Isolation economics: can Malaysia weather the Asian storm?

In September 1998, Malaysia, not for the first time, bucked the trend of other countries within the region and refused to go to the IMF for financial assistance. By contrast it instigated a series of measures to isolate itself from the volatility of international capital markets. It implemented a series of strict capital controls on the ringgit, cutting the economy off from the activities of speculators. In order to compensate for the subsequent reduction in overseas investment, the Malaysian government instigated a series of measures to boost the supply of domestic credit, by as much as 8 per cent a year. This involved capping the rate of interest banks could charge on loans and reducing bank reserve requirements. 

Critics are however, concerned about the ability of the Malaysian financial system to allocate capital efficiently. If it goes into unproductive sectors such as property and stock markets, the long-term recovery of the economy looks set to be slow. They argue that what is required is the complete and total overhaul of the Malaysian banking system, which is unlikely to be aided by its isolation from the international economy.

Want to find out more?

The key issues you need to consider here are the problems facing a country from waves of speculation, and how such speculation might be controlled. Economics 3rd Edition section 24.3 discusses the problems of speculation under a floating exchange rate system. Also consider Box 24.4 which considers how currency speculation is transmitted from country to country. How currency instability might be controlled is reviewed in 3rd Edition Box 24.12 or 4th Edition section 25.4.

Economics for Business section 31.4 also reviews how speculative behaviour might be regulated.

