
September 30, 1974 

To : Members of the  Ekeclrtive b a r d  

From: The Secretary 

Subject: Malaysia - Staff Report on the  1974 ArtTcle VI11 Consultation 

Attached for  consideration by the  Executive Directors is t h e  
staff report  for  t he  1974 Art ic le  VI11 consultetion with Malaysia. 

This subject will be brought t o  t h e  agenda for  discussion on 
a date t o  be announced. 
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The 1974 Article VI11 consultation discussions with Malaysia were held 
in Kuala Lumpur during August 5-16, 1974. The Malaysian representatives were 
led by Tan Sri Ismail bin Mohamed Ali, Governor, Bank Negara Malaysia, and 
Datuk Wong Yoke Meng, Deputy Secretary General to the Treasury, and included 
officials of Bank Negara Malaysia, and the Ministries of Finance, Trade and 
Industry, Labor, the Department of Statistics, the Economic Planning Unit, 
and other government agencies. The staff representatives were Messrs. Andreas 
Abadjis (ASD), E. Sakakibara (ETR), L. De Wulf (FAD), and J. Tillman (ASD). 

I. Background to the Discussions 

The quickening of the pace of economic activity in Malaysia that became 
evident in the second half of 1972, turned into a strong expansion in 1973 
which continued during the first half of 1974. However, this expansion was 
accompanied by rapidly increasing prices, a development that represented a 
sharp departure from a long period of stability and became the major area 
of concern for the Malaysian authorities. The impetus to the expansion came 
from the strongly rising external and domestic demand which was supported by 
a large credit increase. Exports rose by 59 per cent in 1973, mainly because 
of higher prices; higher prices also contributed to the 30 per cent increase 
in imports. Gross official international reserves increased by SDR 199 million 
in 1973, and by SDR 135 million during the first five months of 1974. Malaysia 
became a marginal net exporter of crude oil and oil products in 1973. The con- 
sultation discussions focussed on policy measures for curbing inflationary 
pressures, while maintaining the momentum of economic growth. 

11. Report on Discussions 

I . .  Economic growth, development and employment 

Following a year of moderate growth, gross national product at constant 
prices increased by 10 per cent during 1973 in response to substantially 
higher exports and the expansion of domestic demand. The latter stemmed 
mainly from the private sector, whereas in the two preceding years it had 
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come mainly from the p u b l i c  s e c t o r .  In  1973, p r i v a t e  s e c t o r  f i x e d  investment  
i nc reased  by about 5 p e r  cen t  i n  rea l  terms, i n  c o n t r a s t  t o  a d e c l i n e  of about  
7 per c e n t  over the  prev ious  two years ;  p r i v a t e  consumption expend i tu re s  were 
7 p e r  c e n t  h i g h e r ,  compared w i t h  i n c r e a s e s  of 2 pe r  c e n t  i n  1972, and 4 pe r  
cen t  i n  1971. The Malaysian r e p r e s e n t a t i v e s  s t a t e d  t h a t  g r o s s  n a t i o n a l  product  
i n  r e a l  terms i s  e s t ima ted  t o  i n c r e a s e  by about 7 pe r  cen t  i n  1974. P r i v a t e  
investment  i s  expected t o  remain s t r o n g ,  and expor t s  a r e  expec ted  t o  show a 
s u b s t a n t i a l  i n c r e a s e ,  a l though t h e  r a t e  of growth would be cons ide rab ly  lower 
lower than  i n  1973. 

The Mid-Term Review of t h e  Second Malaysia  P lan ,  1971-75 was publ i shed  
i n  November 1973. During t h e  pe r iod  1971-73, real  output  grew a t  an average  
annual  ra te  of 6.9 pe r  c e n t ,  as  compared with the  P lan  t a r g e t  of 6 .8  p e r  c e n t .  
The average annual ra te  of growth of product ion  i n  the  a g r i c u l t u r a l  s e c t o r  
( 7 . 5  p e r  c e n t )  was lower than  t h e  P lan  t a r g e t ,  l a r g e l y  because of t he  d e c l i n e  
i n  commodity p r i c e s  du r ing  1971-72. However, va lue  added i n  t h e  manufac tur ing  
s e c t o r  grew by an average of 15 .4  p e r  c e n t  per  year  i n  r e a l  terms, exceeding 
t h e  Plan t a r g e t  of 12.5 per  c e n t .  

The Malaysian r e p r e s e n t a t i v e s  s t a t e d  t h a t  p repa ra to ry  work was under way 
f o r  t h e  Thi rd  Malaysia Plan 1976-80. The Plan w i l l  focus on programs t o  reduce  
both  r u r a l  and urban pover ty  and t o  move people  t o  a r e a s  which provide  b e t t e r  
employment o p p o r t u n i t i e s .  In  a g r i c u l t u r e ,  t h e  Plan would a i m  a t  deve loping  a t  
least  one m i l l i o n  acres of new l and .  I n  urban areas emphasis w i l l  be p laced  
on p rov id ing  housing,  h e a l t h ,  and o t h e r  f a c i l i t i e s .  The P lan  w i l l  i nc lude  mea- 
s u r e s  t o  i n c r e a s e  t h e  e f f e c t i v e n e s s  of t h e  fami ly  p lanning  program which i n  
t h e  pas t  was given a low p r i o r i t y  r e l a t i v e  t o  o t h e r  government programs. 

Unemployment i s  e s t i m a t e d  t o  have dec l ined  from 7.5 p e r  c e n t  i n  1970 t o  
7 .3  p e r  c e n t  i n  1973, and i n d i c a t i o n s  are t h a t  the  downtrend h a s  cont inued  
i n  1974. The p rospec t s  fo r  employment growth i n  the  remainder of t h e  p l an  
per iod  are cons idered  promis ing;  t h e  t a r g e t  f o r  t he  annual  r a t e  of j ob  c r e a -  
t i o n  du r ing  the  per iod  1971-75 h a s  been r e v i s e d  upward t o  3 .4  p e r  c e n t  from 
t h e  o r i g i n a l  Plan t a r g e t  of 3 .2  pe r  c e n t .  During the  remaining two y e a r s  of  
t h e  P lan ,  a g r i c u l t u r e  w i l l  account  f o r  28.2 p e r  c e n t  of new employment and 
manufactur ing f o r  24.2 pe r  c e n t .  The land development program c o n t i n u e s  t o  
be t h e  most important  means f o r  expanding a g r i c u l t u r a l  employment. Ln manu- 
f a c t u r i n g ,  emphasis is  p laced  on t h e  e s t a b l i s h m e n t  and expans ion  of l a b o r  
i n t e n s i v e  i n d u s t r i e s  such as  t e x t i l e s ,  e l e c t r o n i c s ,  wood, and rubbe r  p roduc t s ,  
as wel l  a s  t he  d i s p e r s a l  of i n d u s t r y  t o  less developed areas. The a u t h o r i t i e s  
b e l i e v e  t h a t  underemployment h a s  d e c l i n e d  i n  r e c e n t  y e a r s  as a r e s u l t  of t h e  
employment o p p o r t u n i t i e s  c r e a t e d  by t h e  Second Malaysia  P lan  and t h e  c r e a t i o n  
of new i n d u s t r i e s  i n  t h e  p r i v a t e  s e c t o r .  

2. Product ion  

Ln response t o  s t r o n g  o v e r s e a s  demand, p roduc t ion  of major  a g r i c u l t u r a l  
commodities increased  by 15  p e r  c e n t  i n  1973, compared with an  i n c r e a s e  of  
7 p e r  c e n t  i n  1972. Output  of rubbe r  i n c r e a s e d  by 18 pe r  c e n t ,  i n  c o n t r a s t  
t o  an  annual  average i n c r e a s e  of  2 pe r  c e n t  i n  1970-72. The bu lk  of t h e  
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i n c r e a s e  came from sma l lho ld ings  whose ou tpu t  i n c r e a s e d  by 36 per c e n t ;  ou t -  
p u t  from t h e  e s t a t e s ,  which i s  much l e s s  p r i c e  r e spons ive  i n  the s h o r t  r u n ,  
rose by only  3 per c e n t .  During t h e  13-month pe r iod  t o  January  1974, rubber  
p r i c e s  (month ly  ave rage )  i nc reased  by 135 p e r  c e n t ;  however, du r ing  t h e  sub- 
sequent  seven  months they  dec l ined  by more than  one - th i rd .  I n  an e f f o r t  t o  
s t a b i l i z e  p r i c e s ,  t h e  Government advised  i n  J u l y  rubbe r  e s t a t e s  and e x p o r t e r s  
t o  i n c r e a s e  t h e i r  s t o c k s  by 10 per c e n t ,  and i n  t h e  l a t t e r  p a r t  of August t h e  
Government purchased d i r e c t l y  rubber  i n  the  marke t .  The Malaysian r e p r e s e n t a -  
t i v e s  i n d i c a t e d  t h a t  producers  were a b l e  t o  make s a t i s f a c t o r y  p r o f i t s  a t  t h e  
c u r r e n t  p r i c e  of about  MS1.60 per k i l o ,  and t h a t  a t  t h a t  p r i c e  n a t u r a l  rubbe r  
was c o m p e t i t i v e  wi th  s y n t h e t i c  rubber  i n  view of t h e  r e c e n t  l a r g e  i n c r e a s e  
i n  t h e  c o s t s  of s y n t h e t i c  rubbe r .  

During 1968-72, o u t p u t  of palm o i l  had i n c r e a s e d  a t  an average annual  r a t e  
of 27  per c e n t ,  b u t  i n  1973 i t  inc reased  by on ly  11 per c e n t  owing t o  a drought  
t h a t  reduced o u t p u t  i n  t h e  l a t t e r  p a r t  of 1973. However, o u t p u t  i s  expec ted  t o  
i n c r e a s e  by 16 per c e n t  i n  1974 and by 3 1  per c e n t  i n  1975. 
w o r l d ' s  l a r g e s t  p roducer  and e x p o r t e r  of palm o i l .  The a u t h o r i t i e s  con t inue  t o  
pursue v i g o r o u s l y  t h e i r  program of i n c r e a s i n g  t h e  a r e a  under o i l  palm by c l e a r -  
i ng  and developing  new land .  F a c i l i t i e s  f o r  p r o c e s s i n g  c rude  palm o i l  i n t o  
r e f i n e d  o i l  and hydrogenated products  a r e  be ing  expanded. 

Malaysia  is t h e  

Product  i o n  of t imber  , which had expanded s u b s t a n t i a l l y  i n  1972, cont inued  
t o  i n c r e a s e  a t  a r a p i d  ra te  i n  1973; t h e  r ise  i n  t imber  p r i c e s  made t i m b e r  t h e  
second l a r g e s t  e x p o r t  e a r n e r ,  accoun t ing  f o r  21 per  c e n t  of e x p o r t s .  Output 
of t imber  i n  1974 may be  c l o s e  t o  t h e  1973 l e v e l ,  bu t  i n  1975 it i s  expec ted  
t o  i n c r e a s e  c o n s i d e r a b l y .  To ensu re  t h e  long-term development of t h e  f o r e s t r y  
i n d u s t r y ,  t h e  N a t i o n a l  F o r e s t r y  Counci l  has  dec ided  t o  e s t a b l i s h  permanent 
f o r e s t  r e s e r v e s  i n  which h a r v e s t i n g  w i l l  be based on t h e  p r i n c i p l e  of s u s t a i n e d  
y i e l d  management. The Government encourages  t h e  growth of i n t e g r a t e d  t i m b e r  
based i n d u s t r i e s  as p a r t  of i t s  p o l i c y  of promoting i n d u s t r i e s  us ing  l o c a l  raw 
mater  i a 1 s . 

Produc t ion  of rice i n c r e a s e d  by 8 p e r  c e n t  i n  1973 and i s  expected t o  
r ise  by 10 per c e n t  i n  1974. The ac reage  p l a n t e d  has  been expanded and 
y i e l d s  have r i s e n  owing t o  t h e  wider  use  of f e r t i l i z e r s  and improved seeds. 
In view of t he  r e c e n t  worldwide food s h o r t a g e s ,  t h e  Government has r a i s e d  
t h e  s e l f - s u f f i c i e n c y  t a r g e t  f o r  r i c e  from 90 per c e n t  t o  100 per  c e n t ;  t h i s  
t a r g e t  i s  expected t o  be met f o r  West Malays ia  by 1976, and f o r  Malaysia  a s  
a whole by 1980. It is planned t o  i n c r e a s e  t h e  area under  double  cropping 
and t o  develop new areas for r i c e  c u l t i v a t i o n .  In 1973, r i c e  ou tpu t  
m e t  82 per c e n t  of domestic consumption. S i n c e  November 1973, t h e  Rice 
Author i ty  has r a i s e d  i n  s e v e r a l  s t e p s  i t s  buying  p r i c e  of paddy from fa rmers  
from MS16 per  p i c u l  - l / t o  a range of M$29 t o  M$31 per p i c u l  i n  August 1974. 

Malaysia became s e l f - s u f f i c i e n t  i n  o i l  i n  1972 and i s  a t  p re sen t  pro- 
ducing about 95,000 b a r r e l s  per day of low s u l p h u r  c rude .  I n  1975 p roduc t ion  
i s  expected t o  r ise t o  abou t  135,000 b a r r e l s  p e r  day, and by 1979 i t  may r e a c h  
500,000 b a r r e l s  per day. A n a t i o n a l  pe t ro l eum company ( P e t r o n a s )  i s  be ing  

- 1/ 1 p i c u l  = 133.33 l b s .  
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e s t a b l i s h e d ,  i n  which t h e  ownership of petroleum r e s e r v e s  i n  Malaysia  w i l l  be 
v e s t e d .  T h e  e x i s t i n g  e x p l o r a t i o n  and e x p l o i t a t i o n  agreements w i l l  be tu rned  
i n t o  product ion  s h a r i n g  arrangements .  Natura l  gas r e s e r v e s  have been found 
o f f s h o r e  i n  West Malaysia and Sarawak. There are p l ans  t o  c o n s t r u c t  a p i p e l i n e  
t o  d i s t r i b u t e  n a t u r a l  gas throughout  West Malaysia ,  and c o n s t r u c t i o n  of a l a r g e  
LNG p l an  i n  Sarawak i s  expected t o  commence i n  1975. 

Product ion  of t i n - in -concen t r a t e s  i s  expected t o  d e c l i n e  by 3 per c e n t  
i n  1974. However, i n  1975 product ion  may i n c r e a s e  by 2 p e r  cen t  because i t  
i s  expected t h a t  two new dredges w i l l  commence o p e r a t i o n  and,  because of t h e  
h i g h e r  p r i c e s ,  c e r t a i n  marginal  g r a v e l  pump mines w i l l  go i n t o  product ion .  

\ 
Manufactur ing ou tpu t  i n  West Malaysia  inc reased  by 20 p e r  cen t  i n  1973, 

compared with a r i s e  of 1 2  per  cen t  i n  1972. Product ion  i n c r e a s e s  were 
recorded  i n  p r a c t i c a l l y  a l l  i n d u s t r i e s .  During 1974 manufactur ing ou tpu t  
i s  expected t o  r i s e  by 15 per  c e n t .  The Malaysian r e p r e s e n t a t i v e s  s t a t e d  
t h a t  i n d u s t r i a l  development po l i cy  accorded p r i o r i t y  t o  t h e  fo l lowing  types  
of i n d u s t r i e s :  ( a )  expor t -o r i en ted ;  ( b )  l a b o r - i n t e n s i v e ;  ( c )  i n d u s t r i e s  
based on l o c a l  r e s o u r c e s ;  and ( d )  i n d u s t r i e s  t h a t  upgrade l o c a l  s k i l l s  
and in t roduce  new technology.  

3 .  P r i c e s  and wages 

During 1973, t h e  consumer p r i c e  index inc reased  by 18 per  c e n t ,  com- 
pared with a r i s e  of 4 per c e n t  i n  1972. Over t h e  f i r s t  s ix  months of 1974, 
t h e  index inc reased  by 7 per c e n t ,  and i n  June  1974 i t  was 18 per  c e n t  
h i g h e r  than  a yea r  e a r l i e r .  During the 12-month per iod  t o  June 1974, t h e  
food component, which c a r r i e s  a weight  of 47 p e r  c e n t ,  recorded  t h e  l a r g e s t  
i n c r e a s e  of 29 per  c e n t .  The s u b s t a n t i a l  r i s e  i n  p r i c e s  was a t t r i b u t a b l e  t o  
e x t e r n a l  f a c t o r s ,  and a l s o  to t h e  s t r o n g  growth of domest ic  demand which was 
suppor ted  by t h e  l a r g e  c r e d i t  expansion.  

The Malaysian r e p r e s e n t a t i v e s  s t a t e d  t h a t  i n f l a t i o n  had become a major 
economic problem, and t h e  a u t h o r i t i e s  were concerned about  t h e  impact of a 
prolonged r ise  on t h e  p u b l i c ' s  p r i c e  e x p e c t a t i o n s .  
p r i c e  i n c r e a s e s  were in t roduced  d u r i n g  1973 and i n  e a r l y  1974. These inc luded  
s t e p s  t o  t i g h t e n  bank l i q u i d i t y  and i n c r e a s e  i n t e r e s t  ra tes ,  encourage imports  
by removing quo tas  and r educ ing  t a r i f f s ,  a campaign t o  curb  p r o f i t e e r i n g  and 
hoard ing  of e s s e n t i a l  commodities,  i m p o s i t i o n  of a land s p e c u l a t i o n  t a x ,  con- 
t r o l s  on expor t s  of c e r t a i n  commodities,  and measures t o  i n c r e a s e  domest ic  
p roduc t ion  of goods i n  s h o r t  supply.  I n  A p r i l  1974, a package of f i s c a l  and 
c r e d i t  measures was in t roduced  which inc luded  more p r o g r e s s i v e  t a x e s  on 
e x p o r t s  and a c e i l i n g  on t o t a l  c r e d i t .  The s t a f f  team remarked t h a t  bo th  t h e  
c r e d i t  c e i l i n g  and t h e  expor t  taxes were a p p r o p r i a t e  measures ,  but  s i n c e  t h e  
e x p o r t  boom had commenced toward t h e  end of 1972, and c r e d i t  and monetary 
expansion had a c c e l e r a t e d  s i n c e  t h e  second h a l f  of 1972, t h e  e f f e c t i v e n e s s  
of  t h e s e  measures would have been enhanced had they  been t aken  e a r l i e r .  

Measures t o  moderate 

The Malaysian r e p r e s e n t a t i v e s  po in t ed  ou t  t h a t  t h e r e  were s i g n s  t h a t  
demand p r e s s u r e s  were modera t ing ,  and t h e  i n c r e a s e  i n  p r i c e s  had d e c e l e r a t e d  
i n  r e c e n t  months; t h e  consumer p r i c e  index  i n c r e a s e d  by 18 per  c e n t  i n  t h e  
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12-month per iod  t o  June  1974, whereas i n  the  12-month per iod  t o  March 1974 
i t  had inc reased  by 24 per  c e n t .  However, t h e  s h a r p  i n c r e a s e  ( 2 0  per  c e n t )  
i n  import  p r i c e s  d u r i n g  t h e  f i r s t  fou r  months of t h i s  yea r  was a matter of 
concern.  I f  t he  i n c r e a s e  i n  import p r i c e s  slowed down, t h e  Malaysian au tho r -  
i t i e s  expec ted  t h a t  t h e  consumer p r i c e  index would show a smaller r ise d u r i n g  
t h e  second h a l f ,  so t h a t  du r ing  t h e  f u l l  yea r  1974 t h e  consumer p r i c e  index 
would show an  i n c r e a s e  of about  11 per c e n t .  Although t h e  Government s u b s i d i z e s  
on ly  one commodity, r i c e ,  1/ a number of e s s e n t i a l  commodities are s u b j e c t  
t o  p r i c e  c o n t r o l ;  t h e  s t a f i  team f e l t  t h a t  p r e s s u r e s  f o r  s u b s t a n t i a l  p r i c e  
i n c r e a s e s  f o r  some of t h e s e  commodities might deve lop  i n  t h e  nea r  f u t u r e .  
The p rogres s  made i n  l i b e r a l i z i n g  impor ts  was commendable, and the  s t a f f  team 
hoped t h a t  t h e  s t u d y  i n  p rogres s  on the  e f f e c t i v e  r a t e  of p r o t e c t i o n  of domes- 
t i c  i n d u s t r i e s  would guide  t h e  a u t h o r i t i e s  as t o  what f u r t h e r  l i b e r a l i z a t i o n  
measures  should  be t a k e n .  

Malaysia  does n o t  compile an  index on wages, b u t  a v a i l a b l e  in fo rma t ion  
i n d i c a t e s  t h a t  wage i n c r e a s e s  d u r i n g  t h e  p a s t  yea r  have not  been an an auton- 
omous i n f l a t i o n a r y  f a c t o r ;  they  have,  g e n e r a l l y ,  compensated f o r  the  p r i c e  
i n f l a t i o n  t h a t  had a l r e a d y  t aken  p l ace .  The Malays ian  r e p r e s e n t a t i v e s  s a i d  
t h a t  i n  October  1973, t h e  Government had in t roduced  s p e c i a l  a l lowances f o r  
lower pa id  workers  and t h e s e  served  as a g u i d e l i n e  f o r  s i m i l a r  i n c r e a s e s  i n  
t h e  p r i v a t e  i n d u s t r y .  I n  Malays ia ,  on ly  about  10 pe r  c e n t  of t he  workers are 
o rgan ized ,  but wage i n c r e a s e s  i n  t h e  unorganized s e c t o r  u s u a l l y  fo l low t h o s e  
of t h e  organized  s e c t o r .  However, t h e  l o s s  of man-days because of s t r i k e s  
has  i n c r e a s e d  t h i s  y e a r ,  and p r e s s u r e  f o r  l a r g e r  wage awards may b u i l d  up i n  
t h e  nea r  f u t u r e .  

4 .  F i s c a l  p o l i c i e s  

The Malaysian r e p r e s e n t a t i v e s  i n d i c a t e d  t h a t  d u r i n g  t h e  p a s t  few y e a r s  
the  f e d e r a l  budget had been used bo th  a s  a means of implementing t h e  Second 
Malaysia  P lan  and as an  a n t i c y c l i c a l  i n s t rumen t .  They po in ted  o u t  t h a t  i n  
1972, a yea r  of s l a c k e n i n g  of domest ic  economic a c t i v i t y ,  t h e  o v e r a l l  f e d e r a l  
budget d e f i c i t  i n c r e a s e d  by 29 p e r  c e n t ,  r e a c h i n g  30 p e r  c e n t  of t o t a l  expen- 
d i t u r e s ,  while i n  1973,  when demand p r e s s u r e s  i n  the economy had s t a r t e d  t o  
b u i l d  up, t h e  f e d e r a l  d e f i c i t  had been reduced by 17 p e r  c e n t  t o  23 per  c e n t  
of t o t a l  e x p e n d i t u r e s .  The s t a f f  r e p r e s e n t a t i v e s  no ted  t h a t  t h e  o r i g i n a l  1974 
budget ,  which had been prepared  a t  a t i m e  of a c c e l e r a t i n g  i n f l a t i o n a r y  pres -  
sures ,  provided f o r  a d e f i c i t  of MS1.4 b i l l i o n , 2 /  or about  M$300 m i l l i o n  more 
t h a n  i n  1973; they  i n q u i r e d  whether  t h i s  r e f l e c t e d  a change i n  the  Government's 
po l i cy  r ega rd ing  t h e  r o l e  of t h e  budget i n  demand management. The Malaysian 
r e p r e s e n t a t i v e s  s t a t e d  t h a t  t h e  1974 budget  had been drawn up du r ing  a p e r i o d  
of g r e a t  u n c e r t a i n t y  wi th  r e g a r d  t o  t h e  p r o s p e c t i v e  s t a t e  of t he  economy and 
t h a t ,  owing t o  h i g h e r  p r i c e s  and t h e  need t o  meet t h e  t a r g e t s  se t  by t h e  
Development P lan ,  c e r t a i n  i n c r e a s e s  i n  t o t a l  e x p e n d i t u r e  were unavoidable .  
Moreover, when t h e  budget  was formula ted  t h e  demand p r e s s u r e s  emanating from 
t h e  domest ic  economy were no t  c l e a r l y  r ecogn ized ,  and t h e  p r e v a i l i n g  view was 

- 1/ 
2/ On September 18, 1974, t h e  exchange ra te  was M$2.8698 = SDR 1, and 

Imported r ice  i s  s o l d  a t  a s u b s i d i z e d  p r i c e  by a government agency. 

M$T.4148 = US$l. 
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t h a t  imported i n f l a t i o n  was the  p r i n c i p a l  c o n t r i b u t i n g  f a c t o r  t o  t h e  p r i c e  
i n c r e a s e s .  They i n d i c a t e d  t h a t  t he  Government had not  changed i t s  s t ance  
r e g a r d i n g  the  use  of t h e  budget a s  a n  ins t rument  of a n t i c y c l i c a l  p o l i c y ,  and 
r e f e r r e d  t o  t h e  measures taken  i n  A p r i l  1974, which inc reased  t h e  progres-  
s i v i t y  of expor t  t a x e s  and c u r t a i l e d  less  u rgen t  expend i tu re s .  It was estimated 
t h a t  t h e s e  measures would reduce the  f e d e r a l  budget d e f i c i t  f o r  1974 by about  
M$170 m i l l i o n .  

D i scuss ing  t h e  es t imated  expansion of development expend i tu re s  i n  1974 
(52  per  c e n t ) ,  t h e  Malaysian r e p r e s e n t a t i v e s  remarked t h a t  t h e i r  growth i n  
1973 (10 pe r  c e n t )  had been l i m i t e d  by t h e  i n a b i l i t y  of c o n t r a c t o r s  t o  com- 
p l e t e  t h e i r  work on schedule  owing t o  supply s h o r t a g e s  and inc reased  p r i c e s ,  
and by a d m i n i s t r a t i v e  shortcomings.  They s t a t e d  t h a t ,  a l though measures had 
been t aken ,  t h e s e  problems had not  been comple te ly  overcome, and t h e r e  would 
probably be de l ays  i n  t h e  implementation of c e r t a i n  p r o j e c t s  i n  1974. 

Turning t o  t h e  1975 budget,  t h e  Malaysian r e p r e s e n t a t i v e s  s t a t ed  t h a t  i t s  
p r e p a r a t i o n  was s t i l l  a t  a p re l imina ry  s t a g e .  Curren t  expend i tu re s  were ex- 
pected t o  be set  a t  a l e v e l  about 15 per c e n t  h ighe r  than  those  i n  1974, bu t  
p r ice  i n c r e a s e s  might r e q u i r e  an  upward r e v i s i o n  of t h i s  t a r g e t .  The develop-  
ment budget e s t i m a t e s  would t ake  account  of t h e  requi rements  of t h e  Second 
Malaysia  P lan  and would a l low f o r  con t inu ing  i n f l a t i o n .  The s t a f f  team s t a t e d  
t h a t  s i n c e  s t r o n g  demand p res su res  were l i k e l y  t o  p r e v a i l  du r ing  t h e  per iod  
ahead,  a p o l i c y  of r e s t r a i n t  should be observed i n  p repa r ing  t h e  1975 budget .  
For t h i s  purpose tax  revenues should be  s u b s t a n t i a l l y  inc reased ,  e s p e c i a l l y  i n  
view of t h e  growing requi rements  f o r  c u r r e n t  and development expend i tu re s .  The 
s t a f f  team remarked f avorab ly  on t h e  Government's i n t e n t i o n  t o  in t roduce  pro- 
cedures  f o r  c o l l e c t i n g  income taxes on a c u r r e n t  b a s i s  and s t a t e d  t h a t  t h i s  
would no t  on ly  enhance t h e  a n t i c y c l i c a l  impact of t h e  budget ,  but  would a l s o  
i n c r e a s e  t a x  revenue du r ing  the  f i r s t  year of i t s  i n t r o d u c t i o n .  The s t a f f  
team a l s o  d i scussed  ways of improving t h e  assessment  and c o l l e c t i o n  of t a x e s  
on p a r t n e r s h i p  income. However, i n  view of t h e  u n c e r t a i n t i e s  sur rounding  t h e  
world economic ou t look  and the  v o l a t i l i t y  of t h e  p r i c e s  of Malaysian primary 
e x p o r t s ,  t h e  s t a f f  t e a m  s t r e s s e d  t h e  need f o r  f l e x i b i l i t y  i n  f i s c a l  p o l i c y  
du r ing  1975. For t h i s  purpose ,  i t  would be u s e f u l  t o  formula te  i n  advance 
a l t e r n a t i v e  e x p e n d i t u r e  programs which could  be implemented promptly i f  i t  
became necessa ry  t o  s t i m u l a t e  economic a c t i v i t y .  

The Malaysian r e p r e s e n t a t i v e s  i n d i c a t e d  t h a t  import  d u t i e s  and quo tas  on 
some goods produced l o c a l l y  had been reduced o r  e l i m i n a t e d  du r ing  t h e  p a s t  
year.  However, t hey  recognized t h e  need f o r  a s y s t e m a t i c  c o s t - b e n e f i t  a p p r a i s a l  
of t h e  whole range  of p o l i c y  instruments-- investment  i n c e n t i v e s ,  expor t  incen-  
t i v e s ,  import  duty exemptions f o r  raw mater ia ls ,  and t a r i f f  p r o t e c t i o n  and 
quotas-- that  are in t ended  t o  encourage i n d u s t r i a l  inves tment .  They s t a t e d  t h a t  
such an  a p p r a i s a l ,  focuss ing  on t h e  l e v e l  of e f f e c t i v e  p r o t e c t i o n  g r a n t e d ,  
r e s o u r c e  a l l o c a t i o n  and revenue foregone ,  i s  p r e s e n t l y  under way, and t h a t  t h e  
a u t h o r i t i e s  were w a i t i n g  f o r  t h e  r e s u l t s  of t h i s  s t u d y  b e f o r e  t a k i n g  a c t i o n .  

Turning t o  t h e  f i n a n c i n g  of t h e  f e d e r a l  government 's  d e f i c i t ,  t h e  s t a f f  
r e p r e s e n t a t i v e s  noted t h e  inc reased  r e l i a n c e  on f i n a n c i n g  by c a p t i v e  i n s t i t u -  
t i o n s ,  p a r t i c u l a r l y  t h e  Employees P rov iden t  Fund (EPF). The Malaysian repre-  
s e n t a t i v e s  s t a t e d  t h a t  they were aware of t h i s  dependency, and t h a t  i n  l i g h t  
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of t h e  r e l a t i v e l y  low i n t e r e s t  r a t e s  a v a i l a b l e  t o  h o l d e r s  of government s e c u r i -  
t i e s  t h i s  p r a c t i c e  depressed  t h e  r e t u r n  a v a i l a b l e  t o  t h e  EPF c o n t r i b u t o r s .  The 
s t a f f  r e p r e s e n t a t i v e s  suggested t h a t  t h e  Malaysian a u t h o r i t i e s  should inves-  
t i g a t e  t h e  p o s s i b i l i t y  of widening t h e  market f o r  government s e c u r i t i e s  and 
stressed t h e  importance of making them a t t r a c t i v e  i n  terms of m a t u r i t y  s t r u c -  
t u r e ,  and i n t e r e s t  r a t e s .  It would a l s o  be  d e s i r a b l e  i f  p u b l i c  c o r p o r a t i o n s ,  
t h a t  depend l a r g e l y  on t h e  budget f o r  t h e i r  c a p i t a l  requi rements ,  would i s s u e  
d e b e n t u r e s  t h a t  could be s o l d  t o  t h e  EPF and t h e  market .  

5. Monetary develoDments and D o l i c i e s  

The 10-year p e r i o d  t o  1 9 7 1  was c h a r a c t e r i z e d  by r e l a t i v e  pr ice  s t a b i l i t y  
and moderate growth i n  t h e  money supply:  consumer p r i c e s  had i n c r e a s e d ,  on t h e  
average ,  by 1 per c e n t ,  and money supply by 4 per  c e n t .  However, i n  t h e  second 
h a l f  of 1972 a new t r e n d  became d i s c e r n i b l e  as monetary expansion and p r i c e  in- 
c r e a s e s  began t o  a c c e l e r a t e ;  t h i s  uptrend gained momentum i n  1973. 

During 1973, money supply increased  by 38 per  c e n t ,  and t o t a l  l i q u i d i t y  
(money p l u s  quasi-money) by 31 per  c e n t .  Bank c r e d i t  t o  t h e  p r i v a t e  s e c t o r  
was t h e  main expansionary f a c t o r ;  i t  rose by M$1,571 m i l l i o n  (52 p e r  c e n t )  re- 
f l e c t i n g  t h e  upsurge i n  economic a c t i v i t y .  A t  t h e  same t i m e  n e t  f o r e i g n  a s s e t s  
of t h e  banking system i n c r e a s e d  by M$317 m i l l i o n .  Net l e n d i n g  t o  t h e  p u b l i c  
s e c t o r  i n c r e a s e d  by o n l y  M$129 m i l l i o n ,  compared wi th  M$287 m i l l i o n  i n  1972. 
It should be noted t h a t  fo l lowing  t h e  c r e d i t  measures announced on December 
1 7 ,  1973, t h e r e  were abnormally l a r g e  drawings on u n u t i l i z e d  o v e r d r a f t s  d u r i n g  
t h e  l a s t  week of December which a r t i f i c i a l l y  i n f l a t e d  t h e  expansion of c r e d i t  
and l i q u i d i t y  d u r i n g  t h a t  y e a r .  

The Malaysian r e p r e s e n t a t i v e s  r e f e r r e d  t o  t h e  measures  taken  s i n c e  mid- 
1973 t o  r e s t r a i n  monetary expansion,  which inc luded:  ( a )  an  i n c r e a s e  i n  t h e  
minimum l i q u i d i t y  r a t i o  of commercial banks from 20.0 p e r  c e n t  t o  25.0 p e r  
c e n t ;  ( b )  an  i n c r e a s e  i n  t h e  s t a t u t o r y  r e s e r v e s  of commercial banks from 
8 . 5  p e r  c e n t  t o  10.0 p e r  c e n t  of t o t a l  d e p o s i t s ;  ( c )  a n  i n c r e a s e  i n  t h e  s t a t u -  
t o r y  r e s e r v e s  of borrowing companies (consumer f i n a n c e  companies) from 2.5 per  
c e n t  t o  7.0 per  c e n t  of t o t a l  d e p o s i t s ;  and ( d )  i n c r e a s e s  i n  t h e  banks '  prime 
lending  r a t e  from 8.0 per  c e n t  t o  10 .0  p e r ,  c e n t  and i n  t h e  3-month t o  12-month 
r a t e s  on f i x e d  d e p o s i t s  t o  a range of 6.5 p e r  c e n t  t o  9 .0  p e r  c e n t .  Moreover, 
i n  A p r i l  1974, t h e  a u t h o r i t i e s  d i r e c t e d  commercial banks t o  l i m i t  c r e d i t  expan- 
s i o n  d u r i n g  t h e  f u l l  y e a r  1974 t o  20 per  c e n t  of t h e  December 1973 l e v e l .  I n  
J u l y ,  c e r t a i n  l o a n s ,  i n c l u d i n g  small l o a n s  under t h e  C r e d i t  Guarantee Scheme 
and loans  of government i n s t i t u t i o n s  approved by t h e  C e n t r a l  Bank, were exempted 
from t h e  c e i l i n g ;  t h e s e  exemptions could  add about  5 p e r c e n t a g e  p o i n t s  t o  t h e  
t a r g e t e d  c r e d i t  expans ion .  The Malaysian r e p r e s e n t a t i v e s  s t a t e d  t h a t  t h e  above 
measures had c o n t r i b u t e d  t o  t h e  d e c e l e r a t i o n  of monetary expansion d u r i n g  t h e  
f i r s t  h a l f  of 1974. During t h e  f u l l  y e a r ,  money was expec ted  t o  i n c r e a s e  by 
15-20 p e r  c e n t  and t o t a l  l i q u i d i t y  by 20-25 per  c e n t .  They f e l t  t h a t  c r e d i t  
and monetary expans ion  had been brought  under  c o n t r o l ,  b u t  t h e  a u t h o r i t i e s  
were concerned about  t h e  cont inued  r i s e  i n  import  p r i c e s .  

The Malaysian r e p r e s e n t a t i v e s  s a i d  t h a t  t h e  c r e d i t  c e i l i n g  in t roduced  i n  
A p r i l  1974 had o p e r a t e d  e f f e c t i v e l y ,  a l t h o u g h  t h e  o v e r d r a f t  sys t em had c r e a t e d  
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some d i f f i c u l t i e s  because u n u t i l i z e d  o v e r d r a f t  f a c i l i t i e s  had been r e l a t i v e l y  
l a r g e ;  t h e  C e n t r a l  Bank cont inued t o  favor  s h i f t i n g  t o  terms loans ,  and over  
t he  pas t  year the  p o r t i o n  of term loans  t o  t o t a l  loans  had reached 17 per c e n t .  
The C e n t r a l  Bank was s tudying t h e  p o s s i b i l i t y  of engaging i n  open market opera-  
t i o n s ,  probably by i s s u i n g  i t s  own s e c u r i t i e s  f o r  t h i s  purpose.  The s t a f f  team 
s a i d  t h a t  such a s t e p  would s t r e n g t h e n  t h e  Bank's a b i l i t y  t o  c o n t r o l  c r e d i t  
and make p o s s i b l e  a more f l e x i b l e  i n t e r v e n t i o n  i n  the expanding money marke t .  
In t h i s  c o n t e x t ,  they  pointed o u t  t h e  d e s i r a b i l i t y  of narrowing t h e  wide f l u c -  
t u a t i o n s  i n  in t e rbank  ra tes  t h a t  had occurred  i n  r e c e n t  months. 

The Malaysian r e p r e s e n t a t i v e s  s t a t ed  t h a t  i n t e r e s t  ra tes  on sav ings  and 
time d e p o s i t s  had been inc reased  du r ing  t h e  p a s t  year  i n  o rde r  t o  encourage 
sav ings .  The C e n t r a l  Bank favored a g radua l  s h i f t  t o  market-determined i n t e r -  
es t  ra tes ;  i n  1973, t h e  c e i l i n g s  on i n t e r e s t  r a t e s  paid by commercial banks on 
f i x e d  d e p o s i t s  wi th  a ma tu r i ty  of two y e a r s  o r  more, a s  wel l  as a l l  c e i l i n g s  
on i n t e r e s t  r a t e s  pa id  by borrowing companies on f ixed  d e p o s i t s ,  were l i f t e d .  
A l s o ,  t h e  t a p  s y s t e m  of i s s u i n g  Treasury  b i l l s  was r ep laced  by weekly t e n d e r s .  
Although bo th  d e p o s i t  and lending  rates i n  Malaysia  have inc reased  dur ing  t h e  
pas t  18 months,  they remain lower than  i n  many o t h e r  c o u n t r i e s .  

The Malaysian r e p r e s e n t a t i v e s  r e f e r r e d  t o  the  d i v i s i o n  of t he  s t o c k  
exchange of Malaysia  and Singapore  and t h e  e s t ab l i shmen t  of a s e p a r a t e  
Malaysian s t o c k  exchange i n  May 1973. This  s t e p  was taken  i n  o rde r  t o  deve lop  
a s t r o n g  n a t i o n a l  c a p i t a l  market which could  se rve  t h e  c o u n t r y ' s  development 
o b j e c t i v e s  and provide  long-term investment  funds.  I n  A p r i l  1974, two new 
merchant banks were inco rpora t ed ,  b r i n g i n g  t h e  t o t a l  number t o  seven.  These 
banks provide  c o r p o r a t e  f i n a n c i n g ,  management s e r v i c e s ,  f i n a n c i a l  investment  
a d v i c e ,  and act  as  unde rwr i t e r s .  The Malaysian r e p r e s e n t a t i v e s  added t h a t  t h e  
Kuala  Lumpur f o r e i g n  exchange marke t ,  both f o r  spo t  and forward t r a n s a c t i o n s ,  
had developed q u i t e  s a t i s f a c t o r i l y  s i n c e  May 1973, when t h e  arrangement f o r  
t h e  free i n t e r c h a n g e a b i l i t y  of t h e  Malaysian and Singapore  c u r r e n c i e s  a t  pa r  
was t e rmina ted .  

6 .  Ex te rna l  p o s i t i o n  and p o l i c i e s  

I n  1973, Ma lays i a ' s  ba l ance  of payments was c h a r a c t e r i z e d  by a subs tan-  
t i a l  i n c r e a s e  i n  t h e  t r a d e  s u r p l u s  which more than  o f f s e t  t h e  l a r g e r  n e t  
payments on s e r v i c e s  and t r a n s f e r s ;  consequen t ly ,  t h e  c u r r e n t  account  showed 
a s u r p l u s  of SDR 1 1 7  m i l l i o n  i n  c o n t r a s t  t o  a d e f i c i t  of SDR 257 m i l l i o n  i n  
1972 (Table  1 ) .  Expor ts  i n c r e a s e d  by 59 p e r  c e n t  i n  1973 because of subs tan-  
t i a l l y  h i g h e r  p r i c e s  f o r  t h e  major expor t  commodities and an expans ion  i n  t h e  
expor t  volume. Impor ts  r o s e  by 30 p e r  c e n t  owing t o  h i g h e r  p r i c e s  and s t r o n g  
domest ic  demand. Desp i t e  t h e  smaller n e t  i n f l o w  of c a p i t a l  and t h e  l a r g e  
nega t ive  e n t r y  i n  " e r r o r s  and omiss ions ,"  t h e  ba l ance  of payments recorded  a n  
o v e r a l l  s u r p l u s  (as  measured by monetary movements) of  SDR 98 mi l l ion- - the  
s i x t h  consecu t ive  ba l ance  of payments s u r p l u s .  In  1973,  Malaysia  was a n e t  
e x p o r t e r  of c rude  o i l  and p roduc t s  i n  t h e  amount of SDR 4 . 3  m i l l i o n .  



Table 1. Malaysia:  Summary of Balance of Payments, 1970-74 

( I n  m i l l i o n s  of S D R s )  

1974 
1970 1971 1972 1973 P r o j e c t i o n  

Expor ts  

Impor ts  

Trade ba lance  

Net s e r v i c e s  and t r a n s f e r s  

Curren t  account  

Net nonmonetary c a p i t a l  

E r r o r s  and omissions 

A l l o c a t i o n s  of SDRs 

T o t a l  

Monetary movements ( i n c r e a s e  -1 

1,668 

1 ,352  

316 

-347 

-3 1 

97 

-4 7 

2 1  

40 

-4 0 

1 , 618 

1 , 386 

232 

-337 

-105 

212 

-67 

20 

60 

-60 

- 

1,567 

1 , 474 

93 

-350 

-257 

247 

40 

20 

50 

-50 

2,493 

1 ,917  

576 

-459 

117  

146 

-165 

-- 

98 

-98 

3 ,210  

2,805 

405 

-560 

-155 

86 

34 

-- 

-34 

34 

Source: C e n t r a l  Bank of Malays ia .  

Regarding ba lance  of payments developments  du r ing  1974, t h e  Malaysian 
r e p r e s e n t a t i v e s  i n d i c a t e d  t h a t  t hey  expec ted  a d e c e l e r a t i o n  i n  t h e  r a t e  
of growth of e x p o r t s ,  because  of t h e  slowdown i n  economic a c t i v i t y  i n  t h e  
major i n d u s t r i a l  c o u n t r i e s .  The e x p o r t  p r i c e  of rubber  had d e c l i n e d  sub- 
s t a n t i a l l y  from i t s  peak i n  J a n u a r y ,  and i n  e a r l y  August 1974 i t  was lower 
than  a year  e a r l i e r ;  d u r i n g  t h e  r ema in ing  months of 1974, p r i c e s  of l o g s ,  
sawn t imber ,  and palm o i l  were expec ted  t o  d e c l i n e  c o n s i d e r a b l y .  
f o r  1974 a s  a whole, e x p o r t s  were e s t i m a t e d  a t  SDR 3,210 m i l l i o n ,  or about  
29 p e r  c e n t  h i g h e r  t h a n  i n  1973. 
i n  t h e  p re sen t  u n c e r t a i n  world s i t u a t i o n  it  was d i f f i c u l t  t o  make good 
e x p o r t  p r o j e c t i o n s ;  t hey  ag reed  w i t h  t h e  s t a f f  team t h a t ,  i n  view of t h e  
sha rp  i n c r e a s e  i n  e x p o r t s  d u r i n g  t h e  f i r s t  h a l f  of 1974, t h e  e x p o r t  e s t i -  
mates  f o r  t h e  f u l l  y e a r  might  prove t o  be on t h e  low side. Impor ts  were 

Thus 

The Malaysian r e p r e s e n t a t i v e s  s a i d  t h a t  
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expected t o  i n c r e a s e  by 46 per  c e n t ,  compared with an i n c r e a s e  of 30 p e r  
c e n t  i n  1973, mainly because of t h e  a c c e l e r a t i o n  of p r i c e  i n f l a t i o n  i n  
Ma lays i a ' s  s u p p l i e r  c o u n t r i e s .  Net payments on s e r v i c e s  and t r a n s f e r s  
would a l s o  r i s e ,  p r i n c i p a l l y  because of h ighe r  f r e i g h t  r a t e s .  The n e t  
in f low of non-monetary c a p i t a l  may be lower,  but, p a r t l y  as a r e s u l t  of t h e  
in f low of e x p o r t  proceeds whose r e p a t r i a t i o n  had lagged i n  1973, t h e  i t e m  
" e r r o r s  and omissions"  would have a p o s i t i v e  s i g n .  Hence, i t  i s  expected 
t h a t  t h e  ba l ance  of payments would show an o v e r a l l  d e f i c i t  of SDR 34 m i l -  
l i o n  i n  1974. 

Regarding problems f a c i n g  Malays ia ' s  e x p o r t s ,  t h e  Malaysian represen-  
t a t i v e s  s t a t e d  t h a t  the  expansion of expor t s  of t e x t i l e s  and canned pine-  
app le  and j u i c e  was l i m i t e d  by import r e s t r i c t i o n s  imposed by developed 
c o u n t r i e s .  According t o  the  M u l t i f i b e r  T e x t i l e  Arrangement, which came 
i n t o  f o r c e  i n  January of t h i s  y e a r ,  p a r t i c i p a t i n g  c o u n t r i e s  would i n c r e a s e  
t h e i r  impor ts  of t e x t i l e s ,  g e n e r a l l y ,  by 6 per  c e n t .  However, f o r  Malaysia  
whose t e x t i l e  i n d u s t r y  i s  expanding a t  a r a t e  above 20 p e r  c e n t ,  t h e  6 p e r  
cen t  c e i l i n g  i s  too  low. Expor ts  of canned p ineapple  and j u i c e  t o  Japan 
f a c e  quota  r e s t r i c t i o n s .  

In  1973, gross o f f i c i a l  i n t e r n a t i o n a l  r e s e r v e s  inc reased  by SDR 199 m i l -  
l i o n  t o  SDR 1,157 m i l l i o n ;  t h i s  was e q u i v a l e n t  t o  60 per  c e n t  (about  seven 
months) of impor ts  a t  t h e  1973 l e v e l .  A t  t h e  end of 1972, r e s e r v e s  were e q u a l  
t o  65 p e r  c e n t  of imports  i n  t h a t  yea r .  During t h e  f i r s t  f ive months of 1974, 
g ross  o f f i c i a l  i n t e r n a t i o n a l  r e s e r v e s  inc reased  f u r t h e r  by SDR 135 m i l l i o n  
t o  SDR 1,292 m i l l i o n .  

S ince  June  1973, when Malaysia  announced t h a t  it had suspended t h e  
lower i n t e r v e n t i o n  po in t  f o r  t h e  U.S. d o l l a r  (M$2.4805 p e r  US$l),  t h e  
Malaysian d o l l a r  h a s  a p p r e c i a t e d  by 3.5 p e r  c e n t  v i s -a -v is  t h e  U.S. d o l l a r ,  
while  t h e  t rade-weighted e f f e c t i v e  exchange r a t e  h a s  a l s o  apprec i a t ed  by 
8.2 pe r  c e n t ;  s i n c e  May 1971, Ma lays i a ' s  e f f e c t i v e  exchange ra te  h a s  appre-  
c i a t e d  by 16.8 p e r  c e n t .  The Malaysian r e p r e s e n t a t i v e s  s a i d  t h a t  d u r i n g  
t h e  f i r s t  h a l f  of 1974, when o f f i c i a l  i n t e r n a t i o n a l  r e s e r v e s  had recorded  
an i n c r e a s e ,  C e n t r a l  Bank i n t e r v e n t i o n  po l i cy  aimed a t  moderat ing day-to- 
day f l u c t u a t i o n s  i n  t h e  exchange ra te  vis-a-vis  t h e  U.S. d o l l a r .  A t  t h e  
same time sha rp  d e v i a t i o n s  from t h e  e f f e c t i v e  exchange ra te  were a l s o  no t  
a l lowed;  a c t u a l l y ,  ove r  t h a t  pe r iod  t h e  e f f e c t i v e  exchange r a t e  had appre-  
c i a t e d  by 1 . 3  per  c e n t .  The Malaysian r e p r e s e n t a t i v e s  added t h a t  t h e  l a r g e  
accumulat ion of exchange r e s e r v e s  i n  1973 and t h e  f i r s t  h a l f  of 1974 was 
due t o  unusual ly  h igh  expor t  p r i c e s ,  and t h a t  t h e  l e v e l  of r e s e r v e s  was 
not  excess ive .  During t h e  second h a l f  of 1974, when i n t e r n a t i o n a l  r e s e r v e s  
were expected t o  d e c l i n e ,  t h e  a u t h o r i t i e s  in tended  t o  c o n t i n u e  t o  m a i n t a i n  
t h e  e f f e c t i v e  exchange ra te  r e l a t i v e l y  s t a b l e ,  s i n c e  they  d i d  no t  c o n s i d e r  
t h e  e x i s t i n g  r a t e  i n a p p r o p r i a t e .  The Malaysian r e p r e s e n t a t i v e s  e x p l a i n e d ,  
t h a t  t h e  C e n t r a l  Bank i n t e r v e n e d  t o  moderate  movements i n  t h e  e f f e c t i v e  
exchange r a t e  from month-to-month and qua r t e r - to -qua r t e r  i f  i t  be l i eved  
t h a t  temporary f a c t o r s  were p r e s e n t .  

With regard  t o  a medium-term norm f o r  t h e  exchange r a t e ,  t h e  Malaysian 

p r i n c i p a l  expor t  commodities,  v i z . ,  palm o i l ,  r u b b e r ,  t i n ,  and t imber ,  made 

r e p r e s e n t a t i v e s  s t a t e d  t h a t  t h e  sha rp  f l u c t u a t i o n s  i n  t h e  p r i c e s  of t h e i r  ( 
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a lmost  imposs ib le  r easonab ly  a c c u r a t e  ba l ance  of payments p r o j e c t i o n s  f o r  
two o r  t h r e e  yea r s  and, t h e r e f o r e ,  t h e  a u t h o r i t i e s  were no t  i n  a p o s i t i o n  
t o  e s t a b l i s h  a medium-term norm or t a r g e t  zone f o r  t h e i r  e f f e c t i v e  exchange 
r a t e .  
s i t u a t i o n  compounded t h i s  problem. F o r e c a s t i n g  c a p i t a l  movements a l s o  p re -  
s e n t e d  g r e a t  d i f f i c u l t i e s .  I n  view of t h e  fo rego ing  t h e  Malaysian a u t h o r i -  
t i e s  d id  not have a broad o b j e c t i v e  f o r  t h e  development of t h e i r  i n t e r n a t i o n a l  
r e s e r v e s  over  t h e  medium term. 

The p r e s e n t  near- term u n c e r t a i n t i e s  i n  t h e  world monetary and economic 

Cons ide rab le  p r o g r e s s  h a s  r e c e n t l y  been made i n  l i b e r a l i z i n g  impor ts :  
on August 16,  1973, 61 import items, i n c l u d i n g  t ex t i l e s ,  e l e c t r i c a l  goods,  
and domest ic  u t e n s i l s ,  were removed from t h e  l i s t  of goods s u b j e c t  t o  q u o t a s .  
In  a d d i t i o n ,  du r ing  t h e  p a s t  y e a r ,  import d u t i e s  on a l a r g e  number of i t e m s ,  
i n c l u d i n g  p a i n t s ,  c e r t a i n  s teel  p r o d u c t s ,  automobile  p a r t s ,  f e r t i l i z e r s ,  and 
f o o d s t u f f s ,  were reduced o r  e l i m i n a t e d  i n  o r d e r  t o  moderate  domest ic  p r i c e  
i n c r e a s e s .  

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

The Malaysian economy reco rded  s u b s t a n t i a l  growth d u r i n g  1973 and t h e  
f i r s t  h a l f  of 1974 under  t h e  impetus  of s t r o n g  e x t e r n a l  and domest ic  demand. 
However, t h i s  expans ion  was accompanied by r a p i d l y  i n c r e a s i n g  p r i c e s ,  which 
was i n  c o n t r a s t  t o  t h e  p r i c e  s t a b i l i t y  t h a t  Malaysia  had enjoyed i n  p r e v i o u s  
y e a r s  and became t h e  p r i n c i p a l  area of concern  f o r  t h e  Malaysian a u t h o r i t i e s .  

Although r i s i n g  import  p r i c e s  c o n t r i b u t e d  t o  t h e  p r i c e  i n f l a t i o n  d u r i n g  
1973, t h e  s h a r p  i n c r e a s e  i n  bank c r e d i t  was a l s o  an impor t an t  f a c t o r .  The 
p o l i c y  r e sponse  t o  t h e  problem of i n f l a t i o n  was g radua l  du r ing  1973 and t h e  
beginning  of 1974; i n  t h e  monetary f i e l d ,  it c o n s i s t e d  mainly of moderate  
i n c r e a s e s  i n  r e q u i r e d  r e s e r v e s  and i n  bank i n t e r e s t  r a t e s .  However, i n  A p r i l  
1974 s t r o n g e r  measures were announced, which c o n s i s t e d  p r i n c i p a l l y  of a c e i l i n g  
on t o t a l  c r e d i t  expans ion  ove r  t h e  f u l l  y e a r  1974. The c e i l i n g  h a s  o p e r a t e d  
e f f e c t i v e l y ,  and t h e  s t a f f  b e l i e v e s  t h a t  i t s  i n t r o d u c t i o n  was a s t e p  i n  t h e  
r i g h t  d i r e c t i o n ,  e s p e c i a l l y  i n  view of t h e  d i f f i c u l t i e s  i n  c o n t r o l l i n g  t h e  
expans ion  of bank l i q u i d i t y  emanat ing from t h e  e x t e r n a l  s e c t o r .  The monetary 
a u t h o r i t i e s  are s t u d y i n g  a f u r t h e r  s t r e n g t h e n i n g  of t h e i r  a b i l i t y  t o  c o n t r o l  
c r e d i t  by engaging i n  open market o p e r a t i o n s .  S ince  t h e  f i n a n c i a l  s e c t o r  of 
Malays ia  has  expanded by t h e  e s t a b l i s h m e n t  of merchant banks and d i s c o u n t  
houses ,  t h e  s t a f f  b e l i e v e s  t h a t  t h e  a d d i t i o n  of open market o p e r a t i o n s  t o  t h e  
p r e s e n t  a r r a y  of c r e d i t  c o n t r o l  i n s t r u m e n t s  would be t i m e l y  and would impar t  
g r e a t e r  f l e x i b i l i t y  t o  t h e  C e n t r a l  Bank's  c o n t r o l  of banking o p e r a t i o n s .  

The Malays ian  a u t h o r i t i e s  have t a k e n  measures  t o  deve lop  t h e  c o u n t r y ' s  
c a p i t a l  market i n  o r d e r  t o  i n c r e a s e  t h e  a v a i l a b i l i t y  of long-term i n v e s t -  
ment funds .  The s t a f f  sugges t ed  t h a t  i n  o r d e r  t o  broaden t h e  marke t ,  con- 
s i d e r a t i o n  should  be g iven  t o  making government s e c u r i t i e s  more a t t r a c t i v e  
i n  terms of i n t e r e s t  rates and m a t u r i t y  s t r u c t u r e ,  and t o  r e q u i r e  p u b l i c  
c o r p o r a t i o n s  t h a t  depend l a r g e l y  on t h e  budget  f o r  t h e i r  c a p i t a l  r e q u i r e -  
ments t o  i s s u e  d e b e n t u r e s  t h a t  c o u l d  be s o l d  t o  t h e  market  and a l s o  t o  t h e  
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Employees Provident  Fund. A d i v e r s i f i c a t i o n  of t h e  l a t t e r ' s  p o r t f o l i o ,  
90-95 p e r  c e n t  of which c o n s i s t s  of government s e c u r i t i e s ,  would not  only 
provide  suppor t  and f l e x i b i l i t y  t o  t h e  c a p i t a l  market ,  bu t  would a l s o  
i n c r e a s e  t h e  r e t u r n  t o  t h e  Fund's  c o n t r i b u t o r s .  

In  a d d i t i o n  t o  t h e  monetary measures,  t he  a u t h o r i t i e s  a l s o  in t roduced  
f i s c a l  measures i n  A p r i l  1974 i n  o r d e r  t o  reduce  t h e  budget d e f i c i t .  S ince  
expor t  incomes inc reased  f u r t h e r  i n  the  f i r s t  h a l f  of t h i s  yea r  and inves t -  
ment a c t i v i t y  con t inues  t o  be  buoyant ,  demand p r e s s u r e s  are l i k e l y  t o  remain 
s t r o n g  i n  t h e  per iod  ahead,  and i n  t h e  s t a f f ' s  op in ion  a p o l i c y  of r e s t r a i n t  
should  be observed i n  prepar ing  t h e  1975 budget .  For t h i s  purpose t a x  reve-  
nues should be s u b s t a n t i a l l y  i n c r e a s e d ,  e s p e c i a l l y  i n  v i e w  of t h e  growing 
r equ i r emen t s  f o r  c u r r e n t  and development expend i tu re s .  The Government's 
i n t e n t i o n  t o  in t roduce  procedures  f o r  c o l l e c t i n g  income t a x e s  on a c u r r e n t  
b a s i s  w i l l  enhance t h e  a n t i c y c l i c a l  impact of t h e  budget and w i l l  a l s o  
i n c r e a s e  tax revenues i n  the  f i r s t  yea r  of i t s  i n t r o d u c t i o n .  Methods f o r  
improving t h e  assessment  and c o l l e c t i o n  of taxes on p a r t n e r s h i p  income 
were sugges ted  by t h e  s t a f f .  However, i n  view of t h e  u n c e r t a i n t i e s  s u r -  
rounding t h e  world economic ou t look  and t h e  r e c e n t  d e c l i n e  i n  t h e  p r i c e s  
of Malaysian primary e x p o r t s ,  t h e r e  i s  need f o r  f l e x i b i l i t y  i n  f i s c a l  
p o l i c y  d u r i n g  1975. For t h i s  purpose i t  would be u s e f u l  t o  fo rmula t e  
i n  advance expend i tu re  programs which could be implemented promptly i f  
i t  became necessa ry  t o  s t i m u l a t e  economic a c t i v i t y .  

The measures t aken  t o  l i b e r a l i z e  imports  and reduce t a r i f f s  are com- 
mendable. The s t a f f  welcomes t h e  d e c i s i o n  of t h e  a u t h o r i t i e s  t o  under take  
a sys t ema t i c  appra i sa l  of t h e  f u l l  range  of i n c e n t i v e s  g r a n t e d  t o  promote 
i n d u s t r i a l  inves tment ,  w i th  a view t o  reducing  b e n e f i t s  t h a t  may be exces- 
s i v e  i n  r e l a t i o n  t o  t h e  Government's investment  o b j e c t i v e s .  

Owing p r i n c i p a l l y  t o  t h e  s h a r p  i n c r e a s e s  i n  expor t  p r i c e s ,  Ma lays i a ' s  
ba l ance  of payments recorded  an o v e r a l l  s u r p l u s  i n  1973, and i n t e r n a t i o n a l  
r e s e r v e s  cont inued  t o  i n c r e a s e  d u r i n g  t h e  f i r s t  h a l f  of t h i s  y e a r .  However, 
t h e  p r i c e s  of c e r t a i n  major expor t  commodities have s t a r t e d  d e c l i n i n g ,  and 
t h e  a u t h o r i t i e s  expec t  t h a t  t h e  downtrend w i l l  con t inue  d u r i n g  t h e  remainder  
of t h i s  year .  A t  t h e  same t i m e ,  i n  view of t h e  worldwide i n f l a t i o n a r y  t r e n d ,  
import  prices are  expec ted  t o  c o n t i n u e  t o  r ise ,  and f o r  t h e  second h a l f  of 
1974 the  ba lance  of payments is  expec ted  t o  show an  o v e r a l l  d e f i c i t .  During 
t h e  f i r s t  h a l f  of 1974, t h e  Central  Bank's  i n t e r v e n t i o n  p o l i c y  aimed a t  
moderat ing day-to-day f l u c t u a t i o n s  i n  the  exchange r a t e  v i s -a -v is  t h e  U. S .  
do l l a r - - the  i n t e r v e n t i o n  cur rency .  A t  t h e  same t i m e ,  s h a r p  d e v i a t i o n s  i n  
t h e  e f f e c t i v e  exchange ra te  were n o t  a l lowed.  A c t u a l l y ,  t h e  e f f e c t i v e  
exchange r a t e  a p p r e c i a t e d  by 1.3 p e r  c e n t  ove r  t h a t  p e r i o d .  The Malaysian 
a u t h o r i t i e s  s t a t e d  t h a t  d u r i n g  t h e  second h a l f  of 1974 when i n t e r n a t i o n a l  
r e s e r v e s  were expec ted  t o  d e c l i n e ,  t h e  a u t h o r i t i e s  i n t ended  t o  c o n t i n u e  t o  
ma in ta in  the  e f f e c t i v e  exchange ra te  r e l a t i v e l y  s t a b l e ,  s i n c e  they  d id  no t  
c o n s i d e r  t h e  e x i s t i n g  r a t e  i n a p p r o p r i a t e .  The s t a f f  b e l i e v e s  t h a t  Ma lays i a ' s  
i n t e r v e n t i o n  p o l i c y  t a k e s  account  i n  a s a t i s f a c t o r y  way of r e c e n t  developments 
and near - te rn  p r o s p e c t s .  
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Fund Relations with Malavsia 

The former Federation of Malaya became a member of the Fund on March 7 ,  
1958. Its name was changed to Malaysia on September 16, 1963, with the 
merger of Sabah, Sarawak, and Singapore. On August 9, 1965, Singapore 
seceded from Malaysia. 

Malaysia's quota is SDR 186 million. On August 10, 1971, Malaysia 

In October 
purchased SDR 7.29 million under the Fund's buffer stock scheme to pay its 
contributions under the Fourth International Tin Agreement. 
and November 1973, Malaysia repurchased SDR 7.29 million. Currently, the 
Fund's holdings of Malaysian dollars amount to 75 per cent of quota. 

The initial pat value of the Malayan dollar (Malaysian dollar since 
June 12, 1967) was established at 0.290299 gram of fine gold per Malayan 
dollar and M$3.06122 to the U.S. dollar, effective July 20, 1962, and 
since that date it has remained unchanged. On May 2, 1972, Malaysia 
notified the Fund that Malaysia wished to avail itself of wider margins 
under paragraph 1 of the Executive Board Decision No. 3463-(71/126) of 
December 18, 1971, and to the use of the pound sterling as the interven- 
tion currency with the parity rate for the pound sterling in terms of 
Malaysian dollars at pound stg. 1 = M$7.3469. Following the floating of 
the pound sterling, Malaysia informed the Fund on June 28, 1972, of its 
decision to use the U.S. dollar as the intervention currency with the 
parity rate at M$2.5373 = US$l. 
ties notified the Fund that as from that date they would not intervene 
in their markets to buy U . S .  dollars at the lower margin of M$2.4805 
per U.S. dollar and that the Malaysian dollar would be allowed to float 
upwards. 

On June 21, 1973 the Malaysian authori- 

Malaysia is a participant in the Special Drawing Account and has 
received three allocations totaling SDR 60.6 million. Malaysia was 
designated in the first quarter of 1970 to receive SDR 2.3 million. 
It has been included in all subsequent designation plans but has not 
been designated. SDR 2.3 million net was used in repurchases from the 
General Account, and as of August 31, 1974 Malaysia's net holdings 
totaled SDR 60.6 million, or 100 per cent of the net cumulative alloca- 
t ion. 

Malaysia accepted the obligations of Article VIII, Sections 2,  3, 
and 4 of the Fund Agreement a8 from November 11, 1968. The 1973 Article 
VI11 consultation discussions were held in Kuala Lumpur, May 21-June 1, 
1973 (SM/73/180, 7/24/73, and SM/73/204, 8/20/73), and the Board discus- 
sion was held on August 31, 1973 (EBM/73/89). 

The Fund has provided technical assistance to Malaysia through its 
Asian Department, Bureau of Statistics, Central Banking Service, and 
Fiscal Affairs Department. 
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11.7 
17.7 
19.2 
17.5 
35.6 
17.2 
bE.7 
45.6 

Annual Percentage Charges i n  Selected Zcxmtic Xndicatars 

Grms n a t i m d  groduct (constant pr ices)  
Agr 5 c ~ l  b u r  zl. product ioc 
Rice production 
5: n ius  t r i  stl production 

Federal  Government receipts 
Fe de r al G ove r me n t  expe ndi t w e  s 

I4 me y 
Total .  liquidity 
aank credi t  t o  Gmerment (net)  
Rank c r e d i t  t o  p i v a t e  sector  
Tot,?A bar& credi t  

r )  '5 
.lL . 

1970 -: r.r 
- .  . - 

7 r 7  

r. 
5 .  c J 20.8 - ,  14.5 

1.3 . 8 24.7 22.7 

,. 
Cmsuner price index 0.6 2.9 J 7 . .<. It 
Merckndise exports (millions of SDfis) 2 .o -3.0 -3.r 
Merchandise imports (mi~.lions of  SDRS) 19.1 2.5 5.3 -;L 

Unit v d u e  of exparts (based on annual figures) -2.9 -8.0 -4.3 
U r ! i t  value Df imports (based on annual figures) 0.0 7.0 4.7 -. 
lrnde vej.ght.ed effective exchange rate ... 0 . .  

5: 

';i[ 

- r ;  

3' 

7 c  

m 
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urrent  revenue 
urrent expenditure 
oreign g r m t s  
eve l w e  nt expe iiditure 
v e r a l l  d e f i c i t  (-) or  surplus 
e f i c i t  financing: Foreign (net)  

Banking system 
Other 

1970 

2,292 
2,182 

17 
600 

-473 
23 
50 

400 

zrchandise e-uports 
zrchwdise imports 
rade balance 
ver all balance 

External Transcct,ons and Relate1 

( I n  n i l l i o n s  of SDRs) 

1970 

1,668 
1,352 

316 
40 

I ross o f f i c i a l  internat ional  reserves (end of 

ross o f f i c i a l  in te rna t iona l  reserves (as per 
period) 824 

cent of imports) 61 

1971 

2,1+18 
2,519 

39 
949 

-1,011 
343 
210 
458 

Items - 

1971 
1,618 
1,386 

232 
60 

66 

1972 
2,920 
3,189 

66 
1,102 

-1,305 
403 
129 
773 

1972 
1,567 
1,474 

93 
50 

947 

64 

1973 
3,43.8 
3,260 

28 
1,265 

-1,079 
70 

212 
797 

m 
2,493 
1,917 

576 
98 

1,189 

62 

md Position (August 31, 1974) 

iota  SDR 186 mill ion 
i t s t  a.nding drawings N i l  
md holdings of currency 75 per cent 
IR hol.dings as per cent of >et cumulative al locat ion 100 per cent 
rchange rate ( f loat ing)  ; September 18,1974 US$1 = M$2.4148; SDR 1 = @2.8698 




