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P r e p a r e d  by t h e   S t a f f   R e p r e s e n t a t i v e s   f o r   t h e  
1981   Consu l t aLfon  w i t h  Ma lays i a  

Approved by H. Nclss and  Donald K. Palmer  
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I . fntroduc t l o n  

The  1981 Article IV C o n s u l t a t i o n   d i s c u s s i o n s   w i t h  Malaysia w?re h e l d  
i n  Kuala  Lumpur d u r i n g   A p r i l   6 - 1 6 ,   1 9 8 1 .  The M a l a y s i a n   r e p r e s e n t a t i v e s  
i n c l u d e d   t h e   D e p u t y   M i n i s t e r   a n d   t h e   D e p u t y   S e c r e t a r i e s - G e n e r a l  of t h e  
T r e a s u r y ,  the Governor   and  Deputy  Governor  of Bank  Negara Malaysia; t h e  
S e c r e t a r y - G e n e r a l  of t h e  Ministry of Labor  and  Manpower, the S e c r e t a r y -  
General of t h e   M i n i s t r y  of E n e r g y ,   T e l e c o m m u n i c a t i o n s ,   a n d   P o s t s ;   t h e  
I u t y  S e c r e t a r y - G e n e r a l  of t h e  M i n i s t r y  of T r a d e   a n d   I n d u s t r y ;   t h e  

p u t y  D i r e c t o r   G e n e r a l  of t h e  Economic   P l ann ing   Un i t ,   and   o the r  senior 
o f f i c i a l s .  The staff team c o n s i s t e d  of Mr. Bahram Nowzad (Head - ETR), 
Messrs. O t a n i ,  D i  Ca loge ro ,   and  Lee ( a l l  ASD),  and  Mrs. Lopez ( S e c r e t a r y  - 
ETR) 

Malays i a  has a c c e p t e d   t h e   o b l i g a t i o n s  of Article VIII, S e c t i o n s  2 ,  3 ,  
and 4 .  

IIm Repor t  on t h e  D i s c u s s i o n s  

The discussions w i t h   t h e  Nalaysian a u t h o r i t i e s   c o v e r e d  two  broad 
a r e a s :   r e c e n t   e c o n o m i c   d e v e l o p m e n t s   a n d   p r o s p e c t s  f o r  t h e   i m m e d i a t e  
p e r i o d  a h t a d ,  a n d   c e r t a l n   t o p i c s  and issues t h a t   h a v e  a b r o a d e r   b e 3 r i n g  
f o r  t h e  f o r m u l a t i o n  of lorlger-term e c o n o m i c   p o l i c i e s .  

1. The e c o n o m i c   s e t t i n g  

Developments i n  t h e  Malays i an  economy  must be v i e w e d   a g a i n s t   t h e  back- 
ground of t h e  r emarkab le   pe r fo rmance  of t h e  p a s t   d e c a d e .   T h i s   p e r i o d  was 
c h a r a c t e r i z e d  by s l m u l t a n e o u s   a c h i e v e m e n t s   o n  a number of e c o n o m i c   f r o n t s .  
real  o u t p u t   i n c r e a s e d  a t  a n   a v e r a g e   a n n u a l  r a t e  of 8 p e r   c e n t ;   t h e   i n c r e a s e  
i n  p r i c e s  was kept t o  a n   a v e r a g e  r a t e  of 6 p e r  cent; t h e  balarce of pay- 
m e n t s   a n d   f o r e i g n   r e s e r v e   p o s i t i o n   s h o w e d   c o n t i n u o u s   s t r e n g t h   w i t h  t h e  
c u r r e n t   a c c o u n t  on a v e r a g e  ir. surplus and an o v e r a l l  balance i n   c o n s i s t e n t  
surplus, and a significant d e g r e e   o f   d i v e r s i f i c a t i o n  was a t t a i n e d  as 
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reflected, f o r  i n s t a n c e ,  I n  the s h a r e  of  m a n u f a c t u r e d   e x p o r t s  i n  t o t a l  
m e r c h a n d i s e   e x p o r t s   w h i c h   i n c r e a s e d  from 1 2   p e r  cen t  a t  t h e   b e g i n n i n g  of 
t h e  decade t o  21 per cent in 1980. 

These d e v e l o p m e n t s ,   r e f l e c t i n g  the p u r s u i t  of i n n o v a t i v e   y e t   p r u d e n t  
p o l i c i e s  by the a u t h o r i t i e s   a n d   t h e   e f f c c t i v e   e x p l o i t a t i o n  of t h e   c o u n t r y ' s  
w e a l t h  of n a t u r a l   r e s o u r c e s ,   i n c l u d i n g   t h e   e m e r g e n c e  of Malays i a  a s  a n e t  
oil e x p o r t e r  i n  t h e   m i d - l 9 7 0 s ,   c r e a t e d   a n   e n v i r o n m e n t  of growth  and p r i c e  
s t a b i l i t y   w h i c h   i n   t u r n   f a c i l i t a t e d  progress t o w a r d s   t h e  broader s o c i a l  
and economic o b j e c t i v e s   o f   t h e   G o v e r n m e n t .  Most i m p o r t a n t l y ,   t h e   e c o n o m i c  
climate d e s c r i b e d  a b o v e  f o s t e r e d   a d v a n c e   t o w a r d s   t h e   s o c i o e c o n o m i c  goals 
emboaled I n  the N e w  Economic P o l i c y  (NEP) l a u n c h e d   i n   1 9 7 1 ,   n a m e l y  (a) t h e  
r e d u c t i o n   a n d   e v e n t u a l   e r a d i c a t i o n  of pove r ty   and  ( b )  a r e s t r u c t u r i n g  of 
s o c i e t y ,   i n c l u d i n g  a r e d u c t i o n  i n  t h e   e x i s t i n g   i m b a 1 a n c t . s   i n   e m p l o y m e n t  
( s o  t h a t   t h e   s e c t o r a l   a n d   o c c u p a t i o n a l   s t r u c t u r e  of employment w i l l  
r e f l e c t   t h e  r a c i a l  c o m p o s i t i o n  of t h e   p o p u l a t i o n ) ,   i n c r e a s e   i n   t h e  share 
of  H a l a y s i a n s   i n   t h e   o w n e r s h i p   o f  t h e  e c o n o m y ' s   p r o d u c t i v e   c a p i t d l ,   a n d  
i n c r e a s e  in t h e   s h a r e  of  t h e  Malay a n d   o t h e r  indigenous g r o u p s   ( t h e  
Bumiputeras )  in t he   economic  a c t i b i t y  of t h e   n a t i o n .   C o n s i d e r a b l e   p r o g r e s s  
t o w a r d s   t h e s e   t w i n  goals was a c h i e v e d   d u r l n g   t h e   1 9 7 0 s ,   w i t h  a s u b s t a n t i a l  
d e c l i n e   i n  t h e  I n c i d e n c e  of pove r ty ,   and   an   improvemen t  in the economic 
s t a t u s  of  t he   Bumipu te ra s  in s e v e r a l   a r e a s .  

These ach ievemen t s  a r e  a l l  t h e  more n o t a b l e   g i v e n  t h e  t u r b u l e n t  state 
of t h e   i n t e r n a t i o n a l  economy--one marked by r e c e s s i o n   a n d   i n f l a t i o n - - i n  
whicb  t h e   M a l a y s l a n  economy  had t o  f u n c t i o n ;   I n d e e d ,   t h e   d e g r e e  of openness  
of t h e  economy I n c r e a s e d   d u r i n g   t h e   d e c a d e   w i t h   t r a d e   ( a v e r a g e   o f   e x p o r t s  
a n d   i m p o r t s )   a c c o u n t i n g   f o r  6 0  p e r   c e n t  of GNP i n  1980 as  compared   w i th  
45 p e r  cen t  i n  1970. 

A c o n s i d e r a t i o n  of some i s s u e s   r e l a t i n g  t o  longe r - t e rm  deve lopmen t s  
is i n c l u d e d  i n  s e c t i o n  4 .  

2 .  P r i n c i p a l   d e v e l o p m e n t s   i n  1980 

a.  O u t p u t   a n d   p r i c e s  

T h e   s u s t a i n e d   e x p a n s i o n   o f   t h e   M a l a y s i a n  economy c o n t i n u e d  f o r  t h e  
f l f t h   c o n s e c u t i v e   y e a r  In 1980 w i t h  a n  increase i n  real  GDP of 8 p e r  
c e n t ,   o r   s l i g h t l y  below t h e   p a c e   i n  1979 ( T a b l e  1 a n d   C h a r t  1). The 
maJor s t i m u l u s  t o  g rowth  i n  1980 was domestic demand  which   increased  by 
a b o u t  13 p e r   c e n t   I n   r e a l  terms w h l l e   e x p o r t s  of goods a n d   s e r v i c e s  i n  
real  terms i n c r e a s e d  by o n l y  4 p e r   c e n t .  Economlc a c t i v i t y  was s t r o n g  
i n   t h e   f i r s t  h a l f  of  t h e  year w i t h   b u o y a n t   e x p o r t  demand, i n   t h e   s e c o n d  
h a l f ,   h o w e v e r ,   b e c a u s e  of s l u g g i s h  economic a c t i v i t y   i n   i n d u s t r i a l   c o u n -  
t r i es ,  external demand s l a c k e n e d   c o n s i d e r a b l y   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  commodities, w i t h   s u b s t a n t i a l   f a l l s   i n   t h e   p r i c e s  of r u b b e r ,   p a l m  
o i l ,  and t imber .  The e f f e c t  of t h i s  was p a r t i a l l y  offset by t h e  expan- 
s i o n a r y   i m p a c t  of f i s c a l  p o l i c y .  
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Table 1. Ndlaysia: Output,  Pr ices ,  and  Foreign  Trade, 1979-81 

(Per cent  chance from  Drevlous  year) 

Average 
1971-79 1979 1980 1981 2 1  - 

Real CUP 
Agr icu l ture  
b t 1  ning 
Manufacturing 
Construct ion 

Consumer p r i c e s  

Nlerchandise expor t s  
Volune 
Prices  1/ - 

Metchandlse Imports 
Volume 
P r i c e s  11 - 

Terms of t r ade  

8 .0  
5 . 3  
5 0 9  

12 .3  
9.6 

- 

6 .O - 
22 
7 
- 
1 4  

19 
9 

10 

- 

4 - 

8.5 
4 .O 

15 .O 
1 2  .o 
14 .O 

- 

4 .O - 
42 
1 4  
24 

- 

30 
19 

9 

- 

1 4  - 

8 .O 
0.2 

- 3 . 4  
12.7 
13 .O 

- 

6 . 7  - 
16 

2 
14 

- 

3 + 
1 4  
19 

- 

-4 - 

7 . 4  
3 * O  
-2 .o 
12.1 
12.5 

- 

7 .O - 
15 
8 
6 

- 

2 4  
13 
10 

-4 - 

Sources .  Data  provlded by the Malays l an   au tho r i t i e s ,  and s t a f f  e s t i -  
mates. 

1/ I n  bialayslarl ringgit. 
2 1  S t a f f  estimates based on data   provided by t he   Ma lays i an   au tho r l t l e s .  
- 
- 

The rapld  economic  expansion of recent years   has  been accompanled by 
t h e  emergence of s u p p l y  shor tages  I n  c e r t a l n   s e c t o r s ,   i n   p ; , r t i c u l a r   w l t h  
regard t o  s k i l l e d  manpower and cer ta ln  materials used by t h e   c o n s t r u c t i o n  
Indus t ry .  T h e  l a t t e r  was t he   f a s t e s t   g rowing   s ec to r  of the  economy I n  
1980, The domest ic   p r lces  of t h e   p r l n c i p a l   c o n s t r u c t i o n   m a t e r i a l s  a r e  
government   control led  and  this   has  effect lvelq discouraged  imports  and may 
have   cont r ibu ted   to   the   emergence  of p a r a l l e l   m a r k e t s   f o r  some Items. The 
a u t h o r i t i e s  have  taken a number of  measures t o  a l l e v i a t e   t h i s   s i t u a t i o n ,  
inc luding   the   lower ing  of the duty on cemen t   and   an   i nc rease   In   t he   p r i ce  
of s t e e l  bars t o  encourage  production.  Other  measures  have  been  Intro- 
duced t o  enhance  the  long-term  producnve  capaci ty  of t h e  cement  industry 
and the  1981 budget   provldes   lncent lves   for   on-the-Job  t ra inlng  programs 
for   cons t ruc t ion   workers .  
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C o n s u m e r   p r i c e s  rose by 6.7  p e r  c e n t  i n  1980 as  c o m p a r e d   w i t h  an 
a v e r e g e   a n n u a l   i n c r e a s e  of a r o u n d  4 per c e n t   i n   t h e   p r e c e d i n g  two y e a r s .  
A m a j o r  factor i n  t h e   a c c e l e r a t i o n  of i n f l a t i o n - - a l t h o u g h   m o d e r a t e  by 
i n t e r n a t i o n a l   s t a n d a r d s - - w a s   t h e   s h a r p  increase i n   i m p o r t   p r i c e s   ( r e f l e c t -  
i n g  t o  a c o n s i d e r a b l e   d e g r e e   t h e  r ise i n  e n e r g y  prices), which  i n  1980 
were e s t i m a t e d  t o  have r i sen  by a r o u n d  19 p e r  c e n t  i n   c o n t r a a t  t o  9 per 
c e n t   I n   1 9 7 9   ( C h a r t  1). The c o n t i n u e d   e x p a n s i o n  of domes t i c   demand ,   and  
i n   p a r t i c u l a r   t h e   e m e r g e n c e  of c e r t a i n   s u p p l y   s h o r t a g e s ,   h a v e  a l s o  con-  
t r i b u t e d   t o   t h e   a c c e l e r a t i o n  of I n f l a t i o n   i n   1 9 8 0 .   S i n c e   t h e   c o n s u m e r  
p r i c e  i n d e x   i n c l u d e s  a number of food items w h o s e   p r i c e s  a r e  c o n t r o l l e d  
(about 1 9   p e r   c e n t  of t h e   t o t a l   w e i g h t )  i t  may s o m e w h a t   u n d e r s t a t e  t h e  
a c t u a l  rate of i n f l a t i o n .  In  o r d e r  t o  measu re   p r i ce   movemen t s   more  
a c c u r a t e l y ,   t h e   a u t h o r i t i e s  a r e  p r e p a r i n g  a new w h o l e s a l e   p r i c e   i n d e x   a n d  
a r e v i s e d   c o n s u m e r   p r i c e   i n d e x .   T h e   s t a f f   e x p r e s s e d   c o n c e r n   t h a t   p r i c e  
c o n t r o l s  may h a v e   l e d  t o  cer ta in  d i s t o r t i o n s   i n  the m a r k e t   a n d   t h u s   c o n -  
t r i b u t e d  t o  t h e   e m e r g e n c e  of s u p p l y   b o t t l e n e c k s .   T h e   M a l a y s i a n  authori -  
t ies  have e x p r e s s e d   t h e i r   I n t e n t i o n  of r e d u c i n g   t h e  scope of p r i c e   c o n t r o l s .  

b. B a l a n c e  of paymen t s  

F o r   t h e   f i r s t  time i n  f i v e  years  t h e   c u r r e n t   a c c o u n t  of t h e   b a l a n c e  
o f   p a y m e n t s   r e c o r d e d  a small d e f i c i t  of a 4 1 2   m i l l i o n  t n  1 9 8 0  ( T a b l e  2 
and  C h a r t  2 ) .  T h i s   d e t e r i o r a t i o n   o f  t h e  c u r r e n t   a c c o u n t   r e s u l t e d   l a r g e l y  
f r o m  the f a l l  i n  e x p o r t s  in the  s e c o n d   h a l f  of  t h e  year, m a i n l y   b e c a u s e  
of the weakening  i n  demand r e f e r r e d  to a b o v e ,   w h i l e   i m p o r t  demand c o n t i n u e d  
t o  be s t r o n g .   R e f l e c t i n g   t h e s e   t r e n d s ,  t o t a l  e x p o r t   g r o w t h  i n  1980   s lowed  
t o  1 7  p e r   c e n t  from 42 pcr c e n t   i n   t h e   p r e c e d i n g   y e a r ,   w h i l e   i m p o r t   g r o w t h  
rose from 30 p e r   c e n t  i n  1 9 7 9   t o  34 p e r   c e n t   i n   1 9 8 0 .   T h e  terms of t r a d e  
d e t e r i o r a t e d  by a b o u t  4 p e r   c e n t .   F u r t h e r m o r e ,   t h e   d e f i c i t   o n   s e r v i c e s  
a n d   t r a n s f e r s   c o n t i n u e d   t o   i n c r e a s e  by a b o u t  20 per  c e n t ,  mainly o n   a c c o u n t  
o f   h i g h e r   n e t   p a y m e n t s   i n   r e s p e c t   o f   f r e i g h t   a n d   i n s u r a n c e .  

S u b s t a n t i a l   c a p i t a l   i n f l o w s   m o r e   t h a n   c o m p e n s a t e d   f o r   t h e   d e c l i n e  
i n   t h e   c u r r e n t   a c c o u n t   a n d   t h e   o v e r a l l   b a l a n c e  of p a y m e n t s   r e c o r d e d  a 
s u r p l u s  of a b o u t  MS1 b i l l i o n .  These f l o w s ,   w h i c h  were almost t h r e e  times 
t h e   l e v e l  of 1 9 7 9 ,   r e p r e s e n t e d   m a i n l y  a la rge  increase in c o r p o r a t e   i n v e s t -  
ment a n d   s u b s t a n t i a l   c a p f t a l   i n f l o w s  by commercial b a n k s   e s p e c i a l l y   d u r i n g  
t h e   s e c o n d   h a l f  of t h e   y e a r .   F o r e i g n   e x c h a n g e   r e s e r v e s  at t h e   e n d  of t h e  
year s t o o d  a t  MS10.3 b i l l i o n ,   r e p r e s e n t i n g  5.3 mon ths  of  imports, t h i s  
r e p r e s e n t s  a f a l l   i n   t h e   r e l a t i v e   l e v e l  of r e s e r v e s   w h i c h ,  on a v e r a g e   d u r i n g  
t h e   p r e c e d i n g   t h r e e   y e a r s ,   h a d   b e e n   t h e   e q u i v a l e n t  of 6 . 8  months  of i m p o r t s .  

The   exchange  r a t e  of t h e   r i n g g i t ,   w h i c h  i s  d e t e r m i n e d  on t h e   b a s i s  
of a n   u n d i s c l o s e d   b a s k e t  of t h e  currencies o f  Malaysia's major t r a d i n g  
p a r t n e r s ,   d e p r e c i a t e d   d u r i n g   t h e  l a s t  q u a r t e r  of 1 9 8 0   r e f l e c t i n g   t h e  
c o n s i d e r a b l e   w e a k e n i n g  of t h e   b a l a n c e  of p a y m e n t s   d u r i n g   t h a t   p e r i o d .  
The M a l a y s i a n   a u t h o r i t i e s '   p o l i c y  is n o t  t o  resist b a s i c   f o r c e s  i n  t h e  
e x c h a n g e   m a r k e t   a n d  t o  i n t e r v e n e   s o l e l y  f o r  t h e  purpose of smoothing out  
t e m p o r a r y   f l u c t u a t i o n s .  
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Table 2. Malaysia: Balance of Payments 

(In b i l l i o n s  of r i n g g i t )  

1977 1978 1979 1980 - 1/ 1981 - 2 1  

Current  account 
Trade  balance 

Exports 

Imports 

Serv ices  and t r a n s f e r s  

Capi ta l   account  

Errorb and ornit ions 

Overall   balance 

Memorandum i tems:  
Externa l   reserves  
( I n  months of imports)  

1.3 0.3 2.3 -0 e4 -2.0 
3 - 9  3 e 6  6 e 6  4 e 7  3 . 4  

14 e 9  16 e 9  24 e 0  28 .O 32.2 

-11 e 0  -13 a 3  -17 -4 -23 e 3  -28 e 8  

-1 e6 -3.3 -4 e 3  -5 e 2  -6 e 2  

0 e 5  1 .3  1.1 2.9 4.5 

-1 .o -1 e 0  -1 e 6  -1 e 5  -1.5 

0.8 0 e6 1.8 1 .o 0.2 

Sources:  Data  provided by t he   Ma lays i an   au tho r i t i e s ;  and staff e s t i -  
mates 

- 1/ Pre l iminary .  
2 1  Staf f   es t imates   based  on prel iminary  data   provided by the  Malaysian 

a u t h o r i t i e s  I 

I n  d i scuss ing   t r ade   po l i c i e s ,   t he   Ma lays i an   au tho r i t i e s   exp res sed  
concern  about  the  impact of p ro tec t ion i s t   t r ade   measu res  i n  o t h e r  coun- 
t r i e s  on Malaysian  exports.  They a r e  of the  view  that  processed o r  
manufac tured   expor t s   ( for   example ,   t ex t i les ,   p ineapples ,  and  plywoods) 
have  been  adversely  affected by p r o t e c t i o n i s t  measures i n  some i n d u s t r i a i  
countr ies .   Manufactured  exports   rose by about 21, per cen t  i n  1980, com- 
pared with a 32 per   cent   increase i n  1979  and  were,   according  to  the 
Malays l an   au tho r i t i e s ,  below the  level   they  could  have  reached i n  the  
absence of r e s t r i c t i v e   m e a s u r e s .  

c. Financ ia l  pol ic ies  

As i n  previous  years ,   budgetary  pol icy i n  1980  continued  to  exert  a 
c o u n t e r c y c l i c a l   i n f l u e n c e .  I n  the   f ace  of t h e   r e l a t i v e  slowdown i n   e x t e r -  
n a l  demand, t h e  1980 budget was s t rongly   expans ionary  (Table 3 ) .  
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Table 3 .  Malayeia: Overview of F e d e r a l   G o v e r n m e n t   O p e r a t i o n s ,  
1976-81  

19  76 197 7 19 78  197  9 1980 - 1/ 1 9 8 1  - 2 1  

T o t a l   r e v e n u e   a n d  
g r a n t s  

T o t a l   e x p e n d i t u r e   a n d  
n e t   l e n d i n g  

Overall d e f i c i t  

F i n a n c i n g   ( n e t )  
E x t e r n a l  
Domes t i c  

Memorandum Item: 
Ratios t o  GNP 

Total r e v e n u e  

T o t a l   e x p e n d i t u r e  

O v e r a l l   d e f i c i t  

6 e 1  

8.1 

-2 .o 

0.4  
1.6 

22.7 

30 10 

7 . 3  

(In b i l l i o n s  of r i n g g i t )  

7.8 0 a 8  10.5 13 a 5  

1 0 . 2  1 1 . 2  11 .9  1 7  05 

-2.4 -2 .4 -1.4 -4 .o 

0.5 0 -6  0.7 0.3 
1.9 1.8 0.7 3 . 7  

( I n  per cen t )  

25 .I 25 . 3  24.4 28.8 

32.0  32 e 1  27 -8 37.4 

7 . 7  6 . 8  3 . 4  8.6 

15 a 8  

21  06 

-5 a 8  

2 .5  
3 . 3  

28 e 0  

38 03 

10.3 

S o u r c e :  Data p r o v i d e d  by t h e  hi inistry of Finance. 

I /  P r e l i m i n a r y  estimate. 
2 1  Latest estimate. 
- 
- 

The o v e r a l l   b u d g e t   d e f i c i t   i n c r e a s e d   f r o m  3 . 4  per c e n t  of GNP i n  1979 t o  
8.6 p e r   c e n t   i n  1980. A l t h o u g h   t h e  share of the Government  i n  GNP r o s e  
s h a r p l y  i n  1980 t o  a b o u t  37 per cent - -and  Is e s t i m a t e d  t o  increasc m a r g i n a l l y  
t o  38 per c e n t   i n   1 9 8 1 - - t h e   m e d i u m - t e r m   o u t l o o k  as  e n v i s a g e d   i n  t h e  FMP 
(1981-85)  c a l l s  for a l a r g e r  role  for t h e  p r i v a t e  s e c t o r   i n   t h e   M a l a y s i a n  
economy, i n  p a r t i c u l a r   p r i v a t e   i n v e s t m e n t ;   a c c o r d i n g l y ,  the share o f  
Government i n   n a t i o n a l   i n c o m e   s h c u l d   d e c l i n e   d u r i n g  the  m i d - 1 9 8 0 s .   T o t a l  
e x p e n d i t u r e  rose by a l m o s t  50 per c e n t  in 1 9 8 0  reflecting a 35 per c e n t  
i n c r e a s e   i n   c u r r e n t   e x p e n d i t u r e   a n d  a 66 p e r   c e n t  rise i n   c a p i t a l   e x p e n d i -  
ture and net l e n d i n g .  The f o r m e r  was due I n  p a r t  t o  t h e  Impact o f  t h e  
publ ic  s e r v i c e   s a l a r y   a n d   p e n s i o n   a d j u s t n e n t s  in July  a n d   i n c r e a s e d  
s e c u r i t y   a n d   d e f e n s e   e x p e n d i t u r e .   T h e  r ise  i n  d e v e l o p m e n t   e x p e n d i t u r e   a n d  
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n e t   l e n d i n g  was r e l a t e d  to governmen t  e f f o r t s  t o   s t e p  u p  t h e   i n p ; m e n t a -  
tion of d e v e l o p m e n t   p r o j e c t s   i n   t h e  l a s t  y e a r  of  t h e  TMP. RevcavTlrr!  

i n c r e a s e d  by 30 per cent  o r  MS3 b i l l i o n   a s s o c i a t e d   w i t h  an i n c l e d l s c  of 
d i r e c t  t axes  of more t h a n  40 p e r   c e n t   a n d  of i n d i r e c t   t a x e s  u t  a b o u t  
30 p e r  c e n t ;  n o n t a x   r e v e n u e   d e c l i n e d  by a b o u t  8 p e r   c e n t .  The high 
g r o w t h  of d i r e c t  taxes  r e f l e c t e d   t h e   s t r o n g   p e r f o r m a n c e  of  t h e  economy 
i n  1979 ( t h e   b a s e   f o r  1980 income taxes)  w h i l e   i n d i r e c t  t a x e s  b e n e f i t e d  
from t h e   i n t r o d u c t l o n  of a n   e x p o r t   d u t y  on p e t r o l e u m  In A p r i l  which  
n e t t e d   a b o u t  blS700 m i l l i o n .  The s h a r p l y   i n c r e a s e d   d e f i c i t  of M$3,7  1111- 
l i o n  was almost t o t a l l y   f i n a n c e d   f r o m   d o m e s t i c   s o u r c e s   w i t h   a b o u t  
M$1 b i l l i o n  each f r o m   t h e   b a n k i n g  system a n d   t h e   E m p l o y e e b   P r o v i d e n t  
Fund,  and t h e   r e m a i n d e r  f roln oLher s o u r c e s  

I n  a d d i t i o n  t o  p e t r o l e u m ,   e x p o r t   d u t i e s  a r c  a l s o  l e v i e d  on r u b b e r ,  
t i n ,   p a l a n  o i l ,  a n d   o t h e r   e x p o r t s .   G i v e n  the i n c r e a s i n g   s o p h i s t i c a t i o n  of 
t h e   M a l a y s i a n   e c o n o m y ,   a n d   t h e   l e d d i n g  r o l e  which  commodity exports are 
t o   p l a y   i n   t h e   y e a r s   a h e a d ,   t h e   s t a f f   i n q u i r e d  whether r e l i a n c e  on  export 
d u t i e s   f o r   a b o u t  20 p e r   c e n t  of t o t a l  r e v e n u e   s h o u l d   n o t  b e  re -examined  
dnd a l t e r n a t i v e   r e v e n u e   s o u r c e s   i n v e s t i g a t e d .  The M a l a y s i a n   a u t h o r i t i e s  
have  welcomed t h i s   s u g g e s t i o n   a n d   t h e  Fund s t a f f  1s p u r s u i n g  this matter 
w i t h   t h e m .  

T h e  p r i n c i p a l   O b J e c t i v e s  of mone ta ry  policy in Nalaysia have   been  
t o   p r o v i d e   s u f f i c i e n t   l i q u i d i t y  f o r  t he  g r o w t h  o f  t h e   e c o n o m y   w i t h  rela- 
t i v e  p r i c e   s t a b i l i t y ,   a n d  t o  u s e   t h e   t o o l s   o f   m o n e t a r y   m a n a g e m e n t  to  
c o u n t e r a c t   t h e   e f f e c t s   o f   d i s L u r b a n c e s   f r o m   t h e   e x t e r n a l  s ec to r .  Cons i s -  
t e n t   w i t h   t h i s   a p p r o a c h ,   n a r r o w  money   (wh ich   has   been   cons ide red  p a  t h e  
more r e l e v a n t   m o n e t a r y   a g g r e g a t e   i n   M a l a y s i a )   i n c r e a s e d  by 15 p e r   c e n t  
i n   1 9 8 0 ,  or a t  about t h e  same r a t e  a s  t h e   g r o w t h   i n   n o m i n a l  GNP ( T a b l e  4 ) .  
The   g rowth  of quasi-money was, h o w e v e r ,   m u c h   m o r e   r a p i d ,   t h e  34 p e r   c e n t  
i n c r e a s e   i n   t h i s   a g g r e g a t e   r e p r e s e n t e d   s e v e r a l   f a c t o r s ,   i n c l u d i n g   t h e  
r e p a t r i a t i o n  of f u n d s  by t h e   n a t i o n a l   p e t r o l e u m   c o m p a n y ,   r i s i n g   i n t e r e s t  
r a t e s  o n   d e p o s i t s ,   a n d   f u r t h e r   m o n e t i z a t l o n  and m o n e t a r y   d e e p e n i n g  of 
t h e  economy. The maJor s o u r c e   o f   g r o w t h   i n   o v e r a l l   l i q u i d i t y  was d o m e s t i c  
c r e d i t   e x p a n s i o n   w i t h   o n l y  a m i n o r   i m p e t u s  from t h e  i n c r e a s e   i n   n e t  
f o r e i g n  a s s e t s .  T h i s  was a s i g n i f j c a n t   d e p a r t u r e  from t h e  p r e v i o u s   y e a r  
when t h e  l n c r c a s e   i n   f o r e i g n  asse ts  W B S  the maJor s o u r c e  of l i q u i d i t y  
e x p a n s i o n ,   T h e   i n c r e a s e  i n  d o m e s t i c   c r e d i t   r e f l e c t e d   t h e   r a p i d l y   i n c r e a s -  
i n g  demand f o r  l o a n s  by t h e   p r i v a t e   s e c t o r  t o  f i n a n c e   l n v e s t r n e n t   e x p e n d i -  
t u r e s ,   l a n d   d e v e l o p m e n t ,   a n d   h o u s l n g ,  a s  well as t h e   e x p a n s i o n a r y   f i s c a l  
p o l i c y   r e f e r r e d  t o  above .  

R e f l e c t i n g   a n   u p s u r g e   i n   b u s i n e s s   a n d   I n v e s t m e n t   d c t i v i t y ,   r l s i n g  
i n t e r e s t  rates a b r o a d ,   a n d  a g r a d u a l   w e a k e n i n g  o f  t h e s x t e r n a l   p o s i t i o n ,  
t h e  money market i n  1980 b e c a m e   c o n s i d e r a b l y   t i g h t e r  as shown by t h e   s i g -  
n i f i c a n t  f a l l  i n  b o t h   t h e   a v e r a g e  r a t i o  of t h e  commercial b a n k s '  free 
reserves a n d   t h e  r a t i o  of l i q u i d  assets t o  t o t a l  d e p o s i t s ,   a n d  by a 
c o n s i d e r a b l e   i n c r e a s e  i n  i n t e r e s t  rates o n   l o a n s  and d e p o s i t s .   I n   t h e  
c o n d u c t  of i n t e r e s t  ra te  p o l i c y   i n  1980 and e a r l y  1981, t h e   m o n e t a r y  
a u t h o r i t i e s  have h a d  t o  weigh d o m e s t i c   a n d  ex te rna l  c o n s i d e r a t i o n s .   T h e  
former r e q u i r e s  a level of in te res t  ra tes  which  i s  a d e q u a t e  to  m o b i l i z e  
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aevinge as well as t o   e n c o u r a g e   i n v e e t m e n t  i n  p r o d u c t i v e   c a p a c i t y ;  t h e  
e x t e r n a l   c o n s i d e r a t i o n s .   o n  t h e  o t h e r   h a n d ,   w o u l d   i m p l y  a level of rates 
h i g h   e n o u g h  t o  a v o i d   l a r g e   c a p i t a l   o u t f l o w s ,   g i v e n  t h e  e u b e t a n t i a l  
d i f f e r e n t i a l   i n   i n t e r e s t  rates b e t w e e n   d o m e s t i c   a n d   i n t e r n a t i o n a l   f i n a n c i a l  
m a r k e t s .  

Table 4. Malaysia: M o n e t a r y   A g g r e g a t e s ,  1977-80 

( P e r c e n t a g e   c h a n g e   d u r i n g   t h e  year)  

1977  1978  1979  1980 

N e t  f o r e i g n  assets  10 6 37 2 

D o m e s t i c   c r e d f t  18 24 10 49 

C o n t r i b u t i o n  by: 

Net claims of governmen t  - 1/ 1 -2 -14 9 

C r e d i t   t o   p r i v a t e   s e c t o r  - 1/ 17 26 24 40 

Narrow  money 17 18 17 15  

Quasi-money  16 18 29 34 

S o u r c e :   I n t e r n a t i o n a l   M o n e t a r y   F u n d ,   I n t e r n a t i o n a l   F i n a n c i a l   S t a t i s t i c s .  

I 1/ P e r c e n t a g e   c o n t r i b u t i o n .  

These c o n s i d e r a t i o n s   r e q u i r e  a s e l e c t i v e   m o n e t a r y   p o l i c y  t h a t  w i l l  
a c c o m m o d a t e   e c o n o m i c   a c t i v i t y   w h i l e   d i s c o u r a g i n g   c a p i t a l   f l i g h t .  To 
implemen t  s u c h  a policyb t h e  a u t h o r i t i e s   h a v e  made u s e  of s e v e r a l   i n s t r u -  
m e n t s .  As t h e  m o n e y   m a r k e t   t i g h t e n e d   c o n s i d e r s b l y ,  Bank  Negara  conducted 
o p e n   m a r k e t   o p e r a t i o n s ,  and e n t e r e d   i n t o  swap  a r r a n g e m e n t s   w i t h  a number 
of c o m m e r c i a l  banks .  These banks In t u r n   p r o v i d e d  swap f a c i l i t i e s  ( w i t h  
a premium  on t h e  f o r w a r d   r i n g g i t  in order t o  c o m p e n s a t e  for t h e   i n t e r e s t  
d i f f e r e n t i a l s )   t o   b r a n c h  of f i ces  of f o r e i g n  banks. Some f o r e i g n   b a n k s  
had b e e n   a l e r t e d  to  t h e   d e t e r i o r a t i o n  of t h e i r   c a p i t a l   b a s e  i n  r e l a t i o n  
t o  loans o u t s t a n d i n g   a n d   h a d   a g r e e d  on a capital a d e q u a c y   f o r m u l a   w h i c h  
l e d  t o  a n   i n f l o w  of f u n d s  from t h e i r   p a r e n t   b a n k s   o r   f r o m  markets a b r o a d ,  
r h u s   a l l o w i n g   t h e m  to  s u s t a i n   t h e i r   l o a n   o p e r a t i o n s .   F u r t h e r m o r e ,  Bank 
Negara h a d   a d v i s e d  commercial b a n k s   n o t  to lend t o  t h e i r  customers f o r  
o u t w a r d   a r b i t r a g e .  
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Despi te   cons iderable   increases  i n  domestic in te res t  r a t e s ,   t h e r e  
con t inues   t o  be d s i z a b l e   d i f f e r e n t i a l  between  domecltic a n d  i n t e r n a t i o n a l  
i n t e r e s t  tates. However, t h e   a u t h o r i t i e s   s e e  l i t t l e  danger  of  substantial  
outflows of t u n d s .  This i s  because ,   i n t e r   a l i a ,  a considerable   par t  of 
p r i v a t e   s e l t a r   s a v i n g s  i n  Malaysia i s  con t r ac tua l   ( con t r ibu t ions   t o   t he  
Employees Provident F u n d ) ,  dnd  smal l   savers ,  who c o n t r i b u t e   t h e  b u l k  of 
bavings ,   a re  not  s e n s i t i v e   t o   i n t e r e s t   r a t e   d i f f e r e n t i a l s .  Moreover, d s  
f d r  db commercial  banks dre   concerned,   the  swap f a c i l i t i e s   e x p l a i n e d  above 
l a r g e l y  o f f s e t  the i n t e r e s t   r a t e   d i f f c r e n t i n l .  

I 'hr monetary a u t h o r i t i e b  have also  adopted a select lve  approach w i t h  
regard t o  c rcd l t   po l icy ,   encouraging  banks to  l e n d  for  productive  purposcs 
but  advis ing  a g a i n s t  lendlng  tor   speculat ion in the   s tock  and property 
markets. Hank Negard had i n  1979 e s tdb l i shed   gu ide l ines  on t h e   d i r e c t i o n  
of lending t o  the p r i o r i t y   s e c t o r s ,   s u c h  a s  the Bumiputera  community, a g r i -  
c u l t u r a l  food  production, d n d  sma l l - sca l e   en t e rp r i se s .  By the end of 1980, 
the  commercial banks a5 a group had complied w i t h  a l l  of these gu ide l ines .  
I n  December 1980 a s e t  of q u a l i t a t i v e   g u i d e l i n e s   o u t l i n i n g  the c r i t e r i a  
f o r  grant ing  loans fo r  cons t ruc t ion  and housing was a l s o  issued i n  order  
t o  dampen specu la t ive  demand i n  t hese   s ec to r s .  

d .  Energy  pol icy  

Malaysia i s  a net   exporter  of petroleum and petroleum  products 
a l though,  on the   bas i s  of p resent   es t imates  of the a u t h o r i t i e s ,   t h e r e  is 
a p o s s i b i l i t y  thdt  i t  will become a ne t   impor te r   o f   o i l  by  the  middle of 
th i s  decade. The au tho r i t i e s   a r e   keen ly   consc ious  of  the need for  a com- 
prehensive,  long-term,  energy  plan  founded on the  conservat ion of o i l -  
based  energy and the development of n o n - o i l  energy sources .  As regards 
the former,   government   pol ic ieb  include  tax  Incent ives   for   industr ies  
t o  replace  energy-inefficient  equipment,   progressive  road  taxes  related 
t o  eng ine   s i ze ,  and a p u b l i c  r e l a t i o n s  campaign to  promote  conservation. 
Moreover, the Government has   i n t roduced   po l i c i e s   t o   cu r t a i l  the production 
of o i l  and t o   l e n g t h e n   t h e   l i f e  of  known re se rves ,  th i s  led t c  a dec l ine  
i n  production of about 3 per  cent i n  1580. E s s e n t i a l  petroleum products,  
such a s  diesel  fuel  and kerosene, which a r e  used mostly by low-Income 
groups and by t h e   a g r i c u l t u r a l   s e c t o r ,   r e c e i v e  a government  subsidy. I n  
1980 th i s  amounted t o  about 60  per cent  of  the market   pr ice   for  b o t h  
kerosene and d i e s e l  f u e l .  

Malaysla  has  large known reserves  of n a t u r a l  gas; about  half  of the 
gas r e se rves   a r e  earmarked f o r  exports ,   but  t he  a u t h o r i t i e s   a r e   c o n s i d e r -  
ing  increased  domest ic   use of na tu ra l  gas i n  the  future.   Malaysia i s  a l s o  
endowed w i t h  g r e a t   p o t e n t i a l  f o r  gene ra t ing   hydroe lec t r l c  power. However, 
f u l l   e x p l o i t a t i o n  of t h i s  p o t e n t i a l  must  awa i t   so lu t ion  of the technica l  
problems of t ransmi t t ing   hydroe lec t r lc  power from e a s t e r n  Malaysia, where 
almost 90 per cent of the hydropotent ia l  i s  located,   to  Peninbular  Malaysia 
where almost 90 per cen t  of p o t e n t i a l  demand i s  loca ted .  The a u t h o r i t i e s  
e s t i m a t e   t h a t  by 1990 about 40 per cent of t o t a l  energy consumption will 
be met by natural  gas and  hydropower. 
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3 *  The outlook for  19131 

I 

The Yalays i an   economy will con t inue  t o  expand i n  1 9 8 1 ,  t hough  d t  8 

s l i g h t l y  slower r a t e ,  with the increase  in real  GDP e s t i m a t e d  a t  7-4 per 
c e n t .   T h e  forecas t  g r o w t h  of domes t i c   demand- -a t  11 p e r  c e n t  in r ea l  
t e r m e - - s h o u l d   p r o v i d e  the m a i n   s u p p o r t  f o r  t h e   e x p a n s i o n  oi o u t p u t ;  
exports of goods and services a r e  e s t i m a t e d  t o  increase  by a b o u t  1 p e r  
c e n t  i n  r e a l  terms. T h e   a u t h o r i t i e s  expect  t h e  r a t e  of increase in c c n s u -  
met pr ices  in 1981 t o  r e m a i n  a t  a b o u t  7 per c e n t .  However, as t h e   i m p a c t  
of ex te rna l  i n f l a t i o n  s h o u l d   a b a t e   c o n s i d e r a b l y ,   t h e  ra te  of price increase 
i n  1981 c o u l d   m o d p r a t e   s o m e w h a t .  

The M a l a y s i a n   a u t h o r i t i e s '   f i n a n c l d l   p o l i c l e s   i n  1981 w i l l  aga in  be 
d e s i g n e d  t o  o f f s e t  t h e   e f f e c t s  of s l u g g i s h   e c o n o m i c   c l c t i v l t y  f n  i n d u s t r i a l  
c o u n t r i e s ,  To t h i s   e n d ,   t h e   g o v e r n m e n t   b u d g e t  will e x e r t  a n  e x p a n s i o n a r y  
impac t  o n  dernami a5 e x p e n d i t u r e s  a r e  e x p e c t e d  t o  i n c r e a s e  by 2 4  per c e n t  
r e f l e c t l n g  a 26 p e r  cent r i s e  i n   c u r r e n t   e x p e n d i t u r e   a n d  a 20 p e r   c e n t  
Increase  i n  c a p i t a l   e x p c n d i t u r e .   T h e r e t o r e ,   t h e   o v e r a l l   d e f i c i t  is es t i -  
mated to i n c r e a s e  t o  10.3 p e r   c e n t  of G N P .  I n   c o n t r a s t  t o  1980, t h e  1981 
b u d g e t   d e f i c i t  will b e  f i n a n c e d   i n   l a r g e  p a r t  t h r o u g h   e x t e r n a l   b o r r o w i n g ,  
i t  is t h e  i n t e n t i o n  of t h e   a u t h o r i t i e s  t o  h a v e   r e c o u r s e  t o  this s o u r c e  
for a b o u t  MS2 b i l l i o n  of t h e  t o t a l  f o r e c a s t  d e f l c i t  of 11$5.8 b i l l i o n .  

W i t h   t h e   e x p e c t e d   w e a k e n i n g  in t h e   b a l a n c e  of  F a y m e n t s ,   t h e   p r i n c i p a l  
s o u r c e  of i n c r e a s e  i n  l i q u i d i t y  w i l l ,  a s  in 1 9 8 0 ,   b e   d o m e s t i c   c r e d i t   e x p a n -  
s i o n .   T h e   a u t h o r l t l e s   a n t i c i p a t e  a g r a d u a l   r e d u c t i o n  in t h e   g r o w t h  of 
c r e d i t   t o   t h e   p r i v a t e   s e c t o r   t o  about  30 p c r   c e n t   a n d  an i nc rease  i n  t h e  
money s u p p l y  of 1 3 - 1 4   p e r   c e n t ,   w i t h   t h e  increase  i n  t o t a l  liquidity 
e s t i m a t e d  a t  a b o u t  20 p e r   c e n t .  

T h e   b a l a n c e  of p a y m e n t s   p r o b p e c t s   f o r   1 9 8 1  ale c o n s i d e r a b l y  less  
f a v o r a b l e  when  compared t o  t h e   r e c o r d   o f   t h e   p a s t  few y e a r s .  I n  v i e w  of 
t h e   e x p e c t e d   c o n t i n u e d   w e a k n e s s  i n  commodity p r i c e s   a n d   t h e   s t r o n g  
demand f o r  i m p o r t s ,   t h e   a u t h o r i t i e s   e n v i s a g e  a much lower t r a d e   s u r p l u s  
amounLlng t o  a b o u t  M$3 b i l l L o n ,   t h i s   a s s u m e s   a n   I n c r e a s e  In exports of 
a b o u t  15 p e r   c e n t   a n d   i n   i m p o r t s  of a b o u t  24 p e r   c e n t .   M o r e o v e r ,  a 
f u r t h e r   s h a r p   i n c r e a s e   i n   t h e   d e f i c i t   o n   s e r v i c e s   a n d   t r a n s f e r s  is 
proJected, r e s u l t i n g  in a r e c o r d   c u r r e n t   a c c o u n t   d e f i c l t  of M$3 b i l l i o n  
f o r  1981. T h e   o v e r a l l   b a l a n c e ,   h o w e v e r ,  I S  e x p e c t e d  t o  be b r o a d l y   i n  
e q u i l i b r i u m   r e f l e c t i n g   i n   m a J o r   p a r t   s u b s t a n t i a l   c a p i t a l   i n f l o w s   m a i n l y  
i n  t h e  form of m a r k e t   b o r r o w l n g s   a b r o a d .  

4 .  Econornlc p o l i c i e s  i n  t h e   l o n g e r - t e r m   p e r s , p e c t l v e  

T h e   l a u n c h i n g  of t h e   F o u r t h   M a l a y b i a  P l a n  (FMP) i n   e a r l y  1980 
a f f o r d e d   a n   o p p o r t u n i t y   f o r  a d i s c u s s i o n  of a number  of  economic i s s u e s  
w i t h   t h e   a u t h o r i t i e s  t h a t  have i m p l i c d t i o n s  beyond t h e   i m m e d i a t e  future. 
The FMP sets f o r t h   t h e   g e n e r a l   m a c r o e c o n o m i c   p o l i c y   f r a m e w o r k   a n d   t h e  
main l i n e s  of e c o n o m i c   s t r a t e g y  for t h e   f i r s t  half of t h e  1980s. 
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The bas ic   po l icy   ob jec t ives  of Lhe au thor i t i e s   unde r   t he  FMf involve 
no major  departures from those of  the p d s t  decade:  they are t o  promote 
t h e  fur ther   development   and  divers i f icat ion of the  economy d n d ,  i n  t h i s  
way, t o  Fake f u r t h e r  progress towards a r h i e v e r v n t  of t he  fundanentz! 
socioeconomic  goals  set foLLt1 i n  the New  LCOnomiL P o l i c y ,  d 5  debcrihed 
i n  s e c t i o n  1. In brodd term&, the FMP foresees r i l l  average a n n u d l  growth 
i n  red1 GDP of 7 . 6  per  cent  with  continued  expansion In b o t h  i n d u s t r i a l  
and dg r i cu l tu rd l   p roduc t ion ,  and d further  diVCrSifiCdtiOn o i  the economy. 
The l ead ing   s ec to r  will be manufacturing,  followed by p u b l i c   u t i l i t i e b  
( e l e c t r i c i t y ,   g a s ,  and wa te r ) ,   cons t ruc t ion ,  govcrnmcnt s c r v f c c s ,  d n d  
t r a n s p o r t a t i o n .  The pr incipal   impetus   to   aggregate  dcmdnd i b  t o  come from 
expor tb ,   p r iva te   inves tment ,  and p u b l i c  consumption,  exports a r e  projected 
L O  increase  by about 10 per  cent a year in r e a l  terns w+i le   p r iva t e   i nves t -  
ment  and p u b l i c  consumption  are  targeted f o r  d n n u d l  i nc reases  of 8 per  cent 
and 9 per c e n t ,  r e spec t ive ly .  

While, as noted  above,  the FMP e n t d i l s  no b & i c  depar tures  i n  
economic  philosophy  or  strategy,  certain  changes i n  empharis   are   evident .  
One such  change  involving  development  strategy, and w i t h  p o t e n t i a l  i m p l l -  
c a t i o n s   f o r  other Bectors of the economy, i b  a greater   emphasis  on import 
s u b s t i t u t i o n  i n  heavy i n d u s t r i e s  and in s e r v i c e   I n d u s t r i e s .  As regards 
the  former,   the   Malaysian  authori t ies   bel ieve  that   the   re la t ive  abundance 
of  the  required  resources ,  i n  par t icu lar   energy ,   as   wel l  a b  ttle trend gf 

r e loca t ing  heavy industr ies  i n  deve lop ing   coun t r i e s ,   f avor   t he i r  c s t a b -  
lishment i n  Malaysia.  Horeover, s u c h  i n d u s t r i e s  w o u l d  s t rengthen   l inkages  
w i t h i n  the  manufactur ing  sector .  They are  aware,   however,   that   while  the 
domestic  market  could  support  an  expansion of some heavy i n d u s t r i e s ,  i n  
o the l   cases   there  would a l s o  be a need t o  export   to  reach d v i a b l e   l e v e l  
o f  production. The p o s s i b i l i t i e s  o f  heavy I n d u s t r i e s   r e l o c a t i n g  some of 
t h e i r   a c t i v i t i e s  i n  Malaysia  as  well  as  the  encouragement of J o i n t  ventureg 
a r e  being  explored.  Moreover, a Heavy Industr ies   Corpordt lon  has  been 
e s t ab l i shed  as a p r i v a t e   c o r p o i a t i o n ,  w i t h  an i n i t i a l   c a p i t a l   c o n t l i b u t i o n  
f rom the  Government, i t s  purpose i s  t o  coord lna tc  and  promote d c t r v i t i e s  
i n  this a r e a .  

0 

As regards   the  s h i f t  i n  emphasis  towards  import   substl tutlon I n  heavy 
indus t r i e s ,   t he   s t a f f   exp res sed   t he  view t h a t   t o   t h e   e x t e n t  this promotes 
d i v e r s i f i c a t i o n ,   i n c l u d i n g   l i n k a g e s  w i t h  t h e   e x i s t i n g   l n d u s t r i a l   s t r u c t u r e ,  
i t  will make a contr ibut ion  to   the  development  of the  Malaysian economy. 
Such i n d u s t r i e s   a r e ,  however, t y p i c a l l y  cdpltal-intensive, requ i r e  a 
subs t an t i a l   marke t ,  and i cvolve  the commitment of s u b s t a n t i a l   r e s o u r c e s .  

With regard t o  the   se rv ices   sec tor ,   the   Government ' s   s t ra tegy  1s t o  
promote  import   substi tution and e v e n t u a l l y  expor t s  i n  c e r t a i n   a r e a s ,  in 
p a r t i c u l a r  b h l p p i n g  and Insurance.  The p o s s i b i l l t l e s  I n  t h e s e   a r e a s   a r e  
considered to  be s u b s t a n t i a l  by t h e   a u t h o r i t i e s ,  for  i n s t a n c e ,  i t  i s  
est imated tha, i n  r e spec t  of f re ight   Malaysia   could  earn  about  M$5 b i l l i o n  
by 1985 compared t o  c u r r e n t   r e c e i p t s  of about M$400 mlll ion.  For the 
purpose of encouraging   domest ic   ac t iv l t les  i n  t h i s  f i e l d ,  a Councll on 
Malaysian I n v i s i b l e  Trade  has recently been e s t a b l i s h e d .  0 
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B r o a d l y   s p e a k i n g ,   t h e   l o n g - t e r m   p r o e p e c t 6  of t h e  M a l a y s i a n  economy 
a r e  a € u n c t i o n  of t h r e e  s e t s  of f a c t o r s :   t h e   r e s o u r c e  baee of the economy, 
e x t e r n a l   e c o n o m i c   d e v e l o p m e n t s ,   a n d  economic p o l i c y   m e a e u r e s  of the 
Government .  As r e g a r d s  t h e  f i r s t ,   M a l a y s i a  i s  f o r t u n a t e   i n   b e i n g  endowed 
w i t h  a e t r o n g   r e e o u r c e   b a s e ;  i t  16  now B major world p r o d u c e r   a n d   e x p o r t e r  
of r u b b e r ,   p a l m  oil, t i n ,   a n d   t i m b e r ,   a n d  R n e t   e x p o r t e r  of o i l .  In 
a d d i t i o n  t o  i t s  p r i m a r y   p r o d u c t   b a s e ,  the d i v e r s i f i c a t i o n   t h a t  has t a k e n  
p l a c e   d u r i n g  the p a s t   d e c a d e   h a s   g i v e n   M a l a y s i a  a s i g n i f i c a n t  potent ia l  
i n   m a n u f a c t u r e d   e x p o r t s .  

With r e s p e c t   t o   t h e   s e c o n d   a s p e c t ,   g i v e n  the r e l a t i v e l y  modes t   expan-  
s i o n  e x p e c t e d  for  e c o n o m i c   a c t i v i t y   i n   i n d u s t r i a l   c o u n t r i e s   i n   t h e  years 
a h e a d ,  the m e d i u m - t e r m   p t d s p e c t s  f o r  M a l a y s i d ' s   p r i m a r y   p r o d u c t s  a r e  n o t  
b u o y a n t   d n d ,  ds a l r e a d y   i n d i c a t e d ,  d d e t e r i o r a t i o n   i n   t h e  terms of t r a d e  
it, forecas t  for  t h e  i m m e d i a t e   p e r i o d  ahead .  A s  r e g a r d s   m a n u f a c t u r e d  
e x p o r t s ,   t h e   i n t e r n a t i o n a l   m a r k e t  i s  l i k e l y  t o  become i n c r e a s i n g l y  compe- 
t i t i v e  a s  more c o u n t r i e b   e n t e r   t h e   f i e l d .  A t  t h e  same time, p r o t e c t i o n i s t  
p r e s s u r e s  a r e  l i k e l y   t o   p e r s i s t  i n  a number of major m a r k e t s .  These 
p o t e n t i a l   d e v e l o p m e n t s   p r e s e n t  a c h a l l e n g e  for t h e   M a l a y s i c i n  economy, 
t h e y   u n d e r s c o r e   t h e   i m p o r t a n c e  of  m a i n t a i n i n g   c o m p e t i t i v e   e x p o r t   p r i c e s ,  
of S e e k i n g  new markets, a n d  of b e i n g  a l e r t  t o  c h a n g i n g  patterns of demand 
for  M a l a y s i a ' s   e x p o r t s .  

The c o r n e r s t o n e  of t h e   G o v e r n m e n t ' s   . n a c r o c c o n o m i c   p o l i c y   r e m a i n s  t h e  
p r o m o t i o n  of e c o n o m i c   g r o w t h  i n  an e n v i r o n m e n t  of r e l a t i v e   p r i c e   s t a b i l i t y .  
I n   t h e   f i n a n c i a l  a rea ,  t h i s   i n v o l v e s   p u r s u i t  of p o l i c i e s  t o  meet t h e   n e e d s  
of a n   e x p a n d i n g   e c o n o m y   w h i l e ,  a t  t h e  same time, m i t i g a t i n g  the e f f e c t s  of  
u n d e s i r a b l e   i n t e r n a t i o n a l   d e v e l o p m e n t s   a n d   d i s t u r b a n c e s   t h a t  may t h r e a t e n  
domestic s t a b i l i t y .   T h e   M a l a y s i a n   a u t h o r i t i e s   h a v e  t o  d a t e   d e m o n s t r a t e d  
s k i l l   i n   b o t h  a r eas .  In  p a r t i c u l a r ,   t h r o u g h   t h e   p u r s u i t  of c o u n t e r c y c l i c a l  
f i n a n c i a l   p o l i c i e s ,  t h e y  h a v e   s u c c e e d e d  to  a l arge  e x t e n t   i n   s h i e l d i n g  t h e  
d o m e s t i c   e c o n o m y   f r o m   e x t e r n a l   d i s t u r b a n c e s .   T h e y  a r e  aware t h a t  complete 
i n s u l a t i o n  i s  n o t   f e a s i b l e ;  however, p e r s e v e r a n c e  with p o l i c i e s   t h a t   h a v e  
w i t h s t o o d  t h e  t es t  of e x p e r i e n c e  w i l l  h a v e  a n   i m p o r t a n t   b e a r i n g  for 
s t a b i l i t y   a n d   g r o w t h  i n  t h e   y e a r s   a h e a d .  

111. S t a f f   A p p r a i s a l  

The   Malays ian   economy i n  1980 c o n t i n u e d  I t s  i m p r e s s i v e   r e c o r d  of 
r e c e n t  years I n  a l l  p r i n c i p a l  areas .  O u t p u t   c o n t i n u e d  t o  grow a t  a 
h e a l t h y  r a t e  a n d   t h e  r a t e  of i n f l a t i o n ,   t h o u g h   h i g h e r   t h a n   t h e   r e m a r k a b l y  
low r a t e  of p r e v i o u s   y e a r s ,  was m o d e r a t e  by i n t e r n a t i o n a l   s t a n d a r d s .  
T h e   a u t h o r l t i e s   h a v e   c o n t i n u e d  t o  fo l low p r u d e n t   f i n a n c i a l   p o l i c i e s  
d e s i g n e d  t o  meet t h e   n e e d s  of a n   e x p a n d l n g   e c o n o m y   w h i l e   c o u n t e r a c t i n g  
t h e  i m p a c t  of e x t e r n a l   d i s t u r b a n c e s .   T h e   b a l a n c e  of p a y m e n t s   c o n t i n u e d  
t o  be s t r o n g   w i t h   c a p i t a l   i n f l o w s  more than o f f s e t t i n g  a small c u r r e n t  
a c c o u n t  d e f i c i t  a n d   r e s u l t i n g  i n  an o v e r a l l   s u r p l u s  of M$1 b i l l i o n .  
Exchange  rate policies h a v e   s o u g h t  t o  s m o o t h   o u t   f l u c t u a t i o n s   i n  the  
ra te  w i t h o u t  r e s i s t i ng  b a s i c   m a r k e t   t r e n d s .  In sum, t h e  s taf f  b e l i e v e s  
t h a t  t h e   a u t h o r i t i e s   s h o u l d  be commended fo r  the general  management of 
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the  economy which has cantr ibuted  to   the  favorable   developments   above;  
the  maintenance of vigorous  growth and p r i c e   s t a b i l i t y  has not  only 
fac i l i t a ted   fur ther   p rogress   towards   the   au thor i t ies '   b roader  socioeconomic 
goa l s ,  b u t  has a l s o  made a con t r ibu t ion  t o  in te rna t iona l   ad jus tment .  

The economic prospects   for  1981 a r e ,  on the whole, somewhat less 
favorable  although  the economy should be i n  a pos i t i on  t o  cont inue  the 
expansion of recent   yedrs .  Given the  openness  of the Nalaysian economy 
and i n  p a r t i c u l a r   t h e   v o l a t i l i t y  of i t s  major  export  commodities,  any 
p r o j e c t i o n s   a r e   n e c e s s a r i l y   s u b j e c t   t o  a considerable  margin of e r r o r .  
However, on the basis  of the  expected  stance of economic pol icy and of 
assumptions  regarding  external  developments,   the  staff  i s  i n  broad agree- 
ment w i t h  the  general   expectat ions of the a u t h o r i t i e s .  The countercy- 
c l ica l   approach  of  f l s ca l   po l i cy ,   i nvo lv ing  a  somewhat l a r g e r  budget 
def ic i t   to   compessa te  for weak ex te rna l  demand,  and the  s tance of monetary 
pol icy  involving  an  increase i n  mcney s u p p l y  of about 15 per   cen t   for   the  
year and  a gradual   reduct ion i n  c r ed i t   expans ion ,   a r e   cons i s t en t  w i t h  the 
anticipated  growth i n  real GDP of 7-8 per   cent  and  an i n f l a t i o n   r a t e   o f  
about 7 per cent .  

The balance of payments s i t u a t i o n ,  however, is  expected  to be less 
favorable  i n  1981, i n  view of the continued  weakness i n  the p r i ces  of 
Malaysia 's   major  exports on the  one  hand, and the growing  import  needs 
of the  economy, o n  t he   o tpe r .  The record   cur ren t   account   def ic i t   p ro jec-  
ted f o r  1981 I s  expected  to be largely  covered by capi ta l   Inf lows ,   inc lud-  
ing about M$2 b i l l i o n  i n  exttrnal  market  borrowing;  Malaysia's  outstanding 
ex terna l   debt  and d e b t   s e r v l c e   r a t i o   a r e   r e l a t i v e l y  low  and the   add i t iona l  
borrowing s h o u l d  c r e a t e  no d e b t   s e r v i c i n g   d i f f i c u l t i e s .  The overal l   posi-  
t i o n ,  on the   bas i s  of the above, would be i n  approximate  balance  although 
a t   p r e s e n t   t h e   a u t h o r i t i e s   f o r e s e e  a s m a l l   d e f i c l t .  

I n  view of i t s  dependence on t r ade  and t h e   v a r i a b i l i t y  of i t s  expor t s ,  
Malaysla  has  tradit ionally  maintained a r e l a t ive ly   h igh   l eve l  of exter r r J l  
reserves .  The l eve l  of reserves  i n  terms of imports   has   fa l len i n  the  past  
year   to   the  equivalent  o f  a b o u t  f i v e  months  of imports.  The staff bel ieves  
tha t   the   cur ren t   l eve l  of  reserves   re la t ive  to   imports ,   though  lower than  
i n  previous  years ,  is n o t  a cause  for   concern.  

d h l l e ,  as  the  foregolng  demonstrates,  no issues of c r i t i c a l   c o n c e r n  
confront  the  Malaysian economy a t   p r e s e n t ,   t h e r e   a r e  a number  of mat ters  
affect ing  the  longer- term  prospects   of   the  economy t h a t  may meri t  some 
a t t e n t i o n .  I n  cons ide r ing   t hese   po in t s ,   t he   con t inu ing   t r ans i t i on  of 
Malaysia  into  an  lncrezsingly  open,  developed,  monetized, and so?hls t lca-  
ted economy must  be kept i n  view. As a l ready   ind ica ted ,   the   expor t   sec tor  
1 s  to play a lead ing   ro le  i n  the years  ahead; i n  view of t h e   r e l a t i v e l y  
unfavorable   in te rna t iona l  environment  the  maintenance of export  competi- 
t iveness  will c l e a r l y  rernaln  a mat ter  of high p r io r i ty .  Other   areas   that  
mer l t   a t t eu t ion   l nc lude   t he   p r i ce   con t ro l  mechanism,  and the pro tec t ion  
accorded t o  e x i s t i n g   I m p o r t - s u b s t i t u t i o n   i n d u s t r l e s ,   a s   p o l i c i e s  i n  b o t h  
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area8 have Important implicatione  for  resource  allocation i n  the economy. 
In t h e  monetary area,  the eteff  supports the  greater f l e x i b i l i t y  i n  
domestic  interest  rates evidenced i n  the past year, 
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CHART 2 

MALAYSlA 
EXTERNAL INDICATORS, 1976-80 
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MALAYS I A 

aas lc  Data 1/ 

Area: 
P o p u l a t i o n  (1980): 
Average annual rate  of growth of 

Per capita GNP (1980)  : 
p o p u l a t i o n   ( 1 9 7 6 - 8 0 ) :  

Selected  aggregates  as  per rent  of GNP 2/  

Gross d o m e s t i c   i n v e s t m e n t  3 /  
M a n u f a c t u r i n g   p r o d u c t i o n  
Narrow money 4 /  
Broad  money 47 
Federa l   GoveFnrnen t   r evenue   and   g ra s l t s  
F e d e r a l   G o v e r n m e n t   e x p e n d i t u r e   a n d  

E x p o r t s  of goods and s e r v i c e c  
Imports of goods and s e r v i c e * ,  

- 
- 

net  l e n d i n g  

A n n u a l   p e r c e n t a g e   c h a n g e s  of s e l e c t e d  
e c o n o m i c   I n d i c a t o r s   2 /  - 

Gross n a t i o n a l   p r o d u c t   ( 1 9 7 0   p r i c e s )  
Consumer pr ice  i n d e x  
F e d e r a l   G o v e r n m e n t   r e v e n u e  and g r a n t s  
F e d e r a l   G o v e r n m e n t   e x p e n d i t u r e   a n d  

Narrow money 
Broad money 
M e r c h a n d i s e   e x p o r t s ,  f . 0 . b .  
M e r c h a n d l s e   I m p o r t s ,  f . 0 . b .  

n e t   l e n d i n g  

1 2 7 , 5 8 1  square miles 
13.60 m i l l i o n  

2.7 p e r   r e n t  
SDR 1 , 2 8 8  

1 9 7 6   1 9 7 7  1978 1 9 7 9   1 9 8 0  
" " P  

22.6 24.2 26.4 26.4 30.8 
1 7 . 5  18.0 19.1 20.3 21.0 

47 .2  47.8 50.1 50.7 55.7 
19 .4  19.7 20.6 19.9 19.8 

22.7 25.1 25.3 24.4  28.8 

30.0 32 .8  32.1 27.8 3 7 . 4  
53.8 52.2 52.9 60.5 61.3 
43.0 43.5 47.3  50.7 58 .6  

10.  R 7 . 1  7.0 9.2 8 .2  
2 .6  4 . 7  4.9 3 . 6  6.7 

20.6 27 .0  13.0 18.9 28.6 

17.3 25.7 9.4 6 . 6  44.7 
20.9 16.5 18 .2  17 .2  15.0 

47.2 11 .5  1 3 . 9  41.7 16.9 
14 .8  14 .9  21.4 30.4 33 .9  

27.7  16.4 17.9 24.1  26.7 

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

Broad  money 
Narrow money 
Quasl-money 

Net f o r e i g n  a s s e t s  
N e t  c r e d i t  t o  Government 5/ 
Credit t o  prlvafe  sector  

- 

12.8  1 4 . 9  1 7 . 5  21.7 27.5 
5.3 6 .1  7.2 8.5 9.8 
7.5 8 . 7  10 .3  13.3 1 7 . 8  
5.7 6.3 6.7 9.1 9.3 
1.1 1 . 2  1.0 -0.7 0.5 
7.5 9.0 11.6 14.6 20.2 

" " P  
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Malaysia : Basic Data (Concluded)  

Federal Government   budset  - 6 /  

Kevenue and  gran:s 
E x p e n d i t u r e  and n e t  l e n d i n g  

Of  w h i c h :   c a p i t a l   e x p e n d i t u r e  
Financing r e q u i r e m e n t  

Externa l  borrowing 
Domest ic   borrowing 

Of  whi rh :  banking sys t em 

1976 1977 1978 1979  1980 1981 
""" 

( I n  b i l l i o n e  of r i n R R i t )  

Balance of  payments L/ 
( I n   b i l l i o n s  of SDRs) 

Trade b a l a n c e  
E x p o r t s ,  f .o.b. 
I m p o r t s ,  f.0.b. 

C u r r e n t   a c c o u n t   b a l a n c e  
C a p i t a l   m o v e m e n t s   ( n e t )  
Errors and ommissions 
Over a 11 b a l a n c e  

C e n t r a l  Bank r e s e r v e s  (end of vear) 

I n   b i l l i o n s  of SDRs 
I n  months of i m p o r t s  

1.3 1.3 1 . 2  2.3 1.7 1 . 2  
4.5 5.2 5.9 8 . 3  9.9 11.4 

- 3 . 2  -3 .8  -4 .6  -6.0 - 8 . 2  -10.2 
0.6 0 . 4  0.1 0.8 -0.1 -1.0 
0.4 0.2 0.5 0.4 1.0 1.6 
-0.4 -0.3 -0.4 -0.5 -0.5 -0.5 
0.7 0.3 0.2 0.6  0.4 0.1 

7 . 9  7 . 4   6 . 7  6.4  5.3 4.4 

Sources: Data   p rov ided  by the Malaysian a u t h o r i t i e s  and s t a f f  estimates. 

1/ Components may not a d d   u p   t o   t o t a l s   b e c a u s e   o f  rounding. 
21 Data f o r  1980 are estimates. 
31 I n c l u d e s  changes I n   s t o c k s .  
41 End of year. 
51  F e d e r a l   a n d  State Governments. 
6 1  Data for 1981 are l a t e s t  estimates. 
71 Data f o r  1981 are s t a f f  estimates. 

- 
- 
- 
- 
- - 

a 
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D Malaysia: Rela t ions  with the Fund (AB of April  30, 1981) 

S t a t u s :   A r t i r l e  V I I l .  

Date of Membership: March 7 ,  1958. 

Quota: SDR 379.5 mil l ion.  

Fund holdingu of r i n g g i t :  SDR 263 mil l ion  ( 6 9 . 3  per   rent  C -  quota 

SDR posi e ion: SDR 123.7 mil l ion ,  or 86.9 per cent  of net  cumula- 
t i v e  a l l o r a t i o n  of SDR 139.04 mil l ion.  

Gold d i s t r ibu t ion :  159,165.213 f ine   ounces   ( four   d i s t r ibu t ions) .  

D i rec t   d i s t r ibu t ion  of 
p r o f i t s  from gold sales 
( Ju ly  1, 1976 t o  Ju ly  31, 
1980) : USS29.55 mill ion.  

Exchange sys te  : 

Las t   Ar t i r l e  IV 
consul ta t ion:  

Technical ass i s tance :  

The r i n g g i t  i s  pegged t o  an  undisclosed  composite 
of cur renc ies  of Malaysia's major  trading  pdrtners,  
and the  weighting r e f l ec t s  the  importdnce of t u r -  
r enc le s  used In   se t t lement  a s  well a s  t rade   shares .  
Margins of 2 . 2 5  per cent  are  maintained,  but ocra-  
s iona l ly  and for 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   r a t e  
has  been allowed t o  exceed  margins. The represen-  
t a t ive  exchange r a t e  of t h e   r l n g g l t  under  Rule 0.2 
i s  the  mid-point  between  the  buying  and  selling 
r a t e s  f o r   t h e  U.S. do l l a r   quo ted   a t  noon  on t h e  
Kuala Lumpur forelgrl  exchange market; the  mid-point 
a t  end-1980 was h1$2.2224 per US$l.  Malaysia  has  at" 
cep ted   the   ob l iga t ions  of Art ic le  VIII, Sec t ions  2, 
3 and 4 .  Payments  and t r a n s f e r s   f o r   c u r r e n t   i n t e r -  
national t r ansac t ions  are  f r e e  of r e s t r i c t i o n s  
e x r e p t   t o  Isrdel and South  Africa.   Capital   trans- 
actions above r e r t a l n  llmlts r e q u l r e   p r l o r   a p p r o v d ,  
approvals   are  f reely glven  exrept   for   Investments  
by Malaysian residents I n  Israel  and  South Africa. 

The Executlve Board d i scussed   t he   s t a f f   r epor t  on 
Ju ly  9 ,  1980. S t a f f   d ~ s r u s s l o n s  were held  during 
April 7-15, 1980 (SM/80/134, SM/80 /142) ,  

The Fund has  provlded t e c h n l c a l  ass ls tanc e t o  
Malaysla through i t 5  Asian  Department,  Bureau of 
S t a t i s t i c s ,   C e n t r a l  Banklng  Service,  and  Flscal 
Affairs Department. 
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Malayria: Relatione w i t h  tho IBRD 

( I n  millions of U.S. 40ller8) 

JBRD lending: (AB of December 31, 1980) 

Total debt outstanding: 1,006.3 

Dl abur sed : 489.5 

Total commitments  in 1980: 105.00 

Total  disbursements in 1980: 88.0 

Total  commitments (1976-80) 

Agricultural and rural  development 
Power 
Education 
Transportation 
Urbanization 
Sewage 
Population 

Total 

Technical assistance: 

Recent econmlc and 
sector  missions: 

265.0  
72.0 
73.0 
48.0 
26. 0 
2 1 . 5  
17.0 - 

5 2 2 . 5  

Per cent 

51  
14 
14 
9 
5 
4 
3 - 

100 

The I B R D  provides  technical  assistance 
to Malaysia  through  its  standard  lending 
operations for  projects. In addition, It 
I s  the executing  agency for a large UNDP 
technical  assistance project  designed to 
improve proJect planning. 

Manufacturing  sector mission, February- 
Marrh 1980. Rural  poverty  mission, 
February-March 1979. 




