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Malaysia Country Assistance Strategy

Executive Summary
i. Economic, Social and Political Context. Malaysia has had an excellent track record of economic
performance and social progress over the past three decades, bolstered by political stability and strong
policies. Progress in the health and education sectors has been particularly impressive, reflecting the high
priority given to human resources development in public policy. Malaysia has formulated a long-term
development strategy, Vision 2020, under which it aims to achieve developed nation status by the year 2020
by increasing its competitiveness in high value-added export-oriented manufacturing and services sectors,
notably in information technology; fostering an open trade regime; enhancing the financial sector; and
sharing the benefits of growth equitably among the population.

ii. In late 1997, Malaysia was hit by an unprecedented economic crisis, triggered largely by regional
contagion, that threatens to undermine many of the country's achievements and derail Vision 2020.
Malaysia survived the early impact of the crisis because of its relatively strong initial macroeconomic
conditions and sound institutions, compared to the other East Asian crisis countries, but the situation has
since deteriorated. The regional crisis led to a slump in investor confidence; external and domestic demand
shocks and depreciation of the currency pushed Malaysia into recession by early 1998. The crisis also
exposed underlying structural weaknesses in the economy, notably in the financial and corporate sectors.
Banks are troubled by rising levels of nonperforming loans (NPLs), attributable largely to their overexposure
to the broad property sector and the stock market; corporate distress has increased in the property,
construction, infrastructure and stockbroking sectors. Business and consumer confidence have declined, and
international market perceptions have deteriorated, as reflected in sovereign credit rating downgrades.
Foreign direct investment (FDI) and portfolio flows have slowed, and the ratings downgrades curtailed
access to international financial markets.

iii. GDP is projected to contract 6.8 percent in 1998, and recovery will take time. Poverty and
unemployment have increased, particularly in urban areas, and up to half a million Malaysians could fall
below the poverty line. Pressure on public services, notably in health and education, has intensified following
a shift in demand from the private to the public sector and, in the case of education, to domestic institutions
which face capacity constraints. The crisis threatens to set back the Government's plans to improve the
quality of social services, as well as its program of rural development over the medium term, particularly in
some of the less-developed states such as Kelantan, Terengganu and Sabah. This poses a significant risk to
development of human capital, the cornerstone of Vision 2020. The economic contraction is also affecting
Malaysia's ability to provide employment and social services for migrant workers (about 2 million, out of a
population of 21 million), which may have important regional repercussions. Recent political events, linked
partly to the crisis, have attracted international attention, and prompted some short-term uncertainty and
changes in the top leadership. However, there has been a consolidation, and Cabinet changes in January 1999
resulted in the appointment of a new Deputy Prime Minister/Minister for Home Affairs and a new Minister
of Finance. This move was welcomed by the business community and reduced the political uncertainty.
General elections are due in 2000.

iv. Government's Response to the Crisis. The Government has taken preemptive measures, culminating
in a comprehensive National Economic Recovery Plan (NERP). This focuses on restoring growth by reviving
domestic demand, preventing the erosion of gains in the social sectors, and protecting the poor and near-
poor. The Govermnent has also stated its commitment to maintain expenditures on the social sectors so that
previous gains are not eroded. To stimulate demand, fiscal and monetary policy have been eased. Malaysia
ran a budget deficit equivalent to 3.4 percent of GDP in 1998 and has announced a deficit of 6 percent of
GDP for 1999. Despite strong moral suasion from the central bank, banking credit contracted by nearly 1
percent in 1998; it grew 27 percent in 1997. The decline in loans mainly reflected the contraction in
economic activity, although the number of loans approved increased in the second half of 1998. Selective
capital controls were introduced in September 1998, and subsequently modified. The currency has been
pegged at RM3.80 to the US dollar. The Government is implementing structural reforms in the financial and



-ii -

corporate sectors, in particular to recover NPLs, recapitalize troubled banks, facilitate corporate debt workout
and, where appropriate, encourage corporate restructuring on a voluntary basis in cooperation with the
private sector. Malaysia's foreign exchange reserves have increased since the introduction of capital
controls, and consumer confidence appears to be returning gradually. Yet it is too early to determine whether
the Government's policy actions will succeed in restoring growth and reducing structural vulnerability of the
financial and corporate sectors over the medium-term. Much depends on how the real economy and investor
confidence continue to evolve. The CAS acknowledges this uncertain environment.

v. Economic Outlook and Risks. Malaysia's recovery hinges on the scope and speed of structural
reforms, the pace of recovery in the region and the rest of the world, and the restoration of market
confidence. Given the high level of uncertainty in the region and unsettled market confidence, the Bank's
base case projection assumes that GDP will continue to contract, by -I to -2 percent, in 1999, with growth
unlikely to resume until 2000, in contrast to the Government's more optimistic projection of 1 percent
growth in 1999. The easing of fiscal and credit policy will begin to stimulate domestic demand, but private
consumption and investment will likely remain depressed over the short term because of the high level of
uncertainty, and excess capacity. There may be little growth in exports, given sluggish regional demand.
FDI may recover gradually. The surplus on the current account balance will fall from the high levels reached
in 1998. If there are no further shocks the external balance will improve, and inflation will remain moderate.
The greatest risk is further deterioration in the external environment, as Malaysia is a highly open economy.
Although the ringgit is not overvalued in terms of the real effective exchange rate, the combination of a fixed
exchange rate regime and looser monetary policy increases Malaysia's external vulnerability.Other risks are:
lack of clarity on the details of financial and corporate sector restructuring; insufficient contingency planning
in structural reforms; and a possible domestic backlash against globalization, resulting in the introduction of
more restrictive policies. Inflation is not a major risk given the decline in aggregate demand and the
emergence of excess capacity in the economy.

vi. Short- and Medium-Term Challenges. The main short-term challenges facing Malaysia are clearly
to overcome the immediate crisis and revive growth, and to maintain the country's human capital. Protecting
investments in the social sectors, and softening the impact of the crisis on the poor and vulnerable,
particularly in urban areas and the poorest states, are high priorities. Rekindling growth will, however,
provide the main impetus for social sector development and poverty alleviation over the medium-term. The
authorities will therefore need to maintain flexible macroeconomic policies, and accelerate and implement
coherent reforms in the financial and corporate sectors in order to restore growth and confidence. A further
challenge is increasing transparency and accountability in public policy. Adhering to clear criteria for the
use of public funds in financial and corporate restructuring, and shifting to more open bidding procedures for
privatization and public procurement, would increase transparency and efficiency. The way in which these
immediate challenges are tackled will also affect Malaysia's ability to increase its competitiveness, enhance
the business environment, and further develop the financial sector over the medium-term. Additional
medium-term challenges include building appropriate technical skills for a technology- and knowledge-based
economy, enforcing environmental legislation and regulations more rigorously, and exploring new
approaches to social and welfare policy as society matures.

vii. Renewed Client Relations. Malaysia has had a long and productive relationship with the Bank. One
hundred loans totaling $3 billion, of which $2 billion have been repaid, have been approved since 1958. A
country strategy note was presented to the Board in 1993, outlining a $1.2 billion lending program for FY92-
97. However, after running a series of budget surpluses in the 1990s, Malaysia unilaterally stopped
borrowing. Some nonlending activity continued, but on a limited scale. The Bank's involvement also waned
with the advent of new borrowing countries, and with administrative budget cuts. In mid-1997, just before
the crisis hit, the Bank started to renew relations with Malaysia to deepen country knowledge, identify and
disseminate best practices in development, and offer selective nonlending services. Preparation of a new
Country Economic Memorandum (CEM) started. When the crisis spread to Malaysia in early 1998 the
Government requested fast-disbursing assistance to mitigate the adverse social consequences of the crisis,
and to finance a preemptive reform program. The Bank approved a $300 million Economic Recovery and
Social Sector Loan (ERSL) in June 1998. As the recession deepened, the Government requested additional
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support, and preparation of the CAS and an initial pipeline of operations in the social sectors began. This
CAS thus heralds a new phase in Bank-country relations.

viii. Bank Group Strategy and Program. The Bank's primary objective in the CAS is to mitigate the
social consequences of the crisis and prevent the erosion of social sector achievements in the short to
medium-term, whilst also looking at instruments to restore growth and confidence, and enhance Malaysia's
competitiveness. This rationale and strategic approach have been discussed with the Government and key
stakeholders in the country. The Bank proposes a base case lending program of $1.0-1.5 billion over three
years in investment loans in the social and related sectors. Three operations are being presented to the Board
together with the CAS: the Education Sector Support Project, the Social Sector Support Project and the Y2K
Technical Assistance Project. The underlying assumptions for base case lending are that progress in financial
and corporate reforms will be steady, based on currently-established targets, with increased transparency and
disclosure; and public expenditure on social services will be maintained in real terms.The risks to the Bank
under this base case are considered manageable: Malaysia's exposure in the Bank's portfolio is 0.9 percent of
the total. Moreover, no fast-disbursing loans are envisaged under the base case. The decision to focus
exclusively on investment loans will also offset potential risks to the Bank, should Malaysia's external
vulnerability increase significantly.

ix. A high-case lending scenario could be envisaged if Malaysia develops and implements an exit
strategy from capital controls, including modification; implements an accelerated and transparent financial
and corporate sector restructuring program, consistent with international best practices; moves towards
greater openness of the financial services industry to foreign equity participation to bring in fresh capital,
knowledge and management; and commits to greater openness in privatization and public procurement. The
recent modification of capital controls is a step in the right direction, but more needs to be done to move
towards a comprehensive exit strategy. A high-case scenario could include (regular) fast-disbursing loans.
The Government is aware that IMF endorsement of the macroeconomic framework would be a prerequisite
for processing fast-disbursing loans. Under a low-case scenario, in which political and economic conditions
deteriorate substantially, no lending would be recommended. If Malaysia's economic performance improves
beyond current expectations, the Government may decide to scale down borrowing or exit completely.
Under any scenario, the Bank proposes a solid program of nonlending services-policy dialogue with the
Government and civil society, analytical work, policy notes and capacity-building-to assist Malaysia in
managing the crisis and tackling medium-term development challenges. The Bank is also seeking to
develop strategic partnerships with other donors active in Malaysia, notably the United Nations Development
Programme (IJNDP), the Asian Development Bank (ADB), the European Union (EU) and Japan.

x. Country and Bank Performance Monitoring. The Bank and the Government are developing a new
framework for monitoring Malaysia's economic performance over the CAS period to evaluate the impact of
current policies and mitigate downside risks. This is based primarily on preliminary indicators developed
under the forthcoming Malaysia Structural Policy Review (SPR) and Public Expenditure Review (PER), as
well as in economic and sector work and policy notes. Discussions with the Government on the monitoring
framework are ongoing. Malaysia has no formal IMF program, but the Fund will also continue to monitor the
economy under the Article IV arrangement, and to work with the authorities in ensuring consistency in the
macroeconomic framework, in collaboration with the Bank.

xi. Agenda for Board Consideration. The following issues are suggested for Board discussion:
* Macroeconomic context and medium-term outlook for Malaysia in light of the regional

economic crisis and global outlook;
* Strategic thrusts of the CAS and the balance between short-term, crisis-related interventions

and assistance with addressing medium-term development challenges;
* Downside risks and flexibility of the proposed program to respond to them;
* Proposed CAS monitoring framework



MEMORANDUM OF THE PRESIDENT OF THE INTERNATIONAL
BANK FOR RECONSTRUCTION AND DEVELOPMENT TO THE EXECUTIVE

DIRECTORS ON A COUNTRY ASSISTANCE STRATEGY OF THE WORLD BANK
GROUP FOR MALAYSIA

1. CONTEXT

1. The Bank's principal justification for re-engaging in Malaysia is to support a country with an
acknowledged track record of social and economic development that had voluntarily stopped borrowing,
given its good economic performance, but was hit by an unprecedented economic crisis. Malaysia has
one of the most remarkable growth records in modem history, a reflection of strong macroeconomic
management and stability. This impressive track record, evidenced by 9 percent annual GDP growth in
real terms from the late 1980s to the mid-1990s, contributed to a substantial reduction in poverty and
enhancement of the quality of people's lives. Improvements in life expectancy and infant mortality are
particularly impressive. In a quarter-century, real average per capita income increased 2.5 times and the
poverty rate shrank from slightly over half of the population in the early 1970s to 5.1 percent of
households in 1997. Substantial gains were made in education and health indicators; these are now
comparable to those of many upper middle-income countries. Malaysia had a succession of budget
surpluses in the 1990s which helped lower public debt, contain inflation and boost savings, while
encouraging private sector-led growth. Malaysia also attracted large capital inflows, including portfolio
flows but particularly foreign direct investment (FDI), of about $10 billion/year, or about 10 percent of
GDP, drawn by expectations of high growth and its history of low external debt. Malaysia's development
strategy, as described in well-articulated five-year development plans, has consistently given high priority
to human resources development, high-quality social services and public institutions, and to achieving
growth with equity. Malaysia's long-term goal is to achieve developed nation status by the year 2020
(Vision 2020).

2. In late 1997 Malaysia began to feel the impact of the regional economic crisis. Contagion that
spread from Thailand in July 1997 triggered the crisis by contributing to a loss in market confidence,
capital outflows and falling asset prices, and resulted in a 40 percent depreciation of theringgit (July
1997-August 1998). These effects were compounded by massive regional and domestic demand shocks.
However, internal distortions which were beginning to emerge prior to the crisis also made the economy
vulnerable to contagion. For example, total factor productivity growth fell in the 1990s reflectingless
efficient use of capital. Construction and infrastructure sectors faced over-capacity and over-extension.
Banks were becoming heavily exposed to the property sector and to the stock market, both of which are
potentially volatile. Companies were becoming highly leveraged and increasingly illiquid. Despite its
relatively low external debt (40 percent of GDP in 1996), Malaysia's domestic debt to GDP ratio had
soared to over 160 percent, the highest in the region, mostly reflecting the increase in private debt. The
efficiency of financial intermediation was hampered by Government guarantees provided to several
projects. Malaysia's vulnerabilities reflect structural rigidities in the economy.

3. Malaysia at first survived the impact of the regional shocks better than the other East Asia crisis
countries (Indonesia, Korea, Thailand) because of its relatively strong macroeconomic conditions and
sound institutions, notably a strong central bank. However, as the regional crisis worsened, Malaysia's
structural vulnerabilities, like those of the other countries, exposed the potential for large downside risks.
The financial and corporate sectors have become increasingly vulnerable. Non-performing loans (NPLs)
in the banking system have increased. Corporate problems in the property, construction, infrastructure
and stockbroking sectors have also intensified. With the deepening economic and social impacts of the
crisis in 1998 Malaysia entered into a recession. GDP is estimated to contract 6.8 percent in 1998,
compared with 7.8 percent growth in 1997, and 8.6 percent growth in 1996. Investor and consumer
confidence diminished. Although the recession appears to have bottomed out and there are some signs of
recovery, sustained growth is likely to take time.
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4. A particular concern is that the crisis will undermine many of Malaysia's impressive
achievements in quality of life and social services. The impact of the crisis on the social sectors is already
apparent as growth and poverty reduction trends have been abruptly reversed. Poverty is increasing,
particularly in urban areas; up to half a million people could fall below the poverty line. Unemployment
has increased from 2.7 percent in 1997 to a projected 4-5 percent in 1998, particularly in the construction
and export-oriented manufacturing sectors. Pressure on public expenditure has intensified following a
shift in demand from private to public services primarily by the poor and vulnerable, including migrant
workers, and the gains made in health and education services are under threat. These adverse
developments in the social sectors are not only important to address in the short term, but also have
medium-term consequences because they are jeopardizing Malaysia's human capital, the cornerstone of
Vision 2020. The economic and social impacts of the crisis on Malaysia will also have important
spillover effects on the rest of the region. Malaysia is an important player in East Asia: over 50 percent of
its external trade is intra-regional, in particular with Singapore and Japan; it employs a substantial number
of migrant workers, largely from Indonesia and the Philippines. There are about 2 million migrants in
Malaysia at present, out of a population of 21 million. About 800,000 are legal (October 1998 official
figures), and the rest illegal. Given the porous borders with Indonesia, the pressure of immigration and its
consequent burden on public services, is continuous.

5. The Government's initial approach to managing the crisis was similar to that used by the other
East Asian crisis countries. In the early stages, the Government tightened both fiscal and monetary
policies to stabilize the economy. However, as the crisis deepened, concerns increased over the
continuing slump in domestic demand, growing distress in the financial and corporate sectors, and
sluggish regional demand that these policies did not seem to be adequately addressing. Consequently, the
Government changed course and developed a National Economic Recovery Plan (NERP) which focuses
on restoring growth by reviving domestic demand, thereby tackling transitional poverty, and also on
preventing further deterioration in the social sectors. Fiscal and monetary policy were eased to stimulate
demand. In addition, the Government introduced some unorthodox measures in the form of selective
capital controls which were designed to reduce the pressure on the exchange rate from the offshore ringgit
market and to manage short-term volatile flows more effectively. The Government saw the controls as
providing a breathing space for the economy, enabling policymakers to focus on reviving growth and
tackling structural problems in the financial and corporate sectors. Capital controls have recently been
modified with levies on portfolio flows replacing administrative controls. While some progress has been
made on structural reforms, much remains to be done.

6. It is too soon to assess whether the Government's program will be adequate in scale and
implementation over the medium term. Much depends on how the real economy and investor confidence
evolve over the next year. Malaysia is a latecomer to the crisis, and there are downside risks. The
principal risks of the Government's policy approach are that the scope of the crisis and vulnerabilities is
being underestimated; and that details on financing and implementation are lacking in some instances, as
these are still being elaborated. The Government has to be continuously vigilant to avoid potential
inconsistencies in the policy package, particularly since Malaysia does not have a formal IMF program.
The IMF is involved in economic monitoring under the Article IV arrangement, and the Government has
shown some willingness to look at its policy package to maintain a flexible approach and achieve an
appropriate balance. Some economic uncertainties persist, however, aggravated by recent political
developments. The unsettled regional and global economic environment adds to this uncertain mix.

7. Against this background and acknowledging the risks, but also Malaysia's request and need for
assistance, this CAS proposes to focus Bank support on helping to mitigate the social consequences of the
crisis in the short term, and to prevent the erosion of social sector achievements in the short to medium
term, whilst also looking at instruments to help restore growth and confidence. Malaysia has had a long
relationship and a good track record with the Bank. One hundred loans have been approved since 1958,
mostly in agriculture and rural development, for a total of $3 billion. Of that, $2 billion has been repaid.
Malaysia's present exposure in the Bank's portfolio is 0.9 percent (1998). Following the Board's
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approval of a $300 million fast-disbursing Economic Recovery and Social Sector Loan (ERSL)l in June
1998, the CAS base case envisages investment loans mainly in the social and related sectors. In addition
to the ERSL, the Bank's current portfolio comprises two operations in the health and education
(polytechnic) sectors, approved in 1993. The Bank therefore has some knowledge and comparative
advantage in these sectors, although this knowledge has had to be updated. A robust program of policy
advice and selective technical assistance (TA) is also proposed to support the authorities in managing the
present economic crisis as well as tackling some of the underlying structural weaknesses in the economy.

8. The rationale and strategic approach of the CAS have been discussed with the Government and
other stakeholders in the country, notably parliamentarians, private business representatives, academics
and nongovernmental organizations (NGOs) in a series of consultations undertaken in November-
December 1998. Further details on participatory CAS preparation are given in Section 4B below. One
issue in the discussions has been that the Bank's growth forecasts and assumptions for 1999 (-1 to -2
percent contraction in GDP) are more pessimistic than those of the Government (1 percent GDP growth).

2. ECONOMIC, SOCIAL AND POLITICAL DEVELOPMENTS

A. THE IMMEDIATE CRISIS

9. Malaysia's economy is in recession. Despite relatively strong initial conditions and
implementation of a preemptive reform program, the economic downturn in Malaysia has been much
steeper than most analysts had expected in early 1998. There are several reasons for this. First, there has
been an enormous wealth loss. Before the crisis Malaysia had the largest stock market in the world
relative to its GDP (a stock market capitalization of 300 percent of GDP). The regional contagion burst
the financial bubble, with stock prices plunging nearly 70 percent and stock market capitalization falling
by more than 200 percent of GDP at one stage. This loss, combined with rising unemployment,
contributed to the harsh contraction in consumption growth. Because of the fall in asset prices, weak
demand, and the uncertain financial environment, investment has contracted. Second, Malaysia is a highly
open economy, with foreign trade at nearly 200 percent of GDP. Early during the crisis there was some
hope that the large depreciation of the exchange rate would enable net exports to become an engine of
growth. Devaluations of similar magnitudes in neighboring countries were a relatively lesser concern
since Malaysian exports are at a higher end of the technology ladder than those of Indonesia and
Thailand. But exports have been disappointing, their expansion dampened by weak regional demand (at
least 50 percent of Malaysian exports go to East Asia, particularly Singapore and Japan). Also, Malaysia's
narrow and specialized export base (50 percent of exports are electronic goods, which have suffered large
price declines) has added to its vulnerability.

10. Third, there has been a major reversal in capital flows. The uncertain environment in the region
and domestic problems in Japan have slowed inward FDI from around 7 percent of GDP in 1997 to a
projected 3-4 percent in 1998. Short-term portfolio flows have turned sharply negative, from an inflow of
4 percent of GDP in 1997 to a projected outflow of 6 percent in 1998. Fourth, the Government's initial
policy response, though proactive, was based on over-optimistic assumptions, in particular positive, albeit
low growth in 1998. The downside risk of the regional crisis, that a shortfall in demand can push a weak
economy into a deep recession through a vicious cycle of bankruptcy, financial market collapse, and
greater contraction in demand, was probably not recognized early enough. Basing initial policy responses
on optimistic scenarios may have made it difficult to protect against the worst outcomes, thus
exacerbating the downturn.

11. Financial and corporate sectors are vulnerable. Although the condition of Malaysia's
financial sector in mid-1997 was sounder than that of the other crisis countries, with a stronger capital

IDesigned to support implementation of the Government's measures in early 1998 to minimize the downturn in economic activity, undertake
structural policy reforms, and maintain expenditures on antipoverty programs; see Section 2E below.
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position, a lower level of NPLs and a higher level of provisioning for bad loans, the situation has since
deteriorated. During the credit boom of 1995-97 when lending by financial institutions grew at about 28
percent per year, and foreign capital inflows averaged around 10 percent of GDP annually, banks and
finance companies built up large exposures to property (35 percent of loans outstanding) and equity
markets (10 percent of loans outstanding) without considering the impact of a possible downturn. Since
mid-1997, severe internal and external demand shocks, initially high interest rates, and the slump in
property and stock markets, in particular the 40-50 percent fall in property prices (especially for
commercial property), have severely affected the portfolio quality of these financial institutions. At the
end of September 1998, NPLs of commercial banks amounted to 15.5 percent of total loans (based on a
3-month classification), while those of finance companies and merchant banks reached 23.8 percent and
23 percent respectively. The manufacturing sector, which has traditionally relied on FDI and internal
financing, accounts for just 16 percent of bank lending. However, at 14 percent, the sector's NPLs are
also considerable.

12. Following the rapid credit expansion in 1995-97 the corporate sector became increasingly
illiquid and highly leveraged (with a debt:equity ratio rising more than 20 percent annually during 1990-
97), and thus more vulnerable to external shocks. Outstanding bank loans to the private sector exceeded
160 percent of GDP. Interest expenses began to consume a large proportion of corporate income; about
half of outstanding debt is short term, with maturities of less than two years. The interest burden on this
debt doubled from 10 percent of GDP equivalent in 1994 to 19 percent in 1997. This problem has been
compounded by a bunching of maturities, with a large proportion of debt falling due in the next two
years. Because of the heavy reliance on bank financing, the corporate sector was hit hard by the rise in
interest rates following the onset of the crisis. Corporations were also adversely affected by the
contraction in demand, and from the decline in the value of assets used as collateral. Profits had been
generated mainly by high growth and not from efficiency improvements in asset use. These underlying
problems compounded the impact of the regional crisis, and have made it difficult for many corporations
to service their liabilities. The crisis highlighted some weaknesses in corporate governance- in
particular inadequate safeguards of minority shareholder rights in relation to connected party transactions;
inadequate requirements for financial disclosure; and lack of independent oversight at the board level.
Corporate problems are particularly apparent in the diversified holdings, property and construction sub-
sectors; manufacturing, plantation and consumer sectors are in reasonable good financial condition.

13. A further source of market uncertainty is the Government's fiscal exposure through contingent
liabilities associated not only with the fiscal costs of recapitalization of the banking sectors, but also with
its legal liabilities in privatized infrastructure projects, mainly in the transport and power sectors. These
include explicit and implicit Government guarantees, equity investments by Government-owned trusts
and the Employees Provident Fund (EPF), the largest national savings institution/pension fund. The
Federal budget does not recognize the magnitude of current and full build-out contingent liabilities, but
total exposure is in the order of 10 percent of GDP. Many of the projects are partially completed with
substantial sunk costs, and merit completion. Some projects may not be viable. In particular, the urban
rail projects in Kuala Lumpur (KL) are facing financial difficulties and need restructuring. The estimated
current level of Government exposure for four KL transport projects alone is around $2 billion, and the
full build-out exposure is about $3.5 billion. Moreover, Government exposure costs may rise as deficits
mount due to low ridership and competing concessionsi. In addition, other privatized urban infrastructure
and utilities, particularly in water supply and sanitation and solid waste management, are strapped for
funds, in the absence of agreed frameworks for private-public participation, notably on tariff issues. The
Govemment is fully aware and concerned about these issues, and has begun to quantify these contingent
liabilities. The Bank has assisted in estimating the magnitude of liabilities in certain sectors.

2 World Bank Kuala Lumpur Transport Sector Review (FY99)
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B. SOCIAL IMPACTS OF THE CRISIS

14. Legacy of social progress. Prior to the crisis rapid growth served as Malaysia's primary social
safety net, and eradication of hardcore poverty was a priority for public policy. Substantial resources
were allocated to health and education, and to developing rural infrastructure, achieving levels of service
surpassing the East Asian norm (see Box 1 and Annex 1). Federal Government development expenditure
on poverty alleviation was almost 21 percent of the total in 1991-95. Improvements were not uniform,
however, as progress in the states of Kelantan, Terengganu and Sabah lagged behind, with a higher
incidence of structural poverty. Moreover, the social safety net is narrowly targeted, and the poor have
traditionally relied largely on private transfers.

15. The crisis has resulted in increased poverty and unemployment and the emergence of new
vulnerable groups (see Attachment 2). Up to half a million Malaysians could fall below the poverty line

Box 1: MALAYSIA's SOCIAL ACHIEVEMENTS ARE IMPRESSIVE...
* The incidence of poverty in 1997 was 5.1 percent of households. Less than 1 percent of the population was classified as
hardcore poor, (with incomes 50 percent below the poverty line of RM 104 per capita per month).
* Life expectancy at birth (1996) was 72: 69.3 (male); 74.1 (female). The average for upper middle income countries is 70
years (World Development Report, 1998).
* Infant mortality in 1996 was 9.1/1,000, down 88 percent since 1957; maternal mortality 0.2/1,000, down 94 percent since
1957. Infant mortality compares favorably with rates in Argentina (22/1,000), Chile (12/1,000), Thailand (34/1,000) and the
average for upper middle income countries (30/1,000) (World Development Report, 1998).
* Gross primary enrollment is 93 percent. Secondary school enrollment for both girls and boys have increased rapidly: lower
secondary enrollment increased from 17.9 percent in 1960 to 82.5 percent in 1995, upper secondary from 10.2 percent to 55.8
percent. The enrolment rate for postsecondary education increased from 0.1 percent to 23.2 percent, while that for the
university level rose from 0.04 percent to 3.7 percent. If students in private and foreign universities are included, the tertiary
rate could be as high as double this figure (Ministry of Education: Education Statistics of Malaysia, various issues).
* Rural infrastructure has improved substantially: 97 percent of rural households have access to paved roads, 76 percent have
piped water in their houses, 80 percent have access to electricity, 94 percent have access to at least one primary school, and
village health teams have provided rural health services. Eighty-nine percent of the total population has access to clean
water. Federal Government development expenditure on poverty alleviation was almost 21 percent of the total in 1991-95.

... ALTHOUGH THE FORMAL SAFETY NET IS LIMITED
* Over the past three decades, when the economy grew rapidly, relatively few formal mechanisms were put in place to help
the poor in case growth sputtered. The publicly-financed social safety net in Malaysia is modest, particularly for a country
whose GDP per capita was $4,800 in 1996, and whose GNP per capita in PPP (purchasing power parity) termis was $10,000
a year.
* The fonnal safety net is narrowly targeted: in 1997 only one poor person in ten reported receiving a public transfer. Even
for those who received them, public transfers accounted for only 1.4 percent of total income. Private transfers are more
important to the poor: almost 90 percent receive private transfers, and 75 percent of them give them. Received private
transfers accounted for almost 30 percent of poor people's income. Since the poor tend to give fewer transfers, net private
transfers (received transfers minus given transfers), account for 28 percent of poor people's income
* Some targeted assistance programs are in place under the Ministries of Rural Development, Education, Health, and
National Unity/Social Development. These have hitherto amounted to about 0.3 percent of GDP. Invalidity and disablement
benefits are administered by the Social Security Organization (SOCSO), and accounted for 0.12 percent of GDP in 1996.
Most of these programs are directed at the hardcore poor. However, follow-up of the programs' effects (outcomes, as
opposed to inputs) has so far been relatively limited. The Government is modestly expanding these programs in light of the
crisis; the Bank and UNDP are working with the Government to strengthen program evaluation.
* Malaysia has three main pension schemes and a few smnaller programs. The Employees Provident Fund (EPF) covers
ahnost the entire labor force of 8 million througlia 23 percent wage deduction; the Pension Trust Fund covers retired civil
servants, and the Armed forces covers the retired military. Only a third of those who are over 60 years report receiving
pensions. There is no unemployment insurance, nor universal family benefits.

(1998 estimate), and poverty could increase further in 1999. The problem is not confined to the poorest
states mentioned above; poverty has also increased in urban areas of western Peninsular Malaysia, in
particular in the Klang Valley and Kuala Lumpur. The worst-affected groups are retrenched low-paid and
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low-skilled workers, hawkers and petty traders. Moreover, as private transfers diminished in the wake of
the crisis, the condition of existing vulnerable or marginal groups, such as the disabled, squatters and
indigenous people, is also deteriorating. Repatriation of wages from urban workers to rural dependents
has reportedly diminished, for example. The poor are disproportionately impacted by rising prices:
although inflation has been moderate (5.2 percent, year on year in December 1998), food accounts for the
greater proportion of the consumer price index (CPI), and food prices have risen faster than other
components of the CPI. The costs to households of health and education, for example of school textbooks
and pharmaceuticals, have increased. A new Household Income Survey is being prepared to assess the
impacts of the crisis in greater detail in early 1999. A Rapid Social Assessment (RSA-see Attachment 2
which summarizes the methodologies used), was prepared for the CAS by UNDP in association with
Universiti Kebangsaan Malaysia, and gives a preliminary qualitative indication of the social impact of the
crisis. 3

16. Unemployment has increased from pre-crisis levels (2.7 percent in 1997-technically this is full
employment) and is likely to reach 4-5 percent by end-1998. Most of the retrenchments (officially
76,000) have been in the construction sector (53 percent). Forty-three percent of retrenched workers

across the board are women. Women account for 90
Box 2: GENDER PROFILE percent of retrenchments in textiles and electronics, and

*In the past, Malaysian women benefited relatively 60 percent in manufacturing; male retrenchments are
equitably from rapid economic growth, through
increased incomes and improved access to social higher in the construction sectors where male labor is
services. predominant. Many retrenched workers are being re-
* Indicators of women's health, welfare and educational empr oyedomiat. Mtny rn hwerpd work arte bein re-
opportunities exceed those of other East Asian employed, but often i lower-paid or part-tme position
countries. with reduced benefits, for example in plantations or
Life199- Malaysia a3.9Asia domestic service. The informal sector is absorbing some
Infantmortity 11.4 39.1 retrenched workers, but this has increased competition for
Maternal mortaity 34.0
Y female primary 48.7 47.1 existing petty traders and hawkers and reduced incomes:
Femaleilliteracy 21.9 24.1 many have reported a drop in earnings of 30-50 percent in
Univetsity intake 49.5 the latter half of 1998. There are emerging indications of
*Female labor force participation (37 %) was below the wage erosion in the formal sector, particularly in the
regional average (44%/o) in 1994. Male-female wage electrical, electronic and machinery sub-sectors. Focus
differentials are significant, although Malaysia has
ratified the Intemational Labor Organization (ILO) group interviews revealed that many employers are
convention on equal pay for equal work. reportedly cutting wages and benefits, such as overtime
* Women have been targeted by a series of Govemment
initiatives, including poverty reduction programs (e.g., pay, rather than shedding workers.
Amanah Ikhtiar Malaysia, a rural microcredit program). 1 T
About 600,000 female heads of households are included 17. The crisis has also affected Malaysia's large
in the Ministry of National Unity and Social migrant labor force, many of whom contribute positively
Development's targeted assistance program. to the Malaysian economy. Malaysia provides a home for
* The principal impact of the crisis is that women
account for a high proportion of layoffs; they may also about 2 million migrants, including about 800,000 legal
be affected by policies to repatiate migrant workers workers (official figures, August 1998) under well-
(especially female domestic workers). defined work agreements, and at least 1 million illegal

workers. By providing employment, Malaysia is
supporting repatriation of funds to neighboring countries. The migrants work mostly in plantations,
construction and domestic service, where many Malaysians are no longer willing to work. They were
hard hit by the downturn in construction, and have also experienced delays in wage payments. About
100,000 foreign workers have been repatriated since the onset of the crisis, but they continue to fill
certain skill shortages. Moreover, illegal migration is continuing, particularly in view of the downturn in
Indonesia, and is difficult to halt, given Malaysia's porous borders. Migrant workers are also contributing
to increased demand for public social services-for which they are eligible-in the wake of the crisis. In
the state of Sabah, for example, about 70 percent of public hospital patients are migrants. The issue of
migrants is therefore important with regard to crisis remediation and assistance measures.

3The Govemment has expressed reservations about the findings of the Rapid Social Assessment given its qualitative nature.
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18. Income inequality had been
increasing before the crisis. It FIGURE 1: TRENDS IN INCOME INEQUALITY
decreased in the 1970s and 1980s, but 51
the trend gradually began to reverse
itself in the late 1990s. The Gini 19
coefficient was an estimated 50 percent 49
in 1997. The trend could be attributable 48
to underlying structural problems, but
the crisis may not have helped. The 46
influx of migrant workers may haveG
contributed to wage differentials. 45
Regional inequality has also been 44
increasing. The tunaround from falling 1973 1984 1987 1989 1992 1995
to rising inequality is important and Note: The Gini coefficient vares between 0 and 1, with 0 being perfect
inevitably a concer for the short- and equality and I perfect inequalitY.
medium-term social agenda. Source: Ahuja, 1998.

19. In the wake of increasing poverty and unemployment, the demand for public social assistance
has grown, and the Govermment has responded to this. In mid-1998, following initial budget cuts, the
Government increased allocations to targeted assistance programs, including hardcore antipoverty
programs, rural and urban microcredit, and a "fund for food" to support increased food crop production
and raise rural incomes. These were supported by the Bank's ERSL in FY98. For the 1999 budget,
development expenditure on social sectors was increased to 2.1 percent of GDP, from an average of 1.6
percent during the pre-crisis years, to provide essential services to the poor and near-poor. Operating
expenditures are to be maintained at pre-crisis levels, around 5.8 percent of GDP, to meet the increased
demand for public services. The Governmnent has also established a RM7 billion social assistance fund
and a RM1 .5 billion fund to support small and medium industries (SMIs).

C. SECTORAL ISSUES AND IMPACTS OF THE CRISIS

20. The crisis could jeopardize some of Malaysia's achievements in health and education, following
years of systematic planning and implementation widely recognized as exemplary. It is also exposing
structural weaknesses in these sectors. Budget constraints have forced the Government to postpone some
of the reforms proposed to address these weaknesses. Public expenditures were cut in late 1997/early
1998. However, the Government has stated its commitment to preserving past achievements and restored
some of these funds under the 1999 budget, particularly for programs that affect low-income groups.

21. In education, the Government had invested heavily, under successive five-years plans, in
programs to put development of skills at the forefront of the national agenda. The objective was to
produce an adequate number of skilled and qualified workers to meet the country's human resources
requirements for the 21 " century (see Box 1 for the results). There have been impressive improvements
in the enrollment ratios of relevant age groups at all levels of education over the past 35 years. Increased
investment in education has been an important means of equalizing opportunities through affirmative
action to allow the poorest segments of the population, mainlyBumiputera (Malays and other indigenous
people), increased access. The Government had also set up large-scale overseas scholarship and teacher
training programs. Public expenditure on education in 1996 was 20 percent of the total. The main issues
facing the education sector now are summarized below; the Government had identified many of these
before the crisis hit, under the Seventh Malaysia Plan (1996-2000): (a) further improving access to and
quality of basic education, especially in the states of Sabah and Sarawak. This entails construction of
physical infrastructure, increasing the professional competence of teachers and revising curricula; (b)
rationalizing investments in secondary, technical and vocational education, updating curricula to take
account of evolving market demand and the need for specific technical skills, and collaborating more
extensively with private sector employers; (c) increasing access to high-quality postsecondary education,
in particular increasing the capacity of polytechnics to meet a near doubling in demand; (d) improving the
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quality, capacity and funding mechanisms for higher education; and (e) strengthening managerial capacity
throughout the education sector, in terms of planning, policymaking, monitoring, and greater use of
information technology (IT) for project management and evaluation.

22. The current economic downturn has necessitated some adjustment in the Government's efforts
towards sustaining and improving the quality of education as planned. These include reducing the
number of sponsored students and teachers pursuing graduate and postgraduate studies overseas, as the
costs have risen substantially following the ringgit devaluation; accelerating the development of local
higher education institutions now that demand has shifted from overseas; reducing fund allocations for
staff development training programs; and cutting the school construction program under the Seventh
Malaysia Plan, thus exacerbating the shortage of classrooms, and hostels and housing for students and
teachers in the rural areas. Moreover, with increasing poverty, demand for school nutrition programs and
textbook loans, key elements of increasing access to education for low-income groups, has increased.
These programs were cut at the onset of the crisis. For example, the number of beneficiaries under the
nutrition program in 1998 was maintained at 1997 levels, and income testing was introduced to determine
eligibility for textbook loan programs. However, given the long-term nature of human capital
development, and the detrimental effects of a lapse in the ongoing programs, the Government has since
reinstated several programs, and is committed to preserving their integrity to the extent possible. In
particular, funds for nutritional and textbook programs have been restored. Under the 1999 budget, the
Government has increased expenditure on education from 18.7 percent of the total in 1998 to 22.8 percent
in 1999.

23. Malaysia's health sector has performed well in terms of equity, access and outcomes. Malaysia
has achieved remarkable progress in reducing mortality and increasing life expectancy; its health
indicators are among the best in the region, and exceed those of some upper middle-income countries (see
Box 1). Significant progress has been made in the control of childhood and communicable diseases. The
Government has invested extensively in infrastructure development, in particular in clean water supply
and sanitation to increase access to safe drinking water, and provision of basic community and rural
health services. Public expenditure on health in 1996 was 6 percent of the total budget, relatively low in
comparison with similar income countries, but rising steadily. Private healthcare provision has increased
significantly in the past decade (private expenditure on healthcare accounted for 1.5 percent of GDP in
1996). The key issues facing the public health sector, as recognized before the crisis hit, are: (a) the need
to increase the efficiency and quality of health services while maintaining equity, in particular pro-poor
considerations; (b) developing new specialist skills to tackle the emerging threat of non-communicable
diseases (cancers, cardiovascular conditions); (c) reducing persistent regional disparities in service
provision, particularly shortages of physicians and allied medical staff, especially in light of a continuing
"brain drain" to the private sector; and (d) developing a new institutional framework for public healthcare
management, including selective corporatization of facilities, outsourcing of nonmedical/ancillary
services, and development of an appropriate healthcare financing or insurance scheme.

24. The crisis has set back the Government's plans to implement sectoral policy reforms. However,
the immediate impact of the crisis has been the substantial increase in the price of pharmaceuticals,
including essential drugs. Further, falling real household income, particularly among the growing
numbers of unemployed and the poor, has reduced people's ability to pay for medical care, resulting in a
shift from private to public facilities (where fees are relatively low); utilization of public health facilities
has increased 9 percent since the onset of the crisis. The 1998 health budget was initially cut by around
12 percent. However, as in the case of education, the Government is committed to maintaining the
quality of services, and programs affecting the poor. Accordingly, for 1999, core public health programs
have been reinstated (with the support of the Bank's ERSL), in particular construction and maintenance of
rural clinics, and rural water supply/sanitation systems, and supply of essential drugs to the poorest states
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and urban districts. The Government has increased expenditure on health from 5.7 percent of the total
budget in 1998 to 7.1 percent in 19994.

25. Malaysia's agriculture sector comprises both large-scale commercial and export-oriented
plantations (including oil palm and rubber), which account for most of the output, and smallholder
cultivation which is mostly noncommercial and relies largely on traditional techniques. Under the Seventh
Malaysia Plan, the National Agricultural Policy (1998-2010) and the Philosophy and Strategy of Rural
Development, policymakers had been examining some of the emerging structural issues in the sector. In
the plantation subsector, a key problem has been how to manage persistent labor shortages-most of the
workers being migrants-by increasing technological efficiency. Before the crisis, the Government was
also developing a strategy to increase national food production, explore other export potential such as
poultry, halal meat, fisheries and aquaculture, and, accordingly, enhance research and development, and
upgrade production, marketing and storage facilities. With regard to smallholders, the key problems are
uncertain land tenure and land fragmentation, labor shortages and low level of technology, adversely
affecting production and productivity. Smallholders are also adversely impacted by administrative price
controls on selected crops, particularly food, which reduce their earning potential, and by inadequate
access to rural credit: although an institutional framework for rural financial intermediation is in place,
coordination and oversight are weak. The Government committed considerable resources in the past to
raising smallholders' income, particularly under the RISDA and FELDA schemes5, including
development of new lands, for example in the poorest states. The Ministry of Rural Development is
trying to work with some local communities to develop alternative income-generating activities, such as
village industries. Rural infrastructure, in particular roads, telecommunications and power supply, has
been continuously upgraded, but some weaknesses remain, in particular in the area of storage and
handling facilities. The crisis is delaying some of the proposed reforms and agricultural/rural
development programs that the Government has envisaged. However, in general, the impact of the crisis
has been less pronounced in rural areas, particularly on the plantation sector, as export-oriented crops
with small imported inputs, such as oil palm, have enjoyed high prices in ringgit terms.

26. With regard to environmental issues which are cross-sectoral, the crisis, while perhaps not
contributing to specific "brown" and "green" problems, may divert attention and reduce resources for
tackling them. In the context of the crisis, continued enforcement of environmental regulations is a key
concern, particularly as it relates to development of infrastructure and promotion of small and medium
industries. Despite the interest generated, coincidentally, by the environmental disaster of forest burning
in Indonesia, which seriously affected air quality in Malaysia in mid-1997, in general, environmental
issues are more of medium-term concern. For over two decades, Malaysia has enjoyed significant
environmental advantages while maintaining rapid growth: (a) abundant rainfall provided ample surface
water for flushing rivers, even as industrial and urban wastewater discharges grew; (b) air quality
remained relatively good in the rapidly industrializing Klang Valley, due in part to availability of clean
domestic natural gas for power generation; (c) despite the loss of forest cover in some parts of Sabah and
Sarawak, adjacent protected areas continued to harbor significant biodiversity; and (d) the Department of
Environment (DOE) developed strong basic environmental management skills, disseminated through
training for neighboring countries, offered in partnership with the Bank. Environmental regulations are
extensive. However, Malaysia now risks losing these advantages. "Brown issues" are becoming
particularly problematic. With emerging trends towards more severe and frequent drought episodes,
water allocation and pollution control have become critical in the Peninsula. With the recent privatization
of water supply and wastewater services and increasing pressure on water resources, DOE's and other
agencies' environmental management capabilities are overtaxed, and the capacity gap with private
contractors is widening.

4 Source: Economic Report, 1998/99. Government of Malaysia.
5 RISDA: Rubber Industries Smallholder Development Authority; FELDA: Federal Lands Development Authority
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D. POLITICAL AND GOVERNANCE ISSUES

27. Recent Political Developments. Malaysia is a federal constitutional monarchy with a
parliamentary system of Government. It has enjoyed political stability for the past three decades.
Malaysia's political dynamics are dominated by the ruling party, the United Malays National
Organization (UMNO), which has also formed a coalition with Chinese and Indian political groups.
UMNO's leader invariably serves as the country's Prime Minister (PM). The current PM, Dr. Mahathir
Mohamed, has held this position since 1981. Principal opposition parties are the Democratic Action Party
(DAP), backed mostly by the Chinese population, and the all-Malaysia Islamic Party (PAS) which
controls the state of Kelantan. The constitution requires that general elections be held every five years.
The next general elections are scheduled for 2000.

28. Recent political events, linked partly to the crisis, have attracted international attention, and
prompted some short-term uncertainty. However, there has been a consolidation in the top leadership.
Recent Cabinet changes in January 1999 resulted in the appointment of a new Deputy Prime
Minister/Minister for Home Affairs and a new Minister of Finance to help manage the economy.
Decision-making is more centralized. A more uniform policy approach is evident among agencies and
ministries. The new appointments have been welcomed by the business community and should contribute
to restoring confidence.

29. Malaysia has not experienced the kind of ethnic and religious strife as seen recently in Indonesia,
for example. Malaysia did suffer ethnic riots in May 1969, and as a result initiated a public policy of
affirmative action towards poorer Bumiputera. This provided the basis for a more solid relationship
between ethnic groups that has served Malaysia well in these troubled times. The progress of Malaysia's
economy and associated social changes have led to open debate, in particular on transparency and
accountability of decision-making as well as social equity, issues that will remain on the medium-term
political agenda. It is unlikely that this debate will degenerate into full-scale unrest. A hard-won, social
cohesion prevails in Malaysia among the different ethnic groups, and there is an underlying bias in favor
of pragmatism in the way the country is run.

30. Equity Issues. Malavsia has
, . ,. , ~ ~~~~ T.ABLE 1: MALAYSIA'S STRONG AND

implemented a consistent policy of WELL -PERFORMING PUBLIC SECTOR INSTITUTIONS

social/ethnic equity in the interests of broad (ratings on scale of 1, low, to 6, high)

societal goals. Malaysia is a multicultural __
- ., . ........ ~~~~~~~~~~~~~Institutional Malaysia Similar- High- Full

society, comprising mainly Bumiputera, dimension income income sample

Chinese and Indian ethnic groups, counties' countries"

indigenous people and others. To avert Law and Order

conflict between these groups, in particular Crime 3.4 4.7 3.5 4.5

between the more economically Judiciary unpredictability 2.9 4.0 3.0 4.2

disadvantaged Bumiputera and the Chinese Policy uncertainty 2.5 3.7 2.9 3.5

following the Kuala Lumpur riots of 1969, Corruption 2.4 2.9 1.9 3.2

the Government implemented an affirmative Regulatory obstacles

action policy (New Economic Policy, NEP) Level 2.9 3.2 3.0 3.2

which focused on improving access to Time spent 1.4 2.0 1.5 2.2

education, public services and income- a) Costa Rica, Czech Republic, Estonia, Hungary, Mauritius, Mexico, Poland, Slovak Republic, South
. . ~~~~~~~~~Africa, Turkey, and Venezuela (1995 GNP per capita = US$2600 to US$4100).

generating opportunities for Bumiputera, b) Austria, Canada, France, Germany, Italy, Switzerland, United Kingdom, and United States.
P lC Note: The mapping of survey questions to instituttional dimension is as follows: erisne, questions 9 and

particularly in rural areas. The policy, 10; judiciary unpredictability, question 11; policy uncerainty questions 1, 2, and 12i; corruption,
queston 14; level of regulatory obstacles, questions 12a-c, e, f, andj; time spent, question 21. When

predicated on reducing income disparities more than one question is listed, the rating is the arithmetic average of the responses to the questions.

and hence reducing social and political Source: WlorldDevelopmentResort, 1997.

tensions and ethnic conflict, did contribute to
social development and to political stability, increasing theBumiputera's share in the economy from 2.3
percent in 1970 to 20.6 percent in 1995. It was aided by sustained high growth rates. It continues to be
an important focus of public policy, although recent trends in income inequality suggest that this may
become a greater concern than ethnic equality over the medium term.



31. Public Institutions. Despite the recent deterioration in its image, Malaysia has a strong track
record on governance and public sector integrity (see Table 1 and Attachment 3-Governance and
Transparency Issues). Objective assessments-based on a number of private sector surveys- suggest that
Malaysia has made substantial improvements in anticorruption policy and fostering transparency in the
last five years. In 1998 Malaysia was ranked fourth by Transparency International among East Asian
economies surveyed on corruption issues, behind Singapore, Hong Kong and Japan, alongside Taiwan
(China) and 29th out of 85 economies worldwide.6 Malaysia compares favorably to high-income
countries and its East Asian neighbors in terms of public sector accountability and efficiency, and the
credibility of its laws, regulations and enforcement mechanisms. The regulatory burden on business is
low, red tape has declined, and regulatory discretion is moderate. Business surveys (World Development
Report 1997, View of the Firm 1997, Economist Intelligence Unit 1997, Enterprise View 1997, S&P
Overview 1997) have rated Malaysia's business climate ahead of that prevailing in the region, with the
exception of Hong Kong and Singapore.

32. The challenge to the Government is to deal with poor perceptions of governance, transparency,
and the rule of law in Malaysia as well as to uphold past achievements. Priorities in this regard are
transparent management of public resources for financial and corporate restructuring (see Section 2E
below), particularly publicizing criteria for support of strategic industries, and instituting transparent
privatization and procurement procedures. Several infrastructure projects were privatized withoutopen
bidding. Other issues include increasing transparency/comprehensiveness of the budget, in particular to
identify contingent liabilities; increasing accountability in public expenditure management, and
strengthening monitoring of outputs and outcomes. Attachment 3 gives an overview of Malaysia's
achievements and key issues in public administration, anticorruption measures and public expenditure
management, and a preliminary assessment of the judicial system and checks and balances on
Government.

E. GOVERNMENT'S POLICY RESPONSE TO THE CRISIS

33. The Government has consistently taken a proactive approach to crisis management, beginning
with an Emergency Financial Package in December 1997, and a preemptive reform package in March
1998, involving tightening of fiscal and monetary policy, broad-based financial and corporate sector
reforms, and measures to protect the poor and vulnerable. The initial macroeconomic policy response was
orthodox and similar to that in other crisis countries. Since then the crisis deepened: demand failed to pick
up and a credit crunch emerged. A National Economic Action Council (NEAC), established to manage
the crisis, elaborated a comprehensive National Economic Recovery Plan (NERP, July 1998). Its
principal objectives are: stabilizing the ringgit, restoring market confidence, maintaining financial
stability, strengthening economic fundamentals, and preserving equity. In accordance with this plan, fiscal
and monetary policy have been eased. Selective capital controls were introduced in September 1998, but
subsequently modified. The exchange rate was fixed at 3.8 ringgit to the US dollar. Appropriately,
resumption of growth is the Government's first order of concern, but not at the expense of inflation. The
Government has stated that it will be able to finance the recovery package (fiscal deficit, costs of financial
and corporate restructuring) primarily from domestic but also from external resources. Questions remain
on how this will be done, and important work on putting the financing package together is ongoing.

34. A fiscal stimulus package has been introduced to restore growth. The Government ran a
deficit, equivalent to 3.4 percent of GDP in 1998, and has announced a deficit of 6 percent for 1999. It
has also established special funds: a RM5 billion infrastructure development fund (which will also
facilitate restructuring and completion of some privatized infrastructure projects), a RM7 billion social
development fund, and a RM1.5 billion fund for Small and Medium Industries (SMIs) affected by the
crisis. These measures are designed to avert the dangers of a worsening or longer recession for domestic
demand. Over time, the Government will have to reassess the need for a fiscal stimulus. Moreover, an

Only 85 economies are included in the 1998 Transparency Intemational index: a minimum of four surveys are required in each economy to
qualify it for inclusion.
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increasing share of resources will need to be channeled to the social sectors, and to ensuring that the
quality of public programs is maintained 7Fiscal stimulus should give priority to projects with large local
content and strong multiplier effects, such as construction of low-cost housing, or rural infrastructure, that
will help to create jobs, and bring about a recovery that is broadly shared by all, while reducing the
pressure on the external balance.

35. Monetary policy has been eased. The Government's stated aim is to alleviate the credit crunch
of the first six months of 1998, now that the balance of payments position has improved. During early
1998 Bank Negara Malaysia (BNM-the central bank) had tightened credit policy. Credit flows turned
negative as markets overreacted to the central bank's initial regulatory tightening and falling demand.
Banks also became increasingly reluctant to lend as their NPLs mounted. To ease the credit crunch and
lower the cost of funds to banks, BNM progressively reduced the statutory reserve requirements from 10
percent in July to 4 percent in September 1998. The maximum spread over the base lending rate was
narrowed from 4 percentage points to 2.5 percentage points. In order to correct the overreaction on the
part of the banking institutions that resulted in a sharp pullback of credit, BNM established minimum
credit growth targets of 8 percent for individual banks (with the exception of the weaker banks).
However, actual credit growth in 1998 was marginally negative. In 1998 total loans outstanding extended
by the banking system declined by 1.6 percent, mainly reflecting the economic contraction, even though,
since June 1998, total loans approved have increased.8 Monetary expansion may not be effective in the
current environment, when demand remains low despite monetary easing. An important issue is whether
bank lending is sluggish because of demand or supply factors. If the problem is demand constraint, then
increasing bank liquidity substantially can lead to another round of bad loans and protraction of the crisis.
The narrowing of the spread over the base lending rate, imposed by BNM, may restrict banks' ability to
price loans according to client risks. It can undermine profitability, slow the resumption of credit growth,
and perpetuate the management of interest rates through direct rather than indirect means. Finally, care
should be taken that any further expansionary interest rate policies take into account the need to maintain
positive real returns for savers.

36. Capital controls have been modified. The Government introduced capital controls in September
1998 (see Attachment 4) with the objective of reducing the speculative pressure on the exchange rate, and
the volatility of short-term capital flows, to avoid further internationalization of the ringgit and ensure
that developments abroad would not destabilize domestic markets. In addition, the Government required
that proceeds from stock sales be held for a year before they could be converted into foreign currency. In
February 1999, the Government modified these controls. This change will affect both the existing stock of
portfolio inflow that has been locked in as a result of the capital controls introduced on September 1,
1998, as well as new portfolio inflows in the future (details given in Attachment 4). The existing stock of
portfolio investments, locked in as a result of the September 1998 announcement, can now be repatriated,
upon payment of a levy on the principal amount. For funds brought in before February 15, 1999, the
principal amount repatriated after one year from September 1, 1998, or one year from the actual date the
principal amount came into the country, will not be subject to the levy. If the principal is repatriated
within one year it will be subject to a graduated levy. Profits realized during this one-year period will not
attract any levy, even if repatriated during this one-year period. Profits realized and repatriated on
investments made after the one-year period will be subject to a 10 percent levy. For new portfolio inflows
after February 15, 1999, the principal amount is not subject to levy on repatriation. Profits made and
repatriated within 12 months after the investment will need to pay a 30 percent levy; after 12 months, the
levy is 10 percent. These are steps in the right direction, but the measures need to be further strengthened
with a package of consistent macroeconomic policies and structural reforms.

A Public Expenditure Review is currently being prepared to assess these programs.
Commercial banks recorded annual growth of 3.5 percent in 1998. Finance companies recorded a decline in loans of 14.7 percent, mainly due

to ongoing mergers. Merchant banks recorded a 3.7 percent decline in loans. In 1998 about RM11.8 bn of NPLs were sold to Danaharta (see
para 37), resulting in a further deterioration in the total loans outstanding. If these NPLs were included, total loans outstanding extended by the
banking system would have increased by 1.3 percent in 1998. Loans approved increased significantly in the last quarter of 1998 (RM7.8
bn/month, compared to RM4.2 bn for the first three quarters of 1998).
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37. Measures are under way to restore confidence in the financial and corporate sectors. Under
the NERP, the Government has established a special institutional framework primarily to deal with NPLs
and corporate debt, and at the same time address the liquidity needs of weaker financial institutions
through selective recapitalization. This framework comprises Danaharta, an Asset Management
Company (AMC) to purchase NPLs from the banking system; Danamodal, a Special Purpose vehicle
(SPV) to recapitalize troubled banks; and a Corporate Debt Restructuring Committee(CDRC) to facilitate
financial, operational and managerial restructuring of corporations through voluntary out-of-court
debtor/creditor arrangements (London Rules approach). Broad operating policies and procedures have
been established for these institutions and work on the more detailed operational aspects is ongoing with
the help of international private sector advisors. The Government has recently introduced an over-arching
committee to coordinate the objectives of each agency. Overall, these mechanisms, strategies and
supporting legal environment for financial and corporate sector restructuring are appropriate and
consistent with a market framework" The Government expects that NPL acquisition and selective bank
recapitalization will be completed by mid-June 1999. The Government has shown some evidence that it
is prepared to subject large corporations to the CDRC procedures; they would not receive preferential
treatment. For a profile of Malaysia's financial and corporate sectors, current policies, actions taken and
outstanding issues, see Attachment 5.

38. The Government has been taking additional actions in the corporate sector, in parallel with the
CDRC initiative. These include tax incentives for corporate restructuring and measures to strengthen
corporate governance. A recently-established High Level Finance Committee on Corporate Governance
has drawn up a new Malaysian Code of Corporate Governance, Code of Ethics, to be published in early
1999, and recommended a series of measures to improve legal safeguards for shareholders and strengthen
accounting standards and financial disclosure requirements. It also recommended training and education
for key stakeholders. Amendments and changes to the Companies Act came into effect on January 1,
1999.

39. The Government's approach to financial and corporate restructuring is not dissimilar to those
adopted by other countries in the region.10 Whilst implementation is ongoing, it would be premature to
conclude whether the program will be adequate in scale and scope. Much depends on how the real
economy and investor confidence evolve over the next 12 months. This uncertainty is inevitable and is
best managed through contingency plans. The key risks associated with financial and corporate
restructuring are that: (a) the Government may be underestimating the magnitude of the problem; (b) the
crisis may be prolonged because of regulatory forbearance (e.g. changing the definition of NPLs from 3 to
6 months as occurred in mid-1998, see Attachment 5); and (c) information on implementation may be
inadequate, giving rise to concerns about use of public funds and the extent of burden sharing.

40. Key issues in structural reform. The principal issue in the financial sector is the need to
recover NPLs resulting from banks' over-exposure to the property sector and the stock market, and to
recapitalize distressed banks now facing serious liquidity shortages. The challenge to Government is
raising sufficient funds to finance the cost of NPL purchase and bank recapitalization in 1999-2000, in the
order of $8 billion or 11.2 percent of GDP, although private sector estimates are higher. The financing
need for Danaharta is $3.95 billion (5.3 percent of GDP) and has been met. The financing need for
Danamodal, $4.21 billion (5.7 percent of GDP), has been largely met (see Attachment 5).

41. A second set of issues relates to continuing the process of consolidating institutions and
restructuring the financial sector on the basis of a longer-term vision. Restructuring the financial sector
will also entail further strengthening of prudential regulations and the supervisory framework to bring
Malaysia in line with the highest international prudential standards and also to strengthen disclosure;
improving credit management processes at the level of individual banks; intensifying surveillance of
banks, including development of an early warning system; and introducing a depository safety net

9 NPLs purchased by Danaharta and Danamodal investments wiil be based on intemationally accepted principles of valuation. The Government
has also amended Section 176 of the Companies Act, 1965 to prevent debtor abuse of provisions relating to forbearance from creditor action.

10 See the Structural Policy Review for cross-country comparisons of financial and corporate indicators and reform programs
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mechanism. Progress is being made, although there has been some regulatory forbearance with regard to
classification of NPLs. In this regard, BNM's autonomy will need to be reinforced. Another issue is
opening up the banking sector further to foreign equity participation. With regard tononbank financial
institutions (NBFIs, see Attachment 5), the key issues are strengthening disclosure requirements and
enhancing the regulatory framework. Some capital market regulations have been strengthened. For
example, listing regulations have been amended to require listed companies to disclose debt immediately.
A new and strengthened code for mergers and takeovers has been announced and regulations covering
minority interests have been strengthened. Capital adequacy ratios and client asset protection rules have
been introduced for stockbroking companies.

42. The priority in the corporate sector in the short-term is clearly to alleviate the problem of rising
debt in vulnerable sub-sectors. Other problems are falling profits, declines in asset prices, and increasing
liquidity constraints as a result of weakening demand. These are a direct consequence of the recession,
and slackening external demand. Other issues in the corporate sector include over-dependence of
companies on short-term loans from banks; and financial and managerial weaknesses in individual
companies that existed irrespective of the crisis. Moreover, whilst there is a legal framework for corporate
restructuring, it has proven inadequate in the current crisis. Problems and inconsistencies exist, for
example, without clear guidelines on insolvency, winding up, reorganization of companies, and creditor
protection and limited experience of courts in supervising reorganization. In particular Section 176 of the
Companies Act, which provides temporary relief from creditors, was being used to roll over debt. It has
since been amended, requiring courts to involve creditors in the decision-making process. The court-
based insolvency procedures were also too protracted and the court system was not equipped to deal with
the significant increase in corporate financial distress. Without fundamental restructuring, some of
Malaysia's companies may face protracted difficulties, in light of the lower growth rates projected over
the next few years. Banks, Danaharta Danamodal and CDRC are gaining experience in large-scale
corporate restructuring and distressed debt management by working closely with international private
sector advisors.

3. ECONOMIC PROSPECTS AND KEY CHALLENGES

A. ECONOMIC OUTLOOK

43. Economic Outlook. There are some signs that the economy is stabilizing. Exports picked up in
the last two months of 1998 in US dollar terms. If there is a global recovery in the electronics market,
Malaysia will benefit from it as its exports are dominated by electronic products. The recent surveys on
consumer and investor sentiments show that the downward trend in expectations has stabilized.The small
increase recorded in the Malaysian Institute of Economic Research (MIER)'s Business Conditions Index
in the fourth quarter of 1998 suggests that the downturn may have flattened. The recent modification in
capital controls is also expected to improve investor confidence. It is, however, too early to conclude that
a robust recovery has begun. As Malaysia is a highly open economy, much will depend on the pace of
recovery in the region and in the rest of the world. There may be little growth in exports since the region-
wide recession is expected to continue in 1999. The downside risks in the rest of the world have also
increased with the crisis in Russia and Brazil. Initial indications are that a combination of external and
internal factors could result in the recession continuing in the first half of 1999, with some recovery in the
latter part of 1999. On balance, the economy could contract by 1-2 percent.

44. The increase in unemployment, uncertainties over job security, and the fall in real wages will
continue to affect consumption adversely. Although there were some signs of improving consumer
confidence in the third and fourth quarters of 1998, suggested by an increase in exports in US$ terms and
an increase in passenger car sales, the outlook remains uncertain. Domestic consumption is likely to fall
(especially for durable and other luxury items) because of the wealth loss and because consumers'
perceptions of permanent income will remain more volatile than their perceptions of total income.
Investments (both domestic and foreign) may not pick up because the high level of uncertainty in the
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region will delay new projects, imported machinery and equipment have become more expensive relative
to producer price increases, and construction and infrastructure sectors in particular face problems of
excess capacity. The easing of fiscal policy, lowering of interest rates, and the easing of access to credit
will begin to stimulate domestic demand, but this may be insufficient to restore market confidence and
cause positive growth in private consumption and investment. Progress in financial and corporate
restructuring and building a track record on policy reforms will improve market sentiment.

TABLE 2: SELECTED INDICATORS-BASE CASE (MOST LIKELY) PROJECTION

ACTUAL ESTIMATE PROJECTION

1994 1995 1996 1997 1998 1999 2000

Part A: Main Macro Aggregates
Annual growth rates, calculatedfrom constant 1978price data
GDP at market prices (%) 9.2 9.5 8.6 7.8 -6.8 -1.7 3.0
Total consumption (%) 9.8 8.9 4.9 4.8 -12.4 -2.2 5.9

Private consumption (°) 9.8 9.4 6.0 4.7 -16.4 -3.0 7.7
Gross domestic investment (GDI) (%/) 20.3 20.5 5.8 12.9 -31.0 -1.5 4.8

Exports (GNFS) (%) 22.5 17.6 7.2 9.8 2.0 1.7 5.9
Imports (GNFS) (%) 27.7 21.4 4.2 10.1 -11.5 1.9 8.2

Savings-investment balances, as percentage of
GDP
Gross Domestic investment (%) 40.4 43.5 41.5 42.8 32.0 31.8 33.1
Foreign savings (%) 6.2 9.7 4.6 4.9 -9.0 -7.0 -3.0
Gross national savings (%) 34.2 33.8 36.9 38.0 41.0 38.7 36.2
Gross domestic savings (%) 38.8 39.5 42.6 44.4 47.8 45.2 42.7

Other
Current Account Balance (% of GDP) -6.2 -9.7 -4.6 -4.9 9.0 7.0 3.0
CPI inflation (%) 5.4 5.0 5.2 2.9 5.2 6.0 4.5
Annual average exchange rate (ringgit/US$) 2.6 2.5 2.5 2.8 3.9 3.8 3.8
Terms oftrade index (1978=100) 83.3 80.3 85.5 86.3 84.0 82.6 81.3
Money growth (%) 12.7 20.0 25.3 17.5 -7.6 7.0 8.4

Part B: Government Finance Indicators
Percentage of GDP
Total revenues, of which (%) 26.1 23.4 23.7 23.9 19.8 17.3 19.2

Tax revenues (%) 20.5 19.8 19.7 18.9 16.2 14.0 15.0
Total expenditures, of which (%) 23.4 22.1 22.6 21.3 23.2 23.2 23.2

Consumption (%) 9.9 8.6 8.7 7.3 7.8 8.5 8.5
Deficit(-)/Surplus(+) (/o) 2.8 1.3 1.1 2.6 -3.4 -5.9 -4.0
Financing: (/o) -2.8 -1.3 -1.1 2.6 3.4 5.9 4.0

Part C: Debt & Liquidity Indicators
Total DOD and TDS /a

DOD (US$ millions) 30,336 34,343 39,673 42,678 40,975 38,333 37,061
DOD / GDPmp ratio(%) 41.8 39.3 40.0 60.4 59.0 51.4 46.1
TDS (US$ millions) 6,121 6,041 8,427 7,109 4,016 3,991 4,751
TDS / exports (XGS) ratio (%) 8.9 7.0 9.0 7.5 4.4 4.3 4.7
Total gross reserves (months' imports G&S) 4.2 3.2 3.4 2.6 3.7 3.7 3.5
Total gross reserves (US$ billions) 25.5 25.1 27.7 21.7 26.2 28.0 29.0

Sources: World Bank staff estimates and projections.
a/ "DOD" denotes debt outstanding and disbursed; "TDS" denotes total debt service; "XGS" denotes exports of goods, services
and income, including workers' remittances; "Imports G&S" denotes imports of goods, services and income.

45. The current account balance is expected to remain in surplus in 1999, although it would be lower
than in 1998, because of a small increase in imports associated with lower contraction in the economy.
Although there will be some recovery in FDI, it could be lower than the pre-crisis inflows, and its
magnitude would be influenced by the economic situation in Japan (as Japan is one of the largest foreign
investors in Malaysia). Although the comfortable level of $28 billion in foreign exchange reserves
provides a cushion, Malaysia remains vulnerable to both domestic and external shocks. These will need
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to be carefully managed by an appropriate mix of macroeconomic policy. In particular, the exchange rate
policy will need to take into account domestic and external shocks, in order to maintain the extemal
balance. Malaysia's exports remain competitive. The recent modifications in capital controls have
improved market sentiment. This would be strengthened further if the controls were replaced by
prudential regulation.

46. Financing needs and sources. Although Malaysia's financing needs as a result of the crisis are
large, it has an advantage over the other crisis countries. Unlike Korea or Thailand, for example, its debt
problem is domestic and not external. This provides an additional degree of freedom to policymakers.
Moreover, given the moderate to low level of public debt, there is room for increasing public debt
consistent with fiscal sustainability. The crisis will have major fiscal implications for Malaysia
(preliminary numbers on the costs to the Government are presented in Attachment 6). These have arisen
from (a) the need to run a budget deficit to stimulate the economy, (b) restructuring and recapitalization
of the banking sector, and (c) meeting contingent liabilities on privatized infrastructure projects. The latter
two are off-budget items. The details on financing needs are still evolving, but the extent of reliance on
domestic sources is becoming apparent. The total financing needs, budget and off-budget, for 1999 are
estimated to be $14.56 billion, or 19.6 percent of 1999 GDP. Out of this, the bank restructuring costs for
the purchase of NPLs (Danaharta) and recapitalization (Danamodal) are estimated to be around $8.16
billion, or 11 percent of GDP. The Government is seeking to mobilize funds from domestic and external
sources. Private external capital has been limited because of the ratings downgrades. To date, $555
million have been raised externally through a Japanese sovereign risk guarantee (Euro-yen bond,
December 1998). In addition, a loan from 12 foreign banks of $1.35 billion was disbursed in December
1998 at a spread of 3 percent over LIBOR, lower than the 5.76 percent spread on comparable securities.
Malaysia expects to raise additional funds, guaranteed by Japan under the Miyazawa Initiative to support
East Asian crisis countries. For further external resources the authorities are approaching multilateral
(World Bank, Asian Development Bank and Islamic Development Bank) and bilateral sources (Japan).
Public debt is projected to increase from 34 percent of GDP in 1998 to 60 percent.

47. External Environment. Malaysia has the most open economy among the crisis countries:
foreign trade accounts for nearly 200 percent of GDP. East Asia and Japan account for over half of the
Malaysian export market. The export items are also highly concentrated, with electronic products
accounting for some 50 percent of exports. Malaysia is thus highly vulnerable to external developments.
In the past, foreign capital inflows, FDI in particular, have played a critical role in Malaysia's
development, averaging nearly 10 percent of GDP prior to the crisis. Foreign investor sentiments have
been adversely affected by the regional crisis, the imposition of capital controls (although these were
selective and not targeted at FDI, and have now been modified), and a perception that the process of
financial and corporate restructuring has not been sufficiently transparent. Restoring market confidence
may take time, and much will depend on Malaysia establishing a track record on implementing policy
reforms and introducing greater transparency and openness. In the absence of major policy reversals and
continued improvements in external balance, international credit agencies may favorably reconsider
Malaysia's sovereign rating.

B. THE DEVELOPMENT AGENDA: KEY CHALLENGES

48. Short-term challenges. Malaysia's short-term priorities are clearly to overcome the immediate
crisis and rekindle growth. Based on the analysis above, principal challenges in this regard are:

* protecting the poor and near-poor, particularly through safety net programs and income-generating
activities, such as small enterprise incentives, for the new poor in urban areas, continuing poverty
reduction efforts in the poorest states, including transfers and nutritional programs for the hardcore poor,
and micro-credit schemes. As poverty levels have increased, are likely to increase further, and growth
will not provide a safety net, many of these programs may need to be expanded andretargeted. This may
require revisiting the current definition of poverty and of vulnerable groups in light of the upcoming 1999
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Household Income Survey. This will also require more rigorous monitoring and evaluation of programs,
not just in terms of inputs, which are carefully monitored, but of outcomes and impacts on beneficiaries;

* protecting investments in the social sectors to maintain high standards of health and education and basic
infrastructure, in the face of emerging needs and increased budgetary pressure;

* maintaining a flexible macroeconomic policy: the dangers of the recession continuing argue for a
positive net fiscal stimulus over the next few years, until growth recovers. Managing the public sector
debt overhang should then receive high priority over the medium term. Considering the danger of
additional external shocks (regional and global uncertainties), a flexible exchange rate policy could be
adopted, once short-term volatility recedes;

* accelerating comprehensive and consistent reforms in the financial and corporate sectors in a
transparent manner, in particular, (a) preparing contingency plans to cope with a potential increase in
NPLs, particularly because of the continuing glut in the property market; (b) improving coordination of
corporate restructuring initiatives, and clarifying direct and indirect use of public funds (for example from
Petronas, Employees Provident Fund (EPF) and the new special off-budget funds); (c) publicly
announcing eligibility criteria for institutions that would be supported by public funds, and enhancing
third party reviews; (d) analyzing and monitoring the fiscal impacts of financial and corporate
restructuring initiatives; (e) disclosing key financial and operating statistics of Danaharta and
Danamodal, including gains and losses on interventions to improve transparency and send clear signals to
the markets; and (f) developing an appropriate strategy for burden sharing to finance the cost of financial
and corporate sector reforms, for example by liberalizing the 30 percent restriction on foreign equity
ownership of domestic banks;

* increasing transparency of the budget in particular explicitly recognizing off-budget items and
contingent liabilities, thereby contributing to better fiscal risk management.

49. Medium-term challenges (see Box 3). The way in which these immediate issues are tackled will
determine the ability of policymakers to revive growth, address some of the microeconomic and
institutional distortions that had begun to emerge prior to the crisis, and move ahead with the country's
longer-term development strategy. For example, addressing the immediate restructuring and
recapitalization needs in the financial sector will provide a more stable basis for future growth. Some
fundamental shifts in social, political and economic governance, including further modernizing
institutions, and fostering greater openness in policymaking will have to be made to enable Malaysia to
return to the growth path embodied in Vision 2020 and successive five-year development plans. The
Vision also assumes a stable macroeconomic environment, large investments in human capital, well-
developed infrastructure, and greatly-increased private sector participation in the economy and service
delivery, and that the quality of Malaysia's environment will be preserved. Poverty alleviation, including
the eradication of hardcore poverty, is a central element; growth will continue to be viewed as the primary
social safety net, but this need not preclude new approaches in social and welfare policy as Malaysia
develops and is able to afford such programs.

50. Under Vision 2020, Malaysia aims to promote itself as an open and export-oriented economy,
based on high value-added and efficient manufacturing (mainly electronics) and services sectors, with a
strong emphasis on IT. Malaysia wishes to develop a "knowledge economy" and has elaborated a
National IT agenda with a business and social focus that envisages full-scale development of management
information systems, innovative computer software and electronic commerce (E-commerce). Key
elements include establishment of a Multimedia Super Corridor (MSC) to attract international investment
and know-how. Pilot programs being developed include smart schools, telemedicine, smart cards,
borderless marketing and electronic government. A key short-term challenge in this regard is protecting
the integrity of Government computer systems in the face of the Y2K problem, the inability of
management information systems to process data which refers to dates after 2000. Failure to ensure Y2K
compliance of Government systems will result in substantial disruption throughout the public sector, and
may derail social and economic development.
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BOX 3: MALAYSIA'S MEDIUM-TERM DEVELOPMENT CHALLENGES
*Developing a new social -adapting social policies and the safety net to take account of changing demographics and
safety net paradigm consumption pattems, and to address problem of inequality. Enhanced monitoring of income and

consumption trends;
-promoting a shift to flexible or productivity-based wage systems (guidelines adopted in 1996)
-increasing the scope of welfare transfers, based on means testing with rigorous follow-up;
-considering shift to targeted food assistance, in place of administrative price controls for food
staples;
-reviewing the structure and coverage of the pension system as the population ages and the
dependency ratio increases; considering extending it to the informal sector and self-employed.

* Enhancing the -medium-term financial sector strategy: its role in contributing to growth of the economy;
environment for -deposit insurance;
financial and corporate -further development of NBFIs, in particular the financial management industry, private debt
transactions securities (bond market) and the insurance industry. This will also help to diversify sources of

term finance for corporations that currently depend heavily on the banking system.
* Increasing -shifting from investment and input-driven to productivity-driven growth;
competitiveness -enhancing the competitive environment, in particular introduction of legislation on competition

and consumer protection based on intemational best practices;
-reform of price controls and foreign trade and ownership restrictions;
-shifting project risks to the private sector.

* Strengthening -new modeling and monitoring frameworks in economic and social sectors and infrastructure;
economic planning strengthened data management capacity;

-enhanced surveillance of financial and corporate sectors;

* New sources of growth -developing skills in science and technology to support the knowledge economy;
-in the rural sector, upgrading efficiency of plantation sector to overcome labor and
infrastructure constraints; improve coordination of rural financial intermediaries;

* Increasing efficiency of -reform of public healthcare institutional framework and financing; development of new skills
publicly-financed social and specialist services in the health sector;
services -continuing efforts to increase education quality with substantial investment particularly in

tertiary education, including polytechnics and universities-physical infrastructure, curriculum
development and specialist training;
-developing more effective private-public partnerships in health, education and infrastructure
services to maintain standards and protect consumer interests in terms of pricing, availability and
service quality;

*Mainstreaming -tackling air and water quality problems thus contributing to attracting high-value high-
approaches to technology foreign investment;
environmental -enforcement of regulations, e.g. in large infrastructure projects involving the private sector in
management urban transport, water supply, solid waste, to enhance credibility of public institutions;

-identifying transboundary/regional initiatives for strengthening natural resources protection and
management, and sharing best practices in compliance and enforcement.

4. WORLD BANK GROUP ROLE AND STRATEGY

A. LESSONS FROM PREVIOUS INVOLVEMENT

51. Malaysia has had a long and productive relationship with the Bank, with a total of 100 loans
approved since 1958. The Bank has supported Malaysia predominantly in agriculture and rural
development, but also in industry, infrastructure (power, water supply and sanitation, transport and
communications), health and education, thus contributing substantially to Malaysia's strong economic
and social track record. A total of $3 billion has been disbursed. The country now has about $1 billion
outstanding to the Bank with a total exposure in the Bank's portfolio of 0.9 percent (1998). Four projects
totaling $368 million were approved during FY92-94; there were no commitments in FY95-97. There are
two active investment operations (Health Project, Polytechnic Development Project). Two Montreal
Protocol financed projects are assisting selected industries in reducing output of ozone-depleting
substances. The $300 million ERSL was approved in June 1998. Portfolio performance has been
satisfactory, and there are no problem projects.
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52. This is the first full CAS for Malaysia since 1993. Malaysia has not borrowed from the Bank for
the last five years,1 ' nor has it had a substantial program of nonlending services; IFC participation has
been modest. A country strategy note was presented to the Board in 1993. This acknowledged Malaysia's
successful development efforts and recommended a selective assistance program in line with the
Government's priorities: human resources development, urban infrastructure, environment and private
sector development. It envisaged a total lending program of $1.2 billion over FY92-97 or $200 million
per year. In practice, lending declined more rapidly than expected as Malaysia's high growth and budget
surplus led to a decreasing need for external assistance. Furthermore, budgetary constraints at the Bank
resulted in a shift in resources to newly-borrowing countries such as Vietnam. A modest program of
nonlending services continued, in particular a program of policy advice to the Economic Planning Unit
(EPU) on a cost-sharing basis, such as the Industrial Training and Productivity Study (1994-96);
Enterprise Training, Technology and Productivity Study; and the Skills Needs and InterJirm Linkages and
Technology Transfer Studies (1997-98).

53. The principal lesson from the most recent country program was that Malaysia valued the Bank's
analytical work and policy advice, but its willingness to borrow waned with rapid economic growth. The
Bank's involvement also waned with tight budgets and new country challenges. The institutional
consequences of premature disengagement have been considerable: renewing the country relationship has
required a great deal of upfront confidence building with relevant stakeholders, and deepening country
knowledge. Disengagement has led to loss of institutional memory on both sides; as a result there is a
need to re-familiarize the client with Bank policies and procedures. Based on this experience, a key
challenge for the new CAS is the need for more systematic policy dialogue and client consultations, to
monitor progress in social and structural reforms, and project implementation, and to keep the Bank's
knowledge current and re-evaluate modalities for Bank assistance periodically over the CAS period.
Another challenge is more frequent consultation with other stakeholders, including the private sector,
other donors and NGOs, to enhance mutual information flow, and to identify areas of potential
collaboration. A further conclusion drawn is that whilst the Bank is currentlyre-engaging as a result of
the crisis, these interventions should be linked to longer-term programs to support medium-term
development challenges. As the lending program resumes, the key issue in portfolio management will be
working closely with counterparts in implementing agencies on details of Bank procedures on
procurement, disbursement, auditing and financial management.

54. Renewed Country Relations. A concerted effort began in August 1997, just before the crisis
hit, to renew the Bank-country relationship. The first stage entailed improving the Bank's knowledge of
the economy through analytical work and identifying best practices and lessons learned that could be
applied to other countries. Preparations began on a Country Economic Memorandum (CEM, completed
FY98). With the spread of the crisis to Malaysia, policy dialogue broadened and deepened. The CEM
became an important vehicle for quick-response policy advice to the Government on emerging crisis-
related issues, and it was discussed with the Government in May 1998. The Bank also produced a series
of policy notes. assessing the downturn in the economy and policy actions needed to restore growth.
(Ongoing work is reflected in Section 4D). More recently, Bank and IMF staff provided policy notes and
inputs for an informal workshop organized in Malaysia on how to modify capital controls. The workshop
enhanced knowledge and improved the Bank's partnership with the client.

55. The ERSL. When the crisis hit, the authorities requested fast-disbursing support from the Bank
to offset the adverse social consequences of the economic slowdown, and also to finance preemptive
reforms. The Bank therefore approved the ERSL to support the Government's reform program which
focused on four key areas: maintaining sound and flexible macroeconomic policies; strengthening the
financial sector; improving competitiveness; and strengthening social safety nets. TheERSL helped to
provide a framework for the Government to manage the crisis. As the crisis intensified, the fiscal deficit
increased, and public expenditure on social sectors increased; several programs that were previously cut
were restored or partially restored. On balance, many of the key objectives of the programs supported by

" Malaysia had not graduated, but stopped borrowing unilaterally, and had ready access to private capital.
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the ERSL are being achieved. However, there have been some divergences, largely motivated by the
Government's objective of minimizing the downturn in economic activity. These include some easing of
tight regulations introduced in the banking sector (in particular redefinition of NPLs), slow progress in
enhancing corporate governance and increasing the comprehensiveness of the budget, and absence of a
competition framework. There have also been some delays in implementing programs in the social
sectors because of initial lack of coordination between initiatives and agencies. Coordination has since
been strengthened.

56. As the recession became prolonged, it became clear that Malaysia would require additional help,
not only in mitigating the social consequences, but also in its efforts on economic recovery through
structural reforms in the financial and corporate sectors, and ensuring an enabling macroeconomic
environment. The Government requested an additional $2.7 billion from the Bank (with the $300 million
this would amount to a $3 billion program over three years), including $700 million in fast-disbursing
funds, both to manage the immediate crisis, and to handle some of the medium-term challenges, to ensure
that Malaysia's overall development strategy remains on track. Preparation of the new CAS began to
develop an appropriate response to the Government's request, in light of emerging needs and the
macroeconomic and policy framework.

B. CAS PREPARATION

57. A Participatory CAS. In preparing the CAS, the Bank consulted with high-level policymakers,
officials of Government ministries and agencies, parliamentarians, private business representatives,
academics, NGOs, including civil society organizations and special interest groups, and other donors. A
CAS concept paper was distributed and presented in a series of public meetings and focus group
discussions. The CAS team requested feedback on: the Bank's perception of Malaysia's key
development challenges, both immediate crisis-related and medium-term, including sensitive issues such
as transparency and accountability; the proposed strategy and underlying assumptions, in particular the
proposed focus on the social sectors; and the Bank's value added over the short and medium-term. During
the CAS discussions there was general concurrence on the Bank's objectives and on proposed
interventions, although some groups requested greater attention to issues affecting their particular
constituents (the disabled, women, migrant workers, plantation workers, for example, and to
environmental and urban planning problems). The most debated issues were Malaysia's economic
prospects, problems in the social sectors and the condition of the financial and corporate sectors. The
Government felt the economic outlook in the CAS was too pessimistic; civil society groups tended to
agree with the Bank's assessment. Civil society representatives called for broader participation in
decision-making processes and more public disclosure of information. The CAS team also discussed
potential mechanisms for monitoring CAS effectiveness, project implementation as well as policy actions;
and how to develop a partnership-based framework for regular consultation which would allow periodic
evaluation and amendments to the proposed assistance program, as appropriate. A client feedback survey
will be prepared at the end of the current CAS period.

C. RATIONALE AND STRATEGIC APPROACH

58. The Bank's principal justification for re-engaging in Malaysia is therefore to support a country
with an acknowledged track record of strong performance that had voluntarily stopped borrowing on
account of its strong economic performance but was hit by an unprecedented economic crisis. The crisis
threatens to undermine many of Malaysia's achievements, particularly in the social sectors, and set back
its human development agenda by several years. The Bank's intervention is intended, in the short term, to
help mitigate the consequences of rising poverty and unemployment, protecting the vulnerable groups
who are bearing the brunt of the crisis, and prevent the erosion of social sector achievements in the short
to medium-term. This approach reflects the Government's commitment to preserving the country's
impressive achievements in quality of life, and the Bank's overarching mandate as a development
institution. The CAS also proposes instruments to restore growth and confidence, and enhance Malaysia's
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competitiveness over the medium-term. In addition, the CAS takes into account Malaysia's importance
as a regional player, both as a trading partner and employer of migrant workers.

59. The CAS outlines a base case program of investment loans focusing largely on the social sectors,
and on assisting the Government's efforts in restoring growth. A robust program of analytical work,
policy advice, selective capacity-building or technical assistance (TA), and country dialogue is also
envisaged, particularly in the areas of financial and corporate restructuring, medium-term
competitiveness, and social issues. MIGA has re-engaged in Malaysia on a limited basis. IFC has a small
existing portfolio but will review its role over the CAS period. In view of Malaysia's regional
importance, the Bank also aims to integrate the Malaysia country program into other ongoing regional
initiatives, in particular analytical work (for example ongoing analyses of credit crunch issues, and
corporate performance), to share cross-country experiences and strengthen Association of Southeast
Asian Nations (ASEAN) and Asia Pacific Economic Community (APEC) initiatives, many of which are
spearheaded by Malaysia.

D. PROPOSED ASSISTANCE PROGRAM: BASE CASE

60. The underlying assumptions for the base case are that the economy will continue to contract, by
1-2, percent in 1999, that poverty could increase further in 1999, that regional demand will remain
relatively sluggish, and that private domestic investment and consumption will not revive substantially. In
addition, some political uncertainty will prevail, but without large-scale unrest. The Government will
maintain its present package of fiscal and monetary policies. The fixed exchange rate will be maintained
to stabilize the foreign exchange market, but the Government will continue to monitor the real effective
exchange rate and ensure that it provides a stimulus to exports. Structural reforms in the financial and
corporate sectors will progress steadily, in line with targets established byDanaharta, Danamodal and
the CRDC, with increasing transparency and disclosure. Public expenditure on social services will be
maintained in real termns as the recession continues and as the condition of the poor and near poor
worsens.

61. CAS Instruments. Based on the above-mentioned rationale, assumptions, and development
agenda, the Bank proposes a base case lending/nonlending program in the order of $1.0-$1.5 billion over
three years (see Table 3). This program comprises selective investment operations in the social sectors
to provide transitional budget support and protect current investments. No fast-disbursing loans are
envisaged under the base case. The strategy will focus on mitigating the social consequences of the
crisis and supporting medium-term social development. In the short term, this entails:

* Maintaining investments in the social sectors and high-quality public services. The Bank has
prepared an Education Sector Support Project (FY99) to assist the Government in pursuing its key
educational objectives as outlined in the Seventh Malaysia Plan, while mitigating the impacts of the
crisis. The project will support investment, TA and training activities at the basic, polytechnic and higher
education levels, and related institutional strengthening activities that will contribute to continued human
capital development. The project will also help increase capacity of domestic polytechnics and
universities to absorb increased demand following the shift from overseas education in the wake of the
crisis. The Public Expenditure Review (PER) (FY99) will review macro-fiscal links, achievements and
challenges in expenditure on social sectors and infrastructure, the fiscal implications of the social safety
net measures proposed in the NERP, and issues in public expenditure management. In addition, the
Government has requested an emergency Y2K Technical Assistance Project to contain the disruption in
the country's social and economic infrastructure that would be caused by the failure of critical central
Government systems to process dates after December 31, 1999. To protect and manage physical
infrastructure where maintenance funds have been cut as a result of the crisis, as well as support
transitional employment generation, the Bank will consider a Road Asset Management Project (FY00),
comprising road maintenance, slope protection, replacement and rehabilitation of bridges, and road safety
improvement measures.
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* Protecting the poor and vulnerable groups. The Bank has prepared a Social Sector Support Project
(FY99) to provide budgetary support for essential social services, particularly in major cities and the
poorest states. It will support selected ongoing Government programs, including basic health and social
assistance for disadvantaged groups, and TA to strengthen the monitoring of poverty over time and the
evaluation of anti-poverty programs. The Bank will prepare a Participatory Poverty Assessment (FYOO)
to assess comprehensively the ongoing impacts of the crisis and medium-term implications, based on the
new 1999 Household Income Survey. The PPA will also look at gender-differentiated impacts. The
findings and recommendations will form the basis of a second poverty alleviation or Second Social
Sector Support Project (FY01) focusing on income-generating activities. The Bank will also consider an
Agricultural/Rural Development Loan (FYOO), subject to the findings of the Agriculture/Rural
Development Policy Note (FY99) which will examine agriculture and rural development alternatives,
income-generation opportunities and related institutional issues, including rural credit. This loan would
support mechanisms for raising the incomes of marginal smallholder producers.

TABLE 3: BAsE CASE ASSISTANCE PROGRAM, FY 1999-2001

FY99 FY00 FY01

* Country Assistance Strategy - Participatory Poverty Assessment * Social and Structural Policy
* Structural Policy Review (SPR) * Wealth and Income Distribution Study Review II
* Public Expenditure Review (PER) * Sources of Growth Study * Public Expenditure Review II
* Kuala Lumpur Transport Strategy * Information Technology Strategy * Country Portfolio Performance
* Informal Policy Notes* * Informal Policy Notes Review (CPPR)
* firm-level surveys (ASEM grant/regional * Economic Monitoring * Informal Policy Notes
initiative) * Economic Monitoring
*Economic Monitoring_______________

[;- - - _
* Financial and corporate sector TA (possible * Global Knowledge Conference (EDI) Other capacity-building needs will be
Miyazawa Initiative/special PHRD) * Social Safety Net Seminar identified over the CAS period, and
* Financial Sector early warning system will thus be demand-driven.
(ASEM) Other capacity-building needs will be
* Deposit insurance study (ASEM) identified over the CAS period, and will
* Capacity-building for economic monitoring thus be demand-driven.
(esp. modeling and forecasting approaches,
poverty monitoring), statistical analysis and
improving information flow: review of CPI,
BOP. (ASEM)
* Healthcare demand analysis (ASEM)
* Enhancing Competitiveness (ASEM), EDI
* Strengthening Capacity in Labor Market
Policy (ASEM)
* Support to EPF training institute (TBD)

*Education Sector Support Project *Agriculture Development Loan OR * Social Project If
* Social Sector Support Project Rural Infrastructure Investment Loan * Education Project II
* Y2K Technical Assistance Project * Road Asset Management Loan

*Health Loan
* Note: Policy notes will be produced based on client demand and identified needs. Topics would include macroeconomic policy, structural
reform, health, education, social safety net, agriculture and rural development, and environment/natural resources.
** Note: most capacity-building/TA will be grant-financed, from PHRD (Japan Population and Human Resources Development) and ASEM
(European Union's Asia-Europe Meeting special fund for the East Asian crisis countries).

With regard to medium-term social development, the Bank will assist with:

* Adapting the social safety net to the maturing economy and society. A Wealth and Income
Distribution Study (FYOO) will assess policy options for addressing regional and urban/rural income
inequality, and implications for social policy. The Bank will also prepare policy notes on social safety net
issues as required. The results of analytical work on the social safety net will be discussed in a series of
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Social Safety Net Seminars (FY99, 00); the latter could be organized on a regional basis. Subject to
further discussion with the client, the Bank may also support capacity-building for the Employees
Provident Fund Training Institute, possibly on a cost-sharing basis; and

o Continuing reforms in the social sectors. A Health Policy Note (FY00) will outline the Bank's
possible role in supporting reforms in the health sector, as well as selective investments to reduce
disparities in service provision. The latter could be financed under the proposed Health Loan (FY00).
The Bank will also assist with capacity-building for Healthcare Demand Analysis (FY99) to develop
economic and econometric models to assess the implications of recent demand increases on the health
services, and facilitate health policy research.

62. In the second instance, the CAS will support the authorities in restoring short-term growth and
medium-term competitiveness. In the short term, the Bank will therefore assist Malaysia in:

* Maintaining a stable macroeconomic framework and monitoring performance. The Bank, in
collaboration with the IMF, has discussed with the Government policy options on capital controls. The
Bank is also preparing a policy note on problems of credit crunch. The Bank will mobilize resources for
capacity-building in monitoring economic and social developments, including macroeconomic modeling
and forecasting to improve contingency planning and future crisis management. Discussions with the
Government on using the forthcoming Structural Policy Review (SPR, FY99) to identify immediate
problems and key structural constraints to Malaysia's development process in the next few years, and
policies to overcome them, have also been ongoing. In this context, the Bank is working with the
Government to develop a framework for monitoring Malaysia's socioeconomic performance, including
some comparative analysis with other East Asian crisis countries (see Section 4F).

* Strengthening the condition of the financial and corporate sectors. The Bank proposes a program
of policy advice, including selective policy notes onfinancial and corporate restructuring, and on
corporate governance, and TA for analyzing the macroeconomic impact of restructuring initiatives, in
coordination with ADB, increasing coherence of restructuring efforts, strategic planning forDanaharta,
development of contingency plans for management of NPLs (to be mobilized from grant sources, possibly
under the Miyazawa Initiative/PHRD). The Bank will assist BNM in setting up a Financial Sector Early
Warning System to improve monitoring of financial institutions and facilitate contingency planning
(FY99); and provide policy advice on options for depositor protection through a planned Deposit
Insurance Study (FY99). The Bank is also carrying out a series of regional Firm-level surveys to analyze
the supply response in the corporate sector.

Over the medium-term, the Bank will support efforts aimed at:

* Improving competitiveness. A study on Sources of Growth (FYO0) will assist Malaysia in identifying
new areas of comparative and competitive advantage, and policies for increasing total factor productivity.
The Bank will support TA for Enhancing Industrial and Export Competitiveness (FY99-00), and
dissemination of best practices in competition policy, with the assistance of EDI. Based on the
forthcoming Agriculture/Rural Development Policy Note (see above), the Bank will also consider a Rural
Infrastructure Loan (FY00) to enhance the competitiveness and efficiency of the export-oriented
plantation sector;

* Strengthening the efficiency of public institutions and services. The PER (FY99) will provide
recommendations for public expenditure management reform, including fiscal priorities, and inter-
sectoral allocation of expenditures. In relation to this, the Bank prepared a Kuala Lumpur Transport
Strategy (FY99). The strategy assesses project viability, transport sector policies and the institutional and
regulatory framework for urban mass transit;

* Developing skills for the knowledge economy. An Education Policy Note (FY00) will feed into a
future Education Project (FY01), which could focus on postsecondary, including higher, vocational and
polytechnic education, and increasing financial and managerial efficiency. The Bank will support
capacity-building for Strengthening Institutional Capacity in Labor Market Policies (FY99). The latter
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will include technology transfer for labor market analysis and development of information/tracking
systems. A paper on Information Technology Strategy (FY00) will outline some of the challenges of
building the knowledge economy, including developing instruments for measuring the impact of
information technology on society and quality of life. Given Malaysia's pioneering efforts in this regard,
the paper could develop lessons for international experience. The Bank will also support Malaysia in
hosting the Second Global Knowledge Conference, in collaboration with EDI (FY00); and

* Supporting integrated approaches to environmental management. Areas in which key Government
officials have expressed interest and the Bank could add value-given that other donors are also active in
this area (particularly ADB, UNDP, Denmark and Japan)-are: (a) policy notes/technical advice onwater
supply and quality, and inter-basin transfers, including demand-side analysis; (b) assessment of air quality
impacts of the shift to coal-based power generation; strengthening regulation of privatized water supply
and sanitation services; (c) TA for improved data/trend analysis, including industrial pollution control
data collection and analysis; (d) development of a sub-regional compliance and enforcement network,
involving a partnership between Government, the Bank and ASEAN; and (e) assistance in development
of environmental tax incentives and "greening the procurement process". Specific environmental work
will be demand-driven, although discussion on environmental issues will be integrated into policy
dialogue, analytical work and project preparation as appropriate.

63. MIGA and IFC are reviewing their involvement in Malaysia in light of recent developments,
assessing potential opportunities in financial and private sector development. MIGA has recently
approved a $75 million guarantee for foreign investment in the Labuan offshore financial market.
MIGA's Investment Marketing Services Department (IMS) has been assisting Malaysian companies with
promoting trade and investment opportunities in Africa and supporting the Malaysia South-South
Corporation's efforts to promote linkages between Malaysian and foreign companies. In April 1997
several Malaysian officials attended a regional "Embassy Seminar" on strategies and techniques for the
promotion of foreign investment organized by MIGA and the United Nations Industrial Development
Organization (UNIDO) in Vienna, Austria. Over 60 Malaysian entities are active users of MIGA's
IPAnet (investment promotion internet) service.

64. IFC's role is expected to be more limited in the near term, due to low demand, but could expand
in the medium-term. IFC's existing disbursed portfolio of four projects totals $4.3 million for the IFC's
own account, and $2.8 million for the account of participants. Given the small exposure, the impact of the
economic crisis on held portfolio has been marginal. Three of these projects (outstanding US$1.2 million)
relate to investments in venture capital funds and an asset management company. The fourth project,
Twenty-First Century Oleochemicals Sdn. Bhd. (outstanding debt and equity of about US$4.4 million), is
currently shut down and under receivership. IFC placed this company on non-accrual status in January
1994. At the onset of the crisis IFC's strategy was to re-establish its presence in Malaysia through support
to the financial sector, provision of long-term capital for internationally competitive industrial projects,
and the provision of risk management facilities to the financial and corporate sectors. In addition, IFC
considered infrastructure investment proposals in other countries in Southeast Asia sponsored by
Malaysian companies. The IFC has obtained Board approval for: (i) expansion of a clay roof tile factory
and (ii) a greenfield polyvinyl chloride (PVC) resin plant. However, both projects are currently on hold as
sponsors have taken a "wait and see" attitude. IFC has also considered participation in other projects
including a water supply and distribution project in Johor, a power project in Sarawak, a toll road project
in Selangor, a solid waste management project in Kuala Lumpur, and a restructuring fund for unlisted
medium-sized mostly export-oriented industries. A proposed program of TA has been scaled back.
Heavy IFC involvement in restructuring efforts in Indonesia have left few resources for work on
Malaysia. It is expected though that the experience gained in the Indonesian workouts could subsequently
be of interest to Malaysia.
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E. ALTERNATE SCENARIOS/CONTINGENCIES

65. Indicative economic assumptions and triggers for base, high and low case lending scenarios are
shown in Table 4. A high case lending scenario could be envisaged if Malaysia accelerates and deepens
structural reforms relative to targets set by the agencies concerned, with a major focus on increasing
transparency in policy implementation, and managing downside risks and contingency planning more
effectively. Triggers for high-case lending would include: (a) development and implementation of an exit
strategy from capital controls; (b) more coherent and accelerated financial and corporate sector
restructuring, with full disclosure, rapid purchase of NPLs and recapitalization of banks, and increased
burden sharing; and (c) greater transparency in public procurement and privatization: introduction of open
bidding and greater openness of the financial sector to private foreign equity to facilitate increased
private-public burden sharing in restructuring. Under this scenario, the Bank could increase lending to
around $2-2.5 billion over three years, of which about 50 percent could be in the form of fast-disbursing
loans. These would be on regular rather than special terms. The Government is also aware that the Bank
will need to obtain IMF endorsement of appropriateness of the macroeconomic framework under the
Article IV consultations in order to process fast-disbursing loans. Should political and economic
conditions deteriorate drastically, if capital controls are deepened, and if structural reforms are not carried
out rapidly and transparently, a low case scenario could be envisaged. In this case, no lending would be
recommended. Policy dialogue, enhanced monitoring, and a limited nonlending program would continue.

TABLE 4: CRITICAL ASSUMPTIONS/TRIGGERS FOR LENDING PROGRAM COMPOSITION

BASE CASE ASSUMPTIONS High Case Triggers Low Case Triggers
(i) Steady progress in structural reforms,' (i) Development and implementation of an exit strategy (i) Capital controls deepened to
with increasing transparency and from capital controls, including modification as part of include current account
disclosure, evidenced by regular reports; the exit (e.g. timebound controls on short-term flows restrictions;
(ii) Public expenditure on social services is replaced with tax-based incentives); (ii) Financial and corporate
maintained in real terms with improved (ii) Acceleration of financial and corporate restructuring, restructuring in a non-
targeting of programs and monitoring of with full disclosure, including any restructuring initiatives transparent manner with
outputs and outcomes; outside the DanahartalDanamodal framework limited disclosure;
(iii) Some political uncertainty, but no (e.g., quarterly reports on the loss and gains of (iii) Widespread and deepened
large-scale unrest. Danaharta, Danamodal, Infrastructure Development political unrest.

Fund, prepared by an internationally recognized auditing
firm);
(iii) Rapid progress in the purchase of NPLs and
recapitalization of banking institutions, consistent with
best international practices;
(iv) Increased burden sharing with the private sector, as
part of financial/corporate restructuring (e.g. greater
openness of the banking sector to foreign equity
participation);
(v) Greater use of open bidding in public procurement
and privatization;
(vi) IMF endorsement of the macroeconomic framework
(but no formal IMF program).

Lending: $1.0 -1.5 billion. Lending: $2.0-$2.5 billion, about 50 percent in No lending. Continued
Investment lending only. Focus on fast-disbursing loans, phased over 3-year period. policy dialogue and
social sectors, poverty alleviation limited nonlending.
and actions to stimulate growth.

12 Steady progress: defined as continuing purchase of NPLs by Danaharta, continued recapitalization of banks by Danamodal, and restructuring
of corporate debt by CDRC, in line with targets that these institutions have established, as evidenced by semi-annual and annual reports. At end-
1998, Danaharta envisaged completing phase I of NPL purchase by March 1999, and completing the entire process by end 1999. Danamodal is
expected to operate for about five years. Accelerated progress would be indicated by moving ahead of this timetable.
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F. MONITORING AND EVALUATION

66. The CAS includes a preliminary framework for monitoring (a) country performance, to determine
whether the conditions for the base case still obtain, or whether there is a justification for a change in the
size or composition of the proposed assistance program (see Table 5); and (b) Bank/Country Team
performance in delivering on the CAS objectives (initial indicators are shown in Annex 9, and are also
being developed on a project by project basis). The Bank will discuss with the authorities and key
stakeholders how to develop a more detailed monitoring framework, based on agreed indicators. The
principal monitoring instruments would be the SPR and the PER, together with selected economic and
sector work and policy notes. Portfolio performance wvill be monitored continuously, and a Country
Portfolio Performance Review (CPPR) is proposed for FY01. The detailed monitoring framework, and
initial results could be presented to the Board as part of the CAS mid-term progress report.

TABLE 5: PRELIMINARY COUNTRY PERFORMANCE MONITORING FRAMEWORK

KEY MONITORING INDICATORS MONITORING INSTRUMENT
1. Social Sectors -# of people below the poverty line *Structural Policy Review-

-unemployment including cross-country
-real wages comparison. Every six months.
-Public expenditure on social sectors relative to both * PER Every two years
total expenditure and GDP * Participatory Poverty Assessment

2. Macroeconomic -Basic indicators: GDP, current account balance, 'Structural Policy Review-
Framework inflation, real exchange rate including cross-country

-Short-term debt/foreign exchange reserves comparison. Every six months
-Capital flows FDI/GDP * Policy notes
-Fiscal sustainability
-Credit growth relative to real sector performance

3. Financial Sector Reform -NPLs as % of total loans outstanding 'Structural Policy Review-
-Recapitalization cost including cross-country
-NPLs bought by Danaharta comparison. Every six months
-Banks capitalized by Danamodal * Reports by internationally-
-Burden sharing recognized audit firms. Quarterly

4. Corporate Sector Reform -# of transactions and value of debt under court- 'Structural Policy Review-
supervised and voluntary reorganizations including cross-country
-Average time taken for courts to complete their work comparison. Every six months
or foreclosure on voluntary reorganizations * Reports by internationally-
-Turnover Ratio for Danaharta recognized auditing firms
-# and value of loans restructured as "going concerns" Quarterly
-Gains and losses on Danaharta, Danamodal,
Infrastructure Development Fund

5. Public Sector -Share of Government procurement through 'Structural Policy Review-cross-
Transparency/Accountability open/competitive bidding country comparison. Every six

-Comprehensiveness of budget (e.g identification of months
contingent liabilities) *Private international business
-Fiscal fungibility: trend in Government outlays on surveys.
important sectors *PER

67. Role for a field presence. With a program of increasing size and complexity, the need for
increased monitoring and intensified policy dialogue there is a rationale for a better on the ground
presence. A field presence would also enhance project supervision, and provide continued guidance to
implementing agencies on Bank policies and procedures, especially on procurement. The Region is
proposing that this could be initially managed through extended 6-9 month missions, possibly working
out of UNDP or other offices. Once the Bank's program firms up, a more established field presence may
be considered.
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F. ROLE OF OTHER DEVELOPMENT PARTNERS

68. International Monetary Fund. There is good collaboration between the Bank and the Fund on
economic monitoring, as well as on provision of policy advice and TA. Malaysia has ruled out a formal
IMF program. However, under the Article IV consultation process, Fund staff have intensified
surveillance and given advice to the authorities through more frequent missions. Until the most recent
change in policy course in September 1998, Fund staff provided input on an appropriate macroeconomic
framework and a package of structural reform measures to manage the crisis. Fund staff broadly support
the Government's counter-cyclical fiscal policy, but have expressed concern that capital controls may not
be effective on a lasting basis, and that a shift to a graduated exit/capital gainslevy, although a step in the
right direction, may not be sufficient. The staff also expressed concerns that regulatory forbearance and
administrative measures taken to promote credit expansion will have adverse consequences"3 The
Government-Fund dialogue on macroeconomic policy, including capital controls and exchange rate issues
will continue.

69. Other Donors. The Bank is exploring strategic partnerships with donors whose own lending and
nonlending programs in Malaysia have increased in response to the crisis. Given Malaysia's needs, some
donors are working in similar areas to those proposed by the Bank. However, our respective programs of
assistance are expected to be complementary firstly because the Government has taken the lead in donor
coordination, and secondly because we have intensified consultation with other donors to identify
possible areas of cooperation and potential overlap, and improve information flow. This is an ongoing
process as our assistance programs evolve.

70. A good program of collaboration is emerging with UNDP. The Bank is working with IJNDP in
improving poverty monitoring. UJNDP prepared the Rapid Social Assessment which fed into the CAS.
UNDP also facilitated consultations on the CAS between the Bank and civil society representatives.
UNDP will cofmance the poverty monitoring component of the proposed Social Protection Project
(FY99). UNDP's own program consists of TA and capacity-building for environmental management,
including Global Environment Facility (GEF)-supported initiatives, and human development.

71. The ADB is increasing its lending and TA program, particularly in the areas of skills
development, focusing on vocational/technical training, and medium-term financial sector development.
ADB is also preparing TA on environment and labor issues. The Bank and ADB are exchanging
information on proposed programs. 14

72. The Government has approached Japan (OECF, JEXIM) for around $5 billion for crisis-related
support. Japan's assistance program falls under the umbrella of the Miyazawa Initiative (incremental
Japanese ODA to support East Asian crisis countries; utilization of these funds is currently being
discussed with the Bank and ADB also for possible cofinancing). OECF is preparing investment projects
in education, water supply and sanitation and the power sector. The education/scholarship project has
been appraised. JEXIM is preparing a two-step loan to support small and medium enterprises. Japan has
also guaranteed a $555 million Malaysian sovereign bond issue. The Bank and Japan have held several
discussions on possible collaboration, which could include selective cofinancing of social sectorloans,
and sharing of assessments on current economic conditions and policies. The Bank will seek to mobilize
Japanese funds for crisis-related TA in the financial and corporate sectors.

13 However, the Government maintains that banking institutions have been reminded to continue exercising financial discipline at all times
without compromising prudential standards.
14 ADB's pre-crisis program had been modest: one loan of $30-50 million per year, mostly in environment and rural development. The lending
program for 1999 includes the Lower Saribas Agricultural Development Project in Sarawak $35-40 million; the Daro-Mukah Coastal Zone
Development Project, the project preparationTA for which was completed in the fourth quarter of 1997. The Cleaner Technology for Small
and Medium-Scale Industries is scheduled for approval in 2000 and the Kota Kinabalu Industrial Park Project for 2001. The Sabah Water
Sector Privatization Project was added to the Program with scheduled approval in 2000. (ADB 1998 Country Programming Mission back to
office report).
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73. The European Union has established the ASEM (Asia-Europe Meeting: EU Financial Crisis
Response Fund) trust fund initiative, administered by the Bank to support crisis-related assistance to East
Asian countries, with a notional allocation to Malaysia of $3 million in grants. The Bank is seeking
ASEM resources to finance several capacity-building initiatives in Malaysia, as outlined above. The
Islamic Development Bank is providing financial support for small and medium industries and rural
hospitals, and selective TA. Other bilateral donors, including Australia, Denmark, Germany,
Netherlands and the UK have been providing TA in such areas as environment, statistical development,
and social issues. Opportunities for future collaboration will be sought.

G. MANAGING RISKS

74. Re-engaging in Malaysia at this time in an environment of some uncertainty in the
macroeconomic framework and external and internal policy challenges poses some institutional risks to
the Bank. As Malaysia is a highly open economy, external risks are significant. Weakening of regional
currencies, particularly the Renminbi, and further erosion of confidence in emerging markets worldwide
could trigger further currency volatility and capital flight from Malaysia. Structural weaknesses could
aggravate this situation. Further depression of regional, as well as global, demand would slow export
growth and delay economic recovery by up to two years. Policy-specific risks associated with the
Government's crisis management may worsen the situation (for example, the fixed exchange rate regime).
The broad risks to the economy over the CAS period are:

* underestimation of the extent of the crisis and internal vulnerabilities:The Government's projections,
1 percent GDP growth for 1999, are more optimistic than those presented in the CAS. The
Government is assuming that domestic demand will stabilize or pick up slightly in 1999 as the fiscal
stimulus package and interest rate reductions shore up consumer confidence and spending. Most
indicators suggest, however, that the social impact of the crisis, and the downside risks in the
fmancial and corporate sectors are greater than the Government had anticipated. Continued investor
uncertainty and weak consumer sentiment, combined with the downside risks in the financial and
corporate sectors, could result in a continuing, albeit milder, recession in 1999.

- lack of detail on financing in the Government's reform program: The costs to the Government arising
from the crisis will be large. The most likely projection is that the stock of public debt would
increase from 34 percent of GDP in 1998 to 60 percent as a result of managing the crisis. Under a
more pessimistic scenario, the contingent liabilities on privatized projects would be three times larger
than in the base case. The financial restructuring costs could be two and half times larger. Although
the probability for this scenario is low-and Malaysia's public sector debt would be sustainable under
this case also-it should not be ignored, and the Government would be advised to develop a
contingency plan.

* inadequate information on details of structural reform implementation: Concerns have been raised
with regard to burden sharing in the restructuring of the financial and corporate sectors. Another
concern relates to eligibility for public support. The criteria for recapitalizing banks (submission of
business plans, performance targets, monthly reporting requirements, remedial actions in the event of
performance shortfalls) have been well-publicized, but details have not been made publicly available
(unlike Thailand and Indonesia), fueling concerns about the openness of the process. Recent moves
to include large strategic companies in the public restructuring process are encouraging in this regard,
however.

* strategic links to the medium term insufficiently articulated: The NERP may not be adequately
framed within a medium-term framework, and it lacks details on critical sectors such as the
Government's long-term vision for financial sector development in light of the recent crisis.
Nevertheless, BNM has recently embarked on the development of a comprehensive master plan for
the financial sector.
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domestic backlash against globalization. This might result in restrictive policies being introduced and
policy reversals. Given Malaysia's openness and the fact that policymakers recognize that growth in
the future will come from greater integration with the rest of the region and the world, the
expectations are that pragmatism will prevail and will limit the extent of such a backlash.

75. In our assessment, these risks are manageable. The Bank's exposure is low and Malaysia has
consistently serviced its debt. The expectation is that Malaysia will continue to be able to service its
obligations to the Bank. Management of downside risks in the macroeconomic framework is a central
element in the Bank's policy dialogue with Malaysia. The above-mentioned monitoring framework has
been developed for that purpose. On balance, therefore, there is a strong justification to re-engage to
assist a member country in good standing to manage social and structural issues in these difficult times.
The base case program presented in the CAS, focusing on investment lending, has been designed such
that, while meeting the client's needs, potential risks to the institution are minimized.

76. Finally, there is a possibility that Malaysia's economic performance may improve substantially,
beyond current expectations. In this case, Malaysia may wish to scale down borrowing, as occurred in
1993-94, or exit completely. The focus of the Bank's strategy would then shift to maintaining the country
relationship, joint monitoring with the Government of structural issues, carrying out economic and sector
work to keep our knowledge current, and concentrating on provision of fee-based nonlending services,
dissemination of best practices, and promotion of regional or South/South partnerships. The Bank could
also begin discussions with the Government on a graduation strategy, which could then be considered in a
CAS update or progress report.

James D. Wolfensohn
President

By: Sven Sandstr6m

Washington D.C.
March 5, 1999
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ATTACHMENT 1: MACROECONOMIC INDICATORS IN MALAYSIA AND OTHER COUNTRIES

Malaysia Indonesia Thailand Korea Philippines Brazil Chile Mexico
Initial Conditions:
Short terrn debt/Reserves 0.61 1.70 1.45 2.06 0.85 0.79 0.45 1.19
(June-97)
M2/Reserves (June-97) 3.97 6.15 4.89 6.20 4.87 3.66 1.80 4.08
Loan leverage (end-97)' 162 61 145 74 57 31 62
Credit Growth (1992-96)2 19.8 23.1 23.0 17.0 39.7 392.4 23.4 8.2
Real Exchange Rate 112.0 106.2 107.7 85.8 135.0 104.2 134.0 101.0
(June-97; 1990= 1 00)3
Govt. balance/GDP4 1.3 1.5 2.3 0.2 0.6 2.2
(1994-96)
Govt. debt/GDP (end-96)4 35.9 23.9 4.0 8.6 55.1
Stock market 24.4 23.9 -35.1 -26.3 22.2 63.8 -13.0 21.0
(% change 1995-96)5
Current account/GDP -4.6 -3.4 -8.0 -4.7 -4.8 -3.0 -5.4
(end-96)

Impact of crisis (1998/99):
GDP growth' -6.51-1.5 -16.01-4.0 -8.2/-0.4 -6.7/-0.3 -0.5/0.7 0/4.3 4.8/1.0 4.8/2.3
Inflation (1998) 5.2 74.8 9.2 7.9 10.0
Credit growth 10.4 26.3 5.6 13.1 7.2
(1998, latest available)2

Current Account/GDP6 7.5/4.5 9.1/8.7 10.5/7.2 11.1/6.9 3.1/2.2 -4.2/-2.4 -7.51-6.2 -3.61-2.3
Reserves (in $ billion)6 26.2/28.0 23.0/27.0 27.7/30.2 48.1/58.1 10.8/12.8 54.4/56.4 15.3/15.1 29.4/29.4
Fiscal sustainability7 0.59 1.0 0.34 0.38
1. Credit to private sector as a percentage of GDP (end-1997)
2. Claims of deposit money banks on private sector (IFS). For Malaysia the corresponding figures for all banking institutions are 20.4% (1992-96) and 2.2%

yoy for October 1998. For Indonesia the data for 1998 are for September and for other countries data for 1998 refer to August.
3. End-1997, a decrease represent a real appreciarion (JPM, IFS).
4. Central, Federal or National Govemment.
5. Percentage change betweeti 1996 and 1995. (JPM)
6. Forecast for 1998/1999 (Consensus Forecast. 3PM, Bank Staff estimates)
7. Primary fiscal surplus needed to stabilize new debt to GDP ratio (d), assurning a gap between real interest (i) and growth rates (g) of I %. Computed using

the formula (i-g)*d. Seignorage is assumed to be zero.

Sources: BIS, IFS, JPM, Consensus Forecast, and GEP
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ATTACHMENT 2: MALAYSIA'S CHANGING POVERTY PROFILE

Official poverty data, to 1997, still cover the pre-crisis period and illustrate Malaysia's continued efforts to eradicate poverty.
Many data on the social impact of the crisis are still emerging. Many data on poverty incidence are still emerging. To obtain a
preliminary picture, the Bank commissioned a qualitative Rapid Social Assessment, prepared by UNDP and the Universiti
Kebangasaan Malaysia (see methodological note below). In addition, poverty data are being collected as part of project
preparation for the proposed Social Sector Support Project; this project evaluates existing antipoverty programs, and also
proposes to improve capacity for poverty monitoring.

PRE-CRISIS: WHO WERE THE POOR?
* Based on the 1997 Household income survey and using the official poverty line (of slightly above two 1985 international
dollars per day), 5.1 percent of households were classified as poor. This contrasts with about half of Malaysian population in the
early 1970's or in Indonesia before the onset of the recent crisis (both using the same poverty line). Poverty depth was about
average for the East Asia region: the average income of the poor was about 30 percent below the official poverty line of about
RM104 ($35) per capita per month in 1997.
*Hard core poverty, defined as households with incomes 50 percent below the poverty line, and concentrated in rural areas, was
reduced from 7 percent in 1985 to about I percent of the population in 1997.
*There was a strong regional dimension to poverty: sixty percent of all poor were concentrated in three states: Kelantan, Sabah
and Terengganu. Poverty headcounts were also the highest in these three states (19 percent in Kelantan, 14 percent in Sabah, and
12 percent in Terengganu) and poverty was more severe there than elsewhere. On the other extreme, there were almost no poor
(at the official poverty rate) in Kuala Lumpur, and less than I percent of the population were poor in the states of Melaka,
Selangor and Pulau Penang.
*Pre-crisis, poverty was thus a mostly rural phenomenon; the most vulnerable groups were: self-employed farmers (45 percent of
all the poor, and five times as likely to be poor as an average Malaysian), indigenous people, and disadvantaged or marginal
groups in rural and urban areas (in particular, the disabled, orphans, elderly, squatters, drug addicts, HIV/AIDS sufferers)

THE NEW POOR: PROBLEMS AND COPING STRATEGIES

Retrenched workers: about 76,000 in 1998, according to official figures, of which 53 percent in construction and
manufacturing; this total is four times higher than total retrenchments in 1997. Legal migrant workers accounted for 11 percent of
total retrenchments. The highest numnber of retrenchments was in Selangor, followed by Penang and Kuala Lumpur. The impact
of retrenchment is also felt by dependents: reduction in expenditure on food, clothing, children's education, medicines, reduced
remittances to parents, for examnple in rural areas). Many workers have been re-employed, but often at lower salaries or in lower
employment categories (plantations, domestic services), or they or their dependents have shifted to the informal sector.
Small-scale entrepreneurs including many of the new Bumiputera entrepreneurs who benefited from Malaysia's New Economic
Policy (affirmative action to improve incomes of Bumiputera and reduce income disparities relative to other ethnic groups).
Hawkers and petty traders in the informal sector: who have experienced a drop in demand for services, such as food vending
and other ancillary services, but also been crowded out following a shift from formal to informal employment has increased
numbers of vendors and hawkers. Many report a drop in earnings of 30-50 percent.

EXISTING POOR, AND INCREASINGLY VULNERABLE

Single mothers and female-headed households constitute a large segment of the new poor, in rural and urban areas. Total of
about 600,000. Rubber estate workers: particularly impacted by the drop in rubber prices. This group is already vulnerable, as
their wages are paid on a daily basis, causing seasonal hardship, and costs of food and services on plantations are high. Since the
crisis, 60-80 percent of their income is spent on food. Further cutbacks in household expenditure on education, compounding
problems of already poor health and, education facilities; increased child drop-out rates from the school system. Urban
squatters: their number have been increasing, particularly because of an acute shortage of low-cost housing (partly attributable
to actual shortages and partly to corruption in housing allocation, as reported by the Malaysian Anti-Corruption Agency, 1998).
The largest concentration is in the Klang valley (Kuala Lumpur and Selangor). Orphans, disabled, elderly, institutionalized
individuals: limited Govemment financial support; declining donations from the public; reduced remittances, especially for the
increased number of elderly dependents living in rural areas. Indigenous people: the poorest and most marginalized group in the
country (about 0.5 percent of the population; poverty headcount is 22 percent). Particularly high rates of school dropout, disease
and malnutrition. Difficulties compounded by uncertain land rights. Migrant workers: estimated total of 2.2 million, of whom
1.3 million officially registered. 1.5 million are Indonesian. Acutely affected by the slowdown in the construction sector where
most of them were employed (retrenchment, or delayed payment). Some repatriation and reverse migration in 1998; but
continued influx of Indonesians across Malaysia's porous borders as conditions in Indonesia deteriorate. HIV/AIDS, drug
addicts: excluded from any formal programs.



-32-

RAPID PARTICIPATORY ASSESSMENT OF THE SOCIAL IMPACT
OF THE FINANCIAL CRISIS IN MALAYSIA: NOTE ON METHODOLOGY

Objectives: To provide a preliminary assessment as background material for the CAS, the Social Sector Support
Project and the proposed Participatory Poverty Assessment. The study was to provide a qualitative assessment that
could complement quantitative analyses carried out under the forthcoming Household Income Survey (1999) which
the Government is preparing. The work was carried out in October and November 1998. The following issues were
covered:

*retrencbment and increasing unemployment *changing patterns of internal and international
* shift from formal to informal employment migration
*decreasing wages/salaries and family nominal *declining NGO programs

incomes *indebtedness and increasing needs for credit from
*increases in prices and fall in real income informal sources
*decreases in urban-rural remittances *increase in social problems such as family conflict,
*falling Government expenditure resulting in reduced theft and other crimes
social incomes (i.e. reduced subsidies and transfer *increase in prostitution, drug addiction and HIV
payments) as well as shifting pattern of utilization incidence
of social services and changes in the quality of *effectiveness of the existing measures to overcome
social services (particularly health and education) the adverse impact of the crisis

*possible increase in school drop-outs and/or child
labor

Informadon gathering: for this assessment was largely carried through in-depth interviews and focus group
discussions with selected researchers, relevant Government agencies, union leaders, NGO activists and selected
affected individuals in both the urban and rural areas of Selangor/Federal Territory, Perak, Penang, Kedah,
Kelantan, Johor, Sabah and Sarawak. The selection of the city/town/states was based on several criteria, including:
(a) reportedly higher incidence of retrenchment (reasons why urban areas in the Klang Valley, Penang and Johor
Bahru were selected); (b) reportedly higher incidence ofpoverty (reason why Sabah, Kelantan, Kedah and Sarawak
were selected).
Targetgroups -primary data: Among the target groups covered by the assessment are: retrenched workers, factory
workers, estate workers, migrant workers, urban squatters, petty traders in the informal sector, single mothers,
indigenous people, taxi drivers, FELDA settlers, mixed farmers, fishermen, rubber smallholders, padi farmers and
the elderly. Given the limited time and financial resources, the number of respondents personally interviewed was
rather small covering a total of 188 people. This total excludes those who were part of focus group discussions.
However, in selecting the sample from each of these groups, special attention was given to ensure that the social
characteristics of the groups (e.g. age, gender and ethnicity) were taken into account. Researchers/research assistants
normally spent about two to three days in each community to have a better understanding of the problems faced.
The respondents were interviewed either individualy using pre-designed interview schedule or were engaged in
focus group discussions (involving between 4 to 20 respondents in a group) based on questions prepared in advance.
Each interview with a selected respondent lasted between one to two hours while focus group discussions normally
lasted for about two hours or more. This method of assessment was used because reliable information from macro-
surveys specifically carried out to assess the social impact of the crisis from normal formal sources were
unavailable. However, the researchers recognized the limitations of the method employed in this assessment, and
emphasized that the findings, at best, should be considered as possible hypotheses which need further investigation.
Secondary data: Besides collecting primary data, the study team also conducted research on secondary materials
collected by various organizations including NGOs, academics and govermnent departments, as well as statistics
related to the social impact of the financial crisis. News-reporting of the crisis were also compiled to obtain the
latest up-dates on the problems associated with the crisis.
Research team: The study team comprised: two principal researchers (an economist specializing in human
development and equity, and a development sociologist specializing in social transformations); six researchers and
12 research assistants.
Coverage: (a) on the ground interviews in Klang Valley (Kuala Lumpur and Petaling Jaya), KotaBharu (Kelantan),
Johor Babru (Johor), Bandar Melaka, Kuching, Miri, Bau, Serian, and Tebedu (Sarawak), Kota Kinabalu and Kudat
(Sabah). (b) The other areas, such as Penang, Kedah, Perak, together with some parts of Selangor and Johor were
covered by researchers.
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ATTACHMENT 3: GOVERNANCE AND TRANSPARENCY ISSUES

INSTITUTIONAL OVERVIEW OUTSTANDING AND EMERGING ISSUES
* Public sector institutions and the regulatory environment are relatively * Public participation in planning decisions (for
strong Malaysia ranks high among developing countries in the areas of public example urban planning/zoning)
sector institutional development and performance, with a high-quality civil * Recently emerging issues on central bank
service. The central bank (BNM) is one of the strongest in the region. independence; ensuring an arms-length relationship
Corruption is low, although not negligible. There is no evidence of widespread between the Government and the banking sector,
rent-seeking activity by politicians or civil servants. The legal framework for * Limited information on corruption/transparency
tackling corruption has been progressively enhanced. The Anticorruption Act issues at the state/local level.
(1961, revised 1982) was strengthened in 1998, increasing the powers of the anti-
corruption agency which can investigate and prosecute bribery and corruption
charges, punishable by imprisonment of up to 20 years and/or fines. Malaysia
has established a cabinet committee on integrity in Government management.
Moreover, the Government has announced a program for improving transparency
and accountability within government agencies. Measures reportedly include
establishing "integrity committees" to identify abuses of power within the civil
service. There is open dialogue between Govemment and business organizations,
including the International Chamber of Commerce and Industry, on regulatory
issues, including corruption.
* Public expenditure management is relatively sophisticated: Modified * Increasing transparency/comprehensiveness of
Budgeting System introduced in 1989 incorporating expenditure targets, program budget to include tax expenditures, subsidies,
agreements, program evaluations and with a generalized approach to expenditure transfers to public enterprises and contingent
control. liabilities. Need for a fiscal risk management system
* Office of the Auditor-General and the Parliamentary budget committee review based on clear guidelines and responsibilities of
public accounts. Government.

* Need for clearer accountability systems at the
ministerial and agency level, based on better strategic
planning, project prioritization-and selection.
* Closer integration of development and operational
budgets planning processes.
* Need for stronger, monitoring and evaluation of
outputs and outcomes, in addition to inputs which are
well-monitored.

* Privatization has been relatively successful; much new infrastructure is being * Open bidding for contracts to verify that successful
developed in partnership with the private sector, but there has been much sole- bidders have an industry track record and strong
sourcing, associated with a certain degree of lack of transparency, and balance sheet; performance monitoring.
inefficiency. * Disclosure of Government involvement in
* Procurement based on affirmative action contributed to promotion of privatized companies through investments or
Bumiputera entrepreneurs and entrepreneurs from other ethnic groups. contingent liabilities.
* Credibility of the judicial system and processes: Malaysia's legal and * Diminishing public and business confidence in the
judicialframework is considered one of the more transparent in the region"5, but courts related to administrative delays in processing
still needs to be strengthened. Business surveys suggest a moderate level of cases; considerable regional variation. Shift to
judicial independence (nearly 60 percent of firms surveyed), but a very low level independent arbitration/altemative dispute resolution.
ofjudicial corruption (less than 5 percent of firms surveyed). According to these * Judiciary overwhelmed; courts have large case
surveys, the rule of law is considered effective, comparable to Japan, and more loads; shortages of lawyers in public practice, partly
credible than in Korea, China, Thailand, the Philippines and Indonesia. attributable to lower salaries.
* Checks and balances on Government: Malaysia's branches of Govemment * Disclosure of official data (Official Secrets Act):
(legislative, executive, judicial) are autonomously structured, but may not makes access to information difficult. Civil servants
function autonomously. Civil society is fairly well-diversified, with numerous are often afraid to release sometimes even the most
non-Governmental organizations and associations. Constitution and laws permit mundane of data.
freedom of association. NGOs are legally free to speak out against Government * Internal Security Act (detention without trial-
policy. International and local media accessible, although often criticized. under revision)

* Some restrictions on trade union/collective
bargaining activity in electronic sector. Associations
with more than seven members officially required to
register under Societies Act.
* Press Censorship Act, Sedition Act some self-
censorship.

15 World Bank World Development Report 1997, View of the Firm, Econornic Intelligence Unit, Enterprise View, S&P Overview
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ATTACHMENT 4: SUMMARY OF CAPITAL CONTROL MEASURES, SEPTEMBER 1998

The controls were introduced with the aim of regulating: (a) ringgit-denoniinated offshore transactions, to
avoid further internationalization of the ringgit and ensure that developments abroad would not destabilize domestic
markets, and banning domestic bank lending to non-residents, (b) outflows of short-term capital, (c) import and
export of ringgit (carriage on person), (d) residents' exports of foreign currency (carriage on person), and (e)
outflows of Malaysian investments abroad. The September 1998 measures were not aimed at controlling: (a) trade
transactions denominated in foreign currency, (b) repatriation of profits, interest, dividends, capital gains and rental
income from foreign direct investment, portfolio investment and other forms of ringgit assets, (c) FDI inflows and
outflows, and (d) general payments by residents including for education abroad. In this sense, the controls are
selective. Such techniques were widely used in Europe in the first half of the 1980s when, for example, the French
Franc London Interbank Offer Rate (LIBOR) was often well above the P(aris)IBOR. Brazil, Chile, Colombia,
Malaysia (June 1992 and January 1994), Spain and Portugal have all attempted to regulate short-term flows with
different instruments.

External ringgit accounts (comprises vostro, non-resident accounts by embassies, individuals and corporations including offshore
LabuanV'
-Transfers between external accounts, except purchase ofringgit assets, now require approval for any amount.7 Transfers to resident accounts in
Malaysia other than for permitted purposes requireBNM approval. Sources of funding of external accounts are limnited to proceeds of sales of
ringgit assets in Malaysia, salaries, wages, commissions, interest, dividend and sales of foreign currency. Uses of funds in external accounts are
limited to purchase of ringgit assets, administrative and statutory expenses, and payment of goods and services in Malaysia as well as to granting
of loans and advances to staff in Malaysia pursuant to the terms and conditions of service.
General payments
-Residents are freely allowed to make payments to non-residents for any current payments in foreign currency including any amount for all
imports of goods and services. Statistical forms are required for amounts greater than RM10,000 equivalent (previously RM100,000).
Investments abroad in any form and payments under a guarantee for non-trade purposes require approval.
Exports of goods
-Prescribed manner of payment for exports in foreign currency only, other than currencies of Israel, Serbia and Montenegro.
Credit facilities for non-residents
-Domestic credit facilities in Ringgit by banking institutions to non-resident correspondent banks and non-resident stockbroking firms are n
longer allowed.
Investments abroad
-Payments by residents with no domestic borrowing to non-residents for purposes of investing abroad are limited to RM10,000 or its equivalen
in foreign currency per transaction (previously no limit). All residents require prior approval to make payments to non-residents for purposes of
investing abroad for amounts exceeding RM1O,000 equivalent in foreign currency (previously, domestic corporations with domestic borrowin
have been able to invest abroad up to RMIO million in a calendar year).
Resident credit facilities from non-residents
-Residents are no longer allowed to obtain ringgit credit facilities from any non-residents (previously allowed up to RM1OO,OOO).
Securities
-All payments by non-residents for any Malaysian securities must be made in foreign currency or in ringgit from external accounts.
-All proceeds in ringgit received by non-residents from sale of Malaysian securities must be retained inringgit external accounts or held in
anotherform ofringgit asset. For ringgit securities held longer than a year as of September 1, 1998, the proceeds from them can be immediately
converted to foreign currency or credited to the external account *
-All payments to residents for any foreign securities from non-residents must be made in foreign currency.
Import and export of currency notes, bills of exchange and assurance polides
-With effect from October 1, 1998, a resident traveler is permitted to: (i) import ringgit notes up to RMI ,000;
Import any amount of foreign currencies; (ii)export ringgit notes up to RM1,000; (iii) export foreign currencies up to the equivalent of
RMIO,OOO.
-A non-resident traveler is permitted to: (i) Import ringgit notes up to RMI ,000; (ii) Import any amount of foreign currencies;
Export ringgit notes up to RMI ,000; (iii) Export foreign currencies up to the amount of foreign currency brought into Malaysia.
Prior BMN approval is required for import and export ofringgit notes and export of foreign cuTrency notes other than as permitted above
(approval given within one day).
Labuan International Offshore Financial Center
Licensed offshore banks in Labuan are no longer allowed to trade in ringgit instruments.
* Measures modified February, 1999.

In February 1999, the Government modified these controls. The existing stock of portfolio investments,
locked in a as a result of the September 1998 announcement, can now be repatriated, upon payment of a levy on the
principal amount. For funds brought in before February 15, 1999, the principal amount repatriated after one year
from September 1, 1998 or one year from the actual date the principal amount came into the country (if after
September 1998) will not attract any levy. If the principal amount is repatriated within one year, it will be subjected
to levies as follows: (a) if held up to seven months: 30 percent; (b) 7-9 months: 20 percent; (c) 9-12 months: 10
percent; (d) over 12 months: zero. Profits realized during the one-year period will not be subject to levies, even if
repatriated after the one-year period. All profits realized on investments made during the one-year period, even if

16 Amended rules affect mainly the ringgit transactions of non-resident corpoxrations. For external accounts maintained by embassies, consulates,
central banks and international organizations, no restriction is placed on sources and uses of funds and conversion into foreign currency.
17 ringgit assets include properties, ringgit securities, savings accounts and CDs.
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realized after the one-year period, are exempted from the levy. Profits realized and repatriated on investments made
after the one-year period, are exempted from the levy. Profits realized and repatriated on investments made after the
one-year period are subject to a 10 percent levy. Profits exclude dividends, interest, rental income and profits
arising from sale of immovable property in Malaysia. These items are exempt from any levy.

For new porfolio inflows on or after February 15, 1999, the principal amount is not subject to levy upon
repatriation. Profits realized and repatriated within 12 months after the investment is made are subject to a levy of
30 percent; after 12 months the levy is 10 percent. For profits realized during the 12-month period of the
investment, but repatriated after 12 months from the date of investments, the levy is 10 percent.
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ATTACHMENT 5: FINANCIAL AND CORPORATE SECTOR REFORMS

Overview of the Financial Sector

Before the crisis, Malaysia's financial sector was expanding in line with the country's rapid
economic growth, but faced structural vulnerabilities related to over-exposure to the broad property sector
(see Section 2). At the beginning of 1998 the financial sector, dominated by the banking system,
consisted of 22 domestic commercial banks (54 percent of banking system assets), 13 foreign-owned
comnercial banks (15 percent of banking system assets), 39 finance companies (22 percent of assets), 12
merchant banks, 7 discount houses and one Islamic bank. Malaysia also has an offshore financial center in
Labuan. Foreign-owned banks play a bigger role in Malaysia than in many other East Asian countries,
and account for 16 percent of total deposits; in Thailand and Korea the share of foreign-owned banks is 3-
5 percent. However, foreign equity investment in domestic commercial banks is limited to 30 percent.
Commercial bank supervision-by BNM-has been relatively strong, compared to other East Asian crisis
countries.

Following an earlier banking crisis in 1985-87, when NPLs rose to 30 percent of total loans and the
regulatory and supervisory regime was relatively weak, BNM's supervisory and regulatory powers were
greatly strengthened under the Banking and Financial Institutions Act (BAFIA, 1989). The BAFIA also
gave BNM authority to suspend bank licenses and remove management if necessary. This previous
experience has to some extent helped BNM to manage the current difficulties facing the sector.

Non-bank financial institutions (NBFIs) are still developing. The equities market is overseen by
the Securities Commission. Although relatively sophisticated technologically, the trading volume is low
and the market therefore viewed as illiquid. Also, there have been some problems with transparency and
governance which the Government is now addressing. Bond markets, both for Government and private
debt securities, and the insurance industry are still limited, as are the appropriate regulatory structures.
The largest NBFI is EPF whose assets amounted to 48 percent of GDP at the end of 1997. The
Government views the financial sector as a key engine of growth in the medium-term, with Malaysia
operating as a regional financial services center, and had already begun to undertake some reform
measures to consolidate institutions, develop new instruments and improve the efficiency of financial
intermediation before the crisis hit. For example, the Government had begun to consolidate banks and
finance companies in 1994 and 1996 by establishing a two-tiered system. Consolidation continued under
the March 1998 preemptive reform program.

Overview of the corporate sector

Malaysia's corporate sector was relatively well-positioned when the crisis hit, despite the problems
of rising debt and illiquidity in the property, construction, diversified holdings and stockbroking sectors
(see Section 2). Based on assessments of key financial indicators, and comparisons with other East Asian
crisis countries, Malaysia's companies had experienced successively high growth in sales in the early
1990s, maintained operating and net margins, achieved high real returns on shareholder funds, and good
returns on assets and equity. High export growth, rising incomes and wealth benefited the manufacturing
sectors and this in turn fueled growth in property and construction. Malaysia also has in place a
comprehensive legal framework for corporate transactions. In particular, the Companies Act (1965 and
subsidiary legislation) covers bankruptcy and reorganization processes.



Table 1: Comparing Financial Sector Restructuring in Malaysia with Other Crisis Countries

Egimmmm 146"PIE11W0, ONE
(i) Bank's Liquidity & Solvency Risks

Bank's Foreign Liabilities (US$ billion, Dec 1997) 22.6 24.1 78.7 10.1 67.6

Loan Leveragea 162 61 74 57 145

Peak Problem Loans (% of total Loans)
Govt. 15 8-10 38

S&P 20 40 25-30 35-40

J.P.Morgan 25-35 30-35 25-30 8-10 25-30

Recapitalization Costs (% of GDP)
Govt. 5.8 7.5

S&P 18 20+ 20+ 34

J.P.Morgan 13-20 19 30 0 30

Average Bank Financial Strength Ratings (May 19 9 8 )b D E E+ D+ E_

a. Prudential Regulation
Classification of non performing loans Changed from 6 to 3 months in Jan. 98, 3 by 2001 3 3 3 by 2001

& increased to 6 in Sept 98

Capital Asset Ratio 8 (10 by 1999) 4 (12 by 8 10 8.5

(I1.4 actual) 2001
General Provision (% loans) 1.5 1 0.5 1 1

b.Bank Restructuring
Share of NPLs bought or restructured (% of total loans, 36 (6 month definition) 0 60.8

% of GDP) (6.8 % of GDP) (4.17 % of GDP) ..._._.__

Extent of Recapitalization (% of GDP) 1 7c 0 4.73 0

Burden sharing First loss principle adopted (loss Burden sharing through write- PDIC liquidates and New

absorption by existing shareholders to down of shareholders capital rehabilitates similarly injections of

insulate Danamodal's capital against through new rights issuance to FDIC in US. capital will

past & existing losses.d and equity injections have
preferred

,___ ____ ____ ____ _ _ _ status

Permitted foreign ownership of domestic banks 30 100 100 60 100 for

(% of total equity) 
10 years

Share of foreign banks in total banking assets 15.5 2-5 - _.. 2-5

a Credit to private sector as a percentage of GDP (end-1997).
b The Bank Financial Strength Rating is Moody's opinion of a bank's intrinsic strengtth-the likelihood that the bank will require financial support from shareholders, the government, or other institutions. The

ratings range from A (highest) to E (lowest). As the coverage is not generally complete, the ratings are not necessarily representative of the credit quality of the entire system.

c Nine banking institutions received capital injections, conditional agreements signed with 2
d Mr. Rashid Hussain's shareholding reduced from 30% to 17% in recent restructuring
Source: BIS, J.P. Morgan, S & P
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Recent measures in financial and corporate restructuring

Under the National Economic Recovery Plan (NERP), the Government has established a special
institutional framework primarily to deal with NPLs and corporate debt, and at the same time address the
liquidity needs of weaker financial institutions through selective recapitalization. This framework
comprises Danaharta, an Asset Management Company (AMC) to purchase NPLs from the banking
system; Danamodal, a Special Purpose vehicle (SPV) to recapitalize troubled banks; and a Corporate
Debt Restructuring Committee (CDRC) to facilitate financial, operational and managerial restructuring of
corporations through voluntary out-of-court debtor/creditor arrangements (London Rules approach).
Broad operating policies and procedures have been established for these institutions and work on the
more detailed operational aspects continues with the help of international private sector advisors. The
Government has recently introduced an over-arching committee to coordinate the objectives of each
agency. The Government expects to complete NPL acquisition and selective bank recapitalization by June
1999. Overall, these mechanisms, strategies and supporting legal environment for financial and corporate
sector restructuring are appropriate and consistent with a market framework"5 The Government has also
announced that large corporations will be subject to the CDRC procedures, and not receive preferential
treatment.

The Government has been taking additional actions in the corporate sector, in parallel with the
CDRC initiative. These include tax incentives for corporate restructuring and measures to strengthen
corporate governance. A recently-established High Level Finance Committee on Corporate Governance
has drawn up a new Malaysian Code of Corporate Governance, Code of Ethics, and recommended a
series of measures to improve legal safeguards for shareholders and strengthening accounting standards
and financial disclosure requirements, and recommended training and education for key stakeholders.
Amendments and changes to the Companies Act came into effect on January 1, 1999.

The Government's approach to financial and corporate restructuring is not dissimilar to those
adopted by other countries in the region19. Whilst implementation is ongoing, it would be premature to
conclude whether the program will be adequate in scale and scope. Much depends on how the real
economy and investor confidence evolve over the next 12 months. This uncertainty is inevitable and is
best managed through contingency plans. The key risks associated with financial and corporate
restructuring are that: (a) the Government may be underestimating the magnitude of the problem; (b) the
crisis may be prolonged because of regulatory forbearance (e.g. changing the definition of NPLs from 3 to
6 months as occurred in mid-1998, see Box 2); and (c) information on implementation may be inadequate,
giving rise to concerns about use of public funds and the extent of burden sharing.

Key Issues

The principal issue in the financial sector at present is therefore the need to recover NPLs which
resulted from banks' over-exposure to the property sector and the stock market, and to recapitalize
distressed banks that are now facing serious liquidity shortages (see Box 1 below). In this regard, the
challenge to Government is raising sufficient funds to finance the cost of NPL purchase and bank
recapitalization over a two year period, 1999-2000 is in the order of $8 billion or 11.2 percent of GDP
although private sector estimates are higher (see Table 1). The financing need for Danaharta is $3.95
billion (5.3 percent of GDP).

> The financing for Danaharta has been identified, and is being met by issuing Government-guaranteed
zero coupon bonds, amounting to $2.63 billion, with a maturity of five years extendable to 10 years.

la NPLs purchased by Danaharta and Danamodal investments will be based on intemationally accepted principles of valuation. The Govemment
has also amended Section 176 of the Companies Act, 1965 to prevent debtor abuse of provisions relating to forbearance from creditor action.
19 See the Structural Policy Review for cross-country comparison of financial and corporate indicators and reform programs.
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In addition, the Treasury/Ministry of Finance provided equity US$0.39 billion. Khazanah, an
investment arm of the MOF, is providing $0.53 billion, and EPF will contribute $0.39 billion.

> The total financing need for Danamodal is $4.21 billion (5.7 percent of GDP). BNM has provided a
seed capital of $0.79 billion. A zero coupon bond issue has raised $2.03 billion in net terms. The
bonds were fully subscribed by 57 banking institutions through the liquidity released by the reduction
of the statutory reserve requirements from 6 percent to 4 percent (each percentage point reduction
released savings equivalent to approximately one billion US dollars). The bonds will be assigned a
zero risk weight for capital requirement purposes. The same holds for bonds issued by Danaharta.
This leaves an unidentified financing gap for Danamodal amounting to $1.39 billion.

A second set of issues relates to continuing the process of consolidating institutions and
restructuring the financial sector on the basis of a longer-term vision. Restructuring the financial sector
will also entail further strengthening of prudential regulations and the supervisory framework to bring
Malaysia in line with the highest international prudential standards and also to strengthen disclosure;
improving credit management processes at the level of individual banks; intensifying surveillance of
banks, including development of an early warning system; and introducing a depository safety net
mechanism. Progress is being made (see Box 2), although there has been some regulatory forbearance,
particularly with regard to classification of NPLs. In this regard, BNM's autonomy will need to be
reinforced. A further issue is opening up the banking sector further to foreign equity participation. With
regard to NBFIs, the key issues are strengthening disclosure requirements and enhancing the regulatory
framework. Some capital market regulations have been strengthened. For example, listing regulations
have been amended to require listed companies to disclose debt immediately. A new and strengthened
code for mergers and takeovers has been announced and regulations covering minority interests have been
strengthened. Capital adequacy ratios and client asset protection rules have been introduced for
stockbroking companies.

The key issue in the corporate sector in the short-term is clearly to alleviate the problem of rising
debt in vulnerable sub-sectors. Other problems are falling profits, declines in asset prices, and increasing
liquidity constraints as a result of weakening demand. These are a direct consequence of the recession,
and slackening external demand. Other issues in the corporate sector include over-dependence of
companies on short-term loans from banks; and financial and managerial weaknesses in individual
companies that existed irrespective of the crisis. Moreover, whilst there is a legal framework for
corporate restructuring, it has proven inadequate in the current crisis. Problems and inconsistencies exist,
for example with absence of clear guidelines on insolvency, winding up, reorganization of companies,
and creditor protection and limited experience of courts in supervising reorganization. In particular
Section 176 of the Companies Act, which provides temporary relief from creditors, was being used to roll
over debt. It has since been amended requiring courts to involve creditors in the decision-making process:
under Act 1043 the approval of 50 percent of a company's creditors is required before restraining orders
can be issued to a company. The court-based insolvency procedures were also too protracted and the
court system was not equipped to deal with the significant increase in corporate financial distress.
Without fundamental restructuring some of Malaysia's companies may face protracted difficulties, in
light of the lower growth rates projected over the next few years. Banks, Danaharta, Danamodal and
CDRC are developing experience in large-scale corporate restructuring and distressed debt management
with the assistance of international private sector consultants.
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Box 1: FRAMEWORK FOR ALLEVIATING FINANCiAL AND CORPORATE DIsTREss

* Non-performing loans Pengurusan Danaharta Nasional Berhad (Asset Management Company) was set up in June 1998
to purchase NPLs from banking institutions. The objective is to relieve banks from managing NPLs, enabling them to focus
on loan intermediation. Danaharta will acquire NPLs from banks using zero coupon bonds and cash. The price to be paid is
set at a fair value following due diligence reviews to establish the quality of the assets and their estimated recoverability.
Danaharta will only acquire assets which meet specific criteria. To ensure that the objectives of Danaharta are achieved,
banking institutions with NPLs above 10% of total loans are required to bring down the ratio to below 10% by selling their
NPLs, where the principal amount exceeds RM5 million, to Danaharta. Banking institutions which do not sell their NPLs to
Danaharta will be required to write-down the value of the loans and either restructure these loans or refer them to the
Corporate Debt Restructuring Comrmittee. In addition, for business loans where the principal amount is below RM5 rnillion,
all banking institutions have been encouraged to restructure these loans if the businesses are still viable and have the ability
to generate cash flows. Danaharta will share surpluses from asset disposal with the banks on an 80:20 ratio, subject to a cap.
Funding requirements for Danaharta are estimated to be RMI5 billion. Of this amount, the Government will provide RML.5
billion, Khazanah RM2.0 billion and the EPF RMI.5 billion. The balance will be funded by issuing zero coupon bonds to
banks in exchange for NPLs. NPLs are being purchased at a 30-50 percent discount.
* Recapitalization Danamodal Nasional Berhad (Special Purpose Vehicle) has been established to inject capital into viable
but under-capitalized institutions in order to resolve immediate liquidity constraints, and ensure that they continue to be well-
capitalized. The Government has recognized that the ability of the shareholders of banking institutions to raise capital on
their own is currently constrained. Danamodal will inject capital in exchange for equity, convertible preferred equity or
subordinated debt as it considers appropriate after due diligence has been performned to determine the net tangible assets of
the institution. Its operations are based on commercial and market oriented principles. Danamodal will coordinate its
activities with Danaharta. As a pre-requisite for receiving capital, banking institutions seeking recapitalization from
Danamodal are required to make a firm commitment to sell their NPLs in excess of 10% and with principal amount
exceeding RM5 million to Danaharta. As Danamodal is set up for a specific objective, it would have a fnite life span.
Once it has achieved its objective of strengthening and consolidating the banking system, as well as fulfilled its role in the
economic recovery program, it would sell its stakes in the banking institutions. Funding requirements are estimated to be
RM16 billion. BNM provided initial seed capital of RM3 billion, the balance to be raised from private capital.
sCorporate Debt restructuring Since a quick process to enable firms and creditors to restructure their debt is a critical
factor in enabling viable businesses to continue to function and support economic recovery, a Corporate Debt Restructuring
Committee (CDRC) has begun operations to restructure corporate debts of viable corporations in order to minimize losses to
creditors and shareholders, to avoid placing viable companies into liquidation or receivership, thereby preserving jobs and
productive capacity. The CRDC process is voluntary, along the lines of the "London Rules" approach. The CDRC
complements the role of Danaharta and Danamodal to accelerate the pace of economic recovery by allowing banking
institutions and other creditors to play a greater role in the fmancial rehabilitation of the corporate sector.

New Loans ResMtrutr
Daummodal Rehabilitate Existing Facilities

Borrowers 

New Capital
|BanIk | rdtor

Sell NPLs at Issue Bonds
Fair Market Value



BOX 2: PROCRESS IN FINANCIAL AND CORPORATE SECTOR REFORMS
ACTIONS TAKEN ** Measures supported by the Bank's ERSL OUTSTANDINGISSUESIRECOMMENDATIONS
FINANCIAL SECTOR REFORM
I. Recovery of non-performing loans; recapitalization of banks Danaharta Contingency plans should be put in place to raise
-By end-1998 Danaharta had acquired RM16.4 billion in NPLs. Danaharta will also manage (but not acquire) NPLs with a additional financing should current funding plans prove inadequate.
gross value of RM8 billion, relating to Sime Bank on behalf of BNM. Danaharta should not invest additional money in partially completed
-Danamodal had signed conditional agreements with 13 banking institutions, and injected a total of RM4.5 billion into 9 property projects that comprise the collateral of the NPl.s it acquires
financial institutions by end-1998 in the form of Exchangeable Subordinated Capital Loans. it has issued RMI I billion in as this would worsen the existing property glut.
zero-coupon bonds in nominal value which have been allotted within the banking system, raising RM7.7 billion. * Danamodal: The calculations of the net tangible asset values of the
2. Consolidation of banks andfinance companies has been ongoing" 39 finance companies are being merged into 8 core institutions in which Danamodal injects capital should fully reflect the
institutions. One major bank merger has taken place to date (RI IB/Sime) present diminution of asset values in Malaysia in order that
3. 1JNH has intensified monitoring of the banking system since March 1998 and has:* i Danamodal be fairly compensated.
-conducted monthly stress tests on individual banking institutions; conducted more frequent and focused on- and off-site *Recapitalization should be accompanied by a complete rehabilitation
supervision of regulated institutions; introduced a new liquidity framework; increased capital requirements; strengthened plan, including changes in management and operations.
credit management processes; increased disclosure of the financial conditions of banks. * Danaharta gains and losses should be published quarterly;
-BNM is planning to establish an early warning system for the financial sector, based on international best practices indepemident auditing/valuation
(supported by thc Banik). *Developing documncited procedures for consolidated bank
4. DNAM has successively lightened (First Quiarter 1998) and easel ('Septemnber 1998) selecled prudential regulations supervision wouild be desirable
resulting in advcrsc pcrception: .. Realliiinnationi of comnitmcilt to highiest inmernationial prudential
-regulations on loan classification were tighitened in the first quarter, in particular NPLs were classified as such when 3 standards, and establishing a timetable for formally reinstating the 3-
months rather than 6 months past due. Rationale for regulatory forbearance on NPLs in September (reinstatement of the 6 month NPI, classification would strengthen Malaysia's regulatory
montih classification) was to enable banks to concentrate on new loans and allow borrowers to regularize accounts. BNM reputalioll
asserts that the 3 month classification is still applicable, but that the 6 month stanidard should be regarded as a "minimun. *'fhe Government's master plan for the future of the financial sector
-other easing of regulations: disclosure of key financial indicators requiired semi-annually not quarterly lending for share and stlId bernment's me 1 pland fo tIh fuuke f t
unit trust purchases can be increased from 15 to 20 percent of bank portfolios; lending for construction or residential property
costing less than RM250,000 exempted from 20 percent limit on lending to broad property sector to stimulate lending for
housing construction
5. BNM has begun developmeni of a depositor safety net: $
-non-statutory Government guarantee on all banking system deposits and accrued interest in place; technical study on deposit
insurance is to be conducted (supported by the Bank)
6. BNM has commissioned a Financial Sector Master Plan, in collaboration with the Asian Development Bank.
Corporate Restructuring * Additional incentives could be considered to encourage creditors
1. Corporate Debt Restructuring Committee: and debtors to reach early agreement on restructuring plans, e.g.: tax
-broad operating principles developed with assistance of international consultants; steering committee established to oversee relief based on agreement on restructuring by an early date; exemption
its work; 43 companies withi RM22 billion debt have applied for assistance to dale. Cruditor coniinittees establishied for about fromil capital gains tax on sale of real property arising from
20 CaSes. restructuring; liquidation or forced reorganization if agreement is not
2. Temporary tax relief measures have been announced tofacilitate restructuring reached within a certain period; liberalizing foreign ownership
mergers completed between Oct 24, 1998 and June 30 1999 exempt from stamp duty and real property gains tax; tax on restrictions in infrastructure
income derived in 1999 waived and carry forward of 1999 losses allowed *further promotion of remedies available under Companies Act:
3. Measuresfor resoluttion of corporate distress under provision of Companies Act, 1965 have been strengthened strengthenling reorganization procedures under Section 176,
-draft provision for introduction of judicial management scheme to strengtheil inmpicmncitation or schume of arrangecimerit and strengtilening capacity of court systems and judiciary
reconstruction under existing Companies Act prepared and circulated to advisors. Actions taken will prevent imuisuse of * prohibit exlteision of summary relief to guarantors
Section 176 of Companies Act. * development of detailed operating.principles and guidelines;
4. High Level Committee on Corporate Governance report published September 1998. Recommendations to be implemented. maintenance of a central register

* rapid disposal of assets desirable
* independent appellate process could be introduced
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ATTACHMENT 6: FISCAL SUSTAINABILITY ANALYSIS

Public Debt Dynamics In the past few years fiscal policy was consistent with a declining level of public
indebtedness, both in nominal terms and relative to GDP20. Pre-crisis, the real interest rate and the real
growth rate of the economy have been roughly equal, implying that any debt dynamics would likely come
from the primary surplus and seignorage. While the Government ran a substantial primary surplus in
1995-97, this was also a period of significant seignorage revenue as the quantity of base money grew
sharply. These factors worked in favor of a reduction of the public debt. Post-crisis, the fiscal deficit has
increased and is likely to increase during the next two to three years while growth will falter. This raises
some concern regarding public debt sustainability, although some of the official debt will be at
preferential rates.

Table I provides two scenarios on costs related to financial sector restructuring and government's
contingent liabilities on privatized infrastructure projects. Under the more likely scenario ("base case"),
the stock of public debt would increase from 34 percent of GDP in 1998 to 60 percent, as a result of
managing the crisis. This scenario includes a budget deficit of 6 percent of GDP in 1999, and another
deficit of around 4 percent in 2000. Financial sector restructuring costs are based on the estimates made
by BNM. The estimates on contingent liabilities are based on the calculations made for theStructural
Policy Review. The "low case" scenario shows the costs if downside risks materialize and problems in the
financial and corporate sectors, and with contingent liabilities turn out to be greater than anticipated.
Under the low case, the contingent liabilities on the privatized projects would be three times larger than in
the base case. The financial restructuring costs could be two and half times bigger. The low case may
overstate the costs, as there will be some double counting between the contingent liabilities on privatized
projects and restructuring costs of the banking sector. Although the probability for the low case is small, it
should not be ignored and the Government would be advised to develop a contingency plan.

TABLE 1: POSSIBLE INCREASE IN GOVERNMENT LIABILITIES 1999-2000
(% GDP)21

"Base Case" "Low Case"
Current Assumptions Downside Risks

Budget Deficit 10.0 10.0
Financial Restructuring

- Purchase of NPLs 5.4 9.1
- Recapitalization 5.8 18.0

Contingent Liabilities on privatized 3.9 10.8
Infrastructure projects, including
Infrastructure Devel. Fund
Total New Liabilities 25.1 47.9
Memo:
Post-crisis Federal Government Debt 59.3 82.1
Federal Government Debt (end-1998) 34.2 34.2

Source: Bank staff estimates

The first row of Table 2 shows the size of primary fiscal surplus that the Government will need to
generate in the future, net of seignorage revenue, to stabilize Government debt to GDP ratio at 60 percent,
under different assumptions about the gap between the real interest rate (i) paid on debt and the real
growth rate of the economy (g).2 2 Even if we assume the real interest rate to exceed the real GDP growth

20 Some feeling for the magnitudes can be obtained by considering the identityd - d, = (i - g)d, - p - s

where d, is the level of debt relative to GDP, i is the real interest rate, g is the growth rate of real GDP, p is the primary surplus as a fraction

of GDP and S is seignorage as a fraction of GDP.
21 Government has expressed some reservations about the magnitude of contingent liabilities.
22 The analysis assumes that interest rates exceed the growth rate of the economy. This was not true during the 1990s when many key nominal
interest rates, including the effective nominal interest rate on government debt of about 7-7 1/2 percent, were substantially lower than the growth
of nominal GDP. This fact contributed significantly to the rapid fall in the government debt to GDP ratio over the past decade. But it also
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by 3 percent in the friture, Malaysia can stabilize its debt to GDP ratio at 60 percent by running a zero
surplus on the primary fiscal balance, net of seignorage revenuei.

TABLE 2: MALAYSIA: LONG RUN FIScAL SUSTAINABILITY

Fiscal Objective Primary Fiscal Balance (as % of GDP) Needed to Achieve
Fiscal Objective',2

i-g=0.25% i-g = 1% i-g = 2% i-g = 3%

Stabilize Debt to GDP Ratio at 60% -1.7 -1.2 -0.6 0.0

Stabilize Debt to GDP Ratio at 82% -1.6 -1.0 -0.2 0.7

Reduce Debt to GDP Ratio from 60% to 34% over 10 Years 1.2 1.6 2.1 2.6

Reduce Debt to GDP Ratio from 82% to 41% over 10 Years 2.9 3.4 4.0 4.7

1. Assuming seignorage revenues of 1.8% of GDP. Seignorage revenues are defined as (Base Money/GDP)* Nominal GDP
growth. Historical average values are 1980-97 = 1.8%, 1990-97 = 2.7%, 1970-97 = 1.8%.
2. Primary fiscal balance is defined as federal Govemment balance excluding interest payments. The average for 1993-97 was
4.5% of GDP.
Source: Bank Staffestimates

Additional room for fiscal stimulus. There may be additional room for fiscal stimulus, beyond the
fiscal deficit of 6 percent of GDP announced for 1999, if the economic outlook deteriorates beyond
current projections, in particular if the private sector is further weakened, or of the cost of restructuring
the financial sector turns out to be greater than presently estimated. Table 2 shows that ifi were to exceed
g by a quarter percent, there is additional room for increasing the deficit on the primary fiscal balance by
roughly 1.7 percent of GDP. There is thus some scope for fiscal flexibility to halt the momentum of the
current recession. Table 3 compares fiscal stance and fiscal impulse for 1999 with 1998. Although the
fiscal deficit is expected to rise to 6 percent of GDP in 1999, the cyclically neutral fiscal balance is also
expected to move further into deficit as a result of continued recession. The change in fiscal stance (fiscal
impulse) is expected to be only moderately expansive at 0.9 percent of GDP in 1999 compared to 3.3
percent in 1998. The Government will need to monitor this closely.

With regard to debt sustainability an important question is how desirable is the assumption that the
Government reduce the stock of its debt over time. There may some justification for not reversing fiscal
stimulus to avoid a Japan-type problem. If the public feels that the stimulus is actually going to be
reversed-taxes would be increased to reduce the deficit-then the effect of the package in supporting
recovery could be greatly reduced. This is a major perceived problem in using fiscal policy in Japan. In
the longer term, however, once a return to sustained growth has been achieved, the authorities may wish
to consider more ambitious fiscal targets in terms of reducing the debt to GDP ratio. This may be a
prudent course since, without it, the Government would have a more difficult starting point the next time
it had to undertake counter-cyclical fiscal policy. In addition, a high public 'debt overhang' can exert a
negative influence on current private investment by pushing up real interest rates.

provided a classic precondition for the asset price bubble experienced in the 1990s, the bursting of which is one of the prime factors in the
outbreak and propagation of the present economic crisis.
23 The Govemment will acquire assets in the process, and the important variable for debt dynamics would be Govemment liabilities net of assets.
Data on assets are not available at this stage
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TABLE 3: FISCAL STANCE AND FISCAL IMIULSE
(in percent of GDP, unless otherwise specified)Bank Staff estimates

1997 1998 1999 NOTES

Federal Government balance 2.4 -3.4 -5.9 a. Excluding financial restructuring costs.

Neutral balance0 1.3 -1.3 -2.8 b.Neutral revenues equal ratio of base year (1995) revenue
to GDP times actual nominal GDP. Neutral expenditures
equal ratio of base year spending to GDP times potential

_iinominal GDP.
Fiscal stance' -1.1 2.2 3.1 c. Neutral balance less the actual balance.

Fiscal impulse0 -1.5 3.3 0.9 d. Change in the fiscal stance from the previous period;
positive values represent injections of fiscal stimulus.

Real GDP growth 7.7 -6.0 -1.5
Potential real GDP growth' 7.0 5.0 4. e. Potential growth estimated using framework and

parameters in Collins and Bosworth (1997).
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ATTACHMENT 7: SUMMARY OF GOVERNMENT BUDGET AND ESTIMATED FINANCING NEEDS

19981 1999
Government Government

Projection Projection
(in nillion ringgit)

Total Revenue & Grants 55,054 47,160
1. Tax Revenue 43,170 36,318
2. Non-tax revenues 11,884 10,842
Total Expenditure and Net Lending 64,641 63,795
1. Current Expenditures 46,563 47,042
2. Capital Expenditures 16,367 16,458
3. Net lending 1,711 295
Current Balance 8,491 118

Federal government balance -9,587 -16,635

Financing needs for budget -9,587 -16,635
Identified Financing for budget 14,901

Domestic 10,979
External 3,922
JEXIM 1,140
World bank 380
Yen Bond Issue 2,402

Unidentified Financing For Budget (external) 1,734
Financing needs for Off-budget items 38,700

Financial Restructuring 31,000
Danamodal 16,000
Danaharta 15,000

Infrastructure Development Corporation 7,700

Identified Finandag for Off-Budget 25,700

Financial Restructuring 25,700
Danamodal 10,700

Seed Capital (BNM) 3,000
Danamodal Bond Issue 7,700

Danaharia 15,000
Equity (MOF) 1,500
Khazana 2,000
EPF 1,500
Danaharta Bond Issue 10,000

Unidentified Financing for Off-Budget 13,000.0
(in %/0 GDP)

Total Revenue & Grants 19.7 16.7
1. Tax Revenue 15.4 12.9
2. Non-tax revenues 4.2 3.8

Total Expenditure and Net Lending 23.1 22.6

Current Balance 3.0 0.0

Federal government balance -3.4 -5.9

Identified financing for Budget 5.3
Financing need for Off-budget items -13.7
Financial Restructuring -11.0
Infrastructure Developmnent Corporation -2.7
Identified Financing for Off-budget items 9.1
Financial Restructuring (Danamodal) 3.8
Financial Restructuring (Danaharta) 5.3

Memo Items
Extemal Debt Outstanding (US $ mnillion) 33,072 32,826
Nominal GDP (Fiscal year) rnillion ringgit 279,816 282,462
* Details are still evolving ._ .._.._..
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Malaysia at a glancePae1o2
east Upper-

POVERTY andI SOCIAL Asia& middle-
Malaysia Pacific. incomie Development dlamond*

1997
Population,mid-year (mfltiiif) 21.0 1,753 571 Life expectancy
GNP pe ;apit (Atlasrmethtod, LJS$) 4,680 970 4,5201
(31W (Atla rnethod. tJ$bllos 98,3 1,707 2,8 T,
Averae, anrWat growfth 1"19617

Population 2.7 ~~~~~~~~~~~~~~~~~~~~GNP Gross
per primary

Most aecent estimate (Iutesyear avalaWi, 1991-97) capit enrollment
Poverty(VAofp601*1jrm htbnafpoveyloe 11 16
Urban populatio"1 ofwauav5. 3 73 
Life expectancy at birtho(ears,) 72 SO: 70
Infant mortality (per 1,00 livetbirths),1 38 30:
Child malnutriton (% of hilde undar5. i 23 16 ,,Access to safe water
Access to safe. water i(% of population) 88 84. 79
Illiteracy (% Oof opAtlaop age 15 4 1 7 1 7 15
Gross prmaryenroltiient (%Ot6osol-s population) 91 '115 17Mly

Male ~~~ ~~~~ ~~~~ ~~~92 11.8 ,,- upper-middle-incomne grop
Female .92 11 _ _ __ _ _ _ __ __s__ _ _ _

KEY ECONQMIC! IOtIO and LONG-TERM TRENOS

19:74 1986 1996 1997 . i ais

G)P (US$bAWA0r*, 11.5 27.7 99.3 98.5
Gross dom estic jnvestment(GOP 23,6: 28.0 41.5S 42.8
Exports of;goods and servic"O(3P 497 58.3 92.0 943 Tad
Grosw domestic savingsIGOP 337 32.1 42.6 44,4
Gross national savings/60P 28.7 25.5 33.1

Curn cont balaince/GOP 6,0~ -0.4 -5,2 -4.9 DoetcIvsmn

interest paymentslGDP 1.3 4.7 1 A I A Savings Ivsmn
Tota debt'GpP 23;,5 78,9 40.1
Total debt sevice/expot 09 21,8 8.
Present value of debtlGflP ,. . 4.
Presen value of debt/exports . . .. 44.4

Indebtedness

(averae anqu.01 growth)
GDP. -. . . . . IMalaysia
GNP per capita 3.2 6. 5.9 5.2 [Upper-middle-income group
Export ogoods andI services, .0 14.5 7.2 98 ____________

STRUCTURE of the ECONOMY____ ___________

1976 1986 1996 1997 Growth rates of output and Investment %
(OA of GDP) 3
Agriculture 28.8 19.2 12.8 12.1
Industry 32.3 35.5 48.2 47.3 20

Manufacturing 17.7 18.5 34. 35. 1 
Services 40.9 45.3 41.0 40.8

0
Private consumption 50.9 51.0 46.0 4.4.6 92 93 04 95 90 97
General govemment consumplion 15.4 16.9 11.4 11.0 _ D -- O
Imports of goods and services 39.16 50.2 91.0 92.8 GDI11O

1976486 1987-97 1996 1997 Growth rates of exports and Imports(%
(average annual growth)
Agriculture 3.1 2.3 2.2 30 3
Industry 7.3 11.2 11.2 5.2

Manufacturing 7.3 13.6 12.2 12.5 2 
Services 7.1 8.8 7.7 12.7

Private consumption 5.8 8.4 6.0 4.7
General govemment consumption 7.0 7.4 1.4 4.8 
Gross domestic investment 8.5 17.0 5.8 12.9 92 9 94 9 96 97
Imports of goods and services 9.6 18.0 4.2 10.1 Epr- -mot
Gross national product 5.8 8.7 8.4 715 cpotlmos

Note: 1997 data are preliminary estimates. 1/ Poverty estimate is from 1989.

The diamonds show four key indicators in the country (in bold) compared with its income-group average. If data are missing, the diamond will
be incomplete.
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Malaysia

PRICES and GOVERNMENT FINANCE__ ______________

Domestic prices ~~~~~~~~1976 1986 1996 1997 Inflatlon(%

(%. change)
Consumer prices .. 0.8 3.6 2.7 6

Implicit GDP deflator 12.7 -8.8 5.2 2.9 44

Government finance 2

(%l of GDP, includes current grants) 
Current revenue .. 27.3 23.6 23.9 92 93 94 95 96 97

Current budget balance .. -0.8 6. I1 74 -GDP deflator -*CPI
Overall surplus/deficit .. 0.0 1.1 2.8 __ _ _ _ _ _ _ _ _ __ _ _ _ _ _ _ _ _

TRADE _______________
(US$ millions) 1976 1986 1996 1997 Export and import levels (IUS$ millions)
Total exports (fob) .. 13,882 76,548 77,700 Icc co

Fuel .. 2,092 2,8671
Rubber . 1,233 1,395 1,419 90,000 -
Manufactures .. ,009 62,997 63,558 so0coo0

Total imports (cio). 10,816 78,425 78,530 4001

Food .. 1,210 3,066 ~h I I
Fuel and energy .. 1,319 3,874 .. 00
Capital goods .. 4,873 47,580

Export price index (1995=100) .. 41 94 91 92 93 94 95 96 97

Import price inde-x (1995= 100) .. 33 89 a. Exports n Imports
Terms of trade (1995=100) .. 122 107 I________________

BALANCE of PAYMENTS ______________

1976 1986 1996 1997 i1Cretacutblnet D al
(UIS$ millions) Cretacutblnet O aI %
Exports of goods and services 5,691 15,637 91,387 92,463 0
Imports of goods and services 4,644 14,016 90,803 91,512
Resource balance 1,047 1,621 584 951 2

Net income -428 -1,781 -4,613 -4,451 -

Net current transfers -39 37 -1,129 '"I

Current account balance 580 -123 -5,158 -4,800 -

Financing items (net) 218 1,578 7,640 -1,200
Changes in net reserves -798 -1,455 -2,482 6,000 -1
Memo: _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _

Resrves including gold (US$ millions) . .. 27,700 21,700
Conversion rate (DEC. localfUS$) 2.5 2.6 2.5 2.8

EXTERNAL DEST and RESOURCE FLOWS ________________

1976 1986 1996 1997
(US$ millions) Compositon of total debt, 1996 (US$ millions)
Total debt outstanding and disbursed 2,713 21,880 39,777

IBRD 306 908 907 758
IDA 0 0 0 0 A:907z D:497

Total debt service 404 3,527 7,657 G : 11,068 :2,1
IBRD 37 182 231 183 i : 1
IDA 0 0 0 0

Composition of net resource flows
Official grants 6 88 7 .

Official creditors 118 -57 -777
Private creditors 310 317 3,243
Fore'ign direct investment 381 489 4,500 .F: 24,4899
Portfolio equity 0 0 4,353

Worid Bank program
Commitments 104 319 0 0 A -IBRD E2- Bilateral
Disbur-sements 47 66 85 51 8 - IDA D0- Other mutilateral F - Private
Principal repayments 14 109 161 126 C -IMF G - Short-term
Net flows 33 -43 -76 -75 _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _

Interest payments 23 73 70 57
Net transfers 10 -118 -146 -132

Development Economics 9/15/98
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SELECTED INDICATORS OF
BANK PORTFOLIO PERFORMANCE AND MANAGEMENT

Indicator FY 96 FY 97 FY 98 FY 99 (current)

Portfolio Assessment

Number of projects under implementation a 7 5 3 3
Average implementation period (years) b 4.64 4.18 4.43 4.67
Percent of problem projects a c

by number 0.00 0.00 0.00 0.00
by amount 0.00 0.00 0.00 0.00
Percent of projects at risk , d

by number 0.00 0.00 0.00 0.00
by amount 0.00 0.00 0.00 0.00
Disbursement ratio (%)' 30.07 33.72 23.95 0.00

Portfolio Management

CPPR during the year (yes/no) no no no No
Supervision resources (total US$) 452.96 190.32 133.09 431.90
Average supervision (US$/project) 64.71 38.06 44.36 53.99
Number of projects in extended problem status f

Memorandum item Since FY'80 Last five FYs
Projects evaluated by OED
by number 64 20
by amount (US$ millions) 2,652.62 1,300.62
Percent rated U or HU
by number 17.19 10.00
by amount (US$ millions) 15.01 11.39

a. As shown in the Annual Report on Portfolio Performance (except for current FY).
b. Average age of projects in the Bank's country portfolio.
c. Percent of projects rated U or HU on development objectives (DO) and/or implementation progress (IP).
d. As defined under the Portfolio Improvement Program.
e. Ratio of disbursements during the year to the undisbursed balance of the Bank's portfolio at the beginning of the

year: investment projects only.
f Projects in problem status for 12 months or more.
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BANK GROUP PROGRAM SUMMARY

(a) Proposed IBRD Base Case Lending Program, FY99-01

FY Project $million Strategic Rewards Implementation Risks
equivalent (H/M/L)

99 Social Sector Support Project 60.00 H M
Education Sector Support 244.00 H M
Y2K Technical Assistance 100.00 M M

Subtotal 404.00

00 Agriculture/ Rural Project 200.00 H M
Road Asset Mgmt. Project 300.00 M M
Health Project 100.00 M M

Subtotal 600.00

01 Social Project II 100.00 H H
Education Project II 100.00 H M

Subtotal 200.00

TOTAL 1204.00
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BANK GROUP FACT SHEET

(b) IBRD Lending Program

Past Current Planned
Category 1995 1996 1997 1998 1999 2000 2001

Commitments (US$m) 0.0 0.0 0.0 300.0 404.0 600.0 200.0

Sector (/o)
Macroeconomic and Financial 45.0 0.0 0.0 0.0
Social Sectors 55.0 75.0 100.0 100.0
Public Sector Management 0.0 25.0 0.0 0.0

TOTAL 100.0 100.0 100.0 100.0 100.0 100.0 100.0

Lending instrument (%)
Adjustment loansc 0.0 0.0 0.0 100.0 0.0 0.0 0.0
Specific investment loans and others 0.0 0.0 0.0 0.0 100.0 100.0 100.0

TOTAL 100.0 100.0 100.0 100.0 100.0 100.0 100.0

Disbursements (US$m)
Adjustnent loansc 0.0 0.0 0.0 300.0 0.0 0.0 0.0
Specific investment loans and others 128.9 86.0 69.1 30.4 100.0 250.0 250.0

Repayments (US$m) 188.3 184.1 144.1 86.4 53.3 108.2 93.9
Interest (US$m) 83.6 77.9 63.5 40.7 23.7 45.9 39.0

Note: Disbursement data is updated at the end of the first week of the month.
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BANK GROUP FACT SHEET

(c) MALAYSIA - IFC and MIGA PROGRAM, FY96-99

Past Planned
Category 1996 1997 1998 1999

IFC approvals (US$m) a 0.00 0.00 32.50 0.00

Sector (°)

0.00 0.00 0.00 0.00
Cement & Construction 0.00 0.00 32.00 0.00
Chemicals & Petrochems 0.00 0.00 68.00 0.00

TOTAL 100.00 100.00 100.00 100.00

Investment instrument (%)
Loans 0.00 0.00 0.00 0.00
Equity 0.00 0.00 0.00 0.00
Quasi-Equib 0.00 0.00 0.00 0.00
Other 0.00 0.00 0.00 0.00

TOTAL 100.00 100.00 100.00 100.00

MIGA guarantees (US$m) 0.00 0.00 0.00 75.0
MIGA commitments (US$m) 0.00 0.00 0.00 0.00

'Excludes AEF projects.
bIncludes quasi-equity types of both loan and equity instruments.
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SUMMARY OF NONLENDING SERVICES

Product Completion Audiencea Objective"
FY

Recent completions
* Malaysia - Meeting labor needs 1995 Government, Bank, public KG

dissemination.
* Stock market development and financial 1995 Government, Bank, public KG

intermediaries dissemination.
* Vision, policy and governance in 1995 Government, Bank, public KG

Malaysia dissemination.
* Technical Assistance in Private Sector 1996-1998 Government KG; PS

Development (Industrial Training and
Productivity, Enterprise Training,
Technology and Productivity, Skills
Needs Assessment, Interfrmn Linkages)

* Policy Notes 1998 Government, Bank, KG; PS
. Kuala Lumpur Transport Strategy 1999 Government, Bank PS; PD; PP
* Country Economic Memorandum 1998 Government, donors, Bank, KG; PS
* Structural Policy Review 1999 Government, donors, Bank, DP; KG; PS; M

public
* Country Assistance Strategy 1999 Government, donors, Bank, BSP; PS; SD

public
Underway
* Public Expenditure Review 1999 Government, Bank KG; PS; M
* Policy Notes: financial 1999 Government, donors, Bank KG; PS; DP

corporate, education, health,
infrastructure viability, rural
development

. Financial and corporate sector TA 1999 Government PS; M
(PHRD?)

* Financial Sector early warning system 1999 Government PS; KG
(ASEM)

* Deposit Insurance Study (ASEM) 1999 Government, Bank PS; KG
* Healthcare demand analysis (ASEM) 1999 Government, Bank PS; KG
* Competitiveness assessment (ASEM) 1999 Govemment, Bank KG
* Strengthening capacity for labor market,

policy (ASEM)
* Firm-level surveys (ASEM) 1999 Government, Bank KG; PS
* EPF: support to training institute 1999 Govemment KG
* Capacity-building for economic 1999 Govemment KG; PS; M

monitoring

Planned
* Participatory Poverty Assessment 2000 Govemment, donors, Bank, KG; PS; PD; M

public
* Sources of Growth 2000 Govemment, Bank, public KG; PD, PS
* Information Technology Strategy 2000 Government, Bank KG; PD
* Wealth and Income Distribution 2000 Government, Bank, public KG; PS; PD
. Global Knowledge Conference (EDI) 2000 Govenmment, Bank, public KG; PD
* Social Safety Net Seminar 2000 Government, Bank, public KG; PD
* Social and Structural Policy Review 2001 Government, Bank, public KG; PD; PS
* Public Expenditure Review 2001 Govemment, Bank, public KG; PD; PS
* Country Portfolio Performance Review 2001 Govemment, Bank PS, BSP
* Policy Notes 1999-2001 Govemment DP, PS, KG

G= Govermment; B= Bank; BSP=' Bank Strategy Preparation; P= Public, including civil society; DP= Policy
Discussion; M= Monitoring; KG= Knowledge Generation; PD= Public Debate; PS= Problem Solving;
PP= Project Preparation; SD= Stakeholder Discussion
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Malaysia Social Indicators
Latest single year Same regionfincome group

East Asia Upper-middle-
1970-75 1980-85 1990-96 & Pacific income

POPULATION
Total population, mid-year (millions) 12.3 15.7 20.6 1,732.5 473.2

Growth rate (% annual average) 2.4 2.6 2.3 1.3 1.5
Urban population (% of population) 37.7 45.9 54.3 32.2 73.0
Total fertility rate (births per woman) 5.2 4.1 3.4 2.2 2.6

POVERTY
(% of population)
National headcount index .. ..

Urban headcount index .. ..

Rural headcount index .. ..

INCOME
GNP per capita (US$) 890 1,900 4,370 890 4,600
Consumer price index (1987=100) 63 99 138 205 506
Food price index (1987=100) .. 100 149

INCOME/CONSUMPTION DISTRIBUTION
(%6 of income or consumption)
Lowest quintile 3.5 ..

Highest quintile 56.1 ..

SOCIAL INDICATORS
Public expenditure

Health (% of GDP) .. .. 1.4 1.7 3.4
Education (% of GNP) ,. 6.6 5.3 2.6 5.0
Social security and welfare (% of GDP) 0.7 1.5 1.2

Net primary school enrollment rate
(% of age group)

Total .. .. 91 99 91
Male .. .. 91 99
Female ,. .. 92 98

Access to safe water
('Y of population)

Total 34 71 88 84 76
Urban 100 . 100 89 87
Rural 6 .. 74 82 42

Immunization rate
(% under 12 months)

Measles .. 20 81 88 84
DPT .. 59 90 91 88

Child malnutrition (% under 5 years) .. 27 23
Life expectancy at birth
(years)

Total 63 63 72 68 70
Male 61 61 70 67 66
Female 65 65 74 70 73

Mortality
Infant (per thousand live births) 42 21 11 39 30
Under 5 (per thousand live births) .. .. 14 47 36
Adult (15-59)

Male (per 1,000 population) 282 230 182 180 181
Female (per 1,000 population) 230 149 110 145 107

Matemal (per 100,000 live births) .. 40 43

World Development Indicators 1998 CD-ROM, World Bank
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Malaysia - Key Economic Indicators

Actual Estimate Projected

Indicator 1994 1995 1996 1997 1998 1999 2000

National accounts
(as % GDP at current
market prices)

Gross domestic product 100.0 100.0 100.0 100.0 100.0 100.0 100.0
Agriculture' 14.1 12.7 12.8 12.1 13.1 13.6 13.5

Industry' 42.2 42.2 46.2 47.3 43.2 45.2 46.5

Services' 33.2 33.3 41.0 40.6 40.3 38.0 35.9

Total Consumption 61.2 60.5 57.4 55.6 52.2 54.8 57.3
Gross domestic fixed investment 40.1 43.0 42.2 42.4 31.0 30.7 32.1

Government investment .. .. .. .. 4.5 4.6 4.7
Private investment .. .. .. .. 27.5 27.1 28.4
(includes increase in stocks)

Exports (GNFS)b 91.3 95.4 92.0 94.3 129.2 123.6 124.3

Imports (GNFS) 93.0 99.4 91.0 92.8 113.4 110.2 114.7

Gross domestic savings 38.8 39.5 42.6 44.4 47.8 45.2 42.7
Gross national savingse .. .. .. .. 41.0 38.7 36.2

Memorandum items
Gross domestic product 72,505 87,337 99,282 98,476 69,406 74,642 80,340
(-US$ million at current
prices)
Gross national product per 3,530 3,990 4,450 4,680 3,730 3,330 3,240
capita (US$, Atlas method)

Real annual growth rates
(%, calculated from 1978
prices)
Gross domestic product at 9.2% 9.5% 8.6% 7.8% -6.8% -1.7% 3.0%
market prices

Real annual per capita
growth rates (%, calculated
from 1978 prices)

Gross domestic productat 6.7% 7.1% 6.1% 5.6% -8.7% -3.7% 1.1%
market prices
Total consumption 7.3% 6.5% 2.5% 2.6% -14.2% -4.1% 4.0%
Private consumption 7.3% 7.0% 3.6% 2.5% -18.2% -4.9% 5.7%
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Malaysia - Key Economic Indicators
(Continued)

Actual Estimate Projected

Indicator 1994 1995 1996 1997 1998 1999 2000

Balance of Payments
(US$m)

Exports (GNFS)b 66,217 83,369 91,391 92,897 89,707 92,249 99,837

Merchandise FOB 56,897 71,767 76,881 77,881 75,410 77,723 84,054
Imports (GNFS)b 67,372 86,852 90,363 91,521 78,709 82,235 92,144

Merchandise FOB 55,320 71,871 73,055 74,005 62,106 64,989 72,879
Resource balance -1,155 -3,483 1,028 1,376 10,998 10,014 7,694
Current account balance -4,520 -8,469 -4,596 -4,792 6,249 5,198 2,447
(after official capital grants)

Net private foreign direct 4,342 4,178 5,078 5,106 1,500 1,500 1,100
investment
Long-term loans (net) -1,909 4,679 4,607 -1,126 -588 -485 -385
Official 186 382 -781 -168 226 1,230 986
Private -2,095 4,297 5,388 -958 -814 -1,715 -1,371

Other capital (net, including -1,073 -2,155 -2,573 -3,047 -1,434 -4,472 -2,223
errors and omissions)
Change in reservesd 3,160 1,767 -2,516 3,859 -5,727 -1,741 -939

Memorandum items
Resource balance (% of -1.6% -4.0% 1.0% 1.4% 15.8% 13.4% 9.6%
GDP at current market prices)
Current account balance (% of GDP) -9.7% -4.6% -4.9% 9.0% 7.0% 3.0%
Real annual growth rates (1978 prices)
Merchandise exports 19.5% 24.8% 13.2% 10.8% 2.2% 2.0% 5.9%
(FOB)
Merchandise imports 28.7% 33.4% 14.2% 10.2% -13.7% 1.7% 8.0%
(CIF)

Public finance
(as % of GDP at current
market prices)e

Current revenues 26.1 23.3 23.6 23.9 19.8 17.3 19.2
Current expenditures 19.0 17.3 17.5 16.4 17.7 17.6 17.5
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Malaysia - Key Economic Indicators
(Continued)

Actual Estimate Projected

Current account surplus (+) 7.1 6.0 6.1 7.4 2.1 -0.3 1.7
or deficit (-)
Capital expenditure 4.4 4.7 5.1 4.9 5.5 5.6 5.7
Overall deficit (-)/surplus (+) 2.8 1.3 1.1 2.6 -3.4 -5.9 -4.0
Foreign financing -2.5 -0.7 -0.9 .. 0.5 1.2 1.0

Monetary indicators
M2/GDP (at current market prices) 86.8 90.6 99.4 105.3 99,0 101.7 102.4
Growth of M2 (%) 12.7 20.0 25.3 17.5 -7.6 7.0 8.4

Price indices( 1978 =100)
Merchandise terms of trade index 83.3 80.3 85.5 86.3 84.0 82.6 81.3
Consumer price index 3.7 5.3 3.6 2.7 5.2 6.0 4.5
(% growth rate)

a. GDP components are estimated at factor cost; they do not add up to 100%.
b. "GNFS" denotes "goods and nonfactor services."
c. Includes net unrequited transfers excluding official capital grants.
d. Includes use of IMF resources.
e. Central government data.
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Malaysia - Key Exposure Indicators

Actual Estimate Projected
Indicator 1994 1995 1996 1997 1998 1999 2000

Total debt outstanding and 30,336 34,343 39,673 42,678 40,975 38,333 37,061
disbursed (TDO) (US$m)a

Net disbursements (US$m)a 2,220 5,138 6,387 8,397 -1,993 -2,643 -1,271

Total debt service (TDS) 6,121 6,041 8,427 7,109 4,016 3,991 4,751
(US$m)a

Debt and debt service indicators

(%/0)
TDO/XGSb 44.3 39.9 42.2 49.5 45.0 40.8 36.5

TDO/GDP 41.8 39.3 40.0 60.4 59.0 51.4 46.1
TDS/XGS 8.9 7.0 9.0 7.5 4.4 4.3 4.7

IBRD exposure indicators (%)
IBRD DS/public DS 6.5 11.0 5.6 6.6 7.3 8.5 8.9
PreferredcreditorDS/public 8.9 15.5 8.2 10.1 11.4 12.4 12.8
DS (%)c

IBRD DS/XGS 0.4 0.3 0.2 0.2 0.2 0.2 0.2
IBRD TDO (US$m)d 1,118 1,059 907 758 964 1,024 1,194

Of which present value of
guarantees (US$m)

Share of IBRD portfolio (%) 1.0 1.0 0.8 0.6 0.9 0.8 0.8
IDA TDO (US$m)d 0.0 0.0 0.0 0.0 0.0 0.0 0.0

a. Includes public and publicly guaranteed debt, private non-guaranteed, use of IMF credits
and net short-term capital.

b. "XGS" denotes exports of goods and services, including workers' remittances.
c. Preferred creditors are defined as IBRD, IDA, the regional multilateral development

ba
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(a) Status of Bank Group Operations in Malaysia
Operations Portfolio

(as of February 15, 1999

Difference
Original Amount in US$ Millions Between

expected
and actual

Disbursements
_ _ _ _ _ _ _ _ _ _ a/

Project ID Loan or Fiscal Borrower Purpose IBRD IDA Cancellations Undisbursed Orig. Frm
Credit No. Year _ _ [ _ Rev'd

Number of Closed Projects: 82

Active Loans

MY-PE-4309 L3 5710 1993 GOVT OF POLYTECHNIC 107.00 0.00 0.00 44.64 38.63 0.00
MALAYSIA DEV

MY-PE-4312 L36820 1994 GOVT OF HEALTH 50.00 0.00 0.00 27.72 17.56 0.00
MALAYSIA

TOTAL 157.00 0.00 0.00 72.36 56.19 0.00

Active Projects Closed Projects Total

Total Disbursed (IBRD and IDA): 84.65 2,907.84 2,992.49
of which has been repaid: 2.32 1,980.69 1,983.01

Total now held by IBRD and IDA: 154.68 927.14 1,081.82
Amount sold: 0.00 153.40 153.40

Of which repaid: 0.00 153.40 153.40
TOTAL UNDISBURSED 72.36 0.00 72.36
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BANK GROUP FACT SHEET

(b) Malaysia Statement of IFC's Committed and Disbursed Portfolio
asofFebruary 15, 1999
(in US Dollar Millions)

Committed Disbursed

IFC IFC
FY Approval Company Loan Equity Quasi Partic Loan Equity Quasi Partic

1984 SEAVI MVB 0.00 .01 0.00 0.00 0.00 0.00 0.00 0.00
1990 21st Century 3.68 0.00 0.00 2.78 3.68 0.00 0.00 2.78
1991 SEAVI MVB 11 0.00 .62 0.00 0.00 0.00 .62 0.00 0.00
1991 VIM MVB II 0.00 .02 0.00 0.00 0.00 .02 0.00 0.00

Total Portfolio: 3.68 .65 0.00 2.78 3.68 .64 0.00 2.78

Approvals Pending Commitment

Loan Equity Quasi Partic

1998 GCI 7.50 0.00 3.00 0.00
1998 TITAN VINYL 18.50 0.00 3.50 34.02

Total Pending Commitment: 26.00 0.00 6.50 34.02



COUNTRY PROGRAM MATRIX, FY99-01'

Dig esosis ~~~~~~~~Strt /AtinsMoitt-nindicAtos I%ank Ginou InstrumentsI YOfthr IDonor Activity

* Overseas education program funds curtailed * Maintain hardship programs (education funds, * Basic health indicators-by Non-Lending * Japan: Education Project/"Look

* Pressure on public health services; cost of textbooks, nutrition for poor children) region. Gender disaggregated. a. CEM (FY98)-completed East" Scholarship program,

pharmaceuticals; specialist skills shortages * Increase public expenditure-and efficiency e School enrolment, literacy b. Public Expenditure Review (FY99) Infrastructure investment loans (water

* Insufficient rural coverage; regional disparity thereof-on health and education services rates-by region. Gender- c. Education Policy Note (FY00) supply, power)

* Continuing labor migration, esp. from * Reform tertiary education financial disaggregated
Indonesia, despite repatriation policy, management * Public expenditure on

compounding pressure on public services * Medium-term capacity-building to support health and education Lending

* Medium-term reforms stalled policy formulation in H * Project-specific indicators a. Education Sector Support Project (FY99)

* Risk of severe disruption in social and * Assess altemative service delivery options -role (e.g. for education: b. Y2K Technical Assistance Project (FY99)

economic infrastructure associated with Y2K of civil society and private sector-to management information c. Road Asset Management Project (FY00)

computer problem: inability of non-compliant complement existing systems systems, specialist training d. Education Project (FY01)

management information systems to process * Ensure essential Government management completed, staff:student
data . information systems are Y2K compliant; testing ratios, cost recovery, private

* Risk of deteriorating physical infrastructure and capacity-building. participation; for Y2K:

(schools, roads) especially in rural areas * Maintain rural infrastructure (roads, water compliance/independent
supply, sanitation) verification test results; for

Road Asset management;
physical indicators, cost

* Poverty headcount 5.1 percent in 1997; 300- * Expand focus of poverty programs and ensure * Household Income Survey Non-Lending UNDP: Rapid Social Assessment (for

500,000 new poor expected. Near poor mostly adequate transfers to hardcore poor data (expanded); regional data a. Country Economic Memorandum (CEM) CAS and Social Sector Support

urban * Target poorest regions-Kelantan, Terengganu, * % of population below (FY98)-completed Project); Poverty Monitoring and

* Increased no. of hardcore poor Sabah-and poverty districts. poverty line (urban/rural); % b. Structural Policy Review (FY99, FY01) Program evaluation (for Social

* Poorest states: Kelantan, Terengganu, Sabah. * Ensure effective targeting of new urban poor hardcore poor (income=-50% c. Participatory Poverty Assessment (FY99) Protection Project); sustainable human

Pockets of hardcore povelty elsewhere. * Promote employment and income-generating of poverty line) d. Agriculture/Rural Development Strategy development TA

* Increased retrenchments; falling real wages activities. * % unemployment (FY99) ADB: social sector TA/capacity-

and reduced benefits; migrant laborers also * Improve gender disaggregation of data * Public expenditure on social building

hard hit * Improve poverty monitoring methodologies services Lending

* Insufficient information about impact of (CPI, HIS) *CPI (including poverty a. Social Sector Support Project (FY99)

crisis on women * Engage NGOs in discussion and index; regional, rural/urban b. Social Sector Project II (FY01)

* Current instruments (CPI, HIS) may not implementation CPI) [c. Agriculture/Rural Development Loan
adequately capture changes in consumption, * Gender-specific data (FY00)-my be consrdered I

and understate actual poverty levels
* Limited evaluation of outcomes (rather than
inputs) of official targeted assistance programs

cm

This matrix has been derived not only from CAS discussions, but also from the following sources: (a) Matrix of Policy Actions agreed under the FY98 Economic and Social Recovery Loan-some of

which have been implemented or initiated; (b) Policy Matrix on Financial and Corporate Sector reforms prepared at the request of the Government; and (c) policy recommendations proposed under the

Structiral Policy Review (FY99)



Diagnosis Strateg/Actions Monitoring Indicators Bank Group Instruments (FI)2 Other Donor Activit

Present social safety 3, AUfptIl lthC social sft 0y nef to k the maturing eenOmyRand so¢iety : .

Present social satety net narrowly targeted; * Review extent of existing coverage (EPF, * Income distribution (Gini) Non-lending

public expenditure low compared to other SOCSO, Khazanah) * Coverage of social a. CEM (FY98)-completed

middle and high-income countries at 0.3 * Analyze income distribution and social trends assistance programs and b. Structural Policy Review (FY99, FY01)

percent of GDP * Raise public awareness/ support increased pension schemes c. Public Expenditure Review (FY99, 01)

* Problem of growing income inequality, public debate d. EPF Training Institute: capacity-building

including regional inequity: poorest states not * Assess optioins for new safety net instruments (FY99)
benefiting adequately from previous high and benefits and financial instruments e. Education Policy Note (FY99)
growth * Analyze options for health and education f. Health Policy Note (FY99)

*Changing demographic and consumption financing g. Healthcare demand analysis (FY99-
patterns in medium term (aging, urbanization, * Build analytical capacity, including modeling ASEM)
erosion of informal networks) approaches, dissemination of international best h. Wealth and Income Distribution Study

* Future role of Govemment in provision of practices (FY00)
social services likely to diminish: need to i. Pension and Social Insurance Systems

develop framework for private participation study (FY00)
j. Social Safety Net Seminars (FY99, FY00)

It-RESTORING SHORT-TERM GROWT$l AND h7EDIUM' R*MCOMPETITIVENESS
1. Maintoilning a stable mact-ocoanomic framewerk :_-

* Recession/economic contraction: slump in * Counter-cyclical fiscal stimulus package; public * Positive GDP growth Non-Lendina
consumer and investor confidence sector to facilitate domestic demand-led growth *Credit growth a. CEM (FY98)-completed

* Reduced output, particularly in non-tradable * Flexible monetary/credit policy; review of *Current Account/GDP b. Structural Policy Review (FY99, FY01)

sector targets for individual banks; periodic review of *Fiscal sustainability c. Policy Notes: managing capital flows

* Extemal and domestic demand shocks, lending rate spreads *Resumption of growth and (FY99)
resulting in falling exports * Fixed exchange rate giving way to widening of capital inflows d. Capacity-building for economic

* Depressed international prices of major exchange rate band monitoring; macroeconomic modeling and

export commodities (petroleum, rubber) and * Temporary capital controls with exit strategy; forecasting (FY99-00)

electronics sector (semi conductors). targeted tax-based incentives __

_2. Strengthe,iinthe (ai flnanebii and (to etwporate sectors
(a) FINANCIAL SECTOR *Articulate vision for the entire financial sector. *Improved commercial bank Non-lending
*Large exposure to broad property sector (35 * Implement banking reforms: collection of asset quality a. CEM (FY98)-completed
percent of loans outstanding), and for share NPLs, restructuring of banks and finance *Transparent recapitalization, b. Structural Policy Review (FY99,01)

transactions (10 percent) companies through consolidation merger and asset disposal c. Financial and Corporate Sector TA (FY99

* Worsening commercial bank portfolios * Prepare contingency plans to cope with process Trust Funds)

associated in part with continuing property potential increase in NPLs *Mergers/consolidation of d. Policy Notes financial restructuring; credit
glut: rising non-performing loans (15.5 percent *Recapitalize banks based on clear guidelines on distressed banks and finance crunch (FY99)
of loans outstanding, end-October 1998, based use of publ ic funds, in particular principle of cos. e. Financial Sector Early Warning System

on 3 month classification) burden-sharing *Initiation/completion of NPL TA (FY 99, ASEM)
* Credit crunch in 1998; credit growth forecast * Reaffirm commitment to highest international portfolio restructuring f Deposit Insurance Study (FY99, ASEM)
at 34 percent for the year standards of banking supervision and regulation: * Sustainable corporate debt Other

* Relatively strong supervision, but recent strengthen supervision; improve liquidity *Improved surveillance a. MIGA Financial Sector Guarantee (FY99)

easing of prudential standards (in particular, framework; and implement revised accounting mechanisms in place for
reclassification of NPLs from 3 to 6 months standards. banks (Bank Negara) equities

past due, easing of reserve requirements for * Improve information dissemination to engage market (Securities
NPLs) which make dimensioning NPLs and markets Commission) and NBFIs (to
recapitalization more difficult * Establish monitoring systems for financial be determined)
* Asset management company (Danaharta) sector performance; strengthen disclosure *Regular publication of

established to recover NPLs; Special Purpose requirements audited accounts of banks and
Vehicle (Danamodal) established to corporations, particularly

recapitalize banks. those receiving public
assistance 3

*Increased depth and range of
financial instruments

. ~ ~ ~ ~ _ _ _ _ __ _ _ _ _ _ _ _ _ ._ _ _ _ _ _ _ _ _ _ _ O
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(b) CORPORATE SECTOR * Integrate restructuring of corporate * Turnover of assets held Non-lending Japan: backed sovereign guarantee

* With gearing (debt/equity) ratio rising over finances/debt and restructuring of operations and by Danaharta a. CEM (FY98a completed issue; considering mEXIM 2-step loan

20 percent annually in 1990-97 corporate management where appropriate; full policy flurden sh b b. Stctural Policy Review to support small and medium

sector became increasingly illiquid. coordination crdenos,aring by (FY99, 0!) industries.

* Rising corporate debt and arrears: 782 * Restructuring process started, but compliance creditors, owners and c. Financial and Corporate Sector TA (FY99 JEXIM loans and facilities for trade

winding up petitions in first half of 1998- of actual transactions with established guidelines restructuring agencies Trust Funds) financing (could include guarantees)

double figure for whole of 1997; 32 companies still to be tested and market credibility still to be (% cost sharing) and new d. Policy Notes: (FY99): corporate

sought relief from creditors; 22 listed established equity infusion restructuring.

companies filed reports showing defaults on * Develop eligibility criteria for financial support * Financial performance e. Firm-level surveys (regional) (FY99-

loan obligations from public funds of corporates: improved ASEM)

* Outstanding bank loans to private sector * Establish monitoring systems for corporate tracking

>160 percent of GDP; most corporate debt sector performance; strengthen disclosure * Regular publication of

short-term. Interest burden on this 19 percent requirements a a
of GDP * Strengthen corporate governance, based on audited accounts

*Trade credit and working capital available but recommendations of High-Level Committee

constrained *(Specific transactions-related actions listed in
* Declining operating cash flows Attachment 3)
* Corporate Debt Restructuring Committee
(CDRC) established, following London Rules
approach.
* Some legal and regulatory weaknesses in
insolvency, competition, ownership
* Govemance weak in some areas:
responsibilities of directors, conflict of interest
in related-party and interested-party
transactions, protection of minority
shareholders; High-Level public/private sector
committee established to review this.

* Decline in total factor productivity, oldentify new sources of growth based on *Increased manufacturing and Non-lending Japan: infrastructure investment loans

reflecting misallocation of capital; comparative and competitive advantage exports a. Structural Policy Review (FY99,01) (water supply, power)

overcapacity and overextension in construction * Identify policies for increasing total factor * Composition, volume and b. Sources of/Policies for Growth (FY00)

and infrastructure productivity value of exports c. Enhancing Industrial and Export

RURAL SECTOR RURAL SECTOR * Total factor productivity Competitiveness (FY99-ASEM)

* Competitiveness of plantation agriculture * Increased investment in rural infrastructure: measurement d. EDI Competition Policy Training (FY99)

sector adversely affected by labor shortages, roads, storage facilities, irrigation and drainage, * Regulatory environment: of e. Policy Note: Trade Policies and Practices

technological constraints, insufficient storage telecommunications and electrification in isolated competition law and (FY99)

and handling facilities areas consumer protection law in f Agriculture/Rural Development Strategy

* Agricultural credit structure inadequately * Review of policy options for enhancing rural place; tariff levels in line with (FY99)

coordinated in terms of policy, regulation and financial intermediation, institutional WTO

supervision; no apex body: limits small- coordination. * Removal of administrative Lending
holders' access to credit. REGULATIONS price controls on foodstuffs la. Rural Infrastructure Loan (FYOO)-may

REGULATIONS * Introduction of competition and consumer * Streamlined rural credit be.considered]

* Some weaknesses in legal and regulatory protection laws institution
environment: lack of competition policy, * Lifting temporary tariff increases imposed in Ct

maintenance of import restrictions: contributed 1997
to negative market perceptions

..
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4. Inereasingtemkl y 'of pubikilstitotiots Aid servieeil -

PUBLIC EXPENDITURE MANAGEMENT PUBLIC EXPENDITURE MANAGEMENT * Budget structure:off-budget Non-Lending
* Need for more efficient and transparent * Quantify liabilities (direct, contingent) items clearly identified; a. Public Expenditure Review (FY99, 01)
management of public funds, particularly with explictly; develop fiscal risk assessment contingent liabilities clearly b. Kuala Lumpur Transport Strategy
regards to comprehensiveness of budget (esp. methodologies identified (implicit and (FY99)-compleled
inclusion of contingent liabilities); fiscal risk *Streamline public financial management with explicit) c. Best practices in private participation in
management systems; uncertain emphasis on accountability * Open bidding procedures in infrastructure (FY00)
accountabilities; strengthening coordination *Strengthen audit function place in line with
between development and operational budget PUBLIC-PRIVATE PARTNERSHIP IN intemational best practices
processes; greater emphasis on auditing, INFRASTRUCTURE * Integrated, well-functioning
monitoring and outcome evaluation. * Develop strategic framework for urban and viable urban
PUBLIC-PRIVATE PARTNERSHIP IN infrastructure and rationalize services infrastructure networks
INFRASTRUCTURE * Assess project viability * Competitive, reliable and
* Privatization without sufficient attention to * Review regulatory environment covering cost-effective services
regulatory environment or project viability: privatized public services * Independent auditing
continued Government involvement in *Introduce competitive bidding procedures and
privatized infrastructure projects (guarantees, practices
equity investments) contributing to high level
of contingent liabilities, in the order of 10
percent of GDP
* Privatized urban transport projects in Kuala
Lumpur (accounting for large % of contingent
liabilities) in considerable financial
difficulties; some not viable; poor intermodal
links associated with lack of comprehensive
urban transport strategy
* Water supply, sanitation tariffs fail to cover
O&M costs
*Non-transparent bidding process for
privatization and public sector contracts _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _

. Developing skills for thekno wIeIge c onomy

* Government plans to implement National * Rationalize tertiary education sector, including * Public and private Non-Lending ADB: Labor market information

Information Technology Agenda (in Vision polytechnics, vocational training expenditure on education a. Education Policy Note (FY99) systems
2020) with business and social focus. * Develop domestic university sector * Contribution of private b. Information Technology Strategy (FY99- Japan: "Look East" Scholarship

* Need to develop new skills, particularly in * Improve quality, capacity and funding of higher institutions; accreditation 00) programs; Education Loan

information technology (sciences, education, particularly financial and managerial * Degree of employer c. Labor Policy Note (FY99)
engineering): efficiency to reduce cost to Government participation in vocational d. Strengthening Institutional Capacity in

* Expand post secondary polytechnic *Increasing professional competence of teachers training Labor Market Policies (FY99-ASEM)
education * Develop strategy for * Quality improvement in e. Second Global Knowledge Conference
* Increase capacity and improve quality of selective private participation within appropriate institutions (FY00)
domestic universities regulatory framework * Labor markets information
* Public/private institutional roles system/database Lendin
inadequately defined * Measures of IT penetration a. Education Project If (FY01 ) >

in the economy (to be I
developed)

to
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6.2 0 j; l30 Su0: ortin jute r:d approaches to e management\^7

* Great deal of research and analysis, NGO Integrated/mainstreaming approaches: coastal * Environmental impact Non-lending Japan: clean energy project
partnership; could be more effectively zone, urban infrastructure, forest management, assessments mainstreamed a, Policy notes on: water supply and quality, ADB: Industrial pollution TA;
integrated into broader policy framework rural development esp. in new infrastructure inter-basin transfers, air quality analysis; tax- deforestation TA
(already in National Economic Recovery Plan) * Water demand-side analysis; possible inter- projects based incentives UNDP: Strengthening environmental
* Sectoral issues: water supply and quality basin transfers * Air and water quality b. selective analytical capacity-building management capacity; Global
(regional shortages) * Energy efficiency analysis, including shift to indicators c. sub-regional compliance and enforcement Environment Facility initiatives
* Difficulties with implementation of clean technologies network DANCED (Denmark): completed and
environmental regulations because of strained * Strengthening data/trend analysis on pollution ongoing programs supporting
institutional capacity control Lending biodiversity; national parks and
*Malaysia's considerable experience in * Emphasize monitoring and enforcement of a. Mainstreaming of environmental issues in protected areas; river quality
environmental management that could be regulations; development of compliance and investment projects. improvement; promotion of clean
shared more widely in the region enforcement network and capacity-building technologies for small and medium

* Identify new environment-friendly policy industries; pnstitutionam capacity-
initiatives, e.g. tax incentives, procurement building; peat swamps; wood
policies processing;
* Identify opportunities for regional
partnerships/expertise-sharing

0>
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CAS SUMMARY OF DEVELOPMENT PRIORITIES

Network aea Country per- Major Issue County IBR ReconcIlialion of country
forrn ce Priority Priority and IBRD priorities

/a

Poverty Reduction & Economic
Management

Poierty Reduction Good New (urban) poor; rising High High
inequality

Economic Policy Good Restoring High High
growth,consumer and
investor confidence

Public Sector Good Transparency in Modermte High Policy dialogue on best
procurement and practices; benchmarking
privaizaton

Gender Good Gender-differentiated Moderate Moderate
data

Human Development
Department

Education Good Greater efficiency and High High
quality in tertiary sector,
adequate and equitable
coverage in primary and
secondary sectors

Health, Nutrition Good Future of healthcare Moderate Moderate
financing

Social Protection Fair Better evaluation of Moderate High Support for new poverty
program outcomes monitoring framework

Environmentally & Socially
Sustainable Development

Rural development Good Incomes of rural Moderate Moderte-
smaitholders; efficiency -High High
of plantation sector

Environment Fair-Good Air quality and water Moderate Moderate
supply; better
enforcement of
regulations

Social development Good Narrowly-targeted safety Moderate High Policy dialogue; best
net practices.

Finance, Private Sector &
Infrastructure

Financial Sector Fair-Good Credit boom and bust; High High
over-exposure to
property sector and for
share purchase

Private Sector Fair-Good High level of private High High
corporate debt; corporate
governance issues

Other infrastructure Fair-Good Framework for public- Moderate High Analytical work; policy
private pattnerships advice
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