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Abstrak

Initially, Malaysia implemented IMF-style responses to the Asian financial crisis 1997-
1998 but when these exacerbated the economic downturn, the government introduced
counter-cyclical measures and announced the National Economic Recovery Plan (NERP)
to provide a comprehensive and action-oriented framework to expedite economic
recovery. The NERP has six interrelated and complementary objectives, which included
the short-term focus of stabilising the ringgit, restoring market confidence, and
maintaining financial stability. These were complemented with structural reform
objectives of strengthening economic fundamentals, continuing the equity and socio-

economic agenda, and restoring adversely affected sectors.

Specifically, the government imposed selective exchange controls on 1 September 1998
and fixed the exchange rate at US1=RM3.80 the next day. The Government also
introduced pre-emptive measures to strengthen the resilience of the financial sector.
These include strengthening the resilience of the banking sector through a merger
programme; the establishment of Danaharta, the national asset management company to
address the rise of NPLs as well as Danamodal, an interim funding vehicle to address the
erosion of capital in some banking institutions; and the Corporate Debt Restructuring

Committee to resolve the debt problems of larger corporations.

* This paper was presented at the International Conference on Economic Recovery and Reforms,
organised by Faculty of Economics, Thammasat University, Bangkok, Thailand, 28-29 October 2002. A
revised, abridged version has been submitted for an international publication.

Ragayah Haji Mat Zin, Phd, is a Professor in Development Economics and Director of
IKMAS. She was formerly a Professor and Head of the Department of Economic Analysis
and Public Policy, Faculty of Economics, Universiti Kebangsaan Malaysia. The main
Jfocus of her research are in the areas of income distribution and poverty as well as

industry (particularly small and medium industries) and trade studies.
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Economic Recovery and Reforms in Post-Crisis Malaysia

I INTRODUCTION

Before the devaluation of the baht in July 1997 that triggered the East Asian financial
crisis Malaysia was enjoying an enviable average growth rate of 9.7% per annum in
the four years prior to the crisis. In the beginning most analysts expected it to be
contained within a few months. However, the crisis turned out to be unprecedented in
terms of the speed and severity of the contagion effect that also spread to countries
outside of East Asia. In Malaysia, as in other East Asian countries, what started as a

currency crisis quickly deteriorated into an economic and social crisis.

By most indicators the Malaysian economy was fundamentally strong on the
eve of the crisis. Real gross domestic product (GDP) grew at about 8.5% in the first
half of 1997 while the Government continued to register fiscal surpluses and, more
importantly, the level of external debt was low at 43.2% of gross national product
(GNP). Bank Negara Malaysia (1999a:569) states that the current account deficit
was reduced to 5% of GNP in 1996 from 10% in 1995 and was expected to improve
further. Inflation reached its lowest level, 2.1%, in July 1997. Measures were also
taken to slow down the pace of bank landing so as to make domestic demand more
compatible with the level of output, and to contain the development of any asset

bubble.

Despite its relatively sound economic fundamentals, Malaysia was not spared
from the crisis. The contagion effect spread to Malaysia soon after the sharp
depreciation of the Thai baht on 2 July 1997 as herd behaviour caused market
participants to view Malaysia as having the same common problems as those faced by
her neighbours. By the end of August 1998, the speculative attack on the ringgit had
caused it to be depreciated by 40% against the United States dollar compared to its
level at the end of June 1997. The Kuala Lumpur Stock Exchange Composite Index
(KLSE CI) fell by 79.3% from a high of 1271.57 points in February 1997 to a low of
262.70 points on | September 1998. The effects were then transmitted to the banking
and corporate sector, resulting in the economy experiencing a recession for the first

time in 13 years by the second quarter of 1998.
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How did Malaysia manage the economy during the crisis and what steps have
been taken to revive the economy? What reforms have been put into place in order to
strengthen the economy, particularly the financial and corporate sector, to become
more resilient in facing future challenges in the turbulent era of globalisation. The
objective of the present paper is therefore to trace the path of economic recovery in
Malaysia after the crisis as well as examine the essential reforms made at the macro
and micro levels. In this regard, the paper will concentrate mostly on the restructuring
of the banking and corporate sectors. For this purpose, the next section will
enumerate the various stages of Malaysia’s policy responses to the crisis while
Section 3 will describe macroeconomic impact of the crisis and measures on the
Malaysian economy. The progress of controls and reforms will be addressed in

Section 4. Section 5 will conclude the study.

11 POLICY RESPONSE TO THE CRISIS'

While measures were already put in place before the crisis to address potential
vulnerabilities, they were insufficient to reverse the financial panic and speculative
pressure that ensued. The Malaysian government’s response to the crisis changed at
various stages reflecting the different assessment and policy orientations (Ishak Shari

and Abdul Rahman Embong 1998: 3-4).

(i) Initial Policy Response

At the initial stages, using the IMF/World Bank approach, the Central bank attempted
to stabilize the ringgit by intervening in the foreign exchange markets and raising
domestic interest rates. However, these interventions were very costly as propping
the ringgit led to a depletion of the country’s foreign exchange reserves while raising
the domestic interest rates had the negative effect of exacerbating the economic
downturn. As the crisis appeared to be prolonged, interest rates were subsequently
reduced to about pre-crisis levels so as not to adversely affect the real sector.
However, after September 1997 interest rates were adjusted upwards (but not as high

as prescribed by the IMF) to ensure depositors obtained a positive rate of return on
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their savings to be in line with the increase in expected inflation. To curb speculation
in the currency and stock markets and to allow rates in Malaysia to reflect domestic
conditions, banking institutions were required to observe a US$2 million limit on
outstanding non-commercial related ringgit offer side swap transactions with foreign

customers.

When both the ringgit and share prices were pushed to successive lows in a
progressively volatile external environment, it was recognized that stronger
macroeconomic adjustments were required. Hence, a set of austerity measures was
announced in early September 1997 to further reduce the level of aggregate demand
and contain the current account deficit. These measures included a 2% cut across the
board in Government spending; rationalisation of the purchase of imported goods by
public agencies, including the armed forces; and deferment of several large privatised
projects (Bank Negara Malaysia 1998). These measures were reinforced with further
measures announced in the 1998 Budget in October 1997, which included deferment
of projects with total cost amounting to RM65.6 billion and establishing the RM |
billion fund for small- and medium-scale industries (SMIs). ~ When the regional
instability persisted into December, the government introduced a stronger and
comprehensive package of policies including a further sharp cutback in Federal
Government expenditure by 18% in 1998; deferment of selected projects; intensive
promotion of exports, tourism and the utilisation of locally-produced goods: and a

freeze on reverse investment which amounted to RM10.5 billion in 1996.

The government also instituted measures to further strengthen prudential
standards of the banking system. These included the recognition of a loan as non-
performing when its servicing had been in arrears for three months instead of six;
increasing the minimum general provision from 1.0% to 1.5% and greater disclosure
in financial statements. Measures were also taken to reduce credit growth and
exposure to the less productive sectors in the form of voluntary credit plans whereby
the financial institutions undertook to reduce overall credit growth to 25% by the end
of 1997, 20% by end-March 1998 and 15% by end-1998. At the same time, the
banking institutions had to ensure that in allocating credit, priority would be given to

borrowers engaged in productive and export-oriented activities. Priority was given to
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rationalise and consolidate finance companies into fewer but stronger financial

institutions and there was a push for greater corporate transparency and disclosure.

(ii) A Change in Policy Direction

As the crisis deepened, counter-cyclical measures were introduced to head off an
impending recession. Fiscal policy was selectively relaxed beginning March 1998
and monetary policy was eased in early August 1998 when inflationary pressures
became subdued. By April-May 1998, when it was obvious that the economy was
contracting, Malaysia went against the IMF advice and allocated additional fiscal
expenditures totalling RM3 billion. The fiscal measures included selective increase in
infrastructure spending, setting-up of funds for SMIs, higher allocation on social
sector development as well as reducing taxes (Bank Negara Malaysia 1999b). The
government also implemented several programs under the National Economic
Recovery Plan to help the poor weather the adverse conditions, which include the
following: the 20% cut in the 1998 budget has been compensated by an additional
allocation of RM3.7 billion (about 18% of the total social sector budget). This
amount is to assist the vulnerable groups hit by the crisis, including funds for small
farmers, micro-credit for small businesses. extension of community and rural health
facilities, and development of skills training and higher education. The World Bank
disbursed a USD 300 million loan in June 1998 to mitigate the adverse effects of the
economic adjustment on the more vulnerable segments of society and in 1999
approved USD404 million to fund social programs such as low cost housing. The
[slamic Development Bank also approved a loan of USD99 million. Malaysia had
also obtained funding from bilateral sources such as loans under the New Miyazawa
Initiative. Moreover, the government has not reduced the original budget allocated
for poverty alleviation while ministries involved in providing the social services, such
as the Ministry of Health and Ministry of National Unity, had smaller 1998 budget
cuts. The government has also taken measures to increase opportunities for
employment and self-employment by encouraging organized and systematic petty
trading, farming and setting up of small businesses. Measures to contain inflation,
such as removal of imperfections and distortions in the marketing of essential

commodities, importing from cheaper sources and others, were executed.
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In an attempt to protect itself against international financial volatility, the
government imposed selective exchange controls on 1 September 1998. These were
necessary as the risks of further instability persisted more than a year into the crisis,
despite Malaysia's strong macroeconomic fundamentals and restructuring program.
Unlike other regional currencies, the ringgit was significantly traded in the region,
especially in Singapore. The substantial onshore-offshore interest rate differential
attracted ringgit funds abroad, for example in Singapore where the ringgit deposit
rates were as high as 20-30%. Hence, Malaysia was facing the dilemma of a trade-off
between an accommodative monetary policy to avoid a contraction in the economy,

and the need to check further deterioration in the exchange rate.
Specifically, the controls were aimed at bringing about stability and to enable
monetary policy to be based on domestic conditions. The main selective exchange

control measures include (see Bank Negara Malaysia 1999a: 292):

Control on the transfer of funds in the External Accounts to immobilize

trading of ringgit offshore;

e Control on ringgit loans to non-residents;

e Imposition of the 12-month holding rule on the repatriation of funds in
External Accounts (replaced by repatriation levy on portfolio funds on 15
February 1999 which was subsequently liberalized further on 21 September
1999);

e Limiting the amount of ringgit that could be imported or exported and the

amount of foreign currency that could be exported.

The ringgit exchange rate was fixed at US$1 = RM3.80 the next day. This
move enabled the authorities to reduce the interest rate. For example, the base
lending rate (BLR) of commercial banks, which rose from 10.33% at the end of 1997
to 12.27% at the end of June 1998 was reduced to a maximum rate of 8.05% as at 10
November, 1998. This move has benefited the banking institutions and private sector
from enhanced liquidity and lower interest rates (Ishak Shari and Abdul Rahman

Embong 1998), thus stimulating an expansion in domestic demand.
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The selective exchange control measures had the specific target of eliminating
access to ringgit by speculators by reducing the offshore market in ringgit and
limiting the supply of ringgit to speculators. They also aimed at stabilising short-term
capital flows and carefully designed to have minimal impact on economic activities.
Thus, rules that governed trade transactions and foreign direct investment were left
unchanged. Current account convertibility continued to be maintained. The only
requirement was for trade settlements to be carried out in foreign currencies. As such,
the exchange controls affect only short-term flows. As conditions stabilised and
improved, modifications were made where on 15 February 1999, a “repatriation levy”
replaced the 12-month holding rule. For funds brought into the country prior to this
date, the principal amount was allowed to be repatriated subject to a graduated levy.
For funds brought in from this date onwards, fhe principal amount was freely allowed
to be repatriated, but the profits were subject to a graduated levy system, which was

simplified to a flat 10% levy on 21 September 1999.

(iii) National Economic Recovery Plan

In late July 1998, the National Economic Action Council (NEAC), which was set up
to deal with the crisis and revive the economy, announced the National Economic
Recovery Plan (NERP) to provide a comprehensive and action-oriented framework to
expedite economic recovery. The NERP has six interrelated and complementary
objectives, which included the short-term focus of stabilising the ringgit. restoring
market confidence, and maintaining financial stability. These were complemented
with structural reform objectives of strengthening economic fundamentals, continuing

the equity and socio-economic agenda, and restoring adversely affected sectors.

Related to these six objectives, the NERP contains 40 courses of action and
more than 580 detailed recommendations (see NEAC 1998). Four areas of action
were proposed in order to stabilise the ringgit and these includes the appropriate
choice of exchange rate regime, increase external reserves, reduce over-dependence
on the US dollar and adopt a balance interest rate policy. The market confidence-
building measures recommended are improve transparency and the regulatory

environment, establish rules for assisting industries and companies, increase the
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consistency of government policies, adopt liberal market-based policies, improve
public relations and improve the dissemination of economic information. The actions
identified to bring stability in the financial markets are preserving the integrity of the
banking system, establishing an agency to insure deposits at commercial and savings
banks as well as to close or merge insolvent thrift institutions, recapitalising the
banking sector, monitoring closely overall credit expansion, improving the capital

market and developing the private debt securities market.

The fourth NERP objective of strengthening economic fundamentals involves
issues that are structural in nature, and the measures recommended are aimed at
instituting structural reforms to build a more dynamic and resilient economy.
Towards this end, the actions to be taken involve increasing the quality of
investments, improving the balance of payments, maintaining a balance public sector
financial position, appropriate monetary policy and price stability, and increasing
labour competitiveness. The actions to be taken in continuing the equity and socio-
economic agenda include ameliorating the hardship from poverty, addressing
Bumiputera equity ownership, expanding employment opportunities, meeting the
challenge of expanding tertiary education, addressing graduate unemployment and
controlling the influx of foreign workers. With respect to the final aim of restoring
adversely affected sectors, the sectors involved are the primary commodities and
resource-based industries, mining and petroleum, manufacturing, information
technology and the Multimedia Super Corridor, motor industry, construction,
property, infrastructure, transport, freight forwarding, tourism, banking as well as

insurance and reinsurance.

The NERP also recommended the easing of monetary and fiscal policies. Asa

continued effort to revive the economy, the 1999 Budget presented in October 1998

continued with an expansionary fiscal stance. The government development

expenditure was raised by about 23% to RM19,378 million while the operating
expenditure increased by 4.2% to RM46.563 million. Of the additional allocation for
development expenditure in 1998, RMI1,000 million was directed for social
development projects to address and ameliorate the effects of the economic crisis on

the lower income groups.

10
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In early 1999, the economy showed signs of an initial stage of recovery after
one year of economic contraction. Macroeconomic policy management focused on
strengthening the recovery process and on expediting measures to address structural
issues, both in the economic and financial sectors. In terms of Government spending,
priority was given to projects that address structural and socio-economic issues
(education and skills training, health services, low-cost housing, and agriculture and
rural development), as well as revival of selected infrastructure projects to increase
efficiency of the economy. An important criterion of the stimulus package was that it
should result in minimal leakage abroad to ensure no build-up of risks in the balance
of payments (Bank Negara Malaysia, 2000). Projects should also have strong
linkages to ensure maximum stimulus to economic growth and have short gestation

periods while meeting socio-economic objectives.

Monetary policy has become accommodative since early August 1998 when
interest rates and the statutory reserve ratio (SRR) were brought down to reinforce the
expansionary fiscal policy. The central bank lowered the 3-month intervention rate in
three successive steps in August from 11% to 9.5%. The SRR was reduced from 8%
to 6% on 1 September and further to 4% on 16 September so as to ensure sufficient
liquidity in the banking system and to lower the cost of funds. Due to uncertainty,
banking institutions had become excessively cautious in their lending decisions,
causing a sharp slowdown in credit. To avoid a credit crunch situation, banking
institutions with adequate capacity were encouraged to attain a minimum loan growth
of 8% for 1998 with the proviso that financial discipline must be exercised in making
lending decisions. The intervention rate was reduced further in successive steps to

reach 5.5% by August 1999.

The Government also introduced pre-emptive measures to strengthen the
resilience of the financial sector to ensure the continued efficient functioning of the
banking sector and promote market confidence in the face of deteriorating economic
conditions. These measures were multi-pronged, aimed at strengthening all aspects of
the financial system. They included strengthening the resilience of the banking sector
through a merger programme; the establishment of Pengurusan Danaharta Nasional
Berhad (Danaharta), the national asset management company, on 20 June 1998 to

address the rise of NPLs as well as Danamodal, a special purpose vehicle to address

11
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the erosion of capital in some banking institutions; and the Corporate Debt
Restructuring Committee (CRDC) to resolve the debt problems of larger
corporationsg. A series of measures was also implemented with respect to operations
in the capital market in order to improve market transparency and corporate
governance, including removing restrictions on submissions for new listings while

strengthening rules, securities laws and procedures of the KLSE.

In addition to Danaharta, Danamodal and CDRC, the Government has also
established or expanded several special funds to provide credit to priority areas at
reasonable rates in order to avoid the adverse effects of excessively high interest rates
on small businesses. These funds included the Fund for Food (RM1 billion), Fund for
Small and Medium Industries (RM1.5 billion), Export Credit Refinancing Facility
(RM3 billion). Special Scheme for Low and Medium Cost Houses (RM2 billion) and

Rehabilitation Fund for Small and Medium Industries (RM750 million).

(iv) Measures to Resolve Financial and Corporate Sector Distress

Since the crisis had exposed the vulnerability of the finance companies, a merger
programme for finance companies was announced in January 1998 to consolidate and
rationalise ‘the industry. While this was consistent with the longer-term objective of
creating a core of domestic banking institutions to meet the challenges of increased
liberalisation, it also represented part of the overall pre-emptive strategy to increase
the resilience of the finance companies to withstand risks arising from the economic
slowdown (Bank Negara Malaysia 1999b). The merger exercise was market-driven
with Bank Negara Malaysia facilitating the process. Upon completion in 1999, the

number of finance companies would be reduced by more than half of the original 39.

As the crisis deepened and prolonged, the banking institutions were being
more preoccupied with preserving their balance sheet and managing the deterioration
of their asset quality and loan portfolio instead of generating new businesses. The
rising incidence of the NPLs also caused them to be overly cautious in their lending.
resulting in many viable businesses failing to secure financing. Under the NERP’s

third objective of maintaining financial market stability, the Government created

12



Economic Recovery and Reforms in Post-Crisis Malaysia

Danaharta. This is an asset management company established to remove the NPL
distraction from the banking institutions to enable them to concentrate more on their
credit operations, to facilitate an orderly payment/write-down of debts and disposal of
assets as well as to restructure or liquidate ailing companies with outstanding loans of
RM50 million or less. Given the non-performing nature of its assets, Danaharta does
not expect to generate profits from its operations, but aims to minimise costs by

maximising the recovery value of its NPLs.

Danaharta was set up at great speed because the Companies Act did not
provide for the rapid acquisition and disposal or smooth management of assets and
affairs of a distressed company. It is expected to have a life span of 7-10 years. The
Danaharta Act and the amendments to the National Land Code passed in September
1998 provided the legal framework to erigage in these activities. ~With this,
“Danaharta is empowered to acquire assets with certainty of title while preserving
existing registered interests over the assets, to foreclose on assets and sell through
public auctions, public tender offers or private treaty and without consent of the
borrower (provided the sale is at market value and a 30-day notice is

given)”(Thillainathan 2000).

While Danaharta would not purchase the entire NPLs in the banking system, it
would ensure that the residual NPLs remains at manageable levels at all times.
Danaharta’s acquisition process is divided into secured loans, unsecured loans and
other credit facilities such as foreign currency loans and off-balance sheet facilities.
Priority is accorded to weaker financial institutions, including those institutions
seeking recapitalisation from Danamodal Nasional Berhad (Danamodal) before
proceeding to acquire NPLs from other financial institutions. Danaharta also manages
loans of selected financial institutions so as to facilitate strategic mergers between
identified financial institutions and to preserve the strength of the acquiring

institutions.

For loans which are secured by properties, Danaharta appoints independent
professional valuers to perform detailed valuation of individual properties. For loans
which are secured by quoted shares, the fair value of the loans is determined based on

the characteristics of the company whereby premiums are attached to larger stakes
13



Economic Recovery and Reforms in Post-Crisis Malaysia

that offer influence or control over the company. In the case of loans secured by
unquoted shares, acceptable valuation techniques are used. A uniform discount of
90% to the principal outstanding is applied in general to unsecured loans. In terms of
profit sharing, it is stipulated that any excess in recovery value over and above
Danaharta’s acquisition cost plus direct costs will be shared between the selling
financial institution and Danaharta on a 80:20 basis. However, the financial
institution’s share of the upside will be limited to the shortfall value plus a holding
cost of 8% per annum. For larger loans where valuation is either onerous or
inconclusive, a risk-sharing arrangement with the selling financial institution is done

on a case-by-case basis.

For loans acquired from financial institutions, Danaharta pays cash and/or
issues  zero-coupon, Government-guaranteed, tradeable bonds with yields
approximating those of Malaysian Government Securities with similar tenor. These
bonds are issued on a monthly basis with an initial tenor of five years and a rollover
option exercisable at Danaharta’s discretion for up to an additional five years. For
loans acquired from development finance institutions, Islamic loans and unsecured

loans, cash payments are made. It is estimated that Danaharta would require RM135

billion to finance its activities.

The asset management approach is divided into loan management and asset
management, and which approach is taken depend on the viability of the loans
acquired. For viable loans, Danaharta will take the loan management approach
whereby it will rehabilitate or restructure the loans including rescheduling the
payments and debt equity conversion. For non-viable loans, Danaharta will take the
asset management approach whereby it will manage the borrower through the
appointment of Special Administrators or manage the collateral either through the
rehabilitation of the collateral or foreclosure if all other options have been exhausted

(Bank Negara Malaysia, 1999).
Danamodal was incorporated on 10 August 1998 as a fully-owned subsidiary

of the central bank to serve as an interim funding vehicle for banking institutions to

meet their capital adequacy requirements. The rationale for the its establishment are:

14
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e To ensure that the banking sector recapitalisation process is commercially
driven and that investment decisions are made according to market-based
principles

e Delays in addressing recapitalisation and Non-Performing Loans issues will
create a drag effect on the financial system and economic recovery

e Direct capital injection by the Government into the banking institutions is not

desirable and would lead to conflict of interest position in the future.

Danamodal is to revitalise the financial services industry by the
recapitalisation of, and active management of its investment in, the banking
institutions within the framework defined by the central bank in an independent, fair
and transparent manner. Revitalisation will be measured by institutions being
competitive and well capitalised and showing sustainable levels of profitability, and
having good corporate governance. Danamodal’s financial objective is to operate
profitably over its lifetime, but successful revitalisation will be given higher priority
than maximising returns. To achieve these objectives, Danamodal will intervene as
required by influencing corporate governance structure and process and helping to set
the management agenda. As a strategic shareholder in the recapitalised banking
institutions, Danamodal is in a position to facilitate the consolidation and
rationalisation process and act as a catalyst to guide mergers. Danamodal will exit or
divest its stake when the restructuring and financial criteria have been accomplished.
Under the worst case scenario, the total funding requirement of Danamodal has been
estimated to be RM16 billion to ensure that the risk-weighted capital ratio (RWCR) of
all banking institutions to be at least 9%. These funds are to be raised in the form of

equity, hybrid instruments, or debt in both the domestic and international markets.

Danaharta and Danamodal were complimented with the setting up of the .

CRDC in July 1998 to facilitate the restructuring of large corporate debts (exceeding
RMS50 million) and ensuring viable corporations continued to receive financing. The
CRDC provided a platform for both the borrowers and creditors to work out feasible
debt restructuring schemes without resorting to debilitating legal proceedings. Bank

Negara Malaysia (1999) stated the objectives of CDRC are:
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o To minimise losses to creditors, sharcholdrs and other stakeholders through
voluntary co-ordinated workouts

e Preserve viable businesses that are affected by the current economic
conditions

e To introduce and implement a comprehensive framework for debt

restructuring.

Many companies have opted to this friendlier arrangement to resolve their
debt problems instead of going to court to defend against the creditors. CRDC acts as
an advisor and mediator between the debtors and the creditors on the restructuring
exercise. Once an application to CRDC is made by either the creditor or the debtor,
the appointed independent consultant will come up with the restructuring programme
for the debtor. CRDC will then evaluate the application and consider its viability and
acceptability to the bankers and shareholders of the companies involved. [f all parties
are agreeable to the structure of the proposal, the proposal will be implemented (see

CRDC 2002).

The CRDC framework relies on co-operation, persuasion and collegiate
approach to reconcile the interests of the financial institutions and the borrower. The

four basic principles of the framework are:

e Financial institutions must be supportive and not precipitate insolvency

e Decision-making is on the basis of sharing reliable information amongst all
parties involved in the workout

e Financial institutions must co-operate to reach a collective view on whether a
company should be given financial support based on specified terms

o Losses should be jointly borne in a fair manner to specified categories.

In other words, the restructuring efforts would be conducted on a voluntary
basis. based on market-driven principles to ensure that there would be a win-win

situation for both the borrowers and the creditor banking institutions.

Danaharta, Danamodal and CDRC are interdependendent and complimentary,

representing a comprehensive and coherent plans towards strengthening the banking

16



Economic Recovery and Reforms in Post-Crisis Malaysia

sector, as shown in Chart 1. As such, their functions were co-ordinated to ensure that
they operated in a cohesive and structured manner to achieve the desired objectives.
This was undertaken by the Steering Committee, chaired by the Governor of the
central bank, to oversee and monitor the policies, operations and progress of these

three bodies.

CDRC
A

Facilitate

Restructuring Restructure

Where necessary debt
DANAHA Rehabilitat
RTA BORROW
Sell NPLs Bonds
BANKS News |oans
<+«
Special News loans
Funds >
Bonds Cash Inject
capital
Danamodal
Chart 1

Overview of Danaharta, Danamodal and CDRC

Source: Bank Negara Malaysia (1999a)

In order to enable banking institutions to concentrate more on their credit
operations rather than being overly preoccupied with managing the deterioration of

their asset quality, the central bank reverted to the earlier definition of NPLs (loans

17
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that were defaulted for at least six instead of three months). The purpose was to
ensure that the real sector of the cconomy continues to receive financing and to
provide borrowers with the opportunity to regularise their accounts. Banking
institutions, however, can retain shorter NPL classification periods based on their

individual internal policies.

A series of measures was also implemented in relation to the operations in the
capital market so as to improve market transparency and corporate governance,
including removing restrictions on submissions for new listings while strengthening
rules, securities laws and procedures of the KLSE. The measures were also targeted
at protecting the local stock market from the adverse effects of the trading of
Malaysian shares on a stock market that is not a recognised stock exchange. In
essence, the regulatory supervision by domestic regulators was strengthened,
including enhancing the operational ability to curb market abuses and boost
enforcement powers of the Securities Commission and the exchange and clearing

house.

I[II MACROECONOMIC IMPACT OF THE CRISIS AND MEASURES

Table 1 shows that Malaysia had achieved an impressive record of growth prior to the
financial crisis of 1997-98. The real (in 1987 prices) gross domestic product (GDP)
arew at over 9% per annum during the first half of the 1990s, reaching a peak of 10%
in 1996. In fact the crisis had only a moderate impact on the Malaysian GDP in 1997,
when the economy still manage to grow at 7.3%. However, with the deepening of the
economic turmoil, Malaysia experienced the full impact of the crisis in 1998 when the
economy contracted by 7.4%, for the first time since 1985. Nevertheless, The
economy made a speedy recovery and achieved a growth rate of 6.1% in 1999 and
8.3% in 2000. Unfortunately, the dampening of the US economy, the continuing
recession in the Japanese economy (two of Malaysia’s leading trade partners) plus the
event of 11 September 2001 impacted negatively on Malaysia so much so that the
growth rate which has been revised downwards to 2.0 plunged further to register only

0.4% for 2001. Growth has been forecasted to be at 3.5% for this year. Per capita
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GDP, which peaked at RM9065 (1987 prices) in 1997, fell to RM8245 in 1998 and
climbed to RM8493 in 1999 and RM8899 in 2000.

Table 1 also reflects that the high growth rate of the economy that preceded
the crisis was associated with the intensive growth of the manufacturing and the
construction sectors. The two sectors together with non-government services sector
accelerated at double-digit growth. In contrast, the primary sector, was experiencing
negative growth in the years before the crisis except for 1996 and 1997. The sectoral
growth rates indicate that the construction sector was the worst hit, plunging by
23.0% in 1998 and 5.6% in 1999, and growing only at 3.1% in 2000. Consequently,
its share of the GDP fell from 4.8% in 1997 to 4.0% in 1998, 3.6% in 1999 and 3.4%
in 2000. Although the manufacturing sector also contracted sharply in 1998 by

13.4%, it recovered quickly and managed to
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register a growth rate of 13.5% in 1999 and 17.0% in 2000. As such, the share of the
manufacturing sector which reached 29.9% in 1997 fell slightly to 27.9% in 1998, but
rose to 30.0% in 1999 and 32.6% in 2000.

With industrialisation and the rise in employment opportunities, the
unemployment rate contracted to 2.4% on the eve of the crisis. Actually, Malaysia was
experiencing full employment throughout the 1990s. The labour market became so tight
that some sub-sectors have to resort to imported labour from abroad, namely from
Indonesia, Bangladesh and the Philippines. The crisis resulted in workers been retrenched
from certain sub-sectors, particularly construction. However, some 74,610 vacancies
were registered in selected sub-sectors enabling those retrenched workers to be re-
deployed to other sectors still experiencing labour shortage, such as some sub-sectors in
the manufacturing and services sectors as well as the agriculture sector. Quite a number
of the foreign workers have returned to their respective countries. Hence., unemployment
rate has been rising to 3.3% in 1998 and 3.4 % in 1999 but moderated to 3.1% in 2000.
Preliminary figure shows that it has risen again to 3.7% in 2001. Table 1 also shows that
the share of employment in the primary (agriculture, forestry and fishing) and the
secondary (mining and quarrying, manufacturing and construction) sectors contracted in
1998 and 1999. On the other hand, the share of employment in the services sector went
up. However, the total employment in the manufacturing sector went up by 6.7% in

1999, indicating a rapid recovery in this sector.

Table 2. which shows more macroeconomic and financial indicators, confirms
that the economic recovery in Malaysia had begun in the first half of 1999 when the
second quarter GDP growth rate registered 4.1% and went on to record 6.1% for the
whole year. The current account balance as a percentage of GNP, which was negative for
several years prior to the crisis) has turned positive since December 1998, reaching a
peak of 17.1% in 1999. Although it has come down since then, it remains at a substantial
level. External debt has also trimmed to about half of the GNP in 2000, but has risen

since then. Net international reserves peaked in June 1999 at US31.1 billion or
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equivalent to 6.7 months of retained imports and remained at almost the same level since
then. However, it has come down a little in terms of months of retained imports. The 3-
month interbank rate contracted to just over 3% from its high of 11.2% in June 1998
while the base lending rate (BLR) dropped to 7.2% in June 1999 and 6.39% in 2001. The
annual growth rate of banking system loans plunged from 28.2% in June 1997 to 0.1% in
1999 while the RWCR remained above 12% since June 1999, which far exceeded the

internationally prescribed ratio of 8%

(893
1]
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Table 3
Retrenchment of Workers According to Sector, 1996-1998
Year Total % Change
1996 Tt 13
1997 18,863 143
1998 83,865 343
% of Total
1998
Agriculture 5,108 6.1
Mining 877 1.1
Manufacturing 45,151 53.8
Construction 9,334 11.1
Electricity, gas and water 1 0.0
Transport, storage and communications 2,007 24
Wholesale and retail trade, hotels and restaurants 10,434 12.4
Finance. insurance, real estate and business services 6,596 79
Social services 4,242 5.
Others' 115 0.1
Total 83,865 100.0
Note: ' Includes unclassified sectors.

Source: Malaysia 1999.

The retrenchment of workers according to sectors for 1996-1998 is shown in
Table 3. Between 1996 and 1997, there was a 143% increase in retrenchment which
jumped to 345% between 1997 and 1998. A total of 83,865 workers lost their jobs in
1998.  Almost 54% of the total retrenched were from the manufacturing sector while
11.1% were from the construction sector. Another 12.4% were from the wholesale
and retail trade. hotels and restaurants sector. The group most vulnerable to the crisis
are migrant workers. While official statistics indicate that 3,246 have been retrenched
in the first five months of 1998, an estimated 80% of the 768,400 employed in the

construction sector were migrant workers.

Given the dramatic decline in the level of construction activity, the reported
figure would grossly under-estimate migrant worker retrenchments. Most of them
have incurred labor brokerage costs and their debts could not be honored due to the
abrupt retrenchment, repatriation and loss of income, which might result in an
eventual entrapment of a vicious debt and poverty cycle. On the other hand, many of

the retrenched locals might return to their villages to find jobs in the agricultural
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sector or register in the Training Scheme for Retrenched Workers program offered by
the Human Resources Development Council to upgrade their skill and improve their
income-earning potential. The Ministry of Human Resource has established a RM5
million retraining programme to upgrade the skills of the workers in assisting the
retrenched workers to find new jobs. In easing the financial burden and moderating
the retrenchment level, firms in selected sectors were exempted to pay the levy to the

Human Resource Development Fund (HRDF)® for a certain period.

While the initial official expectation of inflation was 7-8% in 1998 (private
sector estimates had been more pessimistic at 8-12%), it turned out to be better than
expected at 5.3%, rising from 2.7% in 1997 (see Table 4). However, it is particularly
alarming tonote the disproportionate rise in the index for food, which recorded a rise
of 8.9%, since its weight in the Consumer I;rice Index (CPI) was 34.9% in 1998.
Similarly, the index for medical care and health expenses also rose above the CPI of
5.3%, that is, by 6.2%. The rise in the cost of medical fees is mainly due to the 30%
rise in the cost of imported drugs, which account for over 60% of drugs used in the
country. Fortunately, this item has only a small weight of 1.9% in the CPI. With the
implementation of the various Government policies, the CPI managed to be brought
down to 2.8% in 1999, 1.6% in 2000 and 1.4% in 2001, particularly the index on food
following the campaign on “zero inflation” and consumption of Malaysian-made
goods. The Government also intensified efforts to promote measures to increase
domestic food production as well as services related to the food industry.(Bank

Negara Malaysia 2001:35).

The impact of ringgit depreciation on the Producer Price Index (PPI.
1989=100) was much faster compared to the CPI. The PPI, which measures prices of
intermediate and final goods charged by domestic producers, increased by 10.7% in
1998 compared to 2.7% in 1997. The large increase in prices was largely due to the
higher import prices following the weaker ringgit and higher local production cost.
However, lower import prices (-0.6%) and lower local production costs (-3.9%)
contributed to the decline in the PPI by 3.3% in 1999. The PPI rose by 3.1 percent in
2000 mainly due to the higher crude oil price. Due to the weak commodity prices in

2001, the PPI fell by 5.0% to reflect the lower prices charged by local producers.
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The property prices as reflected by the Malaysian House Price Index (MHPI,
1990=100) declined by 9.4% in 1998 (compared to a rise of 1.9% in 1997). It has further
declined by 2.3% in 1999 (an improvement compared to the 12% decline in the first half
of 1999) reflecting an improvement in property prices following the measures taken by
the government. These include the Home Ownership Campaign (12 December 1998 to
12 January 1999) and the Second Home Ownership Campaign (29 October to 7
December 1999), stimulating foreign demand for high-end properties and restricting the
development of new residential properties and shop houses where the individual units
cost more than RM250,000. In 2000, property prices increased as reflected in the rise of
the MHPI by 4.7%, but with the exception of certain choice locations, particularly in the
Klang Valley, property price levels remained below the peak levels that prevailed in 1997
(Bank Negara Malaysia 2001:37). The situation worsened thereafter when the MPHI
only crept up by 0.9% for the first half of 2001.

IV PROGRESS OF CONTROLS AND REFORMS

(i) Changes Made to the Exchange Control Measures

Malaysia’s imposition of the exchange control measures was controversial. However,
conditions and circumstances were in Malaysia’s favour then which increased the
prospects for their success. According to Bank Negara Malaysia (1999a), capital controls
have historically been imposed by countries facing acute balance of payments constraints,

imposing restrictions on almost all transactions with non-residents, including current
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Table 4

Malaysia: Inflation Indicators Annual Growth Rate (%), 1997-2001

Weights 1997 LI998 | 1999 | 2000 | 2001
Annual Change (%)
Consumer Price Index
(1994=100) 100.0 2.7 5.3 2.8 1.6 1.4
Of which :
Food 34.9 (33.8) 4.1 8.9 4.6 1.9 0.7
Beverages and tobacco 3.6 (3.1) 1.3 4.3 7.9 2.8 4.8
Clothing and footwear 3.6(3.4) -0.5 04 | 2.0 | -1.7 | -2.6
Gross rent, fuel and power 21.1 (22.4) 3.2 4.4 1.6 1.5 1.4
Furniture, furnishings and
household equipment and 5.6 (5.3) 0.1 3.9 1.3 0.0 0.1
operation
Medical care and health expenses 1.9 (1.8) 3.6 6.2 3. 2.0 2.9
Transport and communication 17.9 (18.8) 06 | -0.1 | 05 2.1 3.6
Recreation, entertainment, :
education and cultural services 5.8(5.9) 0.4 33 2.6 0.5 | -0.1
Miscellaneous goods and
services 56(5.5) 4.6 7.1 1.5 0.9 0.7
Consumer Price Index by Region:
Peninsular Malaysia CPI 100.0 (81.6) 48 5.5 2.9 17 s
Sabah CPI 100.0 (8.9) 2.0 43 2.4 0.6 0.6
Sarawak CPI 100.0 (9.5) 1.7 42 1.6 1.5 0.8
Producer Price Index (1989=100) | 100.0(100.0) | 2.7 10.7 | -3.3 3.1 -5.0
of which
Local Production 79.3 2.5 11.2 | -39 36 | -6.1
Imports 20.7 2.8 92 | -0.6 1.1 -0.3
House Price Index (1990=100) 19 | 94 ] 23 47 | 0.9
of which
Klang Valley 44 | -11.21-102 ] 124 | 0.4
Johor Bahru 0.1 | -219| -87 | 28 | -23
1.3 | -11.5| -8.2 8.3 -3.7

Penang Island

Notes: ' January-June

Weights in parentheses are for 2000-2001.
Source: Bank Negara Malaysia (2000, 2002).

account transactions, due to weak external reserve position. In contrast, Malaysia has

maintained free movement of all current account transactions and Malaysia had strong

reserves position as corrective measures had turned the current account balance into

surplus of 14% GNP in 1998. Secondly, capital controls were imposed in many of the
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countries when they were lacing capital flight. In contrast, Malaysia has generally not
experienced significant capital outflows of the type and magnitude experienced by
countries facing acute balance of payments and international reserve constraints.
Thirdly, external reserves of the country were intact, unencumbered and rising (see
Table 2). At the same time, Malaysia was blessed with low inflationary rate as well

as low external debt.

Critics dispute the effectiveness of the controls since markets in the region had
stabilised, often saying that Malaysia “closed the stable door only after the horse has
bolted”. However, the central bank emphasised that the controls were aimed at
containing the internationalisation of the ringgit to prevent speculative activities, not
to be used as a substitute for sound and transparent domestic economic policies.
Thus, after the imposition of the controls, “inflows reflected export proceeds or
purchase of ringgit assets and outflows represented import payments and sales of
ringgit assets. As the controls were showing positive results, the controls began to be
relaxed, beginning in February 1999 when rules on the minimum holding period on
portfolio investments were partially relaxed. On 1 September 1999, the one-year rule
on portfolio investments expired, enabling funds which were in Malaysia prior to 1
September 1998 to freely leave the country. Yet, contrary to expectations, the
outflows were relatively small given the positive economic prospects. By 2001, the
capital controls imposed on foreign portfolio investments had all been removed when
the 10% exit levy on repatriation of portfolio profits within one year was withdrawn
on 2 May 2001 (Malaysia 2001), but the new capital controls imposed on Malaysians
still remains in place. Before the crisis, only those Malaysians with domestic
borrowings had to have the prior approval of the Bank Negara Malaysia to invest
overseas whereas after the crisis even those Malaysians without any domestic

borrowings require the central bank’s approval to invest abroad.

The exchange controls were sufficient to provide a greater degree of
independence for the conduct of monetary policy to support the recovery process
while the greater stability in the currency, stock markets and the financial system also
revived consumer and investor confidence. The fixed exchange rate provided
businesses with a degree of predictability under which they could plan their

businesses. At the same time, policymakers had some “breathing space” to expedite
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economic and financial reform (Bank Negara Malaysia 1999b). It also enabled the
recovery to be achieved without massive fiscal cost going into massive debt and the

nation did not suffer widespread unemployment or social dislocation.
(ii) Progress of the Merger programme

As at 15 March 1999, eight finance companies had been merged while 14 would be
merged in the same year. Some banking institutions suffered severe losses during the
crisis primarily from high levels of NPLs. In order to prevent further deterioration in
the financial health of these banks, the central bank assumed control over the
operations of four banking institutions, two of which merged with stronger entities
later. Another was resolved through open tender exercise while the fourth was
resolved through capital injection by Danamod-al. Moreover, two of the larger
domestic commercial banks were merged with stronger commercial banks. To ensure
that the mergers would not weaken the strength of the acquiring banks, distressed

assets of the weaker institutions were removed to subsidiaries of Danaharta.

By 31 December 2000, the merger programme for domestic banking institutions that
was initiated in 1999 was successfully implemented, with 50 out of 54 domestic
banking institutions consolidated into 10 banking groups and 94% of the total assets
of the domestic banking sector rationalised and consolidated (Bank Negara Malaysia
2001). Under the merger exercise, each of the ten banking group should have a
minimum capital base of RM2 billion or an asset base of RM25 billion. This exercise,
which concluded in 2000, succeeded in consolidating the fragmented domestic
banking sector without causing disruptions to the provision of banking services. In
2001, the focus of the domestic banking groups was to complete the business
integration processes and rationalisation exercises. By the end of 2001, all banking
groups had conducted their branch rationalisation exercise and five banking groups
had rationalised their workforce. All the staff rationalisation exercise were conducted
on a voluntary basis. Affected, staff were granted the opportunity for various options
of redeployment to other suitable business divisions, or to opt for the voluntary
separation scheme with adequate compensation. As a result of the rationalisation

exercise during the year, 187 branches were closed, whilst 55 branches
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were relocated and a total of 4,240 staff left the banking industry (Bank Negara

Malaysia 2002).

(iii) Progress of financial and corporate restructuring by Danaharta

Substantial progress has been made in both bank and corporate restructuring.
According to Thillainathan (2000), the ability of the Malaysia Government to act
quickly and effectively on bank restructuring was significantly enhanced by the
existence of a strong legal framework for Bank Negara Malaysia. It has already most
of the specific powers necessary to deal with banking crisis. For example, it has the
power to investigate, prosecute, take over the management of banks and impose a
moratorium on their operations. It also has the power to acquire the shares of financial
institutions and require a capital increase of a bank’s capital impaired by losses.
Because Bank Negara’s powers are explicit and clear, they deter legal challenges

during the implementation of the restructuring programme.

The progress in the acquisition and management of NPLs by Danaharta is retlected in
Table 5. It can be seen that Danaharta had acquired (19.1 billion) and managed (26.4
billion) RM45.5 billion (2.666 accounts) in NPLs from various financial institutions
by 31 December 1999. According to Bank Negara Malaysia (2000), the book value

of the loans removed from the banking system amounted to RM34 billion. representi
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approximately 42% of NPLs in the banking system. The removal of these NPLs from the
banking sector has reduced the residual NPL level to 6.6% (based on 6-month
classification) from the peak of 9% as at the end of November 1998. A total of RM10.3
billion nominal value zero-coupon bonds have been issued as consideration for the loan

acquisitions, which is lower than the RM15 billion budgeted earlier.

The total loans acquired and managed rose to RM47.49 billion (2,835 accounts)
by the end of 2000 (of which RM20.39 billion was acquired). The book value of the loans
removed from the banking system was equivalent to 44% of the NPLs in the banking
system. The removal of NPLs by Danaharta succeeded in reducing the NPLs in the
banking system to manageable levels. The weighted average discount rate for the
acquired NPLs was about 55% compared to 56% the previous year. Three tranches of
zero-coupon bonds as consideration for the NPLs acquired were issued, bringing the total

nominal value of bonds issued to RM11.1 billion as on 31 December 2000.

As at 31 December 2001, the total loans acquired and managed increased
marginally to RM47.72 (of which RM19.82 billion was acquired) from 2,902 accounts.
Six months later, as at 30 June 2002, it again rose slightly to RM47.76 (2,905 accounts)
with the same amount being acquired. This is because Danaharta completed its loan
acquisition phase in 2000 and did not make any direct purchase from the banking
institutions in 2001. Over this period, the weighted average discount on all acquisitions
fell to 54% up to the end of June 2002. Danaharta expects to resolve the remaining NPLs

of RM12.4 billion (in gross value terms) by the end of 2001.

Table 6 illustrates Danaharta’s loan management progress. As of 31 December
1999, Danaharta had within its portfolio 2,666 accounts relating to 2,345 borrowers and
had initiated recovery measures with 88% of these borrowers in terms of value or 71% in
terms of number. A total of RM17.6 billion or 38% of the loans and assets under its
management has been restructured or disposed (as in the case of foreign loan assets), with
an average recovery rate of 80.2%. Danaharta, being an asset management vehicle, has

chosen the recovery measure that maximizes the recovery value of the assets. The
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preference is to restructure the loans wherever possible, and only resort to foreclosure and
sale of collateral as a last resort. Loan restructuring has shown to give a higher recovery
rate than outright foreclosure. As at 31 December 2000, the number of accounts within its
portfolio increased to 2,835 accounts relating to 2,507 borrowers, with a total gross value
of RM47.49 billion. Danaharta had initiated recovery measures with 98% of these
borrowers in terms of value or 91% in number. Danaharta concentrated on its loan and
assets management process, applying various techniques on its loans and assets, such as
active restructuring and rescheduling for viable loans; foreclosure, appointment of
Special Administrators and Schemes of Arrangement for non-viable loans. By year-end,
Danaharta has successfully restructured RM35.8 billion of loans (representing
approximately 74% of loans under its portfolio), with expected recoveries of RM23.8

billion. This translates into a 66% recovery rate-over the outstanding loans (see Table 7).



Malaysia

Post-Crisis

‘ms in

Economic Recovery and Refor

PASNRYXD U dARY  spoylaw Al2A022l Bylo e a1ayam Ssjunodde 01 Aurewr  siajal o uonde  [edan
‘uonnjosal [eut) futpuad SuipurisIno JUNCWE ay) 2anpal 0} |L12je|[0d JO
uondwoapas Ajuewrid Suiajoaut ‘uonnjosal eiaed jo sased 01 19j21 SISYIO 9

e1oIe][0d
QIBYS JO 2UNSO[I3I0] PUR "Zp6 | 10V PRLIag] [PUOISEN BHURYRUB( URSNINSUa] Yl JO £ ¢ uonoas tapun Auadosd jo amsopaalo) 0} s19j21 aansopato] ¢
JWwaLRs Jojensiuiwpy [e12ads e oy s195a1 (vS) pasoadde owdyas-yg p

"MAD 241 Japun widyas
B 10 JUAWATURLIR JO 3WaYds  AIiunjos B goa| 12V satuediuo)) ayl Jo 9/ | U01aas 1apun awayds B 0] s19jal (Y OS) WoWaSurLIR Jo dwapsg ¢

=)
suipuad
S11 10 PaAldal uaaq sey Juawled pue poalse U2aq sey JUAWLS[NSS [BUlj puE [N 10 YSLIN0 pasodsip ale sUBO| aIa(m SISED 0) SI19Jal JUIWI[IIIS
“Jesodsip 19s5e 10 JuaWwa)as sed [eiued ‘suro] panpayasal apnjaut ABW a1y SULINIONISAL 01 S13]a1 (Y 4) SULINIINIISIY uRo] Uy |

G
1
EION|

—~

100Z ‘0008 ‘6661 42quiadaq | € papua Syiuol XI§ :SLoday] suonpade) mumypuncg $aInos

001 001 £08t 001 0ol ob'Ly 001 001 [ TV.LO.L
i zl 89°¢C PaIRLIuL 3g 01 AIAA0IDY ¢
11 6 A [esodou ] JO uoISSIWgNS Jupud |
pajeniuf £194022y b
01 93 19°¢1 uoneneAL suipudd paniugng [esodoi €
£ 9 1€C uonezijeul,| Juipuaf pajenjear] jesodos ] ‘Z
8 < sipO |
|4 < uonay [B3a] | 't
1T 0C ansopalof | Ty
81 91 JuaWRGURIY Jo 2wy | 3
t1 81 uawRes | J
11 3 siojedsiuipy eadg | 9
4 6l Surmonnsay ueoj ueld | p
L 6871 parolddy
esodod moytopn | 0
8 99°1 papieg S | 'y
6 8l #1°¢ BUILLIOpId | e
001 Ly vL £8°ct 8¢ gLl SULINONISaY 10,
paacaddy/pamionasay )
% % uonie N % Yo uoiiftel INY % Yo uorre N ON
100T 12quadaq ¢ 000T 12qwanaq 1€ 6661 PqURR( ¢

SS2UT04 ] JUIWATRUR UROT "9 d|qr ]

34



Economic Recovery and Reforms in Post-Crisis Malaysia

100 '000C 6661 42quadaq] | £ papua syout xig 'spioday suonniade) ‘DLOYDUD( 1$30IN0S

9¢ 16°8C v6°0S 89 08°¢¢ £8°6¢ 989 30°Cl 19°L1
96T [eaoxddy
Surpuag v
- - €0C . £9'1 uonoy [eda]
09 05T vy £¢ 011 e sIYIO
6¢ LEE 8S11 8¢ LT £ L 8Ly 68°0 S8l 91NS0[3310,]
b 9t'C ¢SS 29 149 0S'C L0S 610 LE0 panroiddy
AWAIS— VS
9L $69 S1'6 €8 €18 Il €Ll uaweduelry
LO°S 809 Jo awoayoag
9L ol L89 LL 98P pe9 0°cL L5 L LSS el L)
69 08 0911 €6 &9 90°L G388 38°¢ 3¢y Sutmonng
ueoT uref ]
001 A LS 001 1483 4> Sue0]
Surwo)a g

(%) ey | £194003Yy | Sutpueising | (o4) ARy | 124003y | Sutpueising | (o) ey K19A009y] | Suipueising
AI9A009Y | pajoadxy ueo| A19A000Y] | pajoadxy ueor| A19A002Y] | pajoadxy ueo |

100T 1quiddaq 1€

0007 13qUIIR( ¢

6661 19quA( I¢

Jurinanaysay 10y pasoaddy suvor pue PAIMINISIY suLo] woay L1403 pajdadxy £ dqe

35



Economic Recovery and Reforms in Post-Crisis Malaysia

A year later, total loan rights acquired and managed by Danaharta amounted to
RM47.7 billion, of which RM39.8 billion were from the banking system, accounting
for approximately 40% of the total NPLs of the banking sector. By 31 December
2001, Danaharta has dealt with RM47.7 billion (99.9%) of the total loans acquired
and managed under its portfolio. From the total adjusted loan outstanding already
dealt with, Danaharta expects to receive total recovery of RM28.5 billion, resulting is

a recovery rate of 56% (inclusive of interest).

The composition of Danaharta’s assets would change over time from
unresolved NPLs to various assets groups and ultimately into cash. As Danaharta
moved from its establishment phase to management phase, its composition of NPLs
also change from being unresolved to NPLs that have been processed where recovery
proceeds have been received or pending implementation. Based on the current pace of

resolution, Danaharta is on track to achieve its targeted unwinding by 2005.

(iv) Danamodal and Progress of Banking Sector Reform

In the case of recapitalisation exercise by Danamodal, initially it had RM10.835
billion funding (of which RM3 billion is capital). By 15 March 1999, it had injected
RM6.15 billion as fresh capital into 10 banking institutions in the form of
Exchangeable Subordinated Capital Loans. This total capital injection had decreased
to RM5.3 billion at the end of 1999 upon repayments by five banking institutions. The
recapitalisation by Danamodal had helped to strengthen the RWCR position of these

institutions from 9.9% as at end-September 1998 to 12.3% as at end-December 1999

(Bank Negara Malaysia 2000).

Danamodal has made no additional capital injection during the year 2000.
Following the improved economic environment and in tandem with the merger
programme for domestic banking institutions, 8 banking institutions have repaid their
loans to Danamodal amounting to RM3.4 billion, bringing the outstanding amount of
capital injection to RM3.7 billion as at 31 January 2001. During the course of

consolidation, Danamodal has played an active role in spearheading the merger
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negotiations for those banking institutions where Danamodal was the major
shareholders. As a result of the merger process, two banking institutions repaid their
loans to Danamodal. Where Danamodal continues to hold stakes in banking
institutions, Danamodal would assess all viable options in order to maximize
recoveries from the capital investment and give financial flexibility for Danamodal to
redeem its bond amounting to RM11 billion when they mature in the year 2003. Due
consideration would however be accorded to ensure that the financial strength of the
banking institutions or bank holding companies would not be unduly weakened by the

capital repayment (Bank Negara Malaysia 2001).

As the capital position of the banking institutions has continued to strengthen,
no further capital injection was made since December 1999. In August 2001,
Danamodal concluded the sales and purchase agreement on the disposal of its
investment in one finance company. With the completion of the sale, Danamodal’s
outstanding investment in the banking sector has shrank to RM2.1 billion from RM7.1
billion since its inception (Bank Negara Malaysia 2002). Danamodal expects to

recover the entire remaining investment over time.

v) Prosress of Financial and Corporate Restructuring by Corporate Debt
£ P g 0y 14

Restructuring Committee (CRDC)

As at 15 March 1999, CDRC had received 48 applications for debt restructuring,
involving debt of RM22.7 billion. Two restructuring plans have been implemented
and 26 Creditor Committees had been formed to oversee the restructuring efforts
inception (Bank Negara Malaysia 1999). By 29 February 2000, the CRDC had
successfully completed the restructuring of 19 cases with debts totalling RM14.1
billion, whilst 10 cases had been referred to Danaharta. As the economy improved,
not many new applications were submitted to CRDC since late 1999. CRDC
expected to complete the debt restructuring of 26 cases involving debts amounting to
RM16.4 billion that was still outstanding by the third quarter of 2000. In addition to
corporate restructuring, CRDC was also involved in the restructuring of

transportation, telecommunication and steel industries comprising nine companies to
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ensure that the restructured companies operating within the industry would become

feasible and viable (Bank Negara Malaysia 2000).

During the course of debt restructuring, various techniques were applied such
as debt to equity conversion, debt to private debt securities conversion, participation
of white knights and reduction in the paid-up capital of the borrowers. The
cumulative progress of CDRC as at 31 December 2001 since its inception is

illustrated in Table 8. A total of 37 cases have been successfully finalised, resolving

debts amounting to RM34.5 billion,

Table 8§
Cumulative Progress of CDRC as at 31 December 2001
31.12.2001
RM mil % No of cases %
Cases discharged
- Withdrawn cases 7,427 11 13 11.6
- Rejected cases 2,642 4 10 15,1
Subtotal 10,069 15 23 26.7
Cases accepted
- Outstanding 18.038 27 12 14.0
- Revised 1,747 3 3 3.5
- Resolved 34,489 51 37 43.0
- Transferred to Danaharta 2,470 4 11 12.8
Subtotal 56,744 35 63 73.3
Total referred to CDRC 66,813 100 86 100.0

Source: CRDC 2002.

equivalent to 51% of the total referred to CDRDC. Withdrawn or rejected 23 cases
with debts of RM10.1 billion or 15% of the total. Therefore, as at 31 December 2001,
CDRC has 12 outstanding cases to be resolved with total debts of RM18.04 billion,

representing 27% of the total.

The progress of corporate debt restructuring under the purview of CDRC has been

relatively slower given the following factors:-

1) Larger number of creditors involved in the debt restructuring exercise;

i) The need to obtain 100% consensus from the parties involved; and
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iii) The lacklustre performance of the capital markets in recent months, resulting

in difficulties for some borrowers to implement their debt restructuring

schemes.

To benefit and strengthen the economy in the long run, CDRC also played a
pivotal role in driving the restructuring of the public transportation industry. The
debt restructuring scheme for the public transportation industry has been finalized
and will be implemented in the near term. CDRC has also completed its study on
the restructuring of the steel and telecommunication industries and the options to

address the various issues concerning the industries are being considered.

One potential area of vulnerability that needed to be addressed was the
resolution of the large corporate debts and its impact of the health of the banking
sector. To facilitate this process, the corporate debt restructuring framework under the
CRDC was revamped to accelerate the pace of corporate debt restructuring in
Malaysia. Borrowers and creditors were subject to more stringent and definitive
timelines in the debt restructuring process to ensure that they complete the resolution
process within the shortest timeframe. Operational restructuring was undertaken
together with financial restructuring to ensure the viability of the debt restructuring
scheme. Significant progress has been achieved following this revised framework,
with resolution of a number of debt restructuring cases, including the debts of three
large corporates. CDRC had targeted to resolve 10 cases with total debts of RM 10.2
billion between 1 August 2001 and 31 December 2001. As at 31 December 2001.
CDRC has successfully resolved eight of these cases, with debts accounting for 8§3.5%
of the total targeted amount of debts to be addressed. In total, CDRC has successfully
resolved 11 cases in the year 2001, involving debts amounting to RM 11.9 billion has

targeted to complete the restructuring of the remaining cases by July 2002.

The debt restructuring process by CDRC is expected to be accelerated with
changes that were made to the debt restructuring framework during 2001. The
changes included the setting of specific timeline to ensure effective implementation of
the restructuring and enhanced disclosure and reporting requirements to improve

corporate governance. More importantly, borrowers must undertake operational
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restructuring alongside debt restructuring because debt restructuring on its own may
not bring about long term solution for the problems faced by the large corporates, to
ensure the viability of the company over the longer term. The criteria for the
acceptance of loans under CDRC was also amended to borrowers with aggregate
borrowing of RM100 million with exposure to at least five creditors banks compared

to a minimum amount of RM30 million and two creditor banks previously.

As at 8 March 2002, 12 cases with debts totaling RM18.8 billion remained
outstanding. This included one case that was previously resolved but had to be
revised. For cases in which the creditors and borrowers are unable to reach a
consensus on the terms of the restructuring exercise, the cases would be removed
from the purview of CDRC. Any further negotiations between the creditors and
borrowers will be conducted outside the au‘spices of CDRC. To date, CDRC has
rejected or discharged 12 cases from its purview. CDRC is on course in its target to
ensure that all workout proposals of borrowers under its purview are approved and

implemented by end-July 2002.

V CONCLUDING REMARKS

The process of bank and corporate restructuring has proceeded steadily with
Danaharta and the CDRC having done a good job within the parameters under which
they operate. Thillainathan (2000) attributed the substantial restructuring to the
following factors.  First, there was political will. ~ Second, the scale of the
restructuring problem was more manageable. Third, the domestic resources available
to finance the restructuring was plentiful and finally, the required legal infrastructure
to correct the failing economy was already in place or quickly put in place. A main
issue with the restructuring is that it was more government-financed and government-
facilitated and less market-based. While this was justified during the crisis, there
should be increased reliance on market-based approach to restructuring as the

economy got stronger.

The development of the financial sector should be aligned with the envisaged

direction for the development of the economy. This objective is incorporated in the
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formulation of the Financial Sector Masterplan (FSMP) by the central bank that was
launched in March 2001. The FSMP outlines the medium and longer term agenda to
build a financial sector that is responsive to the changing economic requirements and
that is resilient, efficient and competitive. The recommendations that were outlined in
the FSMP focused on enhancing domestic capacity and capability before progressing
towards more competitive environment in the second phase and finally towards
greater international integration. The FSMP identified three key objectives in its
implementation phases. Firstly, to enhance domestic capacity by building the
capabilities of domestic banking institutions and increased deregulation in certain
areas to increase competition; secondly to promote financial stability through strong.
risk-adjusted regulations and supervision; and finally, to meet the socio-economic
objectives of Malaysia, which includes increasing the level of consumer activism.
Other developments in the financial system include the introduction of various
capital market measures to promote efficiency, transparency, resilience and
competitiveness of the capital market. Additional measures were concurrently
introduced to improve corporate governance and minority shareholder position. The
keyv measures include first, the launching of the Capital Market Master Plan (CMP) by
the Securities Commission on 22 February 2001. The CMP seeks to ensure that the
capital market is able to play its role in supporting national economic growth needs
and aspirations. meeting the challenges of globalisation and tapping value-added
opportunities within areas of comparative and competitive advantage. The second
measure relates to the consolidation of the stockbroking industry. where the 33
stockbroking companies which existed as at end-August 2001 are expected to be
reduced to 36. The Kuala Lumpur Stock Exchange introduced the new Listing
Requirements to further enhance efficiency in capital market activities, corporate
governance and transparency as well as strengthen investor protection and promote
investor confidence. Both the Kuala Lumpur Options and Financial Futures
Exchange (KLOFFE) and the Commodity and Monetary Authority of Malaysia
(COMMEX) have been integrated to become the Malaysian Derivatives Exchange
(MDEX) in order to attain economies of scale, offer a wider range of products to

investors and enhance cost efficiency.
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With all these reforms and measures, Malaysia should be stronger and more
resilient in meeting the vagaries of the global business cycle. Although critics indicate
that what have been done may not be sufficient in certain aspects, particularly the
existence of moral hazard in the banking industry and to enhance corporate
governance and transparency, they have said that Malaysia was successful in
containing its bad-debt situation, and hence preventing an erosion of consumer and
corporate confidence.  These need to be dealt with as the country faces bigger
challenges ahead, particularly the rise of China and the implementation of AFTA and

WTO agreements.

Notes

. This secton mainly based on Bank Negara Malaysia (1999a)

[ )

. Elaborations on these three vehicles will be given in Section 2.4 below.

3. HRDF was established in 1993 to conduct courses to retrain and upgrade the skills

of employees.
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As of January 2003, the Institute of Malaysian and International Studies (IKMAS).
Universiti Kebangsaan Malaysia (UKM), is starting a new series of publication called the
IKMAS Working Paper Series. This new series is different from the old series, under
the same name. The old series has been upgraded to become the IKMAS Occasional
Paper Series as of January 2003 based on the feed-back of readers and reviewers. The
objective of the new Working Paper Series is to disseminate the findings and ideas from
on-going research conducted by IKMAS Fellows and other scholars associated with
IKMAS on the different dimensions of globalisation. In line with the research thrust of
IKMAS, the Working Paper Series will focus on issues such as income distribution.
poverty and social safety net; trade liberalization, governance and competitiveness:;
regionalisation and regionalism with reference especially to Northeast and Southeast
Asia: science, technology and society; religious and other transnational movements.
gender as well as conflicting notions of community and their impact upon the nation-
state.

Papers published in the Working Paper Series are read and edited by the IKMAS
Editorial Board under the IKMAS Publication Committee. Each article should have a
length of 6000 to 10,000 words and stands as a complete paper in itself. The findings In
each paper are the research output of the individual authors and do not necessarily reflect
the views nor policies of IKMAS. Please address all comments and suggestions to
improve the articles in the Working Paper Series to the respective authors.

Interested authors can send in their papers to:

Secretary

Publication Committee

Institute of Malaysian and International Studies (IKMAS)
Universiti Kebangsaan Malaysia

43600 Bangi, Selangor, Malaysia
http://www.ikmas.ukm.my

E-mail: nira@pkrisc.cc.ukm.my

IKMAS Editorial Board

General Editor: Abdul Rahman Embong, PhD

Working Paper Series Editor: Tham Siew Yean, PhD
Research Notes Series Editor: Diana Wong, PhD

Occasional Paper Series Editor: Abdul Rahman Embong, PhD
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GUIDE TO CONTRIBUTORS

Paper structure

Each paper should have an introduction which states the objective(s) of the study and
the issues to be discussed. This is followed by the main body of the paper which
consists of the analytical and discursive part, including analysis and discussion of the
findings. The paper ends with a conclusion which addresses the questions raised by
the paper. A list of references should be at the end of the paper. All notes should be
placed as end-notes.

Abstract
Fach paper must be accompanied with an abstract of about 100 to 130 words.
followed by not more than five keywords placed at the bottom of the abstract.

Biodata
The paper should provide a brief biodata of the author. indicating his/her position.
institutional affiliation. current research focus, and publications.

Formatting

The paper title and author’s name should be on page 1, followed by the abstract and
author’s biodata on page 2. A table of contents and list of illustrations (if any) should
be on pages 3 and 4.

The length of each paper is between 6000 to 10.000 words. The text of each paper
(including references and notes) should use 1.5 spacing, Times New Roman. font 12.

Use all capital letters (bold) for section headings. and bold italics (title case) for
section sub-headings. If there is more than one sub-heading, use the roman numeral (1.
i, iii, and so on) to differentiate them. If each sub-heading has further sub-sub-
headings. use the alphabet (a, b, ¢ and so on) and italicise them.

All illustrations such as tables. charts and graphs should be numbered accordingly.
Use title case (bold) for the title of each illustration. All tables. charts and graphs
should indicate the source (in italics) at the bottom.

All papers should use the author-date system based on the Chicago Manual of Style
which is adopted by Penerbit Universiti Kebangsaan Malaysia.

Communication

For communication purposes, all contributors must provide their correspondence
address. institutional affiliation and position, e-mail address, as well as phone and fax
numbers to the Editorial Board.

Copyright
The copyright of the paper remains with author.



