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I. Economic environment

(1) Overview

1. Until the Asian financial crisis of 1997‑98 Malaysia had enjoyed a decade of consistently fast growth (over 8% per year) with economic expansion driven by manufacturing investment and exports.
  Malaysia has benefited from the surge in global demand for information and communication technology (ICT) goods, which pulled it out of recession in 1999, but it was hit by a downturn in global demand by 2001.  Malaysia's heavy dependence on exports of electronics and electrical goods means that economic growth is vulnerable to global fluctuations in the demand for these products.  GDP in 2001 grew only 0.3%, due to a contraction in exports, although a substantial fiscal stimulus package mitigated the worst of the recession (Table I.1).  Malaysia's economic slowdown highlighted the problems of over-reliance on an export-led growth strategy, particularly in electrical and electronic products and the consequent vulnerability to the industrial countries' business cycle.  Measures have been taken to develop new sources of growth, focusing on agriculture, services, and resource-based industries to improve the economy's resilience to shocks.  A significant challenge is the speed at which new domestic sources of growth are found, which depends considerably on gains in total factor productivity (TFP) and resolving the problem of the shortage of skills.  According to the target of the Eighth Malaysia Plan (EMP) (2001-05), TFP was projected to grow at an annual rate of 2.8%, but reached only 0.8% for the period 2001-03, due to external shocks.  According to the mid-term review of the EMP, carried out in October 2003, growth was expected to continue to be mainly input-driven over 2004-05, although the contribution of TFP growth was expected to return to around 1.7%.

Table I.1

Selected macroeconomic indicators, 2001-04
	 
	2001
	2002
	2003
	2004

	
	(Percentage change, unless otherwise indicated)

	National accounts
	
	
	
	

	Real GDP (1987 prices)
	0.3
	4.4
	5.4
	7.1

	Private consumption expenditure
	2.4
	4.4
	6.6
	10.5

	Government consumption expenditure
	17.3
	10.4
	11.5
	6.0

	Gross domestic fixed investment
	-2.8
	0.3
	2.7
	3.1

	Exports of goods and non-factor services
	-7.5
	4.5
	5.7
	16.3

	Imports of goods and non-factor services
	-8.6
	6.3
	4.2
	20.7

	Unemployment rate (%)
	3.6
	3.5
	3.5
	3.5

	Productivity
	
	
	
	

	Labour productivity in manufacturing
	-3.4
	3.3
	5.3
	6.1

	Total labour productivity
	0.3
	..
	..
	..

	Total factor productivity
	-0.6
	..
	..
	..

	Prices and interest ratesa
	
	
	
	

	Inflation (CPI, 2000=100)
	1.4
	1.8
	1.2
	1.4

	Fixed 3-months deposit rate (%)
	3.21
	3.20
	3.00
	3.00

	Savings deposit (%)
	2.28
	2.12
	1.86
	1.58

	Base lending rate (%)
	6.39
	6.39
	6.00
	5.98

	Money, credit (end period)
	
	
	
	

	Money supply (M1)
	3.2
	10.3
	14.6
	11.9

	Money supply (M2)
	2.2
	5.8
	11.1
	25.4

	Table I.1 (cont'd)

	Money supply (M3)
	2.9
	6.7
	9.7
	12.4

	Credit to private sector
	4.2
	5.5
	5.8
	5.3

	Exchange rate
	
	
	
	

	Nominal effective exchange rate (2000=100)
	105.8
	105.0
	98.0
	93.3

	Real effective exchange rate (2000=100)
	105.5
	105.7
	97.1
	91.9

	RM/US$
	3.8
	3.8
	3.8
	3.8

	
	(Per cent of GDP, unless otherwise indicated)

	Government policy
	
	
	
	

	Overall Government balance
	-5.5
	-5.6
	-5.3
	-4.3

	Current Government balance
	4.7
	4.1
	4.4
	1.8

	Current revenue
	23.8
	23.1
	23.4
	22.1

	Tax revenue
	18.4
	18.5
	16.4
	16.0

	Current expenditure
	19.1
	19.0
	19.0
	20.3

	Development expenditure
	10.2
	9.7
	9.7
	6.1

	Public sector total debt 
	43.6
	45.6
	47.8
	48.2

	Domestic debt
	36.3
	35.5
	38.3
	40.5

	Savings and investment
	
	
	
	

	Gross national savings
	32.2
	32.4
	34.4
	35.2

	Gross domestic investment
	23.9
	24.0
	21.6
	22.6

	Savings-investment gap
	8.3
	8.4
	12.8
	12.6

	External sector 
	
	
	
	

	Current account balance
	8.3
	8.4
	12.9
	12.6

	Net merchandise trade
	20.9
	19.9
	24.7
	23.2

	Exports
	100.0
	99.0
	101.0
	107.0

	Imports
	79.1
	79.1
	76.3
	83.8

	Services balance
	-2.5
	-0.2
	-3.8
	-2.0

	Financial account
	-4.4
	-3.3
	-3.1
	3.4

	Direct investment
	0.3
	1.4
	1.1
	2.2

	Balance of payments
	1.1
	3.9
	9.9
	18.5

	International reserves, net (US$ million)b
	30,843.0
	34,577.0
	44,856.0
	66,714.0

	in months of imports
	5.1
	5.4
	6.6
	8.0

	Total external debt (end period, US$ million)
	45,636.6
	48,857.9
	49,112.6
	52,776.3

	Debt service ratioc
	6.8
	6.6
	6.2
	4.4


a
Commercial banks' interest rates.

b
Including gold.

c
As percentage of gross export of goods and services.
Source:
Bank Negara Malaysia, Monthly Statistical Bulletin, various issues;  IMF, International Financial Statistics (various issues),  and Asian Productivity Organization, Total Factor Productivity Growth:  Survey Report.
2. With the exchange rate pegged to the U.S. dollar (until July 2005), compensatory fiscal policy sustained Malaysia's growth momentum between 2001 and 2003 in the face of softening global demand and uncertainties created by the 11 September attacks, the war in Iraq, and SARS.  In the process, federal government debt rose appreciably, albeit from relatively low levels.  Post-crisis reforms to restructure the financial sector and clean up balance sheets have almost been completed and the financial and corporate sectors have been strengthened.  Restrictions on foreign exchange transactions have been lifted gradually and the liberalization of the trade and investment regime has continued.  By 2004, economic growth had become buoyant, led by stronger external and domestic demand.  Unemployment has remained broadly unchanged and low, at under 3.5%, and the Malaysian economy has enjoyed a low inflation environment for most of the period under review.  According to the Malaysian authorities, real GDP growth for 2005 is expected to be 5%, down from 7.1% in 2004, due to slower expansion in world growth and trade activities, the downtrend in the global semiconductor cycle, higher imported inflation arising from relatively higher world oil prices, and lower prices of commodities, particularly palm oil, Malaysia's main agricultural export.  In 2006, the authorities expect the economy to grow by 5.5%.
3. Malaysia's gross national savings rate remains among the highest in the world, averaging 34% of GDP since 2001 and thus exceeding its gross domestic investment by between 9 and 13 percentage points of GDP.  According to the central bank, Bank Negara Malaysia (BNM), this high level of savings has reduced Malaysia's reliance on foreign savings, enabling it to fund its investment needs domestically.  The large gap between gross national saving and gross domestic investment is reflected in a corresponding current account surplus, which rose from 8.3% of GDP in 2001 to 12.6% of GDP in 2004 (Table I.1).  The current account position is largely determined by the merchandise trade account although Malaysia has a persistently large deficit in invisibles trade.

4. The consumer price index (CPI) generally remained low, at below 2%, during the review period until November 2004 when inflation showed an upward trend slightly above 2%.  This was due largely to an adjustment made in several price control items in the CPI basket such as petrol,  beverages, and tobacco.  The successive hike in retail petrol prices, together with an increase in transportation costs, led to the inflation rate accelerating to 3.2% in June 2005.  The Government's fuel subsidy has until recently helped to insulate the economy from the inflationary impact of higher oil prices in the world market.
  However, as the Government gradually reduces the subsidy by raising prices of retail petrol and diesel, the impact on inflation may become more pronounced.  Inflation is likely to remain at around 3% if the Government further reduces its fuel subsidy, well within BNM's tolerable rate of 4%, as labour market conditions remain stable supported by productivity growth and an expansion in production capacity. 

(2) Recent Economic Developments

(i) Macroeconomic policies

(a) Monetary and exchange rate policies

5. Following the 1997-98 Asian financial crisis, the ringgit was pegged to the U.S. dollar, and foreign exchange restrictions on capital flows were imposed with Bank Negara Malaysia (BNM) pursuing a policy that ensured nominal interest rate stability.  The Government's objective was to eliminate offshore trading of the ringgit, which, like other currencies in the region, had come under intense speculative pressure, and to insulate the domestic economy from the effects of short-term capital flows.  Foreign direct investment flows, dividends, interest, and rental income earned in Malaysia were exempted from controls. 

6. For most of the period under review, BNM managed credit prudently, consistent with maintaining the peg, while taking steps to liberalize interest rates and foreign exchange transactions.  The BNM reduced its intervention rate sporadically between 1999 and 2003
 and this, together with a fiscal stimulus, helped to dampen the adverse effects of a weakening global economy, the Iraq war, and SARS.  During the period covered by this review, capital control measures imposed in the wake of the Asian crisis have been mostly lifted.  In particular, in May 2001 the Government completely eliminated one of the most controversial of the selected controls when it abolished a 10% tax on profits by foreign investors on portfolio investments taken out of the country.  Malaysia further liberalized exchange control regulations during 2002-04.
  The main remaining exchange controls include the restriction on foreign borrowing to quantitative limits and approval, and a ban on speculative trading in ringgit.

7. The sizable current account surpluses during the period under review could be interpreted as a sign that the ringgit was substantially undervalued.  However, other indicators suggest that the undervaluation of the ringgit was modest.  In particular, the sharp increase in the current account surplus in 2003 levelled off in 2004 as import growth significantly outpaced that of exports;  in addition, Malaysia's export share in key markets remained broadly stable.  As per September 2004, the IMF estimated that in real effective terms the ringgit was about 3-5% below its natural level.
 

8. Since 1998, Malaysia had pegged the ringgit at RM 3.80 against the U.S. dollar, the authorities regularly stating that the ringgit peg would not be reviewed unless there were major structural changes in the international or regional financial system.  The ending of China's fixed yuan peg with the U.S. dollar constituted such a structural change.  In July 2005, the ringgit fixed exchange rate regime was dismantled and replaced by a managed float system based on a basket of currencies.  This marked the end of almost all of the capital controls established since September 1998.  The foreign exchange rate regime will now operate in similar fashion to how it was managed before currency controls were introduced, and the ringgit will rise or fall within a trading band based on the weighted values of a number of selected currencies.
  

9. The value of the ringgit will no longer be dictated solely by the movement of the US dollar in the foreign exchange market but will be determined more by the country's economic fundamentals, according to Bank Negara Malaysia.  The bank will manage the float against a basket of currencies to ensure the currency maintains its "fair" value, defined by BNM as the exchange rate that is beneficial to the economy.
  Although the peg has been removed, stability of the ringgit continues to be the overriding objective  of the country's exchange rate policy.  This is reflected in the Government's decision to maintain the non-internationalization of the ringgit, meaning it would not be traded offshore, thus reducing the volatility of the ringgit movement in the foreign exchange market.

10. It appears that exporters will bear the brunt of the change in the short term as they undergo a small loss of competitiveness, as ringgit-denominated exports become more expensive.  They will also be exposed to exchange rate volatility for the first time in seven years, although the ringgit's movement against the dollar is generally not expected to deviate significantly from the current level.  Import costs, on the other hand, will be reduced, lowering business costs and improving profits.  Regarding fuel bills, Malaysia is a net exporter of crude oil, but its limited refining capacity means that it is a net importer of gasoline and other oil products;  as these are denominated in U.S. dollars, they will become relatively cheaper as the ringgit appreciates.  

11. The restructuring of the Malaysian economy from one based on agriculture to one based on manufacturing and services has continued.  Services, with a share of 60.3% of GDP in 2004, constitute the largest sector (Table I.2).  Manufacturing forms the second largest sector (31.6%), followed by agriculture (8.5%), and mining (7%).  Growth since 2001 has been generated mainly by the manufacturing sector, including construction;  performance in other sectors was less pronounced, with agriculture lagging behind, although Malaysia remains a major producer of plantation timber, rubber, and palm oil.  This is consistent with Malaysia's development strategy, which emphasizes industrialization, especially growth based on capital-intensive industries, but which has taken a shift towards the expansion of knowledge- and high-technology-based industries, and of the domestic and international services sector.  The restructuring of the economy is also reflected in the labour market.  Manufacturing, with its rapid rate of growth, even though capital intensive, has attracted labour from the agricultural sector.  As a consequence, the share of total employment in agriculture has declined, although still over 13% (Table I.2).

Table I.2 

Basic economic and social indicators, 2001-04

	
	2001
	2002
	2003
	2004

	Real GDP (1987 prices;  ringgit million)
	211,227.0
	220,422.0
	232,359.0
	248,954.0

	Real GDP (1987 prices;  US$ million)
	55,586.1
	58,005.8
	61,147.1
	65,514.2

	Nominal GDP (ringgit million)
	334,404.0
	362,012.0
	395,017.0
	449,609.0

	Nominal GDP (US$ million)
	88,001.1
	95,266.3 
	103,951.8
	118,318.2

	GDP per capita (US$)
	3,664.7
	3,884.1
	4,150.1
	4,625.2

	
	(Annual percentage change)

	GDP by industry at 1987 prices
	
	
	
	

	Agriculture, livestock and fishing
	-0.6
	2.8
	5.6
	5.0

	Mining and quarrying
	-1.5
	4.3
	5.8
	3.9

	Manufacturing
	-5.9
	4.3
	8.4
	9.8

	Services
	5.8
	6.2
	4.3
	6.4

	Electricity, gas, and water
	3.5
	5.9
	4.9
	8.1

	Construction
	2.1
	2.0
	0.1
	-0.2

	Wholesale and retail trade, hotels/restaurants
	2.5
	2.6
	1.5
	7.1

	Transport, storage and communications
	8.3
	4.1
	5.7
	8.5

	Finance, insurance, real estates and business
	9.5
	14.2
	5.5
	6.3

	Government
	4.6
	5.3
	8.3
	6.5

	Other services
	6.9
	4.3
	3.3
	4.9

	
	(Per cent)

	Share of main sectors in real GDP
	
	
	
	

	Agriculture, livestock and fishing
	8.8
	8.6
	8.7
	8.5

	Mining and quarrying
	7.2
	7.2
	7.2
	7.0

	Manufacturing
	30.0
	30.0
	30.8
	31.6

	Services
	60.3
	61.3
	60.7
	60.3

	Electricity, gas, and water
	4.1
	4.1
	4.1
	4.1

	Construction
	3.4
	3.3
	3.1
	2.9

	Wholesale and retail trade, hotels/restaurants
	15.1
	14.8
	14.3
	14.3

	Transport, storage and communications
	8.6
	8.6
	8.6
	8.8

	Finance, insurance, real estates and business
	13.9
	15.2
	15.2
	15.1

	Government
	7.1
	7.2
	7.4
	7.3

	Table I.2 (cont'd)

	Other servicesa
	8.1
	8.1
	8.0
	7.8

	Share of main sectors in nominal GDP
	
	
	
	

	Agriculture, livestock and fishing
	8.2
	9.2
	9.6
	9.5

	Mining and quarrying
	10.1
	9.4
	10.4
	12.6

	Manufacturing
	30.4
	30.5
	31.1
	31.4

	Services
	51.2
	50.9
	49.0
	46.5

	Electricity, gas, and water
	3.4
	3.4
	3.2
	3.0

	Construction
	4.2
	4.0
	4.0
	3.4

	Wholesale and retail trade, hotels/restaurants
	14.6
	14.1
	13.3
	13.0

	Transport, storage and communications
	7.1
	6.9
	6.8
	6.6

	Finance, insurance, real estates and business
	12.4
	12.7
	12.0
	11.1

	Government
	7.2
	7.6
	7.5
	7.1

	Other servicesa
	2.3
	2.3
	2.3
	2.2

	Share in employment
	
	
	
	

	Agriculture, forestry and fishing
	14.8
	14.3
	13.8
	13.3

	Mining and quarrying
	0.4
	0.4
	0.4
	0.4

	Manufacturing
	26.8
	27.3
	28.1
	29.1

	Services
	58.0
	58.0
	57.7
	57.3

	Construction
	8.1
	8.0
	7.8
	7.6

	Transport, storage and communications
	5.2
	5.2
	5.2
	5.2

	Financing, insurance, real estate and business services
	6.0
	6.2
	6.4
	6.4

	Government services
	10.3
	10.1
	10.1
	9.8

	Otherb
	28.4
	28.6
	28.3
	28.2


..
Not available.
a
Including other services less imputed bank service charges plus import duties.

b
Including electricity, gas and water, wholesale and retail trade, hotels and restaurants and other services.  

Source:
Bank Negara Malaysia, Monthly Statistical Bulletin, various issues and Annual Report 2004.  Ministry of Finance (2001 to 2004), Economic Report 2004/05, Malaysia.
(b) Fiscal policy
12. Three major development plans define the framework of fiscal policy objectives within which annual budget proposals are made.  Vision 2020, published by the Prime Minister's Department, sets 2020 as a deadline for Malaysia to become a fully developed country.  An Outline Perspective Plan, currently the Third Outline Perspective Plan 2001-10 published by the Economic Planning Unit of the Prime Minister's Department, marks each ten-year phase of the work to accomplish Vision 2020.  A five-year Malaysia Plan, currently the Eighth Malaysia Plan (EMP) 2001-05, provides more detailed projections and guidance for annual budgets.  The Malaysia Plans are subject to a mid-term review;  the review for the EMP was in October 2003.  The annual budget is prepared and presented within the broad macroeconomic framework provided by the current development plans.

13. Among the main macroeconomic concerns during the first part of the review period was the decline in private sector investment arising from weak external demand.  The Government therefore undertook measures to boost domestic demand mainly through the implementation of pro-growth fiscal policies, given the limited scope for a loosening of monetary policy owing to the currency peg.  In 2001, two stimulus packages were introduced to spur domestic economic activities.  The focus of fiscal policy in 2002 was on boosting short-term domestic demand and enhancing long-term industrial competitiveness and labour productivity through spending on infrastructure development and education.  To boost domestic demand directly the individual tax rate was cut from 29% to 28%;  on the corporate front, the Government extended the reinvestment allowance from 5 to 15 years and implemented tariff concessions on a wide range of intermediate products. 

14. The Government had aimed to reduce its budget deficit in 2003, but due to the effects of the SARS outbreak on the tourism and retail sectors, and weak international demand it adopted a policy of fiscal stimulus.  This included tax incentives for investment and consumption, directed lending programmes and extra public spending.  The package cost the Government nearly 2% of GDP (the 2003 budget deficit was 5.3% of GDP, well above the target of 4%), but it helped keep the recovery on track.  

15. Led by strong expansion in consumption spending, the economy accelerated to its fastest pace in four years in 2004, with a combination of strong external and domestic demand outweighing a reduction in fiscal stimulus.  The Government therefore tightened fiscal policy, and in the 2004 budget initiated a process of fiscal consolidation with large cuts in government development spending (it had second thoughts during 2004 about speed of deficit reduction, allocating an extra RM 10 billion of expenditure).  The budget deficit as a share of GDP narrowed to a five-year low of 4.1%, below the official target of 4.5%.  During the period under review, total public sector debt has remained high at about 69% of GDP
 but, according to the IMF, is manageable.
  Public sector debt is projected to decline from 69% of GDP in 2003 to 46% of GDP in 2009, of which federal government debt would peak at 50% of GDP in 2004 then decline gradually to 38% by end 2009. 

16. The 2005 budget continues the process of fiscal consolidation, albeit at a more gradual pace than anticipated, forecasting a decline in the fiscal deficit to 3.8% of GDP in 2005 (and to 1.5% in 2007).  Deficit reduction is to be carried out through cutting spending, improved revenue-collection, the gradual reduction of subsidies on gasoline and diesel fuels, and changes to the tax structure.  The 2005 budget speech included a review of the tax system and foreshadowed the introduction of a single consumption tax, a Goods and Services Tax (GST) in 2007.  The budget speech did not link the GST to its deficit reduction plan, but given the recent history of difficulties in reducing development expenditure, improving revenue collection may help to achieve deficit reduction.  The Government is committed to a gradual and progressive reduction of the federal government deficit without constraining overall economic growth.

(ii) Structural policies 

(a) Financial and corporate sector restructuring

17. The 1997-98 financial crisis was a watershed for the financial sector, which had been overextended and undermined by imprudent lending.  During the decade before the crisis, credit had expanded by an annual average of nearly 30%, largely for property development and stock market investments.  When the crisis hit, the economy turned downwards, helping to precipitate a serious banking crisis. The Government played an active role in solving the bad debt problem and restructuring the financial sector and its response is generally acknowledged to have been rapid and well-coordinated, which subsequently set the financial system on a much more solid foundation.

18. After the crisis broke, the authorities provided liquidity support to banks and established three agencies:  (i) a recapitalization agency (Danamodal) to lessen the impact on the real economy;  (ii) a voluntary debt workout mechanism (Corporate Debt Restructuring Committee) to aid large viable borrowers resolve non-performing loans;  and (iii) an asset management company (Danaharta) to help banks resolve impaired assets.  The work of these state agencies is almost complete:  Danamodal Nasional Berhad closed in early 2004, having strengthened commercial bank balance sheets through the injection of RM 7.6 billion during its five years of operations;  the Corporate Debt Restructuring Committee, ended its operations in late 2002;  and Danaharta had received 94% of its key recovery target of RM 30 billion as at end 2004, and is on track to cease operations by end of 2005.

Financial sector
19. The Government used the financial crisis as an opportunity to push through a restructuring of the financial sector, which was considered necessary to ensure the emergence of strong, well-capitalized institutions capable of competing effectively with foreign banks.  The Government's policies were guided by the ten-year Financial Sector Master Plan unveiled in 2001.  The Plan is aimed at building competitive domestic banks, mainly through banking consolidation, and defers the introduction of new foreign competition until after 2007.  In addition to compulsory mergers, the central bank used stiffer capital requirements to strengthen lending institutions.  The so-called "anchor" banking groups, which resulted from the consolidation of the sector,  were required to have minimum shareholder funds of RM 2 billion and assets of at least RM 25 billion by end 2001.  Foreign-owned banking institutions were also forced to increase capital funds to RM 300 million (from RM 20 million).  During the first three years of the plan, 31 of its 119 recommendations were fully implemented;  another 24 are being implemented on a continuous basis.  The 2005 budget included new measures including opening stock brokering activities to foreign brokers (initially allowing international brokerage licences to be granted to five major foreign brokerage firms), and allowing the entry of five global fund managers and full foreign ownership of venture capital companies. 

20. During the review period, the asset quality of the banking system improved consistently.  A slowdown in new NPLs, better loan recovery, bad debt write-offs, and a widening loan base brought down the net NPL ratio of the banking system, based on six-month arrears, to 6.9%, the lowest level since the Asian financial crisis.  In addition, the banking institutions' risk-weighted capital ratio, at 13.7%, was considerably higher than the Basle minimum requirement of 8%. 

Corporate sector
21. The corporate sector too has been strengthened significantly since the crisis.  In particular, regulation concerning corporate governance and disclosure has been strengthened.  The 1999 report of the High-Level Finance Committee, set up to develop a framework for the enhancement of corporate governance, constitutes the Malaysian Code on Corporate Governance.  This sets out the principles of best practices and recommends actions for strengthening the overall regulatory framework for listed companies.  The recommendations have been implemented by:  updating laws, regulations, and rules in line with international best practices;  amending the listing requirements of the Kuala Lumpur Stock Exchange (renamed the Bursa Malaysia);  and developing accreditation programmes for directors of listed companies.  KLSE's, new listing requirements, launched in January 2001, focus on enhancing corporate governance and transparency, improving efficiency, strengthening investor protection, and promoting investor confidence.

22. In 2001, the Government published a ten-year Capital Market Master Plan (CMMP) to establish an internationally competitive capital market, comprising the equity and bond markets.  The main objectives of the first phase of the plan were to strengthen corporate governance and surveillance, to develop a broad corporate bond market, to make fundraising more efficient and reduce transaction costs, to unite the existing exchanges and to boost the liquidity of the stock market.  The second phase, which started in 2004, involves the demutualization of the stock exchange, liberalization of stockbroking and investment management, removal of structural impediments to market access, deregulation, enhancing secondary market liquidity, and allowing greater international participation in the domestic capital market.  The capital market is becoming an important source of corporate finance;  total capitalization of the KLSE rose from 136% of GDP in 1998 to 163% in 2003, and the total number of companies listed increased from 736 to 906.  Corporate sector financial performance appears to have improved overall during the review period.

(b) Reform of government-linked companies  

23. The Government continues to play an active role in the development and industrialization of the Malaysian economy.  This includes significant state investment, a number of policies and programmes to improve the economic status of indigenous communities
, and a close alliance between government and the private business sector.  The "Malaysia Inc" model of close collaboration between the public and private sectors adopted in the early 1980s, was a way of shifting from an agrarian resource-based economy to a diversified industrial one, with directly acquired private equity in companies and commercial banks was an important part of that model. 

24. In May 2004, the Prime Minister announced a remaking of "Malaysia Inc", changing the relations between the Government and more than 40 partially state-owned firms, or Government-Linked-Companies (GLCs).
  These play an important role in the Malaysian economy through the provision of critical services such as transportation, energy, telecommunications, and financial services.  This change, which got under way in 2005, aims to consolidate the equities held by the Ministry of Finance (MoF) and Khazanah, which was established by MoF in 1993 as the Government's investment arm, into one holding company overseen by the latter;  introduce performance indicators;  install depoliticized and professional managers;  and enforce higher standards of corporate governance (see Chapter III(4)(v)).  It appears that the Government expects GLCs to increase investment and spending to offset the shortfall arising from the Government's efforts to cut expenditure and reduce the budget deficit.  The reforms also aim to prepare companies for privatization through rationalization and internal reform.  According to the Government, GLCs play a critical role in the operation of virtually every commercial concern in Malaysia and improving their performance would benefit the competitiveness of the economy as a whole.  

25. The Government has followed a privatization policy since 1983, although it still holds large equity stakes in a wide range of companies.  The 1997-98 economic downturn exposed weaknesses and problems in several privatized entities and the Government assisted a number of them, primarily for national or strategic reasons.  Industries that received assistance include telecommunications, urban infrastructure, transportation, steel, and automobile production.  The Government also re-acquired a number of previously privatized entities, including the national air carrier, Malaysian Airlines System (MAS), and Kuala Lumpur's light rail transit system.  

(c) Improving productivity
26. Efforts to improve corporate governance and on-going reforms of GLCs are part of the broader move in the corporate sector to improve competitiveness.
  In its bid to address the challenges of transition into a more innovation and knowledge-driven economy, Malaysia is focusing on improving total factor productivity (TFP) growth. 

27. The Government's EMP aims for 7.5% annual growth in 2001-05 with the objective of becoming a fully developed nation by 2020.  It was revised down to 4.2% in October 2003 after external shocks in 2001-03, led to a marked decline in private investment and consumption.  Growth is expected to accelerate to 6% during 2004-05 led by recovery in private sector demand and exports (Table I.3);  it will continue to be input-driven over 2004-05, although the contribution of TFP growth is expected to return to around 1.7% (Box I.1).  The projected increase in TFP growth is expected to be underpinned by continuous efforts at shifting production toward higher-value-added goods and services, fostering innovation and addressing the shortage of skills.
  The challenge of moving from an input-driven to a productivity-driven growth strategy will be accentuated when Malaysia starts complying with new bilateral and regional trading rules between 2005 and 2008, which will further open its markets to competition.

Table I.3
Eighth Malaysia Plan, 2001-05
(Per cent)

	
	Original target
	Actual result
	Revised target

	
	2001-05
	2001-03
	2004-05
	2001-05

	
	Contribution
	Share of total
	Contribution
	Share of total
	Contribution
	Share of total
	Contribution
	Share of total

	GDP
	7.5
	100.0
	3.0
	100.0
	6.0
	100.0
	4.2
	100.0

	Labour
	1.6
	21.5
	1.2
	40.0
	1.7
	28.6
	1.4
	32.6

	Capital
	3.1
	41.3
	1.0
	33.3
	2.6
	43.0
	1.7
	40.0

	TFP
	2.8
	37.2
	0.8
	26.7
	1.7
	28.4
	1.1
	27.4


Source:
EPU (2003), Mid-Term Review of the Eighth Malaysia Plan 2001-05.
	Box I.1:  National Productivity Corporation and estimate of Total Factor Productivity

As part of its mandate to improve productivity in Malaysia, the National Productivity Corporation (NPC) estimates Total Factor Productivity (TFP) and sectoral productivity trends in Malaysia. TFP, which reflects the efficiency with which all factors of production, including labour and capital, are used, is a useful measure of competitiveness.  It should be distinguished from labour productivity, which is the amount of output per employee.  

According to the NPC, economic growth was driven to a considerable extent by TFP in recent years.  Measures taken by the Government and private sectors, such as business restructuring, merging of financial and telecommunication institutions, benchmarking and skills upgrading have been successful in improving TFP growth.

The main contributors to TFP growth between 1994 and 2004 were education and training (38.1%), demand intensity (27.6%), economic restructuring (13.2%), capital structure (12.5%) and technical progress (8.6%).

Source:  National Productivity Corporation (2004), Productivity Report 2004.


(3) Developments in Trade and Foreign Investment

28. Exports remain essential for Malaysia.  Merchandise trade has grown by an average of 8.8% annually since 1994, with total exports of goods equivalent to 107% of nominal GDP in 2004, and imports equivalent to 89%.  As a small and open economy, Malaysia's international trade performance depends to a considerable extent on world growth and expansion in global trade.  When stronger global growth in 2004 resulted in a 21% growth in Malaysia's exports, imports also increased by 26%;  imports of intermediate goods are largely used for exports.

29. Since its last Review, Malaysia has intensified efforts to provide a conducive and cost-competitive environment for foreign investors.  Malaysia's investment rules have been liberalized to allow foreign companies to own 100% of a company and manufacturing companies no longer have to comply with equity or export conditions.  Other relaxations include expatriate employment policies for manufacturing and related services sectors.  

(ii) Composition of trade

30. Most of Malaysia's merchandise trade involves manufactured goods (Chart I.1 and Tables AI.1 to AI.4).  Exports of manufactured goods accounted for 75.4% of Malaysia's total exports in 2004, down from 80% in 2001.  Office machines and telecommunications equipment continued to account for the largest export share in 2004 despite declining to 44.4% from 51% in 2001.  Electronic goods production is heavily dependent on imported parts.  The heavy dependence on electronic and electrical goods increases vulnerability to the fluctuations in global demand for the products:  the surge in global demand for information and communication technology goods pulled Malaysia out of recession in 1999, but by 2001 it was hit by a downturn in demand.  The export structure is relatively unchanged from that of 2001 with the major export earners being electronic integrated circuits, palm oil and palm oil-based products, which have benefited from increasing average unit values and higher export volumes, chemicals and chemical products, crude petroleum, and liquefied natural gas. 

(iii) Direction of trade

31. Malaysia's main trading partners continue to be the United States, the EU (15), Japan, and Singapore, which together accounted for 55.7% of exports and 52.9% of imports in 2004 (Chart I.2).  The United States remains Malaysia's largest export market and its most important trading partner in aggregate.  Japan remains Malaysia's principal source of imports although its share of total imports is gradually declining as Malaysia diversifies its trade and intensifies its regional trading links.  Trade between Malaysia and other East Asian economies continues to grow and accounts for over half of Malaysia's exports and nearly two thirds of imports.  Malaysian trade figures are also affected by the expansion of port facilities in Malaysia, which has taken entrepot trade away from Singapore. 
32. Growth in exports to ASEAN offset the decline of Malaysia's share in its key markets – the United States and Japan – and suggests there may be an element of trade diversion.  Malaysia's export performance has been buoyed by high global demand for electronic and electrical products.  Higher prices and volumes of commodities such as palm oil, crude petroleum, and liquefied natural gas also played a role.  Malaysia's ASEAN neighbours absorbed a quarter of its total exports in 2004, a share that is likely to grow with further liberalization of intra-ASEAN trade under the CEPT scheme.  An important change in trade patterns comes from the rise of China, which was Malaysia's fifth largest single trading partner in 2004 with a 6.7% share of exports and 9.9% share of imports.  China has become a significant market for Malaysian products, especially edible oils, rubber products, and electronic and electrical parts and components.
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Product composition of merchandise trade, 2001 and 2004
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(iv) Trade in services

33. Malaysia's exports of services reached US$18 billion in 2004 while imports amounted US$19.2 billion (Table I.4).  The services account of the balance of payments continues to be in deficit largely because of outflows for freight and insurance, and repatriation of profits and transfers.  The services balance tends to deteriorate when growth in the merchandise exports is strong.  Repatriation of profits is inevitable, given Malaysia's openness to FDI;  transfers are mainly related to expatriation of incomes by migrant workers.  While transportation and "other" services are generally in deficit, the surplus on the travel account – activities related to tourism – offsets these to some extent.  Tourism has grown steadily since the late 1980s and is now Malaysia's major services export.  
Table I.4
Malaysia's trade in commercial services

(US$ million at current prices)

	
	2000
	2001
	2002
	2003
	2004

	Exports
	
	
	
	
	

	Commercial services (excl. government services)
	13,812
	14,331
	14,753
	13,459
	18,006

	Transportation
	2,802
	2,748
	2,855
	2,767
	3,151

	Travel
	5,011
	6,863
	7,118
	5,901
	9,697

	Other commercial services
	5,999
	4,719
	4,781
	4,791
	5,159

	Imports
	
	
	
	
	

	Commercial services (excl. government services)
	16,603
	16,539
	16,248
	17,323
	19,151

	Transportation
	5,890
	5,736
	5,892
	6,260
	8,022

	Travel
	2,075
	2,614
	2,618
	2,846
	3,166

	Other commercial services
	8,638
	8,189
	7,739
	8,217
	7,963


Source:
WTO database.
(v) Trends in foreign direct investment

34. Global foreign direct investment (FDI) inflows increased sharply in the 1990s reaching a peak of US$l,388 billion in 2000.  A high share of the inflows were concentrated in high technology and telecommunications activities and US$3.8 billion were invested in Malaysia.  In U.S. dollar terms, FDI inflows into Malaysia then declined markedly to 0.6 billion in 2001, before picking up to 3.2 billion in 2002, falling to an estimated 2.5 billion in 2003.  However, FDI inflows rebounded strongly in 2004, almost doubling to an estimated US$4.6 billion with broad-based flows to all major sectors, namely services, manufacturing and the oil and gas sectors.
  Most of the inflows appear to involve earnings reinvested by existing multinationals.
35. According to the Malaysian authorities, Malaysia has a role as gateway to the ASEAN market and is offering incentives, including pioneer status and investment tax allowances, to foreign companies that use Malaysia as such a gateway.  The main foreign investors between 2000 and 2003 were the United States with US$4.2 billion, Germany (US$2.5 billion), Japan (US$2.2 billion), Singapore (US$1.7 billion), and the United Kingdom (US$1.3 billion), which together accounted for nearly 70% of total FDI in Malaysia. 
36. The investment pattern for FDI is changing in line with Malaysia's efforts to develop into a services-based economy.  Until 1997, inflows were predominantly directed at the export-oriented manufacturing sector and in particular electronics.  While the manufacturing sector accounted for two-thirds of FDI during 1993-97, its share declined to an average 38% during the period 1999‑03.  At the same time the share of services has risen in line with moves towards a knowledge-based economy under the Eighth Malaysia Development Plan. Within services there has been a shift away from financial and business services towards wholesale and retail trade and hotels, transport and communications, and high value-added services e.g. regional headquarters and R&D. The Government is promoting new growth areas to diversify its manufacturing base and to counter competition from China in traditional manufacturing activities.  Growth areas include information and communications technology (ICT), biotechnology, optics, photonics, nanotechnology, medical devices, and advanced materials.  The authorities maintain that foreign investment remains crucial for Malaysia's industrial development as foreign investors bring technology transfer, capital, and access to international markets. 

37. China's rise as a global manufacturing base has siphoned off considerable foreign investment that in the last decade that might otherwise have been destined for countries like Malaysia.  Recognizing that Malaysia is no longer a cost-competitive location for labour-intensive operations, the Government is encouraging labour-intensive manufacturing to relocate to cost-competitive countries like China.  Malaysian companies invested US$3.1 billion in China for the period 1996-03.  

(4) Outlook

38. Healthy foreign exchange reserves, a relatively small external debt, as well as financial and corporate sector restructuring have improved Malaysia's ability to withstand crises similar to that of 1997.  Nonetheless, the economy remains vulnerable to downturns in the United States, Europe, and Japan, its top export destinations and key sources of foreign investment. The Government aims to balance the budget in the medium term, without cutting spending so much that it slows the economy too abruptly.  The near-term outlook is favourable with real GDP growth projected to moderate to 5% in 2005 in line with global trends.
  The Malaysian Government is developing its Ninth Malaysia Plan (2006 to 2010) and the Third Industrial Master Plan (2006 to 2015) to provide a continued framework for its overriding economic goal of achieving developed country status by 2020.  The main short term concern relates to lower than anticipated growth in demand for Malaysia's exports due to the high world oil prices.  In the medium term, Malaysia is likely to remain vulnerable to the industrial countries' business cycle.  Domestically, a significant concern is the slower growth in TFP and continuing skills shortages.  On the other hand, sound macroeconomic policies and sustained structural reform efforts could diversify the industrial and export structure more rapidly than anticipated and strengthen Malaysia's resilience to shocks.
39. On the trade and investment front, import competition is expected to intensify as domestic barriers are dismantled through bilateral and regional FTAs and through WTO negotiations.  Malaysia expects trade with ASEAN to grow due to further liberalization of intra-ASEAN trade;  recognizing the increased competition from China, Malaysia is focusing on higher value-added exports, while shifting some of its manufacturing operations to China and encouraging services exports. With respect to foreign investment, Malaysia recognizes that it has a role as a gateway to the ASEAN market and is offering incentives to foreign companies.  A flexible exchange rate regime, backed by sound economic fundamentals, may enhance investors' perception of the country and encourage inflows capital.
� Between 1988 and 1997, real annual GDP growth, at 1987 prices, averaged 8.24%. 


� Malaysia, as a net oil exporter, gains directly from higher global oil prices (net oil export revenues jumped by RM 1.1 billion to RM 7.4 billion in the first half of 2005). On the other hand, as a major exporter of manufactured products and commodities, it is vulnerable to secondary effects from softer global economic growth induced by higher oil prices.  Direct fuel subsidies, though reduced, are still expected to cost the Government RM 6.6 billion in 2005, up from RM 4.8 billion in 2004.  To maintain its fuel subsidy allocation of RM 6.6 billion (of which the diesel subsidy accounts for 70%), the Government will have to raise the price of retail petrol and diesel again, thus passing the increased cost to the consumer.  Tax exemptions on gasoline and diesel will cost the Government an additional RM 7.9 billion in foregone revenues, bringing the overall 2005 subsidy bill to RM 14.5 billion or about 2.9% of GDP.  See International Energy Agency (2004), p.10. 


� In May 2003, BNM reduced its intervention rate by half a percentage point to 4.5%.  In April 2004, BNM introduced a new indicator interest rate, the so-called overnight policy interest rate (OPR), which replaced the three-month intervention rate.  


� The main measures included:  a relaxation of regulations on investment abroad by domestic institutions and on domestic credit facilities extended to non-resident controlled companies, and an increase in the maximum overnight limit on foreign currency accounts for export proceeds. 


� Forward and swap exchange contracts to buy/sell foreign currency against the ringgit are allowed as long as transactions are supported by a firm underlying commitment (for example, an export sales contract).


� IMF (2005c).


� Although details on the basket of countries were not revealed, it is widely assumed that among the currencies that will be used are the Chinese yuan, Singapore dollar, Japanese yen, and the U.S. dollar.


� Given that Malaysia is a trading nation, BNM would like to see the ringgit gravitate towards its equilibrium point;  and it will intervene if the market-determined rate is too far away from the "fair" value. 


� In 2003, total public sector debt accounted for 69% of GDP, of which domestic debt was 45.3% and external debt (medium and long-term debt) was 23.7%. In the same year, federal government debt was 47.9%, of which 38.4% was domestic debt and 9.5% external debt (of which market loans were 6.4%). IMF (2005a). 


� See IMF (2005c). 


� For example, net non-performing loans of commercial banks declined from 10.6% in 1998 to 6.9% by December 2004;  the commercial banks accounted for 74% of total outstanding non-performing loans. 


� Under the Government's 1971 New Economic Policy, the bumiputera majority were given preferential access to education, housing, jobs, business licences, public sector contracts, government grants, bank credit, and share capital.  


� According to press reports in early 2004, the joint holding of Ministry of Finance and Khazanah amounted to 72% of individual GLCs.  Other public sector entities with substantial equity stakes included Petronas, the Employees Provident Fund, and Permodal Nasional Bhd (PNB), a non-financial public enterprise managing unit trusts and property trusts for the bumiputera community.


� The Government has focused on a reform agenda to:  fight corruption;  improve delivery of government services, reduce red tape and lower the cost of doing business; improve the investment climate;  reduce barriers to trade in services;  and simplify and improve the targeting of fiscal incentives.


� In a 2003 survey undertaken by EPU, skills shortage was reported as the most important constraint for businesses, causing an estimated loss of 8-10% of potential manufacturing output  See Vision 2020 and Enhancing Competitiveness, paper presented in the JUSA series 28 No. 2/2003.


� IMF (2005a).  The Malaysian authorities did not provide data relating to FDI inflows.  Although no data are available on the breakdown between private domestic and foreign investment, the decline in private investment (from 30% of GDP in 1997 to 8% in 2003) has coincided with a decline in net FDI inflows (from 6% to 2% over the same period), according to the IMF.  See also UNCTAD (2004).


� Asian Development Bank (2005) and Ministry of Finance (2005b).





