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May 2,  1979 

To : Members of the  Executive  Board 

From : The Secretary 

Subject:  Malaysia - Recent  Economic  Developments 

The following corrections have been  made  in SM/79/83: 

Page 10, line 3 :  for  "subject  to  licensing"  read  "subject  to  control" 

a Page 12, last  para.,  lines 7 and 8: for "Teachers'  Provident Fund'' 
read  "insurance  companies" 

Page 17, para. 2 ,  line 1: for  "the  largest  financial  intermedlary," 
read "the  monetary  authority," 

lines  10-12:  for  "The  merchant  banks. ..from malor 
corporations."  read  "Discount  houses  are... 
from  the  corporate  sectors as well." 

Page 18, 2nd full  para.,  line 8 :  for "April 1, 1979." read "May 2 ,  1979." 

Page 22, 1st  full para. ,  line 3:  for "the first  half" 
read  "the  second  half" 

Page 2 9 ,  last para. ,  lines 4 and 5 :  for  "Inward  Investment is sublect to 
prior  approval  by  the  Foreign  Investment 
Committee,  and"  read  "Inward  investment  covered 
by the  guidelines of the  Foreign  Investment 
Committee  issued  on  February 20, 1974 regard ing  
the  acquisition of assets,  mergers,  and 
takeovers  requires  the  approval of t h i s  
Committee." 

Corrected  pages are attached. 

Att: (6) 

Other  Distribution: 
Department Heads 
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Table 2 .  Malavala: Conrumcr Price Index for Peninsular 
MPlaysla, 1970-78 

Rate of change 
for preceding 

12-month period 
(1967 100)- ( in per cent) 1/ 

13?0 

1971 
1972 

1973 

1974 
1975 

1976 

1977 
1978 

1977 I 
I1 

I11 

IV 

101.3 
102.9 
106.2 
117.4 
137.8 

144.0 
147.8 

154.8 

162.4- 2 /  

152.9 
152.8 
155.7 
157.9 

1978 I 159.5 
I1 160.9 

I11 164.1 

IV 165.1- 2 /  

1.9 

1.6 
3.2 
10.6 
17.4 
4.5 

2.6 

4.7 
4 . 9  

4.4 
4.1 
5 .O 
5.6 

4.3 
5.3 

5.4 
4.6 

Source: Data provided by t h e  Malaysian author i t ies .  

- 1/ Per iod  averages. 
k 2/ Preliminary. 
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enhance  competition  and t o  allow t h e   a u t h o r i t i e r   t o   m a i n t a i n   s u r v e i l l a n c e  
ove r   p r i ce r .   I n   a f id i t i on ,   ce r t a in   e s sen t i a l  good8 (including  sugar,   cement,  
f l o u r ,   f u e l s ,  and f e r t i l i z e r s )  are sub jec t   t o   con t ro l ,   t he   pu rporc  of which 
i s  to   superv ise   the i r   p roduct ion   and   d ie t t ibu t ion .  However, with  the  exception 
of rice, no o the r  commodity i s  cu r ren t ly   sub jec t   t o   d i r ec t   p r i ce   f i x ing .  

b. Employment and  wages 

To ta l  employment  grew by 3.6 per cent i n  1978,  about  the same rate as 
i n  1977 (Table 3 ) .  The pr incipal   sources   of  new employment were the  manu- 
facturing  sector--which  accounted  for  over a t h i r d  of a l l  new jobs  created  in  
1978--the  Government,  and the  wholesale  and retail  trade  sectors.  Although 
the  relative  importance  of  these  sectors  has  been  increasing  over  the  years,  
t h e   a g r i c u l t u r e ,   f o r e s t r y  and f i sh ing   s ec to r  s t i l l  accounts  for  about 44 per  
cent  of t o z a l  employment. Largely as a r e s u l t  of the  rapid  expansion of the  
manufacturing  and  government  sectors,  the rate of unemployment has  declined 
from an  average of about 7.2 per  cent of t he   l abo r   fo rce   i n  1971-75 t o  
6.2 per c e n t   i n  1978. However, considerable underemployment cont inues   to  
ex i s t .  

Malaysia  does  not  compile a  wage index  and  available  information on 
wages is fragmentary.   Industr ia l   re la t ions were f a i r l y   s t a b l e   i n  1978 as 
a r e s u l t  of t h e  l a rge  number of wage agreements  negotiated  between  labor 
unions  and  employees since  1976, which provided improved  pay  and employment 
benefi ts   to   workers;   col lect ive  agreements   usual ly   cover  a period of th ree  
years.  There were 211 collective  agreements  signed  In  1978, compared w i t : .  
151 i n  1972  and  182 i n  1976. The average wage increases   granted  in   1978 
were 22 per cent   in   mining,  12 p e r  cent  in  manufacturing, 10 p e r  cent i n  
ag r i cu l tu re ,  9 per   cen t   in  commerce, and 8 per   cen t   in   t ranspor ta t ion .  

111. Domestic Financial   Develoments 

1. Government finance 

a. S t ruc ture  of the   publ ic   sec tor  

The publ ic   sec tor   cons is t s  of the  Federal  Government, 13 s t a t e  govern- 
ments ,   several   local   authori t ies   (c i ty ,   municipal ,  and town c o u n c i l s ) , l /  
and a  number of nonfinancial   enterpr ises .  The publ ic   sec tor ' s   in f luence  
on the  economy i s  r e l a t ive ly   l a rge ;   t he   conso l ida t ed   expend i twe  of t h e  
Federal Government, s t a t e  governments,  and  major  public  authorities repre- 
sented  over 40 per  cent  of GNP i n  1978. The pub l i c   s ec to r  I s  highly   cen t ra l -  
ized,   wi th   the  Federal  Government pl.aying a dominant role .   In   1978,   the 
Federal Government accounted  for   approximately  three  quarters  of the  public 
sector 's   consol idated  expendi ture  and nearly 80 per   cen t  of i t s  ove ra l l  

1/ Data f o r   t h e  s ta te  governments a r e   a v a i l a b l e   o n l y   i n  a summary form; 
d a t a   f o r   l o c a l   a u t h o r i t i e s  are conf ined   to   th ree  major municipal i t ies   and 
are aggregated  with  the.major   nonfinancial   publ ic   enterpr ises  (Appendix 
Tables V-VII) . 
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Table 3 .  Malayria: Employment and Labor Force, 1971-78 

Percentrree change per annum 
1971-75 19781.' 
Annual * I   * I  I Thoueands 
average 197# 1977.i.' 197& of persona 

Employment 

Agriculture, forestry and 
f i s h i n g  1.5 

0.1 

1.9 

1.7 

11.6 

7.5 

0.7 

0.1 

7.3 

7.9 

0.7 1,972.5 

90.2 

587.3 

196.5 

Mining  and quarrying 1.1 

Manufacturing 8 . 3  9.8 

Construct ion 12.0 

5.1 

7.7 

Utilities 5.1 5.1 4.9 27.7 

Transpor t ,   s to rage   and  
c o m u n i c a t   i o n  

Wholesale and retail trade 

6.3 3 . 3  

5 .G 

5 . 9  

5 .0 

4 -4 207.9 

559.3 

43.3 

621.8 

187.1 

4,493.6 

4,788.5 

4.9 4.6 

Finance and i n su rance  4.4 5.4 

2.5 

3.7 

8.0 

4 .O 

Government services 5 . 5  5 , 0  

4 . 3  

3.6 

- 5.8 

3.8 

- Other  services 0.2 

3.9 

- 4 . 6  

3.7 

3.5 

- 
To t a l  employment 

Lab0 r f orl-e 3.2 3 . 3  

6.5 

3.5 

Unemployment ra te  (as per cent 
of l a b o r  force)  7.2 6 . 3  6.2 294.9 

~~ ~~ ~~ 

Source: Data provided by the Malaysian authorities, 

- 1/ Estimates. 
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deficit. Furthermore,  loans and grants from the  Federal  Government  conetitute 
a major Rourcc of finance of the state gowrnmcntm and public  authoritice. 
In 1978,  such  loans and grants f inanced about 36 per cent of the  expenditure 
of state  governments and 18 per cent of the expenditure of public authorities. 

The role of the  state  governments  has  been  relatively  limited,  mainly 
because of the  constraints  Imposed by the Conetitution on their  revenue- 
raising powers;  the  revenue sources assigned to the state  governments  are 
f e w  and relatively  insignificant. Most of their  revenue  is  derived lrom 
taxes  and  royalties on lands, mines and forests. Revenue derived from  this 
source is limited in most states since  only a few of them heve significant 
mineral  resources or forest reserves. The rest of the revenue is mostly 
derived from entertainment  duties and certain fees and charges. As part 
of the general  effort  to  step up public sector  investment, the Federal 
Government  intenes to gradually expand the  role of state governments. In 
line  with  this p l i c y ,  state  governments  have been allowed  since 1977, 
subject to the  approval of the Federal  Government,  to  borrow  either  domes- 
tically or overseas for a period not exceeding  five years. However,  the 
state  governments  have so far borrowed only limited  amounts from domestic 
commercial banks. The operations of public authorities  are closely  monitored 
by tne Federal Government. Some of the  major  public  authorities  are under 
the  control of the  Yinistry of Public  Enterprises  which was established 
in 1977.  In 1978, the  operations of the principal  public  authorities 
continued to show a current  account surplus. 

b. Federal  Government 

(1) Fisccrl trends  during 1974-78 

Movements in the maJor fiscal  aggregates of the  Federal  Government 
have varied ovtr t h e  years, both in absolute  terms and relative to GNP. 
These  movements general ly  reflected changes In economic  conditions  as  well 
as policy reactions to the  business cycle.  In recent years, however, fiscal 
policy has been increasingly  oriented  toward  accelerating the tempo of 
development  through  Increased  public  investment programs. Thus, fiscal 
policy has gradually moved away from a purely counterryclical policy to 
a phase where p u b l l c  Investment is being  stepped  up f rov  a longer-term 
consideration of growth. 

Durlug the period f-om 1974 to 1978,  both  total  revenue and expendi- 
ture  grew at a compound  annual rate of about 15 per  cent,  with  the  overall 
fiscal  deficit  increasing from 23 per cent to 26 per cent of total expendi- 
ture  (Table 4 ) .  The fiscal  deficits  were  mainly  financed by domestic borrow- 
ing,  principally  from  the  Employees  Provident Fund which financed on the 
average  about a thlrd of the  fiscal  deficits during 1974-78. Other  important 
sources of domestic  borrowing were  the  National  Savings Bank and the  insurance 
companies (Appendlx  Table VIII). Net borrowing from the  domestic banking 
system  varied from year  to year (Chart 1 and Appendix  Tabla IX), but over 
the entire period 1974-78 it financed only a  negligible plrt of the  cumula- 
tive fiscal deficlts. External  borrowing  consisted  mostly of project loans 
from international  development  institutions  and  foreign governments. The 
use of market loans, which was significant in 1975, has subsequently  become 
less important . 
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2. Monetary  devclopmcntr  and pollciem 

a. Structure of the financial myrtcm and 
recant inrtitutional changer 

The Malayeian  financial ryetern cncomparrcr  a  relatively  large  variety 
of financial  intermediarica. In addition  to the Central Bank and commercial 
banks, there are several  categories of near-ianks  (finance  companies, mer- 
chant banks,  discount  houses,  and the National  Savings Bank); provident 
funds and insurance  companiee;  specialized  lnetitutions  for  rural,  indus- 
trial,  and  housing  credit;  credit  cooperatives;  and a pilgrims' saving fund. 
Although the Central Bank and  commercial  banks  are  etjll  the  predominant 
financial  institutions,  the  Malaysian  financial  system  has  evolved  to  the 
stage  at  which  other  financial  intermediaries  have  become  important  in  mobil- 
izing  savings from the  private  sector  and  channeling them back to investors 
(Appendix  Table XIIL). At the  end of 1977, these  other  intermediaries  had 
extended m e  third of the  credit  received by  the  private  sector,  held  two 
thirds of the  financial  system's  claims  on the Federal  Government,  and 
accounted  for  two f,fths  of  the  funds  mobilized by the  financial  system from 
the  pr:vate  sector.  The  Malaysian  financial  structure I s  quite  well  developed 
compared  with  financial  systems  in  other  developing  countries.  Moreover, 
a  considerable  portion of the  financial  system I s  domestically  owned. I 1/ 

The Bank  Negara  Malaysia  is  the  monetary  authority,  perfcrming  the 
usual  functions of a  central  bank.  Currency  in  circulation  and  deposits 
by the  Federal  Government  constitute  its  largest  and  second  largest 
liabilities.  Government  deposits  have  continuously  exceeded  the  credit 
granted  to i t  by the  Bank. The Bank's  assets  are  heavily  concentrated 
in foreign  assets.  The  commercial  banks  engage  in  the  customary  business 
of mobilizing  deposits  from  and  extending  credit  to  the  private  sector. 
The  finance  companies  also  accept  deposits--but  not  demand  deposits-from 
the  private  sector  and  lend  to it, specializing  in  hire-purchase  and 
housing  loans.  Discount  houses  are  secondary  financial  intermediaries  which 
mobilize  short-term  furds from financial  institutions,  the  corporate  sector 
and  the  general  public for investment  in  government  securities.  Merchant 
banks  operate  in  wholesale  banking  and  they  are  permitted  to  accept  deposits 
from  financial  institutions  and  effective  March 1, 1979, from  the  corporate 
sectors as well. 

There is  a  well-developed  market fo r  funds  conducted  among  financial 
intermediaries  (Appendix  Table X I V ) .  The maJor lenders i n  thls  market  are 
the  finance  companies  which  held 29 per  cent of their  total  assets as claims 
on  other  financial  institutions  (besides  the  Central  Bank)  at the end of 1977. 
The largest  borrowers  are  the  merchant  banks  and  discount  houses  which, 
respectively,  obtained 79 per  cent  and 52  per  cent of their  total  resources 
from  other  financial  institutions a t  the  end of 1977. The commercial  banks 
also  participate  in  the  market  as  both  lenders  and  borrowers,  and  about 
one  fifth of the  activity  appears  to be entirely  among  commercial  banks. 

1/ Twenty of the 37 commercial  banks  are  locally  owned  and  these  banks 
hoid  over  half of the  commercial  banks'  total  assets.  Furthermore,  less  than 
one  quarter of the  finance  companies'  total  assets is held  by  finance  companies 
which  are  subsidiaries of foreign banks. Finally,  over  half of each of the 
merchant  banks'  paid-up  capital  is  held  by  Malaysian  investors. 
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A p c c u l i a r f t y  of th ir  market i r  the prominence of 8 
i n s t i t u t i o n ,  the A g r i c u l t u r a l  Bank, which i r  both a 
AB deep a8 t h e s e   f i g u r e s  indic8tc the market t o  b e p  

a c t i v i t y  In the market,  becaurc monthly  turnover I s  
on d e p o s i t  a t  any time. " l /  

The C e n t r a l   B a n k ' s   d i r e c t   p a r t i c i p a t i o n  in t h e  
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rpccialized l and ing  
lender and borrower. 
they u n d e r r t a t c   t h e  
many times t h e  amount 

money market conducted 
among f i n a n c i a l   i n s t i t u t i o n s   h a s   b e e n   r e s t r a i n e d ,   t h e  amount  of c r e d i t  which 
t h e   C e n t r a l  Bank h a s   e x t e n d e d   t o   t h e   d i f f e r e n t  types  of f i n a n c i a l   i n s t i t u t i o n s  
h a v i n g   b e e n   r e l a t i v e l y  small. However, i t  has a s s i s t e d  the e v o l u t i o n  of t h e  
market by a c t i n g   a s   l e n d e r  of las t  r e s o r t  from time t o  time and  a r ranging  to 
suppor t  the d i scoun t  houses. 

In its presen t  form, t h e  money market is e s s e n t i a l l y  a market  conducted 
among f i n a n c i a l   i n t e r m e d i a r i e s .  The only  short- term money market ins t ruments  
c u r r e n t l y  a v a i l a b l e   t o   n o n f i n e n c l a l   c o m p a n i e s  are depos i t s   w i th   t he   d i scoun t  
houses ,   because  the minimum ma tu r i ty   o f   f i xed   depos i t6   w i th   t he   o the r   f i nan -  
c i a l   i n t e r m e d i a r i e s  is one month. To r e t a i n   s h o r t - t e r m   c o r p o r a t e   f u n d s   i n  
Malays ia ,   the   Cent ra l  Bank has au thor i zed  the commercial  and  merchant banks 
t o   i s sue   banke r s '   a ccep tances   and  t h e  commercial banks t o   o f f e r   n e g o t i a b l e  
ce r t i f i ca t e s  of d e p o s i t   s t a r t i n g  May 2 ,  1979. Although  the  matur i ty  of 
t hese   i n s t rumen t s  w i l l  no t  be less than  one  month, i t  is a n t i c i p a t e d   t h a t  
t r ad ing   i n   t he   s econda ry   marke t  w i l l  g e n e r a t e   t h e   l i q u i d i t y   n e e d e d  for  them 
t o  become p a r t  of t h e  short- term money market. 

The on-lending by the  merchant  banks of short-term  funds  borrowed from 
o t h e r   f i n a n c i a l   i n t e r m e d i a r i e s   h a s  become a c o n c e r n   t o   t h e   a u t h o r i t i e s ,  who 
had  intended t h a t  merchant   banks  would  concentrate   on  underwri t ing,   loan 
syndica t ion ,   inves tment   counse l ing ,  and o ther   " fee-based"   corpora te   f inan-  
c i a l  s e r v i c e s ,   r a t h e r   t h a n   b e h a v i n g  as i n t e r m e d i a r i e s .   I n   o r d e r  t o  encourage 
the  merchant   banks  to   undertake more of t h e  orig inal ly  e n v i s a g c d   a c t i v i t i e s ,  
the  authori t ies   have  brought   the  merchant   banks  under   the  Banking A c t .  The 
main result of t h i s  measure is t h a t   t h e  Central Bank has   d i r ec t ed   t he   merchan t  
banks t o   g e n e r a t e  at least 30 per  cent of t h e i r  income  from  fee-based a c t i v i t i e s  
by t h e  end of 1981. The r e o r i e n t a t i o n  of the  merchant  banks is expected 
t o  increase t h e  volume of funds   r a i sed  by t h e   p r i v a t e   s e c t o r   t h r o u g h  new 
i s s u e s  of s e c u r i t i e s .  A t  p resent ,   the   Malays ian   marke t   for  new i s sues  of 
s e c u r i t i e s  I s  dominated by the  Government,-which  obtained well over  90 per 
c e n t  of t h e  funds raised i n   t h e   m a r k e t   I n   e a c h  of t h e  last  f o u r  years. I n  
a d d i t i o n ,   t h r o u g h   t h e i r   i s s u a n c e  of bankers '   acceptances,   the   merchant   banks 
may o f f e r  t h e  n o n f i n a n c i a l   p r i v a t e  sector access t o  t h e  money market. 

The   Malays ian   au thor i t ies   have   t aken   cer ta in   o ther   measures   to   p romote  
f inanc ia l   marke t s .  They cons ide r  i t  l o g i c a l   t h a t   K u a l a  Lumpur should be the 
l o c a t i o n  of commodity  markets for rubber, t i n ,  and palm o i l ,   s i n c e   M a l a y s i a  
I s  t he   wor ld ' s  largest producer  of these commodities. Thus, they  have already 
e s t a b l f s h e d  a rubber  exchange and are planning t o  set  up a palm oil exchange. 

1/ For  example,   the  average  monthly  volume of deposits accepted  by d iscount  
housecl i n  t h e   f i r s t  11 months of 1978 w a s  MS6.8 mil l ion -more   t han  11 times 
the ir  d e p o s i t   l i a b i l i t i e s  at the end of 1977. 
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The comercia1 hankr and finance comprnicr must comply  with three rcmcrve 
t equ i r emunt r :  ~ i r r t ,  a t o t a l  l i q u i d  a m e t r  requirement; recon4, a primary 
l i q u i d  a r r s t r  rsquirearcnt ;  and third ,  a mtatutory (let,, c m h  I reaecve 
r e q u i r e m e n t   ( t h e   d e f i n i t i o n r   o f   t h e   t h r e e  remerve requiremen!;, e8 well as 
changes i n  t h e  percentages, are g iven  i n  Appendix Table XV),  

S i n c e  1974, the Central Bank ham r educed   t he  s t a t u t o r y  reeerve require- 
ment t o  eaee mone ta ry   cond i t ione  i n  o r d e r  t o  etimulate e c o n o m i c   a c t i v i t y  i n  
g e n e r a l   a n d   p r i v a t e   s e c t o r  inveetmcnt i n  par t icular .  The commercial banks '  
s t a t u t o r y  reserve requi rement  was reduced  f rom 10 per cent t o  5 per cent i n  
f o u r   s t e p s ,   t h e   f i r s t  three of which   occur red   be tween  February  1975 and 
February 1976. The latest r e d u c t i o n  of one p e r c e n t a g e   p o i n t ,   e f f e c t i v e  
December 16 ,  1978, is  e s t i m a t e d  t o  h a v e   f r e e d  M$140 million i n  commercial 
bank   reserves .   S imul taneous ly ,   f inance   companies '  reserve requi rements   were  
d e c r e a s e d   i n   t h r e e   s t e p s   f r o m  7 per c e n t  to  2.5 p e r  cent. The  most recent 
d e c r e a s e  of 1.5 p e r c e n t a g e   p o i n t s ,   a l s o   e f f e c t i v e  December 16 ,  1978, is esti-  
mated t o   h a v e   r e l e a s e d  M$41 m i l l i o n  i n  r e s e r v e s .  

F 

I n   t h e  p a s t ,  t h e   o t h e r  two reserve   requi rements   have   se rved   more  as 
c o n t r o l s   t o   c h a n n e l   f u n d s  into t h e  money marke t   and   gove rnmen t   s ecu r i t i e s  
t han  as i n s t r u m e n t s   t o   r e g u l a t e   b a n k   l i q u i d i t y .  To e n s u r e   t h a t   t h e  two 
l i q u i d i t y   r a t i o s  more a c c u r a t e l y   m e a s u r e   t h e   b a n k s '   l i q u i d i t y   p o s i t i o n s ,  
t h e   l i q u i d i t y   r e q u i r e m e n t s  were r e v i s e d  effect ive March 1, w i t h  a t h r e e -  
month pe r iod  of grace (Appendix  Table XV). Had the new sybtem  been i n  e f f e c t  
a t   t h e  end  of  November, t h e   b a n k s '   l i q u i d  assets r a t i o  would  have  been 2 4  per  
cen t  ( 4  percen tage   po in t s   h ighe r   t han   r equ i r ed ) ,   compared  t o  31 p e r   c e n t  
under   the   o ld   sys tem ( 6  p e r c e n t a g e   p o i n t s   h i g h e r   t h a n   r e q u i r e d ) .  

Unti l   about   mid-1977,  the demand f o r   c r e d i t  was no t   s t rong   enough   t o  
a b s o r b   t h e   g r o w t h   i n   b a n k   l i q u i d i t y .  A s  a r e s u l t ,   t h e  excess l i q u i d i t y   o f  
commercial   banks  increased by 12.5 pe rcen tage   po in t s   f rom mid-1574 t o  mid- 
1977.  During  the same p e r i o d ,  the  banks' loans t o   d e p o s i t s   r a t i o  fell by 
8 . 5  p e r c e n t a g e   p o i n t s   ( C h a r t  3 ) .  However, a s   t h e  demand f o r   c r e d i t   s t a r t e d  
t o   p i c k   u p   a f t e r  mid-1977, t h e   b a n k s '  excess l i q u i d i t y   b e g a n  t o  d e c l i n e   a n d  
t h e i r   l o a n s   t o   d e p o s i t s   r a t i o   b e g a n  t o  r ise .  

I n  p u r s u i t  of i t s  e x p a n s i o n a r y   p o l i c y ,   t h e   C e n t r a l  Bank a l so  wound 
down i n t e r e s t  rates; f o r   i n s t a n c e ,   t h e   b a n k s '  prime ra te  was  reduced i n  four 
stages from 10 p e r   c e n t  a t  t he   beg lnn ing  of -1975 t o  7.5 per c e n t   e f f e c t i v e  
June  2 ,  1977  (Appendtx  Table XVI). A t  t h e  same time, t h e  maximum races al lowed 
t o  be pa ld   on  various c a t e g o r i e s  of bank d e p o s i t s  were a l s o  decreased .  To i n -  
crease t h e   e f f l c l e n c y  of t h e   b a n k i n g   s y s t e m ,   b a a k   i n t e r e s t  rdtes were f r e e d  
from r e g u l a t l o n  on October 2 3 ,  1 9 7 8 ,   e x c e p t   f o r  rates on loans t o  p r l o r l t y  
s e c t o r s   a n d   s p e c i a l  grougs ( i . e . ,  the  bumiputra   community,   smal l -scale   enter-  
p r i s e s ,   a n d   I n d l v l d J a l s  f o r  t he   cons t ruc t ion   and   pu rchase  of hous ing ) .  By 
s e t t i n g  maxlma o n   d e p o s l t   i n t e r e s t   r a t e s   a n d  minima on banks '   l end ing  rates,  
t h e   f o r m e r   r e g u l a t i o n s   a s s u r e d   t h e   b a n k s  of a minimum spread   be tween their  
l end ing   and   bo r rowi lg  ra tes .  With   the   deve lopment   and   s t rengthening  of t h e  
f l n a n c l a l   s y s t e m ,   t h e   a u t h o r i t i e s   c o n s i d e r e d   t h a t   s u c h   r e g u l a t i o n s  were no 
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longer ncccrsary, Although interest ragem have been freed, the Central  Bank 
hae -de i t  clear that i t  w i l l .  monitor t h e i r   b e h a v i o r  and that l t  intend8 t o  
use  moral ouasion t o  i n f l u e n c e   t h e  level a n d   s t r u c t u r e  of interest rates. 
Since October 1978 there have o n l y  been 8omt very  a m l l  lncrcaac; in d c p o o i t  
i n t e r e s t  rates . 

The t i g h t e n i n g  of t h e  b a n k s '   l i q u i d i t y   p o ~ i t l o n r   s i n c e  the end of 1977 
was also r e f l e c t e d   i n   t h e   i n t e r b a n k  money market where i n t e r e s t  rates in- 
c r e a s e d   n o t i c e a b l y .  To r e l i e v e   t h i s   s i t u a t i o n ,   e s p e c i a l l y   i n   t h e  second ha l f  
of 1978, the C e n t r a l  Bank ac t ive ly   pu rchaecd  and r e d i e c o u n t e d   t r e a s u r y   b i l l s  
from the   banks   and   gran ted   ehor t - te rm loans d i r e c t l y   t o  them.  Although t h e  
banks were i n i t i a l l y   r e l u c t a n t  t o  se l l  or r e d i s c o u n t   t r e a s u r y  b i l ls ,  th i s  
r e l u c t a n c e  was gradual ly   overcome,   and t h e  Central  Bank purchased or redis- 
counted MS1.4 b i l l i o n   i n   t h e   c o u r s e  of 1978. With   the   lower ing  of reserve 
r e q u i r e m e n t s   i n  December, t h e   b a n k s '   l i q u i d i t y   p o s i t i o n s  improved, 80 t h a t  
the C e n t r a l  Bank was a b l e  t o  close the  d i scoun t  window, and  consequent ly  no 
r e d i s c o u n t s   o r   l o a n s  to banks were o u t s t a n d i n g  at t h e   e n d  of the year. 

d .  S e l e c t i v e   c r e d i t  p o l i c y  

When t h e  Thi rd  Malayasia Plan was i n t r o d u c e d   i n  1976, t h e   C e n t r a l  Bank 
recast i t s  s e l e c t i v e   c r e d i t   p o l i c y  to i n c r e a s e  t h e  flow of c r e d i t  t o  manu- 
f ac tu r ing ,   food   p roduc t ion ,   t he   bumipu t ra   communi ty ,   and   i nd iv idua l s  for the  
construction and  purchase of housjng. Appendix T a b l e  XVII o u t l i n e s  t h e  med-  
sures taken i n  October 1976, as well as the prev ious  provisions and t h e  modi- 
f i c a t i o n s  made t o  t h e  1976 program. The 1976 measures appear t o  have  had some 
success in   r edep loy ing   banks '   and   f i nance   compan ies '   c r ed i t  t o  p r i o r i t y   s e c t o r s  
and  special  borrowers.  On J u n e  30, 1978, commerci-$1  banks'  loan6 t o  t h e  b u d -  
p u t r a  community were 15 pe r   cen t   ( compared   w i th   t he   r equ i r emen t  of 12 p e r   c e n t )  
of t h e i r  t o t a l  loans o u t s t a n d i n g .   I n   a d d i t i o n ,   t h e v  had g r a n t e d  21 per c e n t  
( requi rement ,  20 per cent) of t he i r  n e t   i n c r e a s e   i n   l o a n s  t o  the   bumiput ra  com- 
munity and 1 4  per c e n t  ( requi rement ,  10 p e r  c e n t )   t o   i n d i v i d u a l s  for housing.  
However, a l though  the  e x t e n t  of  compliance var ied  from bank t o  bank ,   t he  com- 
mercfal banks,  as a whole,  were u n s u c c e s s f u l   i n   a c h i e v i n g  :he o b j e c t i v e s  for 
l e n d i n g  to manufacturing  and  food  production--only 20 per c e n t   ( r e q u i r e m e n t ,  
25 p e r  cent)  of t h e i r  n e t   i n c r e a s e   i n   c r e d i t  had  been  extended  to  manufac- 
t u r i n g ,   a n d  3 per   cen t   ( r equ i r emen t ,  10 p e r   c e n t )  t o  food  product ion.  

The finance compcnies  have  been succesFful In r each ing  t h e  o b j e c t i v e s  
f o r   l e n d i n g  trJ the bumiputra  community  and t o  a g r i c u l t u r e ,   m a n u f a c t u r i n g ,  
bu i ld ing ,   and   cons t ruc t ion ,   bu t   have  not a c h i e v e d   t h e   o b j e c t i v e  for loan6 t o  
i n d i v i d u a l s  for t h e   c o n s t r v c t i o n   a n d   p u r c h a s e  of housing. 

On October 2 3 ,  1978 t h e  C e n t r a l  Bank a n n o u n c e d   s u b s t a n t i a l   r e v i s i o n s  to 
t h e  commercial banks' c r e d i t   g u i d e l i n e s   ( A p p e n d i x  T a b l e  X V I I ) .  E s s e n t i a l l y ,  
they  give the   banks   tha t   had   no t   compl ied  with t h e   p r e v i o u s  guidelines an 
e x t e n s i o n   t o   t h e  end of 1979 and reduce  the combined targets fo r  loans to 
food product ion   and   manufac tur ing  from 35 p e r   c e n t  t o  30 p e r   c e n t  of the n e t  
lncrease i n   l o a n s .  Yo r e v i s f o p s  have been announced for the  f i n a n c e  companies' 
d i r e c t i v e s .  
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The   Malay r i an   r i ngg i t  i n  pegged t o  a n   u n d i r c l o r a d  barket of c u r r e n c l e r  
of Hcrlayriatr major t r a d i n g  counttie8. The weightr are bared on t r a d e   r h a r c 8  
and   the   impor tance  of currcncier urcd  i n  r e t t l emen t ;   t he   co rnpoo l t ion  of t h e  
baske t   has   remained  unchanged rlnce September 1975. The a u t h o r i t i c r  have 
!ntcrvened t o  maintain margin8 of 2.25 per cent, but  occarionally and for 
r e l a t i v e l y   r h o r t   p e r i o d r  of time, t h e  rate har   been allowed t o  exceed   t he  
margins.  In tern8 of t he   t r ade -we igh ted  effect ive exchange rate, computed 
by the r 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  by 2.6 p e r  cent d u r i n g  1978 (Table 7) ;  
i n  term of t h e  U.S. d o l l a r ,  the intervention cu r rency ,  i t  a p p r e c i a t e d  by 
7 per  cent. 

During 1978, t h e  real  exchange rate r e l e v a n t  t o  the   p r imary   product  
e x p o r t  sector and   t he   impor t - eube t i tu t ing   8ec to r "measured  by t h e   r a t i o s  of 
t h e   d o m e s t i c   p r i c e   i n d e x   t o  the I n d i c e s  of export l/ and  import  prices i n  
domest ic   cur rency--deprec ia ted  by abou t  2 p e r  cent: Over t h e  longer run ,  
1971-78, b o t h  rates h a v e   d e p r e c i a t e d   s u b s t a n t i a l l y  owing t o   t h e  lower rate 
of i n c r e a e e  of domest ic   p r ices   compared  t o  the p r i c e 8  of M a l a y s i a ' s   e x p o r t s  
and  imports  

The e x t e r n a l  terms of trade-as  measured by t h e   r a t i o  of e x p o r t   u n i t  
v a l u e  of p r imary   p roduc t s   t o   impor t   p r i ces - -have   no t   changed   s ign i f i can t ly  
s i n c e  1970, a l t h o u g h  t h e y  have shown large y e a r - t o - y e a r   f l u c t u a t i o n s ,  reflect- 
i n g  v a r i a t i o n s  i n  Malays ia ' s   commodi ty   expor t   p r ices .  

7 .  Exchanae  and  t rade svstem 

A d e t a i l e d   d e s c r i p t i o n  of Malaysia's exchange   and   t rade   sys tem is con- 
t a i n e d  i n  the 29th Annual  Report of Exchange   Res t r i c t ions .  Main f e a t u r e s   a n d  
significant c h a n g e s   s i n c e   t h e  last c o n s u l t a t i o n   r e p o r t  (SM/78!55, 2 / 2 4 / 7 8 )  
6re descr ibed   be low.  

Malaysia main ta ins   an   exchange  system free of r e s t r i c t i o n s   o n   p a y m e n t s  
and transfers 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 .  However,  paymcnts f o r  
i n v i s i b l e 6   t o   a n d   t r a d e   w i t h  Israel ,  Rhodes i a ,   and   Sou th   Af r i ca   a r e   p roh ib i t ed .  
Inward  investment  covered by t h e   g u i d e l i n e s  of the   Fo re ign   Inves tmen t  Committee 
issued on February 20, 1974 r e g a r d i n g   t h e   a c q u i s i t i o n  of assets, mergers ,   and 
t a k e o v e r s   r e q u i r e s   t h e   a p p r o v a l   o f  this Commi t t ee .   Ma lays i an   r e s iden t s   a l so  
require p r i o r   o f f i c i a l   a p p r o v a l  f o r  b o r r o w i n g   f r o m   n o n r e s i d e n t s   i n   e i t h e r  
r i n g g i t   o r  foreign exchange. The proceeds  of i n v e s t m e n t s  on r e s a l e  may be 
r e p a t r i a t e d   f r e e l y .   P e r m i s s i o n  is g i v e n   f r e e l y   f o r   d i r e c t   a n d   p o r t f o l i o  
inves tment  by M a l a y s i a n   r e s i d e n t s  i n  c o u n t r i e s   o t h e r   t h a n   I s r a e l ,   R h o d e s i a ,  
and  South Africa. The C e n t r a l  Bank a d m i n i s t e r s   t h e   e x c h a n g e   c o n t r o l  system, 
but  commercial   banks are au thor i zed   t o   app rove   paymen t s   ab road ,   excep t   fo r  
repayment   o f   fore ign  loan13 or t h e  payment of i n t e r e s t  on such loans. On J u l y  I, 
1977,   cus toms  procedures   In   the  states of Sabah  and Sarawak were harmonized 
w i t h  those p r e v a i l i n g   i n   P e n i n s u l a r  Malaysia. 

1/ Export  prices were measured by the export unit value of primary p r o d u c t s  
a d j u s t e d  fo r  export d u t i e s .  
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