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Overview

he world economy is expected to continue

expanding for the fifth consecutive year in
2007, albeit at a more moderate pace, amidst
high crude oil prices and uncertainties in the
economy of the United States (US). While growth
is relatively lower than the 2006 performance,
it is nonetheless expected to remain strong
with further expansion in economic activities,
especially in the fast-growing emerging economies,
notably China, India and Russia, as well as
recovering Europe and Japan. Global inflation
remains at manageable levels although it has
edged upwards due to high crude oil prices.

For the advanced countries, growth is more
balanced across regions with the steady recovery
in Europe and Japan partially offsetting the
moderation in the US. Developing countries,
primarily driven by investment and robust trade,
are expected to outperform advanced countries
and increasingly contribute to global growth.
In this context, China, India and Russia are
anticipated to account for more than half of this
year’s growth. Rapid growth has also led several
large developing countries to significantly
contribute to outward foreign direct investment
(FDI), an area where traditionally, developed
countries were the main sources.

The more widely-shared growth in 2007 is
expected to spill over into 2008, with world
trade and investment projected to continue
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steadily expanding, and against a backdrop
of relatively benign inflation. The favourable
environment is expected to contribute positively
to the Malaysian economy. In addition,
Malaysia’s continued engagement in regional and
multilateral cooperation is set to further deepen
its integration with the global economy.

Global Economic Performance

The global economy is expected to expand at
5.2% in 2007, as shown in Table 2.1, mainly
driven by robust growth in China, India as well as
Russia, which is envisaged to offset the impact of
moderation in the US economy arising from the
housing market slump and dampened consumer
spending. Although global growth remains strong,
inflation is still at a manageable level.

The US economy grew at 4.0% during the
second quarter of 2007 (January-March 2007:
0.6%) as economic activity rebounded, largely
due to consumer spending, non-residential fixed
investment and exports. Since the beginning of
the year, however, persistent weaknesses in the
housing sector, exacerbated by delinquencies
in subprime mortgages, percipitated a credit
crisis over the July-August period and caused
greater volatility in the world financial markets.
Consequently, the US economy is expected to
moderate in the second half, resulting in lower
real Gross Domestic Product (GDP) growth of
2.0% in 2007 (2006: 3.3%).



The 13-nation euro area, which expanded by
3.1% in the first quarter of 2007 (January-March
2006: 3.0%), registered weaker-than-expected
growth of 2.5% in the second quarter (April-
June 2006: 2.7%). The largest economy in the
euro area, Germany, experienced slower growth
in the first half, partly due to lower consumer
spending because of the sales tax hike imposed
in January 2007, and a contraction in the
construction sector, particularly in the second
quarter. However, the outlook for the year remains
favourable, underpinned by increasing consumer
spending due to rising employment and higher
wage growth as well as robust exports. The
euro area is expected to record 2.6% growth
in 2007 (2006: 2.8%).

Japan continued its recovery into the second
quarter of 2007, posting a slightly lower growth
of 2.3% compared to 2.6% in the first quarter,
partly due to consumer spending being constrained
by falling wages and higher taxes. Growth
nevertheless was driven mainly by exports and
business investments, resulting in a nine-year
low unemployment rate of 3.7% in June. Against
this backdrop, growth for the year is expected to
be broadly maintained at a slightly higher rate
of 2.6% (2006: 2.2%), thereby extending the
present period of recovery into its sixth year.

Growth in emerging East Asia is expected to
moderate slightly to 8.1% in 2007 (2006: 8.4%).
Exports remain the main driver of regional
growth, while domestic demand continues to
improve in most economies. Apart from the
strong global demand for the region’s exports,
the buoyant Chinese economy also continues
to gain importance as an export destination
for other economies in the region, including
members of the Association of Southeast Asian
Nations (ASEAN).

In the first quarter of 2007, China posted a
higher-than-expected growth of 11.1%, which
rose even further to 11.9% in the second quarter
(April-dune 2006: 11.3%), the fastest pace in 12
years. Growth was driven by continued strong
merchandise exports and retail sales. Industrial
output rose 18.7%, the highest in almost a
decade.

To prevent the economy from overheating, the
government continues to tighten land and project
controls in addition to enforcing more stringent
environmental standards, as well as raising
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TABLE 2.1

Real Gross Domestic Product (GDP)
Growth for Selected Countries
2006-2008

(% change)

2006 2007" 20082
World 5.5 5.2 5.2
Advanced Countries 3.1 2.6 2.8
United States &3 2.0 2.8
Euro area 2.8 2.6 2.8
United Kingdom 2.8 2.9 2.7
Japan 2.2 2.6 2.0
Asia
China 11.1 11.2 10.5
Hong Kong SAR 6.8 5.6 5.0
Republic of Korea 5.0 4.4 4.4
Taiwan 4.6 4.2 4.3
India 9.7 9.0 8.4
ASEAN 5 5.4 5.6 5.8
Indonesia 585 6.0 6.3
Thailand 5.0 4.5 4.8
Singapore 7.9 7.0 5.7
Philippines 5.4 5.8 5.8
Malaysia 5.9 6.0 6.0-6.5
" Estimate.
2 Forecast.

Source: IMF and national authorities.

interest rates and reserve requirements to limit
new investments. In August, the People’s Bank
of China raised the benchmark lending rate to
7.02% and the one-year deposit rate to 3.60%
(July: 6.84%; 3.33%), the sixth increase since
April last year. Both rates are the highest in
more than eight years.

The Republic of Korea registered growth of 4.0%
in the first quarter, and strengthened to 4.9%
in the following quarter (April-June 2006: 5.1%),
primarily due to a recovery in the semiconductor
industry. Exports expanded by 10.7% in the
second quarter, and continued to be the main
driver of growth for seventeen consecutive
quarters, despite the strengthening won.

India grew by 9.1% in the first three months of 2007
(January-March 2006: 10.0%), supported mainly
by strong performances in the manufacturing
and services sectors that expanded by 12.4%
and 9.3%, respectively (January-March 2006:
9.4%; 14.2%). The farm sector, which is the



source of livelihood for about 60.0% of the
population, remains a concern, growing at only
3.8% (January-March 2006: 6.2%). The weak
performance of the sector is expected to push
food prices up, leading to inflationary pressures
in the economy.

In the ASEAN region, GDP growth for the year
is expected to range from 4.5% in Thailand to
7.0% in Singapore, mainly driven by exports
and domestic investment. Among the emerging
markets in ASEAN, Viet Nam notched 7.9% in
the first half of 2007, primarily due to surging
investments and robust non-oil exports.

As for the other developing countries, expectations
for economic growth remain robust in 2007,
ranging from 5.5% in the Middle East and
emerging Europe, to 7.6% in the Commonwealth
of Independent States. Growth is expected
to be supported by, among others, strong
consumption and investment, as well as firm
prices for commodities such as oil, gas, metals
and cotton.

Inflation has been generally well contained
despite strong global growth, although some
emerging market and developing countries face
inflationary pressures, especially from rising
energy and food prices. Crude oil prices remain
high due to production capacity constraints and
rising demand, whilst food prices have edged
up following weather-related supply shortfalls
and increasing use of biofuels. Inflation for the
year is projected to be 2.0% for the advanced
countries and 5.7% for emerging market and
developing countries.

Investment Flows

Global FDI inflows grew by 34.3% to USD1,230.4
billion in 2006 (2005: 28.9%; USD916.3 billion).
According to the United Nations Conference
on Trade and Development (UNCTAD), the US
regained its position as the largest recipient
of FDI, attracting USD177.3 billion or an
increase of 78.2% compared with 2005 (2005:
USD99.4 billion; -18.8%). The next two most
attractive destinations for FDI inflows were the
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United Kingdom (UK) registering USD169.8
billion, an increase of 3.2% (2005: USD164.5
billion; 192.7%) and France, USD88.4 billion,
an increase of 39.0% (2005: USD63.6 billion;
102.6%).

Asia and Oceania maintained their
position as leading targets for FDI in the
developing world. FDI inflows to the region reached
a new high of USD230 billion, up 15.0% (2005:
USD200 billion; 27.2%), with China drawing
USD?70 billion, down 3.3% (2005: USD72.4 billion;
19.5%) and Hong Kong SAR, USD41.4 billion,
up 15.4% (2005: USD35.9 billion; 5.6%). With
respect to cross-border mergers and acquisitions
(M&As), services remained the dominant sector,
notably telecommunications and energy, while
the primary sector, especially mining, gained
importance.

Gross FDI into Malaysia increased to RM37.2
billion in 2006 (2005: RM26.8 billion) equivalent
to 7.1% of Gross National Product (GNP), due
to increased acquisition activities by foreign
investors and retained earnings reinvested
by existing multinational corporations (MNCs).
However, after accounting for adjustments
in outflows arising mainly from loan repayments
to parent companies abroad, net FDI inflows
amounted to RM25.9 billion or 4.9% of GNP.
The Netherlands, Japan, Singapore and the
US remain the top sources of FDI in Malaysia,
predominantly in the electrical and electronics
(E&E), chemicals and chemical products
as well as food manufacturing industries.

With regard to global FDI outflows, developed
countries, led by the Netherlands, France and
the UK, remained the principal sources of such
outflows, which amounted to USD779 billion
in 2005. Meanwhile, there were significant
increases in outward FDI from developing
countries totalling USD133 billion or 17.0% of
total outflows. For more than a decade since
1992, there has been a marked increase in
growth rates of FDI outflows from developing
countries, led by India, Turkey, Colombia and
Malaysia, as shown in Chart 2.1. Factors driving
their expansion abroad include vast business
opportunities in new markets, rising costs of
domestic production, competition from low-cost
producers, push and pull factors prompted



by home and host government policies, and
the rapid growth of many large developing
countries, as well as other market-related
factors.

Among the top 15 developing countries, Malaysia
ranked eighth in terms of outward FDI in 2005.
Most investments were undertaken through
acquisitions and joint ventures with some
greenfield investments led by large and
established Malaysian corporations in the
petroleum and services sectors, followed by
construction, manufacturing and agriculture.
Malaysian investments were directed to various
parts of the world, in particular Indonesia (oil palm
plantations, banking and telecommunications),
Middle East and South Asia (infrastructure,
housing and highway projects), Africa and Central
Asia (oil and gas), as well as China (utilities).

Global FDI growth is forecast to continue its
upward momentum throughout 2007, with the
services sector, particularly information and
communications technology, public utilities,
transportation, tourism, as well as hotels
and restaurants, as the main source of

CHART 2.1

investment growth. E&E products, machinery
and equipment, as well as metals and
metal products are expected to contribute the
largest FDI growth in the manufacturing sector.
In the primary sector, higher prices and strong
demand for natural resources are expected to
increase FDI flows, notably into mining and
petroleum.

Trade Flows

World trade continues to expand in 2007,
albeit at a slower pace of 7.1% (2006: 9.4%).
Continued strong global growth and sustained
import demand of 7.3% (2006: 9.4%), particularly
for raw materials and commodities, are the main
contributors to trade growth.

Demand for imports in the euro area is expected
to expand by 5.4% (2006: 7.9%), supported by
rising business confidence. Imports by Japan are

Annual Average Growth Rates of Outward FDI Flows from Selected Countries

1992-2004
( 3-year moving average, percentage)
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likely to moderate to 3.0% (2006: 4.5%) as a
result of the depreciation in the yen. Following a
substantial moderation in corporate and residential
investments, import growth in the US will likely
be restrained to 3.7% (2006: 6.0%). Despite
lower import growth at 12.8% (2006: 15.0%),
emerging economies will contribute significantly
to world trade, with China leading the way.

In the commodities markets, crude oil prices soared
in early August 2007, breaching USD78 per barrel
on the back of civil unrest in Nigeria, continuing
US refinery constraints and geopolitical tensions
in the Middle East. These factors, combined
with growing global demand, are expected to
keep prices fluctuating at a relatively high level.
Crude oil price hikes and rising environmental
awareness have caused the demand for alternative
fuels, particularly biofuels, to rise. Consequently,
prices of biofuel inputs, primarily corn, palm oil,
sugar cane and rapeseed, remain high. Non-oil
commodities such as palm oil and rubber will also
benefit from price gains due to strong demand,
especially from China.

The current moderation in the E&E sector is
expected to improve in the second half of the
year. Global semiconductor sales are estimated
to grow by 1.8% or USD270 billion (2006: 10.0%;
USD247.7 billion) despite sharp declines in
average selling prices for microchips due to stiff
competition and excess inventories. The lower
average selling price is compensated by higher
sales volume of semiconductors, driven by healthy
growth in major end-markets such as personal
computers, digital consumer appliances and
mobile communications, especially in Asia Pacific.
Continued growth in E&E is expected to sustain
demand for other commodities such as metals
and metal products, in particular copper.

Exports of commercial services, which expanded
less rapidly than merchandise exports, rose by
11.0% to USD2.7 trillion in 2006 (2005: 11%;
USD2.4 trillion). Exports of services from Asia
continued to grow faster for the third consecutive
year than the global average and the region’s
services imports, thereby reducing the region’s
deficit in services trade. The US, the largest
services exporter, accounts for 14.3% of the total,
mainly in business and financial services. Other
major exporters included the UK (8.2%), Germany
(6.1%), Japan (4.5%) and France (4.1%).
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Malaysia, an open and trade dependent economy,
is expected to reap benefits from the continued
expansion in world trade. Malaysia’s external trade
grew 2.2% to reach RM522,383 million during
the first six months of the year (January-June
2006: 11.4%; RM511,112 million). Malaysia’s trade
surplus, however, contracted 10.4% to RM43,597
million (January-June 2006: 1.6%; RM48,638
million) amidst softer global demand for E&E
products. The US, Singapore, Japan and China
continue to be Malaysia’s major trading partners,
and accounted for 48.3% of total trade during
the first six months of the year (January-June
2006: 50.2%), as shown in Chart 2.2.

The US, Malaysia’s largest trading partner,
accounted for 14.1% of total trade (January-
June 2006: 16.5%) during the first six months
of the year. E&E products comprised 77.5%
(January-June 2006: 79.8%) of total exports.
A weak US dollar coupled with sluggish
demand for automatic data processing (ADP)
machines and parts, hybrid integrated circuits,
digital monolithic integrated circuits as well
as telecommunication equipment and parts
saw exports of E&E products to the US
contract by 14.1% (January-dJune 2006: 9.2%).
Imports posted a similar trend, declining
14.1% on weak demand for E&E components,
machinery, appliances and parts as well as optical
and scientific equipment. Consequently,
Malaysia recorded a lower trade surplus
of RM19,439 million (January-June 2006:
RM21,048 million) during the period, as
shown in Table 2.2. E&E exports to the
US are anticipated to pick up towards the second
half of the year on account of seasonal sales,
more competitive prices as well as introduction
of new consumer electronic products.

Singapore remains Malaysia’s second largest
trading partner with a share of 13.2% (January-
June 2006: 13.9%) to total trade. Imports outpaced
exports, expanding 6.9% (January-June 2006:
10.0%) in the first six months of the year led by
strong demand for refined petroleum products and
sustained demand for E&E products, chemical
and chemical products as well as machinery,
appliances and parts. In contrast, exports to
Singapore, comprising mainly E&E components
and refined petroleum products, fell by 9.1%
(January-dune 2006: 13.8%). This was primarily
due to weak demand for E&E products and



g'e 9CL
X144 X4
£6L- 289
8’62 8'9-
962 €9-
9'6e- 090}
/'62- G69
cGl- €49
8'6¢ 092
L'l- 208
(A1 G'6
L°G€ 90t
Sve- €0
18- 20
9t (N4
8°0- 8’L-
Z'h-  6cC
0ve 02
L 0’s
£€L Z'hle
G'9e 99y
v9Z2-  1LTh-
lc g8l
c€ Lyl
9°'L- o€l
6¢cec (404
Q'L vee
66/ ooz
€/ A4
0oL VL
9°0- ()
69 0oL
Lvk- 18l
002 9002
spoduwy

(%) @18y Ymosn

L soL
X4 ez
08l LS
9°6e- 6°GLL
0L 0e
€9z L9
6°0¢ lee
Loy 67
G'9¢ €9
602 6°GL
S0} 291
v'i 9vL
g€ G'8L-
G/ v've
ve 8¢l
G'h- g9
€l 961
6°0C 8L
96 Ll
Lo Lech
oce- 88
(A '/
Z2'le 97
8- £/
L) vel
G'6 AV
96 g'ql
0°€L- L
g'6e S¢clh
88 08
89 g0
L°6- 8¢l
SL- £
1002 9002
spodx3g

0004 000t
(%4 g'e
80 60
€0 €0
X4 L'l
S0 80
€0 0
vl A
60 20
9°¢ (%4
' 60
€l oL
S0 90
60 (3
vl Gl
vl vl
20 80
0S 44
0cl 'L
L0 00
el (3
2L £C
8¢ or
GG [N
€L orL
L9 cs
(4 v'e
6¢C (N4
z2ch 8Ll
v'9Z 6vC
L'eL 9°€L
9L 'l
L L€
002 9002
spoduwi

0°004 0004
€ (4
9L €l
€0 S0
€€ (4
L0 L0
€0 €0
0 €0
YA el
e 9T
c€ 6¢C
oy 4 ov
€0 €0
20 20
't €l
A 8l
8¢ ve
[*N4 1x4
L'eL 1 X4
zo 2o
(03 el
vl vl
(0K Exc]
LG 49
oL 60t
8¢ 9¢c
N4 6°€¢
97 €¢G
18 g9
8'6L v'8L
€6 88
Syl 291
S9L 88l
002 9002
spodx3g

(%) IejoL jo aieys

16S‘ey
099-
665
161
'y
106~
99z
L2L'e
119°C
¥8l
2009
826°8
oLe-
S02-
09
GZ9'L
850°6
111"
(WEA:]
¥9v
08-

6

116G
6.€°)
L16-

019°9-
L6¢-
G96'G
85C'9-
€ies-

820'G-

6.e'cl

6161
2002

8€9'8y
626
v6S°L
926
GS6‘Y
9/S°}-
6v7¢-
€L0°¢-
8661
0.0°c-
€16°S
S€6'8
189~
0¥S-
(104
vL9°)
919°,
v0L'€-
888,
€€3
6vS‘L
85I~
Lv8'e-
£€25C
€V6°L-

€15V
9€S5°}-
GE0'6

9€6°8-
€1L0'0-

G68°0-

€82°61

8v0‘Le
9002

aouejeqg apel]

€6e'6ec  Le2'LET
1186 v€0°8
918°L eVL'T
06L 809
¥50°S 668°c
8zl 1GL°)
189 8.6
LGe'e 2G6'€
vhL'e zLg'L
9/9°8 66€°6
616C 651°C
00z°‘c 65€C
180°L zer'L
102 2or'e
EvY'e 68€°C
Liz'e 862'¢
G8G'L 98.°L
1G6° L1 796
61882 166
291 76
000°€ 861°C
096'¢ 8/€'S
L¥0'6 ¥62°6
8zL'elL S1L.2)
GZ6°LE Lev'ze
S¥9'vL vL6LL
Y9€CL 9¥S'CL
6269 8LL'G
0.1'62 68122
181°€9 SOP°LS
09Z°LE esvLe
LeL'Le 226'se
[+1] Wk4 9/6°L€
002 9002
spoduwy
uoljjiw Ay

‘eisAele\ ‘soisiiels 4o uswpedsq : 821n0S

06628C  G/8'6.2
1516 €96'8
oLy Le2'¢
186 ves‘t
9.v'6 vs8's
(¥44 Sl
56 6¢.
0€z'L 8.8
T6L'Y LLg'e
098‘s 62€°L
226'8 2L0'8
8zl v62°LL
V1L Sv.
200 298°L
€0S°€ 06G°€
968'Y 2L6'Y
v¥9'0L L0v'6
1812 0v6'G
060°LE 9¢€8°ce
929 129
126'C LyL'E
696'€ 0z6'e
0Lv'8 YS9
L0G'vL 8€Z'GL
800°L€ 881°0¢
GEO'8 LrE'L
990°Ct 0L0°LL
€68°CL €18'vl
zL6'ce €681
v.6'GS eSYLS
zeeoe 865V
00L‘L¥ 90Z'Sy
v.S'9p ¥29°2s
002 9002
spodx3

1ejor
PIIOM 33 JO }SdY
eslyy
puejeaz maN
eljessny
uewQ
uel|
elqely Ipneg
ssjeliwz qely pajun
eISY JS9M
elpu|
eisy ynos
puejal|
Ajey
Qouelq
wopbury papun
spuepayleN
Auewsan
uojun ueadoingy
1aunig
Wwen jeIA
sauiddijiyd
elsauopu|
puejieyl
(a1odebuig Buipnjoul jou)
NVaSV
uemie|
©210Y| J0 ol|gnday
yvS buoy| BuoH
eulyo
(uedep Buipnjoui Jou)
eIsSy jse3 YloN
uedep
alodebuig
Sajejs pajun

aunp-Aienuep

eisAejep - apel] [euta)x3 Jo uondaliq

¢'¢c31avlL

18



CHART 2.2

Direction of External Trade - Malaysia
January-June 2007
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"Not including Singapore
Source: Department of Statistics,Malaysia.

lower shipments of refined petroleum products.
Accordingly, total trade declined by 3.2% to
RM68,820 million in the first six months of the year
with Malaysia recording a lower trade surplus of
RM13,379 million (January-June 2006: RM71,128
million; RM19,283 million). An upswing in global
demand for E&E products towards the second
half of the year is expected to boost bilateral
trade between the two countries.

Malaysia continues to record a trade deficit
with Japan, its third largest trading partner
and largest source of imports. However, a lower
trade deficit of RM5,028 million (January-June
2006: RM®6,895 million) was recorded in the first
six months of the year following higher exports
of liquefied natural gas (LNG). Imports were
sustained at RM31,260 million while exports,
led by robust demand for LNG, rebounded
6.8% to RM26,232 million (January-June 2006:
RM31,453 million; -0.5%; RM24,558 million).
Principal exports to Japan include semiconductor
devices, telecommunications and sound
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IMPORTS
RM239,393 million
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equipment, ADP machines and parts, LNG
as well as wood products while imports include
E&E components, machinery, appliances and
parts as well as iron, steel and other metal
products.

Exports to China, Malaysia’s fourth largest
trading partner, have been on the uptrend,
driven by robust demand for E&E products, palm
oil, chemical and chemical products as well as
natural rubber. Rapid developments in China’s
information and communications technology
sector, coupled with strong presence of MNCs,
have fuelled demand for E&E products, in
particular, digital monolithic integrated circuits as
well as ADP machines and parts which surged
35.9% during the first six months of the year
(January-June 2006: 16.6%). Imports from China
comprised mainly ADP machines and parts,
semiconductor devices, machinery, appliances
and parts, chemical products as well as iron,
steel and other metal products. Trade with
China remains in deficit, although it narrowed to



RM6,258 million (January-June 2006: RM8,936
million) during the first six months of the year
on account of higher exports of manufactured
goods and shipments of palm oil.

ASEAN (excluding Singapore) remains an
important regional trading partner. Its share
to Malaysia’s total trade was sustained at
12.0% (January-June 2006: 12.3%) during
the first six months of the year. Trade deficit
with ASEAN, however, improved significantly
by 52.8% to RM917 million (January-June
2006: -24.2%, RM1,943 million). This is mainly
on account of lower imports of semiconductor
devices. Main exports to ASEAN included parts
and accessories for ADP machines, semiconductor
devices, organic chemicals, crude petroleum as
well as machinery, appliances and parts. E&E
products, chemicals and chemical products,
transport equipment as well as crude petroleum
formed the bulk of imports.

Efforts toward market diversification through
bilateral, regional and multilateral trade initiatives,
trade facilitation as well as aggressive trade
and investment promotions have seen the
emergence of new export markets for Malaysia.
Of increasing significance are the Netherlands,
India, Pakistan and several countries in
West Asia, including United Arab Emirates,
Turkey, Saudi Arabia and Iran. Principal exports
to these countries in the first six months were
E&E products, crude petroleum, palm oil, jewellery,
chemical products, optical and scientific equipment
as well as machinery, appliances and parts.

International Economic
Cooperation

As countries become more integrated into
the global trading and financial system, it is
imperative for Malaysia to actively engage in
international cooperation efforts to share
ideas and seek solutions at the regional and
multilateral levels towards addressing common
issues with a view to ensuring global financial
stability. The key fora where Malaysia actively
participates include ASEAN, ASEAN+3 (China,
Japan and the Republic of Korea), Asia Pacific
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Economic Cooperation (APEC), Asia-Europe
Meeting (ASEM), International Monetary Fund
(IMF), World Bank, Asian Development Bank
(ADB), Islamic Development Bank (IDB) and
World Trade Organisation (WTO).

The year 2007, which marks the 40" anniversary
of ASEAN cooperation, will also be a watershed
for ASEAN integration and community building.
In this regard, the Kuala Lumpur Declaration
on the Establishment of the ASEAN Charter,
signed on 12 December 2005, provided the
impetus for the drawing up of the landmark
constitutional document embodying fundamental
principles, goals, objectives and structures for
ASEAN. The ASEAN Charter, which the Leaders
are expected to endorse by end-2007, will also
confer a legal personality on ASEAN, thus
formalising its establishment as a full-fledged
inter-governmental organisation.

A parallel development is the effort to accelerate
the establishment of the ASEAN Economic
Community (AEC) by 2015, ahead of the full
realisation of the ASEAN Community in 2020.
The AEC will transform ASEAN into a single
market and production base, a highly competitive
economic region and a region of equitable
economic development, fully integrated into
the global economy. Under the ASEAN Finance
Ministers’ process, Malaysia currently chairs the
initiative on the ASEAN Infrastructure Financing
Mechanism, which aims to recycle ASEAN savings
into infrastructure development and to spur further
economic growth in the region.

In the context of strengthening regional financial
stability, ASEAN+3 continues to deepen financial
cooperation through two principal initiatives,
namely, the Asian Bond Markets Initiative (ABMI)
and the Chiang Mai Initiative (CMI). The ABMI
aims to foster the development of bond markets
in the East Asian region, while the CMI was
established post-Asian financial crisis to assist
member countries facing liquidity or balance
of payments problems (refer feature article,
Regional Cooperation in East Asia: Chiang Mai
Initiative).

In the effort to promote free and open trade
and investment in the Asia Pacific region, APEC
continues to focus on trade and investment
facilitation as well as finance cooperation. In line



REGIONAL COOPERATION IN EAST ASIA: CHIANG MAI INITIATIVE
Overview

The Chiang Mai Initiative (CMI) is a regional liquidity support facility through which the central banks
of the 13 ASEAN+3 member countries agreed to make available lines of credit to each other in
the event of a temporary balance of payments or liquidity crisis." An offshoot of the 1997/98 Asian
financial crisis, the CMI was launched in recognition of the need to collaborate more cohesively,
both as a buffer against the recurrence of a similar crisis as well as to meet the challenges posed
by globalisation and liberalisation. The prevailing circumstances at that time underscored the need
for a quick-response, cooperative financing arrangement that could supplement the International
Monetary Fund (IMF) facility.

Framework of the CMI

The CMI comprises the ASEAN Swap Arrangement and a network of Bilateral Swap Arrangements,
as follows:

i. ASEAN Swap Arrangement (ASA) — launched in 1977 with a total facility of USD100 million,
the ASA initially involved Indonesia, Malaysia, the Philippines, Thailand and Singapore. The
ASA has since been expanded to include all ASEAN member countries, with a total sum
of USD2 billion currently at members’ disposal. A member country could request to swap
its domestic currency for US dollar, yen or euro up to twice its committed amount and
for up to six months. As a quick disbursement facility, drawdown from the ASA would be
made within seven business days upon request to the designated Agent Bank managing
the facility; and

ii. Bilateral Swap Arrangements (BSAs) — the size of the swap arrangement under each
agreement signed between ASEAN+3 member countries is determined through bilateral
negotiations. A quick disbursement of up to 20.0% of the maximum drawdown would be
allowed when the swap-providing country determines that the swap-requesting country is
facing a short-term liquidity problem. The balance will only be released once the swap-
requesting country is on an IMF programme. To date, 16 BSAs totalling USD80 billion have
been signed involving eight member countries.

Recognising the importance of macroeconomic and financial surveillance in the early detection of
systemic risks within the region, the CMI also provides for timely data exchanges and regular reviews.
The biannual Informal ASEAN+3 Finance and Central Bank Deputies Meeting continues to reinforce
the exchange of information and encourage frank and candid discussions on regional issues. To
further enhance the policy dialogue process, the following two groups were established:

i. Group of Experts — this Group comprises several regional professional experts. It serves
as an independent assessment vehicle of economic and financial vulnerabilities, particularly
in the areas of macroeconomic policy, fiscal policy, monetary policy as well as trade and
international finance; and

ii. Technical Working Group on Economic and Financial Monitoring — this Group assists
in developing an early warning system to detect emerging risks as well as strengthening
member countries’ surveillance capacities and capabilities.

Next Steps

To further strengthen the CMI, the ASEAN+3 member countries have agreed to work toward an
advanced framework to multilateralise the CMI. A Task Force has been set up to study the possible
options and, as an initial step, will focus on establishing a self-managed reserve pooling arrangement
governed by a single contractual agreement.
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In conclusion, the advancement of the CMI framework reflects the strengthening of ASEAN+3
cooperation. Supported by enhanced macroeconomic surveillance and data exchanges among
member countries, the multilateralisation of the CMI is expected to fulfill its objective of further
augmenting financial stability and resilience in the East Asian region.

1 Encompasses the ten member countries of the Association of Southeast Asian Nations (ASEAN), as well as China, Japan

and the Republic of Korea.

with this, the APEC Finance Ministers’ process
continues to emphasise fiscal sustainability as
well as the development of finance and capital
markets. Member economies also derive benefits
from various capacity building programmes
in these areas, organised by APEC-affiliated
financial institutions, including international
financial institutions.

The cooperation between Asia and Europe under
ASEM aims at fostering a closer relationship and
promoting greater understanding between the
peoples of both continents in the spirit of mutual
respect and equal partnership. The membership
of ASEM, which originally comprised 25 European
Union (EU) countries, the European Commission
and ASEAN+3 countries, was further augmented
with the admission of Bulgaria, Romania, India,
Mongolia and Pakistan. Following the success
of the ASEM Trust Funds | and Il, the ASEM
process, which includes biennial meetings of the
Finance Ministers, will focus on the establishment
of ASEM Trust Fund Ill to promote dialogues
in economics and finance, employment and
social policy, environment as well as cultural
diversity.

Malaysia continues to engage with the Bretton
Woods Institutions, namely, the IMF and World
Bank. The IMF Executive Board concluded the
2006 Article IV consultation in February 2007
and welcomed the continued robust performance
of the Malaysian economy. The Board was
encouraged by the progress achieved in the reform
of government-linked companies and welcomed
further efforts in strengthening the financial
sector. They also supported Malaysia’s focus on
upgrading human capital to meet the needs of
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higher value-added industries and reducing red
tape to improve the investment climate.

Malaysia continues to work closely with the
World Bank in non-lending programmes,
in particular training and advisory services.
Under these programmes, Malaysian officials
and institutions have benefitted from various
capacity building initiatives in areas such as
taxation, investment, education, knowledge-
based economy and productivity. Malaysia
was the spokesperson for the Southeast Asia
constituency in the International Monetary and
Financial Committee in 2006 and represents the
Group in the Development Committee for 2007.
In this regard, Malaysia has an important role
to play in the current debate on quota reform
and other governance issues of both institutions
to ensure greater voice and representation to
better reflect today’s world economy, including the
many fast-growing emerging markets, especially
in Asia.

Having graduated from the ADB borrowing
programme in 2006, Malaysia’s engagement is
now largely focussed on technical assistance and
regional cooperation programmes. Malaysia has
also contributed a total of USD15 million since
1997 to the Asian Development Fund, which
provides concessional loans for less developed
member countries to undertake programmes to
reduce poverty and improve the quality of life.
Malaysia’s future engagement will continue to
focus on, among others, promoting regional
integration in financial markets, enhancing
public goods provision in the health sector
and supporting sustainable environmental
management.



Malaysia’s involvement in the IDB includes
actively promoting Islamic finance, trade and
investment among member countries. In May
2007, Malaysia pledged USD20 million to the
IDB’s Poverty Alleviation Fund (PAF), which aims
to reduce poverty through infrastructure, health
and education projects. In recognition of its role
in the IDB, Malaysia secured a directorship for
the period of 2007-2010 in the International
Islamic Trade Finance Corporation (ITFC). As an
autonomous body of the IDB, the ITFC focuses
on promoting trade among member countries
through various trade financing products and
capacity building programmes. Malaysia will
enhance its involvement with the IDB, especially
through the ITFC and PAF, as well as further
cooperation in the coming years in areas such
as trade, zakat management and Islamic financial
market development. In the move to strengthen
its presence in the region, the IDB is in the
process of setting up a permanent regional
office in Cyberjaya.

As an open economy, Malaysia remains committed
and participates actively in the WTO rules-making
process and trade liberalisation negotiations.
In February 2007, Malaysia assumed the
chairmanship of the General Council, the
WTO'’s highest decision-making body. This is in
recognition of Malaysia’s active role and positive
contributions to WTO negotiations, having chaired
the Dispute Settlement Body in 2006 and the
Negotiating Group on Trade Facilitation from
2004-2006.

Malaysia’s chairmanship of the General Council
is challenging now that the Doha Round, with a
specific focus on development, has reached a
critical stage. Having missed several deadlines and
suspended since July 2006 due to the impasse
over the necessary concessions, the resumption
of negotiations in February 2007 raised hopes
on the possibility of concluding the Round by
end-2007. However, chances are now slim after
the breakdown of trade talks among the four
key players (G4), namely the US, EU, India and
Brazil, in June 2007. While the immediate focus
is to attain agreement on the three key issues
— agricultural tariffs, agricultural subsidies and
industrial tariffs — negotiations on other areas of
the Doha Development Agenda such as services,
safeguard mechanisms and intellectual property
rights remain equally challenging.
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Outlook 2008

Global growth in 2008, expected to be generally
more broad-based both across regions and within
countries, will continue to spur world trade and
investment flows. Growth in world trade volume
is projected at 7.4% in 2008 (2007: 7.1%),
supported by steady demand-driven expansion
in global high-technology industries, commodities
and services. With regard to investment, global
FDI is expected to remain strong, driven by rising
M&A activities, sustained economic growth and
an increase in fixed capital spending. Leading
FDI recipients among the developed countries
would be the US, Belgium, Luxembourg, France
and the UK, while China, Hong Kong SAR,
Singapore and India are expected to be the top
four among newly-industrialised and emerging
economies.

The positive outlook, however, could be affected
by a fallout of the US subprime mortgage crisis,
impacting on the real economy in the US and
the global economy. The ensuing credit crunch
prompted central bank intervention in early August
to ease pressures on the global financial system,
but the effectiveness of the measures has yet
to be determined. Other near-term risks include
the possibility of a disorderly unwinding of global
imbalances, and global inflationary pressures
arising from higher crude oil prices.

In the longer term, risks that could undermine
growth encompass trends such as aging
population and rising protectionist sentiments,
as well as environmental consequences of rapid
development. These issues will continue to be
discussed at various regional and multilateral
fora with a view to ensuring economic stability
and sustainable development.

Notwithstanding these risks, the global economy
is anticipated to continue expanding at 5.2%
in 2008 (2007: 5.2%) with Japan, Europe and
emerging Asia, in particular China and India,
counterbalancing a possible moderation of the
US economy. Malaysia is well positioned to
take advantage of the growing external market
as well as the increasing trade and investment
opportunities, supported by continuous efforts
to enhance national competitiveness and
resilience.



