need   fo r   pe t ro l eum  r evenues   t o   f i nance  
deve lopme nt   +he  need  to   conserve o i l ,  a d e p l e t a b l e   r e s o u r c e ,   t h u s  seeking 
t o  achieve  i m u m  rate of production. The rate of oil and gas product ion  
i n   a l l  f ie1 c u r r e n t l y   s u b j e c t   t o   t h e   a p p r o v a l  of P e t r o n a s ,   t h e   n a t i o n a l  
o i l  company. The p o l i c y  i s  t o  restrict product ion  in t hose  wells i n  which  the 
gas-to-011 ratio is h igh ,   s ince  most  of t h e  gas now has t o  be   f l a r ed .  In  the  
meanwhile,  plans are being  developed for using gas i n  power g e n e r a t i n g   s t a t i o n s .  

3 .  The immediate  international  economic  environment 

D e s p f t e  t h e  weaknesses i n  the world  economyI the  e x t e r n a l   s i t u a t i o n  that 
M a l a y 5 i a   f a c e s   t h i s  year is not unfavorable .  Most important ,   the   world  market  
p r l L e  for rubber  I s  l i k e l y  t o  rise f u r t h e r   i n   1 9 7 9 .  The markets  for t i n ,  logs ,  
and sawn t i m b e r   a r e   a l s o  expected t o   c o n t i n u e  strong. Following  the OPEC price 
a c t i o n   e f f e c t i v e  January 1 of th i s  year, Malaysia has  raised t h e  prices of i t s  
c r u d e s ,  the average increase for t he  main grades having  been 6 per cen t .   Fu r the r  
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increases are p l a n n e d   f o r   t h e  rest of t h e   y e a r ,   t h e   a v e r a g e  Increase for the 
yea r  as a whole being p r e s e n t l y   p l a c e d  at  15 p e r   c e n t .  The r e c e n t   e v e n t s  in 
I ran   have  made i t  po68ib le  for Malaysia t o  cha rge  a premium f o r   t h e  high grade 
c r u d e s   t h a t  i t  expor t s .  Of the p r i n c i p a l   e x p o r t s ,   o n l y  palm o i l  is expec ted  
t o  experience a p r i c e   f a l l  i n  1979,   fo l lowing  upon a f a l l  i n  1978. 

A n o t h e r   f a v o r a b l e   f a c t o r  is t h e  re la t ive  ease i n   i n t e r n a t i o n a l   c a p i t a l  
marke t6   f rom  which   Malays ia   has   a l ready   benef i ted   in   the   pas t   year ,   l a rge ly  
t h r o u g h   r e f i n a n c i n g   e a r l i e r   h i g h e r  cost  borrowing. This policy of r e f i n a n c i n g  
I s  l i k e l y  to con t inue  i n  t h e   c u r r e n t  year. 

There are ,  however ,   impor tan t   unfavorable   fac tore  as well. The l i k e l y  
slowdown i n   w o r l d   e c o n o m i c   a c t l v i t y   i n   t h e   c u r r e n t   y e a r  I s  e x p e c t e d   t o   a f f e c t  
a d v e r s e l y   t h e   e x p o r t  of manufactures .  The a u t h o r i t i e s  stress t h a t   t a r i f f s ,  
q u a n t i t a t i v e   r e s t r i c t i o n s ,  and c e r t a i n  other r e g u l a t i o n s   a b r o a d   a f f e c t i n g  the 
e x p o r t  of t ex t i les ,  footwear   and   canned   f ru i t s  are a cont inuing   problem,   the  
i n t e n s i t y  of  which has i n c r e a s e d   d u r l n g   t h e   p a s t   y e a r .  It i s  noteworthy, how- 
e v e r ,   t h a t  Malaysia's e x p o r t s  of m n u f a c t u r e s   n e v e r t h e l e s s   i n c r e a s e d   s u b s t a n -  
t i a l l y  I n  1978  and are expected t o   I n c r e a s e   f u r t h e r   i n   1 9 7 9  but a t  a reduced 
rate. 

The c o u n t r i e s   t h a t  are t h e   p r i n c i p a l   s o u r c e s  c;f Malaysia's impor t s ,  taken 
as a group,  are l i k e l y   t o   e x p e r i e n c e  a s i g n i f i c a n t   d e g r e e  of i n f l a t i o n   I n   1 9 7 9 .  
Glven  the  openness of  the   Malays ian  economy, w i t h   I m p o r t s   b e i n g   e q u i v a l e n t   t o  
wel l  over  40 p e r  c e n t  of GNP, a n d   g i v e n   t h e   s t r o n g   p r e f e r e n c e  of  t h e   a u t h o r i t i e s  
t o  a v o l d   i n f l a t i o n ,   t h i s   c l e m e n t   i n   t h e   w o r l d   e c o n o m i c   o u t l o o k  is p a r t i c u l a r l y  
unfavorable .  

4. Objec t ives  of s h o r t - r u n   p o l i c i e s  

The p r i n c i p a l   o b J e c t i v e s  of Malays i a ' s   economic   po l i c i e s   du r ing   t he   cu r ren t  
year are two. The f i r s t  is to a c h i e v e   a n   i n c r e a s e  of abou t  8 p e r  c e n t  i n  aggre- 
g a t e   o u t p u t .  Such   an   increase   should   no t  be d i f f i c u l t   t o   a c h i e v e ,   g i v e n   t h e  
p re sen t   and   p rospec t ive   s t r eng th  of world demand f o r   M a l a y s i a ' s   p r i n c i p a l   e x p o r t s  
and   t he  rate of growth of aggrega te   ou tput   recorded  i n  recent yea r s .  

The second  obJec t ive  of s h o r t - r u n   p o l i c i e s  i s  t o  increase i n v e s t m e n t   f u r t h e r .  
P r iva t e   i nves tmen t  has only   recent ly   recovered   f rom a d u l l   p e r i o d ,  and a l though 
t h e   a u t h o r i t i e s  are g e n e r a l l y   s a t i s f i e d   w i t h   t h e   p r e s e n t   s t r e n g t h  of t h e   I n v e s t -  
ment sentiment,   they  would like t o   c o n t i n u e  t o  g i v e  i t  strong  encouragement.  
A f t e r   h a v i n g   d e c l i n e d   i n   1 9 7 5  and i n c r e a s e d   o n l y   s l i g h t l y   i n   1 9 7 6 ,   p r i v a t e  
inves tmen t   expend i tu re   r ecove red   v igo rous ly   i n   1977   and  1978 b u t  was only  about  
3 p e r  c e n t   h i g h e r  i n  t h e  l a t t e r  y e a r   t h a n   i n  1974.  However, r ecen t   t r ends   have  
been   f avorab le .   Inves tmen t   app rova l s   g ran ted   i n  1978 were s u b s t a n t i a l l y   h i g h e r  
t h a n   i n   1 9 7 7 ,   a n d   t h e   C e n t r a l   B a n k ' s   p e r i o d i c   s u r v e y s   i n d i c a t e  a p r o g r e s s i v e  
s t r eng then ing  of i n v e s t m e n t   i n t e n t i o n s   i n   t h e   m a n u f a c t u r i n g   s e c t o r .  

The recovery  of  p r i v a t e   i n v e s t m e n t  is a t t r i b u t a b l e   t o   t h e   c o n t i n u e d   s t r e n g t h  
of e x t e r n a l  demand, the sus t enance  of i n t e r n a l  demand by expans ionary  f i s c a l  
p o l i c i e s ,  Central Bank p o l i c i e s   d e s i g n e d  t o  e n s u r e   t h e   r e a d y   a v a i l a b i l i t y  of 4 
bank c r e d i t ,   a n d  t h e  gradua l   exhaus t ion  of excess c a p a c i t y   i n  many sectors. I n  
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a d d i t i o n ,   a c c o r d t n g   t o   t h e   e u t h o r t t i e s ,   t h e   u n c e r t a i n t i e s  i n  the   bus iness  
community  which  might  have  been  created by t h e   p r o v i s i o n s  of t h e   f q - b t e t r i a l  
Coordination Act of 1975 were e l imina ted  by t h e  amendment of t h o  Pr?.  i n  
April  1977  and i t s  f lex ib le   implementa t ion .  

I n   t h e   c u r r e n t   y e a r ,  t h e  a u t h o r i t i e e   i n t e n d  t o  preea  ahead  with  publ ic  
inveetrnent as well, both  i n  suppor t  of pr iva t e   i nvee tmen t   and   i n   fu r the rance  
of o t h e r   o b j e c t i v e s   s u c h  as t h e   e r a d i c a t i o n  of poverty.  The size of t h e  
p u b l i c   e e c t o r  i e  r e l a t i v e l y   l a r g e   i n   M a l a y s i a   b u t  i t s  growth  has  been 
ach ieved   w i thou t   any   c rod ing  out of t h e   p r i v a t e  sector. Indeed,   the   autho-  
r i t ies have  always Been t h e   r o l e  of t h e   p u b l i c   s e c t o r ,  a t  least i n   p a r t ,  as 
tha t   o f   suppor t ing   the   deve lopment  of t h e   p r i v a t e   e e c t o r .  Government invest-  
ment p l ans   fo r   1979  are d i s c u s s e d   f u r t h e r  i n  t h e  next eec t ion .  

The a u t h o r i t i e s  would l ike   to   ach ieve   the i r   inves tment   and   growth   ob jec-  
t i v e s   w h i l e   a v o i d i n g ,   i d e a l l y ,   a n y   p r t c e  increaee a t  a l l  and  while  maintain- 
i n g   t h e   s t r e n g t h  of the   ba lance  of payments  posit ion.  However, the   impor tance  
a t t ached   t o   t he   ob jec t ive   o f   p romot ing   i nves tmen t  is s u c h   t h a t ,  i f  neceseary 
fo r   t h i s   pu rpose ,   t hey  would t o l e r a t e  a small p r i ce   i nc reaee   and  some loss 
of fore ign   exchange   reserves .  

The o b j e c t i v e  of t h e   a u t h o r i t i e s   w i t h   r e g a r d   t o   f o r e i g n   e x c h a n g e   r e s e r v e s  
needs   e labora t ion .  At t h e  end of 1 9 7 8 ,   o f f i c i a l   r e s e r v e 6  were e q u i v a l e n t   t o  
6 1/2 months of 1978 imports. The a u t h o r i t i e s  stress tha t   because  of t h e  
openness of t h e  economy and i t s  heavy  dependence  on p r i m a r y  p r o d u c t s   f o r  
exchrrnge ea rn ings   ( expor t s   accoun t   fo r   abou t   ha l f   o f  GNP and f ive   p r imary  
p roduc t s ,   f o r   a lmos t  two t h i r d s   o f   t c t a l   e x p o r t s ) ,   t h e y  would f e e l  more com- 
f o r t a b l e   w i t h  a h i g h e r   l e v e l  of r e se rves .  This was e s p e c i a l l y   t r u e  as long as 
i n t e r n a t i o n a l   p r i c e   s t a b i l i z a t i o n   a r r a n g e m e n t s  were not i n  place f o r   t h e   p r i n -  
c ipa l   expor t   p roduc t s  and access   to   the   Fund ' s   Compensa tory   F inancing   Fac i l i ty  
was not  easier. Also,  i n   t h e i r   v i e w ,  t h e  h i g h   i n t e r n a t i o n a l   c r e d i t   s t a n d i n g   o f  
t he   coun t ry   depends   c r i t i ca l ly  on i ts  s t r o n g   r e s e r v e   p o s i t i o n .  However, t he  
a u t h o r i t i e s  stress t h a t   t h e y  are conscious of t h e  need t o  monitor   cont inuously 
t h e   c o s t s  and b e n e f i t s  of reserve  holding.  Moreover,   they  have no a c t i v e   p o l i c y  
o r  time-bound  program f o r   i n c r e a s i n g   r e s e r v e s .   I n   p a r t i c u l a r ,   r e s e r v e   a c c u m u l a -  
t i o n  i s  by no means an o v e r r i d i n g   c r i t e r i o n  of balance of payments  policy i n  
1979. Reserves would be inc reased  as and when t h e   o p p o r t u n i t y  arises but   no t  a t  
the  expense of o t h e r  economic ob jec t iLes   such  as investment  and  growth.  Indeed, 
t h e  a u t h o r i t i e s  would be prepared  to  draw down r e s e r v e s   i n   s u p p o r t  of well-designed 
development  programs or any o ther   requi rement   o f   na t iona l   po l icy ,   a l though  they  
would not  l i k e  r e s e r v e s   t o   f a l l  below a m i n i u m   l e v e l  o f ,  say ,   th ree   months '  
imports.  

5 .  Instruments  of f i n a n c i a l   p o l i c i e s  

a. Credi t  policy 

The Cen t ra l  Bank has  pursued  an  expansionary  credi t   pol icy in the las t  
f ew  yea r s ,   w i th   t he   ob jec t ive   o f   s t imu la t ing   p r iva t e   i nves tmen t .  The s t a t u t o r y  
cash reserve  requirement  was r educed   i n   t h ree  steps, from 10 per c e n t   i n  ear ly  
1975 t o  6 p e r  cent a year later;  r e s e r v e   r e q u i r e m e n t s   a p p l i c a b l e   t o   f i n a n c e  
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companies were a l s o  reduced, in two s t e p s  from 7 p e r   c e n t  t o  4 p e r   c e n t .  The 4 
Bank a loo   r educed  interest rates; f o r  instance,  the   p r ime  rate of commercial 
banks was reduced i n   f o u r  s teps ,  from 10 per c e n t  a t  t he   beg inn ing   o f  197s 
t o  7.5 per c e n t  by mid-1977. A t  t h e  same time, t h e  maximum rates a l l c - e d  t o  
be p a i d  on bank depoeits were a lso reduced.  

As thc recovery  i n  p r i v a t e   i n v e s t m e n t   g a t h e r e d   s t r e n g t h   i n   t h e   s p r i n g  
of 1978, t h e r e  was a t i g h t e n i n g  of t h e   l i q u i d i t y   p o s i t i o n  of banks. I n  o r d e r  
t o  relieve t h i s   t i g h t n e s s ,  BO a s  t o   e n a b l e   b a n k s  and f inance  companies  t o  
s u s t a i n  tneir  l e n d i n g   a c t i v i t y  and t o   p r e v e n t   a n   i n c r e a s e  i n  i n t e r e s t  rates,  
t h e  Cev’cral Bank granted  temporary  advencee  to   commercial   banks  and also 
r ed r scoun ted  a s i z a b l e  amount of T r e a s u r y   b i l l s .   F u r t h e r ,  in December 1978,  
i t  reduced   the   cash   reserve   requi rement  by a n o t h e r  one p e r c e n t a g e   p o i n t  t o  
5 p e r   c e n t   f o r  commercial banks  and by 1 .5   pe rcen tage   po in t s  t o  2.5 p e r   c e n t  
for f inance  companies .  

I n  c r d e r  t o  h e l p   i m p r o v e   t h e   e f f i c i e n c y  of t he   bank ing  system, comer- 
cra l  banks were p e r m i t t e d ,   b e g i n n i n g   i n   O c t o b e r   1 9 7 8 ,   t o  s e t  t h e i r  own i n t e r e s t  
rates o n   d e p o s i t s   a n d   l e n d i n g ,   o t h e r   t h a n   l e n d i n g  t o  s p e c i a l   g r o u p s   a n d   f o r  
p r i o r i t y   p u r p o s e s ,  i . e e ,  the  bumiputra  community,  small-scale e n t e r p r i s e s ,   a n d  
the   pu rchase  of homes by i n d i v i d u a l s .  However, at t h e  time t h a t   i n t e r e s t  rates 
were freed, t h e   C e n t r a l  Bank  made i t  clear t h a t  i t  would   main ta in   carefu l   watch  
o v e r   t h e   i n t e r e s t  rate l e v e l s  of banks. I t  also made known to banks i t s  s t r o n g  
o p i n i o n   t h a t   t h e   e x i s t i n g   l e v e l  of i n t e r e s t  rates on d e p o s i t s   a n d   l e n d i n g  was 
a p p r o p r i a t e  t o  t he   ob jec t ive   o f   sus t a in ing   s t eady   economic   g rowth   and  i t s  
e x p e c t a t i o n ,   t h e r e f o r e ,   t h a t  no g e n e r a l   i n c r e a s e   I n   t h e   l e v e l  of rates would 
be j u s t i f i e d .   S i n c e   t h e   f r e e i n g  of i n t e r e s t  rates,  d e p o s i t  rates have   i nc reased  
m a r g i n a l l y   w h i l e   t h e   p r i m e   e n d   p r e f e r e n t i a l  rates have  remained  unchanged a t  
7.5 per  cent and 7 per c e n t ,   r e s p e c t i v e l y ,  

4 

For 1 9 7 9 ,   t h e   a u t h o r i t i e s  would l i k e   t o   c o n t i n u e   t o   e n ~ u r e   t h a t   t h e  
credit requi rements  of the p r i v a t e   s e c t o r  w i l l  be met. They b e l i e v e   t h a t   t h e  
f u n g i b i l i t y  of money n o t w i t h s t a n d i n g ,  an expans ion  of l i q u i d i t y  ar is ing from 
f a c t o r s   o t h e r   t h a n  bank c red i t   expans ion   canno t   be   coun ted  upon t o  meet t h e  
inves tment   needs  of t h e   p r i v a t e   s e c t o r .   N e v e r t h e l e s s ,   t h e y   b e l i e v e   t h a t  a 
much smaller i n c r e a s e   i n   c r e d i t   t h a n  i n  1978 (30 p e r   c e n t )  would  be  adequate 
for 1979 (20  p e r  c e n t ) .  The l i q u i d i t y   p o s i t i o n  of t he   bank ing  system is 
expected t o  be adequate  t o  s u s t a i n  t h i s  l e n d i n g ,   b u t   s h o u l d  it f a l l   s h o r t ,  
t he  a u t h o r l t i e s  p l a n  t o   t a k e   s t e p s   s u c h  a s  a f u r t h e r   r e d u c t i o n   i n   t h e   c a s h  
reserve  requirement   and increased C e n t r a l  Bank l end ing .  They c o n s i d e r   t h a t  
the stigma p r e v i o u s l y   a t t a c h e d  t o  commercial bank   red iscount ing   f rom the 
C e n t r a l  Bank has  tended t o  d i s a p p e a r .  

b. Budgetary  pol icy 

The s t a n c e  of budge ta ry   po l i cy   i n   t he   pas t   f ew   yea r s   has   been   expan-  
sionary,  p u b l i c   e x p e n d i t u r e   h a v i n g   b e e n   s u b s t a n t i a l l y   s t e p p e d   u p   i n   v i e w  of 
t h e   l a g g i n g  p r iva t e  inves tment .  Total  federal government   expendi ture   v i r -  
t u a l l y   d o u b l e d   d u r i n g   t h e   p e r i o d  from 1974 t o  1978  and ,  as a p r o p o r t i o n   o f  
GNP, fnc reased  from 28 per cent to 32 p e r   c e n t .  The s h a r e  of cap i t a l   expen-  
d i t u r e  i n  the to ta l  inc reased   f rom 15 p e r  cent t o  21 per cent. However, the I 
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increase i n   e x p e n d i t u r e   d i d   n o t   r e q u i r e  m y  p a r t i c u l a r  increase i n  bank 
f inanc ing;   over  t h e  y e a r s ,  tax revenues-o ther   than   those   a r i s ing   f rom taxes 
on foreign  trade-have  evinced a high d e 8 r e t  of income elamticity and t h e  
Employees'  Provident Fund has  proved a Orowing source  of borrowing. 

For 1979, t h e   b u d g e t a r y   s t r a t e g y   c o n t i n u e s  t o  be One of promoting 
s teady  economic  growth  and  improving  income  dietr ibut ion i n  s n  environment 
of s t a b l e  prices. The a u t h o r i t i e s   c o n s i d e r   t h a t   n o t w i t h s t a n d i n g   t h e  recent 
recovery i n  pr iva te   inves tment ,   publ ic   inves tment   should   cont inue  t o  Inc rease .  
C a p i t a l   e x p e n d i t u r e  i n  the   budget  for 1979 i r  13 per  cent h i g h e r   t h a n  i n  
1978.  Moreover, i t  i s  expected t o  be  s tepped  up  fur ther   once  the  mid-term 
review of the   Thi rd   Malays ia  Plan,  which is now i n  an  advanced stage, has 
been  completed. I n  doing  so, the a u t h o r i t i e s  w i l l  have moved away more 
dec i s ive ly   f rom a p u r e l y   c o n t r a - c y c l i c a l   r o l e  of f i s c a l   p o l i c y   t o   t h e   l o n g e r -  
run  object ives   of   economic growth ard t h e   e r a d i c a t i o n  of pover ty .  The increase 
in publ ic   inves tment  w i l l  in par t   be   des igned  t o  h e l p   t h e   p r i v a t e   s e c t o r ;  
i n  o r d e r   t o   s t i m u l a t e   g r o w t h   i n   p r i v a t e   i n d u s t r y ,   o u t l a y e   o n   i n f r a s t r u c t u r e ,  
such  as   te lecommunicat ions,  weter s u p p l y  and e l ec t r i c i ty ,  w i l l  be   increased.  
A t  t h e  same time, programs of s u p p o r t   f o r   a g r i c u l t u r e   a n d   r u r a l  areas g e n e r a l l y  
w i l l  cont inue .   The   budget   a l so   inc ludes   the   g ran t   o f  a re investment   a l lowance 
t o   i n d u s t r i a l   f i r m e   a m o u n t i n g  t o  25 per  cent of expend i tu re   fo r   expans ion  
d u r i n g   t h e   n e x t  th ree  years; p r e v i o u s   i n c e n t i v e s  for i n d u s t r i a l   i n v e s t m e n t  
c a t e r e d   l a r g e l y   t o   n e w l y - e s t a b l i s h e d   e n t e r p r i s e s .  

In the   view of the a u t h o r i t i e s ,  the d i f f i c u l t y   i n   s t e p p i n g  up p u b l i c  
investment i s  not  a s t r ingency   of   budgetary  resources b u t   r a t h e r   t h e   u s u a l  
l a g   i n   i d e n t i f y i n g   a n d   i m p l e m e n t i n g   t h e   p a r t i c u l a r   k i n d s  of p r o j e c t s  t h a t  
would m i n i s t e r   t o  t h e  socio-economic  object ives  of t h e  Government. I n  par- 
t i c u l a r ,   p r o j e c t s   t h a t  would benef i t   the   lowes t   income groups a re ,  as in 
other c o u n t r i e s ,   p a r t i c u l a r l y   d i f f i c u l t  t o  i d e n t i f y  and implement; t h i s  is 
e s p e c i a l l y  so s ince   Malays ia   has   a l ready   passed   the  stage of basic i n f r a -  
s t ruc ture   deve lopment .  

The o v e r a l l   d e f i c i t  of t h e  Federal Government ( t h e  excess of t o t a l  
expend i tu re   and   ne t   l end ing  over cur ren t   r evenue )  would con t fnue  t o  be sub- 
s tan t ia l  i n  1979, amounting  to   a lmost  a t h i r d  of t o t a l   e x p e n d i t u r e .  How- 
e v e r ,  a s  i n d i c a t e d  ear l ie r ,  t h e s e   d e f i c i t s  have n o t   n e c e s s i t a t e d   e x c e s s i v e  
borrowing  from  the  banking system. F o r   t h e   c u r r e n t  year, t h e   a u t h o r i t i e s  
have no t   pub l i shed   t he i r   f i nanc ing   p l an .  The resources a v a i l a b l e  from the 
Employees'  Provident Fund can be  expected t o  con t inue  t o  grow i n   t h e  normal 
course .  As f o r  fo re ign   bo r rowing ,   t he  two  main cr i ter ia  of t h e   a u t h o r i t i e s  
are t o   o b t a i n  t h e  b e s t   p o s s i b l e  terms and t o  main ta in  a presence i n  f o r e i g n  
markets.  However, now t h a t   t h e   c r e d i t  standing of the coun t ry  has been 
f i r m l y  e s t ab l i shed   ab road ,   t hey   do  not cons ide r  i t  n e c e s s a r y   t o  make firm 
commitments  and e n t e r  t h e  market early, f o r  t h i s  c o u l d   l e a d  t o  overborrow- 
fng. The a u t h o r i t i e s   i n t e n d   t o  l i m i t  borrowing from the   domest ic   banking 
s y s t e m  t o  an amount  which,  taken  together w i t h  o t h e r   f a c t o r s   a f f e c t i n g  the 
m o n e t a r y   s i t u a t i o n ,  would be c o n s i s t e n t  with t h e i r  price and balance  of 
payments   obJect ives .  



C .  Exchanec rate p o l i c y  

The r i n g g i t  i m  l i n k e d  t o  an undirclooed b a r k c t  of currancicr of 
Malayr ia 'o  major t r a d i n g   p a r t n e r r ;   t h e   w e i g h t r  are baoad on trade oharea 
and  the  importance of currencies ueed i n  mcttlement. I n  t e r m  of t h e   t r a d e -  
weighted  broket  computed by t h e   m t a f f ,   t h e   r i n g g i t   d e p r e c i a t e d   r l i g h t l y  
i n  1978, while i n  term. of the U.S. d o l l a r ,  the i p t c r v e n t i o n  cutrmcy,  i t  
a p p r e c i a t e d  by 7 p e r   c e n t .  For 1979,  the pol icy  would  cont inue t o  be for 
t h e   C e n t r a l  Bank t o  moderate f l u c t u a t i o n 8  in the v a l u e  of t h e   r i n g g i t  i n  
terms of t h e   o f f i c i a l   c o m p o r i t e .  

I n   o r d e r  t o  h e l p  i n  t h e   a p p r a i r a l  of exchange rate p o l i c y ,   t h e  ataf f  
reviewed  the real  exchange rater r e l e v a n t   t o   t h e   p r i m n r y   p r o d u c t   e x p o r t  
slector and   the   impor t -eubat i tu t ing   eec tor -def ined  ao t h e  ra t ior  of t h e  
d o m e e t i c   p r i c e   i n d e x   t o   t h e  ind icee  of   expor t   and   impor t  price. i n   d o n e m t i c  
currency  (Chart  1). I n  t h e   a b r c n c e   o f   d a t 8  on t h e   p r i c e r  of manufactured 
e x p o r t e ,  t h e  exchange rate r e l e v a n t  t o  t h e   i m p o r t - r u b r t i t u t l n g   r e c t o r  may 
also  be regarded as a n   I n d i c a t o r  of the   exchange ra te  a p p l i c a b l e   t o   t h e r e  
exports. Both rates d e p r e c i a t e d  by abou t  2 p e r  c e n t  in 1978. Over t h e  longer 
run,  19/1-78,  both rates h a v e   d e p r e c i a t e d   s u b m t a n t i a l l y ,  a development   tha t  
would  have, by i t s e l f ,  i n d u c e d   r e s o u r c e   f l o w 8   i n t o   t h e o e   s e c t o r s .  The share 
of t h e   p r i m a r y   p r o d u c t   e x p o r t   e e c t o r   i n   t o t a l   o u t p u t   h a 6   b e e n   m a i n t a i n e d  
o v e r   t h i s   p e r i o d  a t  about  30 per c e n t ,   w h i l e   t h a t  of manufac tured   expor t s  
has   r i sen   f rom 4 per   cen t  t o  a b o u t   1 0   p e r   c e n t .  It is, o f   c o u r s e ,   d i f f i c u l t  
t o  measure t h e  i m p o r t - s u b s t i t u t i n g   B e c t o r ,   b u t  i t  seems l i k e l y   t h a t  i t  h a s  
a l s o  expanded. On the   whole,   however ,   the   f low of  resource^ i n t o   t h e   e x p o r t -  4 
and   impor t - eubs t i t u t ing   s ec to r s  has b e e n   j u s t   e n o u g h   t o   y i e l d  balance of 
payments e u r p l u s e s  of t he   magn i tude   needed   t o   ma in ta in   t he   coun t ry ' e   fo re ign  
exchange r e s e r v e s   d u r i n g   t h e   1 9 7 0 s  at a n   a v e r a g e   l e v e l  of about  seven  months 
of Imports ,  a l e v e l   t h a t   c a n n o t  be r ega rded  as being  excessive for Malaysia. 

6. The c o n s i s t e n 9  of f i n a n c i a l   o b j e c t i v e s   a n d  p o l i c i e s  

The a u t h o r i t i e s  estimate t h a t   g i v e n  t he i r  f inanc ia l   and   exchange  ra te  
p o l i c i e s  and the   i n t e rna t iona l   economic   env i ronmen t  as d e s c r i b e d   a b o v e ,   a n  
ove ra l l   ba l ance  of payments  surplus  of  about M$400 m i l l i o n  (SDR 140   mi l l i on )  
would be r eco rded   i n   1979 ,  smallel t h a n   i n   e a c h  of t h e   t h r e e   p r e c e d i n g  years 
(Table 3 ) .  Expor t   earn ings   have  shown a h e a l t h y   g r o w t h   i n   r e c e n t  years, 
i n c r e a s e s  of about  1 2  per c e n t   h a v i n g  been recorded  i n  both  1977  and  1978; 
a n   e v e n   l a r g e r   i n c r e a s e   c a n  be expec ted  for 1979.  However, imports a l s o  
have  picked  up  sharply.  I n  1 9 7 8 ,   t h e   i n c r e a s e  may have  been c lose  t o  25 per  
cent--most of it i n  volume t e r m s - - r e f l e c t i n g   l a r g e l y   t h e   r e c o v e r y  i n  domest ic  
economic a c t i v i t y .  Some slowing down i n  t h e  growth of imports  may occur i n  
1979 but the i n c r e a s e  is n e v e r t h e l e s s   l i k e l y   t o  be s u b s t a n t i a l .  The large 
c u r r e n t   a c c o u n t   s u r p l u s e s   t h a t  were r e c o r d e d   i n  1976 and  1977  probably d i s -  
appeared in 1978 and a d e f i c i t  i s  l i k e l y   t o   b e   r e c o r d e d   i n  1979. However, 
the n e t   c a p i t a l   o u t f l o w   r e p r e s e n t e d  by t h e   i n c r e a s e   i n   P e t r o n a s '   h o l d i n g s  of 
fore ign   exchange ,   a l though s t i l l  large, was much smaller i n  1978 t h a n   i n  the 
prev ious  two years as  t h e  company r e p a t r i a t e d  a large p o r t t o n  of i t s  e a r n i n g s .  
Ln 1979, t h e   n a t i o n a l   a i r l i n e s   a n d   s h i p p i n g  company are expec ted  t o  borrow 
s u b s t a n t i a l l y  abrDad but ,  on  t h e  o t h e r   h a n d ,   t h e   f o r e i g n  exchange ho ld ings  4 
of Petronas are also expected t o  increase s u b s t a n t i a l l y .  
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CHART 1 

M4CAYSIA 
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D 
(,In bil l10n8 of t inppit )  

1978 1979 
1974 1975 1976 197 7 (Staff crtimrtce) 

Balance on current account - -0.9 -0.4 

Trade balance 

Ewportr, f . 0 . b .  
Imports, f . 0 . b .  

Services and t:anaferr (net) -1.5 -1.4 

Capital movemento (net) 1.2 1 . 3  

Errore and omissions 0.1 -0.7 

Allocations of SDRs 0 . .  . . e  

()vera11 balance 0 0 4  0.2 

Gross o f f i c i a l  reeervea- 1/ 3.9 4.1 
(In months of Imports) ( 5 . 0 )  (6.0) 

1 .7  1 . 4  

0.8 0.5 

-0.4 -1.1 

2.1 0.8 

-0.1 

2 . 7  

(16.5) 
(-13.8) 

-2.8 

1 . 7  

-1 .o 

- 

. I .  

0 .6  

7.5  
(6 e 5 1  

-0.8 

2.2 

(16.8) 
(-16.6) 
-3 .O 

2.1 

-1 .o 

0.1 

0.4 

7 . 9  
(5 7) 

Sources: Data provided by the Malaysian authorit ies  and staff estimates.  

- 1/ End-period level 
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The etaff  would  broadly agree with  the  official  cetimatc of the likely 

overall  rurplus In 1979, although  it  can be viewed as somewhat  coneervative. 
If the  eurplus  turned  out in fact to be  of this  magnitude,  official  reserves 
at the end of 1979  would be equivalent to 5.7 months'  imports, a lower ratio 
than  at  the  end of 1978. 

The  eetimared  balance of payments  outcome  for  1979,  together  with  the 
expanslon of credit  to  the  private  sector  that  the  authoritiee  consider 
appropriate  and the proepective budgetary  position,  would  yield  a rate of 
aonetary  expanelon  that,  in the light of the  estimated  output  growth,  would 
be broadly  consistent  with  a  small  price Increase. The historical  relation- 
e d p  between  money,  output  and  prices in Malaysia  ha8  been  analyzed  in  the 
accompanying RED paper. On the basis of this  relationship,  the  staff  would 
estimate  that  the 8 per cent  Increase in output that is likely  to take place 
In  1979 would result in increases of approximately 10 per cent in  the public's 
demand for narrow  money  and  13 per cent  in  that for broad  money,  both  in  reel 
terms. On the  other  hand, if the  net  foreign  aesets of the  banking  eystem 
increase by the  expected  amount,  bank  credit to  the  private  sector  increases 
by about 20 per cent, and the  budgetary  position vis-a-vis the  banking  system 
I s  in  approximate  balance,  the  supply of broad  money is likely to  increase 
by about 18 per  cent. Such an outcome  would be consistent  with a price 
increase  of  about 5 per cent. Should the authorities  wish to keep  the price 
increase  even  smaller, the monetary  expansion  will  have  to be correspondingly 
smaller;  similarly, if any of the  monetary f lows mentioned  above  behave dif- 
ferently,  compensating  adjustments  would be needed elsewhere. The  authorities 
have indicated that in order to  keep the price  increase  emall,  they would take 
all  such  measures as are necessary. 

In addition to any price increases  arising  from  the  monetary  expansion 
being in excess of the  increase  in the  demand for  real  money balances,  there 
I s  the possibility of price increases  arising from increased  import prices. 
Staff  estimates  place the likely  increase  in  import  prices  in  1979  at  about 
8 per  cent. Given Malaysia's balance of payments  position,  exchange rate 
policy would be the  appropriate  instrument to deal  with  such imported  infla- 
tion. The authorities are somewhat  skeptical  about its effectiveness on the 
ground that the  price effects of an appreciation  are often not passed on 
to consumers;  nevertheless,  they do not rule  out  the use of exchange  rate 
policy f o r  moderating  imported  inflation. 

111. Staff  Appraisal 

Over the years,  Malaysia's economic  policies  have  been  remarkably 
successful. An impressive rate of output  growth  has  been  maintained  and a 
striking  diversification  achieved of the  pattern of output  and  exports, with 
the  economy  maturing from a  primary  product  specialization, Illvestment and 
domestic  savings  rates  have  been  sharply  stepped up i n  the seventies. Thanks 
to cautious  domestic  financial  policies and a liberal  trade  and  payments 
system,  the record of price  stability has been  excellent. At the same time, 
the btrength of the  external  payments  and  reserves  position  has  been  main- 
tained and a very high  international  credit  rating attained. 4 
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The country has no  critical ehort-run macro-econoaic problems. In the 

Long-run context, of course, rapid  growth  and  development of the economy 
remain pressing needs. The authorities  are  firmly  committed to policies for 
reducing poverty and eliminating  ethnic  and  regional  imbalance6 in  econonk 
opportunity  and well baing. Public  expenditure  policies  and  certain  aspects 
of credit policies are among the instrumente used to  attain  these objectives. 
It is also recognized t h a t  progress toward these  objectives would be facili- 
tated in an environment of continued rapid  growth of aggregate  output and that 
such  growth would require, in turn, high  rates of investment--in particular, 
investment in the manufacturing industry. 

The  stagnation of private  investment  after 1974 had been  a  cause for 
concern and the basis for expansionary  budgetary and credit policies. Partly 
as a result of these  policies,  private  investment has recovered  strongly  during 
the past two years and the  authorities  are  now  satisfied  with  its present tempo 
and pattern. They  have  nevertheless  not  altered  the basic stance of their 
financial policies. Public  investment  is being stepped up further, partly 
in support of private investment  and partly in pursuit of other  objectives, 
and  the Central  Bank has recently reduced the statutory cash reserve require- 
mentr lest credit stringency  become a constraint on investment. 

Tnere is, however,  little  danger that any  significant  excess demand 
pressures will emerge in 1979. Financial  policies  have been traditionally 
very cautious,  Public  sector  needs  will probably continue  to be adequately 
met from the yield of the tax  system,  which has proved elastic with respect 
to income  growth, and from  borrowing  from  provident  funds and foreign 
sources. The Central  Bank has  in  the past demonstrated  its  ability  to act 
flexibly  and it has  the  necessary  monetary policy instruments st its command. 
An economy as open  as Malaysia's is  highly  susceptible  to  the  impact of world 
inflation and, also,  the  familiar  lags of monetary  policy exist in Malaysia 
as elsewhere. Nevertheless, with t%e high  priority  that  the  authorities  attach 
to the maintenance of financial  stability, it is unlikely that inflation  will 
be allowed to become a problem. For the  current  year,  the  probable  magnitude 
of various  monetary  flows  appears  Consistent with  an  aggregate  monetary 
expansion that would, in light of the likely output  growth,  help  keep  any 
Increase in prices within  limits  broadly  acceptable to the authorities. 

The staff  can  reiterate  its  view  expressed last year that the  Malaysian 
authorities are making a contribution to the international  adjustment  process 
by their policy of promoting economic  growth in an environment of price 
stability and by maintaining a liberal trade and payments system. Their 
domestic  financial  and  exchange  rate  policies  have not only contributed to 
achieving the necessary diversification of the  economy but also  made possible 
the maintenance of a strong  payments  position with  moderate  increments to 
exchange reserves that have kept the growth of the  latter  more or less 
proportionate to the  growth of imports. The present l e v e l  of reserves in 
relation  to imports is not excessive  and the official policy with regard to 
the accumulation and use of reserves seems to the staff to be suited to the 
country's needs  and  consistent  with its international obligations. 
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Fund R e l a t i o n s  with Malaysia  

Quota: SDR 253 m i l l i o n .  

Transactions w i t h  the Fund: Malaysia made purchases  from t h e  Fund I n  t h e  
s u p e r  gold t r anche   and   unde r   t he   Buf fe r   S tock  
and Compensatory F i n a n c i n g   f a c i l i t i e s .   S a l e s  
of Malays ian   cur rency  i n  Fund operations amounted 
t o  SDR 6.9 m i l l i o n   i n  1977 and SDR 3 m i l l i o n  
i n  1978. 

Fund hold ings  of r i n g g i t :  

SDR p o s i t i o n :  

Gold d i s t r i b u t i o n :  

Exchange s y s  tern: 

Last Art ic le  VI11 
c o n s u l t a t i o n :  

T e c h n i c a l   a s s i s t a n c e :  

78.8 per cent  of quo ta  a t  end-February  1979. 
The renumera t ion  norm i s  81.6 p e r   c e n t .  

Holdings a t  end-February  1979 were SDR 72.1  mil- 
l i o n ,  or 82.9 per cent of net cumula t ive  alloca- 
t i o n s .  

Malaysia has   r ece ived   go ld   f rom  the  Fund  by way 
of d i s t r i b u t i o n   a m o u n t i n g  t o  1 1 9 , 4 1 4 . 4  f ine   ounces ;  
i t  r ece ived  USS8.3 m i l l i o n  i n  d i r e c t   d i s t r i b u t i o n  
of p r o f i t s   f r o m   g o l d  sales. 

The M a l a y s i a n   r i n g g i t  i s  pegged t o  an undis-  
c losed   compos i t e  of c u r r e n c i e s  of Malaysia's major 
t r a d i n g   p a r t n e r s .  The weights  a re  based  on t ra  
sha res   and   t he   impor t ance  of c u r r e n c i e s   u s e d  i n  m 
se t t lement .   Margins  of 7.25 per c e n t  are 
ma in ta ined ,   bu t   occas iona l ly   and  f o r  r e l a t i v e l y  
s h o r t   p e r i o d s ,   t h e  rate has   been   a l lowed  to   exceed  
margins .  The r ep resen ta t ive   exchange  ra te  of t h e  
Malaybian   r inggi t   under   Rule  0.3 i s  the  mid-point  
be tween   t he   buy ing   and   s e l l i ng  rates for t h e  U.S. 
d o l l a r   q u o t e d  a t  noon on the   Kuala  Lumpur f o r e i g n  
exchange  market;  the mid-point a t  end-February 
1979 was M$2.2080 p e r  US$I. Malays ia   has   accepted  
t h e   o b l i g a t i o n s  of Article VLII, Sections 2 ,  3 ,  
and 4. Payments   and   t ransfers  f o r  c u r r e n t   i n t e r -  
n a t i o n a l   t r a n s a c t i o n s   a r e  f ree  of  r e s t r i c t i o n s  
except t o  Israel ,  Rhodesia  and  South  Africa.  
C a p i t a l   t r a n s a c t i o n s   a b o v e   c e r t a i n  limits r e q u i r e  
p r i o r   a p p r o v a l ;   a p p r o v a l s  are f r e e l y   g i v e n   e x c e p t  
f o r   i n v e s t m e n t s  by M a l a y s i a n   r e s l d e n t s   i n  Israel,  
Rhodesia ,   and  South  Afr ica ,  

The   Execut ive   Board   d i scussed   the   S ta f f   Repor t  
on March 8 ,  1978.  S t a f f   d i s c u s s i o n s  were h e l d  
d u r i n g  December 8-13, 1 9 7 7 ,  SM/78/37. 

The  Fund has p r o v i d e d   t e c h n i c a l   a s s i s t a n c e  t o  
Malaysia   through its Asian  Department,   Bureau 
of S t a t i s t i c s ,  Cent ra l   Banking   Serv ice ,   and  
Fiscal Affairs Department. 
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APPENDIX If  

Area : 127,581 squa re  miles 
Populat ion ( 1978 ) : 12.9 mil l ion  
Annual rate of growth of population (1976): 2.4 per cent 
Per capita CNP (1978): SDR 930 

1974 - 1976  1977  1978 
Se lec ted  aggregates as per cel*t of GNP 2/ 

1975 - - - 
- 

Gross domestic  investment - 3/ 
Manufacturing  production 
Narrow money 4/ 
Broad money 47 
Federal   Covebnent   revenue and 
Federal  Government expendi ture  

Exports  of goods and   s e rv i ces  
Imports of goods and s e r v i c e 6  

ne t   l ending  

29 a 8  

16.1 
17.5 
37.1 

grants 21.7 
and 

20.3 
50.5 
50 a3 

Annual percentage  changes of selected 
economic i n d i c a t o r s  - 2 /  

Gross na t iona l   p roduct   (1970  pr ices)  
Consumer price index 
Federal Government revenue and g r a n t s  
Federal  Government expendi ture  and 

Narrow money 
Broad money 
Merchandise e x p o r t s ,  f.0.b. 
Merchandise  imports, f.0.b. 

ne t  lending 

24.2 
16.4 
19 .4 
43.3 
23 44 

32 60 
47.1 
46.6 

22.6 24.2 26.3 
17.5  18.0 18.8 
17.5 18.1 19.3 
42.1 44.6 46.5 
22.6 24.9 23.8 

29.7 32.8 31.9 
S3.8 52.2 51.2 
43.0 43.5 46.4 

7.7 2 .2  10.8 7.1 7.4 
17.4 4 . 5  2 .6  4.7 4.9 
40.7 6 a 8  20.7 26.6 5 a 6  

34 *5 12.0 16.2 27.0 7 .5 
8 . 5  7.3 2 0 . 9  16.5 18.2 

15  -2 14.6 27.7 16.4 17.9 
38.0 -10.0 47.8 12.0 10.7 
64.9 -12.9 17.3 16.8 24.3 

Money and c r e d i t  
(In b i l l i o n s  of r i n g g i t )  

Broad money 
Narrow money 
Quasi-money 

Net fo re ign  a s s e t s  
Net credi t  to Government  5/ 
C r e d i t  to private s e c t o r  

- 

- 8.7 10.0 12.8 14.9  17.5 
4.1 4 . 3  5.3 6.1 7 02 
4.7  5.7 7.5 8 . 7  10.3 
3.5 3 .7  5 .7 6.3 6.7 
1.0 1.3 1.1 1 . 2  1.0 
5.3 6.1 7.5 9.0 11.6 

"- 
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APPENDIX 11 

Federal Government budget a/ 

Revenue and grants 
Expenditure and net lendin8 

of which: capital expenditure 
Financing  requirement 
External borrowing 
Domestic borrowing 

of which: banking system 

(In  billion^ of ringgit) 

Balance of payments l/ 
(In billi~ne of SDRS) 

Trade balance 
Exports, f . o . b .  
Imports, f a0.b. 

Current account balance 
Capital movements (net) 
Errors and omissions 
Overall balance 

Gross o f f i c ia l  reserves (end of year) - 
In billions of SDRs 
In months of Imports 

Om2 0.3 1.3 1.3 0.9 m o m  

3.5 3.1 4 . 5  5.2 5 . 7  m a .  

-3.2 -2.8 -3.2 -3.9 -4.8 m o m  

-0.3 -0.1 Om6 Om5 ” . a m  

0.4 0 .5  Om3 Om2 0 . 6  m o m  

” -0.2 -0.1 -0.4 -0.3 m e a  

0.1 0.1 0.7 0-? 0.2 ..* 

l e 4  1.4 2.2 
5.3 6.0 8.1 

2 . 4  
7.4 

2.6 
6 . 5  

. . 

Sources: Data provided by the  Malaysian  authorities and staff estimates. 
- 1/ Totals may not add up t o  components because of rounding. 
- 21 Data for  1978 are estimates. 
- 3/ Includes changes  in stocks. 
- 4 /  Average quarterly amounts outstanding. 
- 5 /  Federal and State  Governments. 
- 6/ Data for  1979 are budget estimates. 
- 71 Data for 1978 are staff estlmates. 

4 


