DPO1

Monetary Economics and the

Malaysian Financial System

8 MAY 2000

. Time allowed . Three (3) hours
. Total number of questions . Six (6) questions
Number of questions to be answered : Four (4) questions

Part A : Compulsory question [40 marks]
Part B : Three (3) questions [20 marks each]

. Candidates must obtain a minimum of 20 marks in Part A as well as pass the paper as a
whole.

Begin each answer to a new question on a fresh page.

. Answer all questions in English.




PART A

COMPULSORY QUESTION

1. €) 0] Explain the term “financial intermediation” and briefly discuss the advantages and
disadvantages of the financial intermediation process. [4]
(ii) Briefly outline four types of potential risks in the financial market. [2]
(iii) Briefly describe the present structure of the Malaysian financial system. [4]
(b) 0] Discuss the key features and functions of the money market. [4]
(i) Does the capital market contribute to economic development? Explain. [2]
(i) List the instruments traded in both the capital market and the money market. [2]
(c) 0] Bank Negara Malaysia (BNM) has implemented several monetary measures in 1998
to expedite economic recovery. Discuss any two of these measures. [4]
(i) Briefly explain the monetary stance of BNM in 1999. [4]

(d) Describe briefly any three of the following:

(e)

PART B

0] The advantages of “selective credit controls” in the banking system. [2]
(ii) The “flow of funds” in the financial system. [2]
(i) The CAMEL rating framework [2]
(iv) Currency-deposit ratio [2]
0] Using a schematic diagram, explain the impact of a contractionary monetary policy on

the economy. [4]
(i) Does the targeting of interest rates help to reduce the impact of an economic

downturn? Explain. [4]

(Total:40 marks)

ANSWER THREE (3) QUESTIONS ONLY

2. (a)

(b)

(©)
(d)

Distinguish the type of utilisation of funds by commercial banks, finance companies and

merchant banks. [5]
0] What do banks do when they observe that some of their borrowers may default?  [2]
(i) Do banks usually welcome a reduction in reserve requirements? [2]
Briefly explain the functions of asset and liability management in commercial banks. [5]

Answer any three of the following:

0] Briefly describe the strategies taken by commercial banks to mitigate credit and
liquidity risks. [2]
(i) Explain two advantages of investing in unit trusts. [2]
(i) Describe one major difference between Islamic Banking and conventional banking in
Malaysia. [2]
(iv) Explain two objectives of establishing the International Offshore Financial Centre. [2]

(Total:20 marks)
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3. @
(b)
(c)
(d)
(e)
4. @
(b)
(c)
5. (€)
(b)
(c)
(d)
6. (€)

(b)

Discuss two key functions of a central bank and list three broad macroeconomic objectives of
a central bank. [5]

Explain why a central bank imposes a minimum liquid assets requirement for financial
institutions. [5]

Briefly explain the type of assistance that can be rendered by a central bank to “troubled”
financial institutions. [2]

How does a central bank influence the supply of money in the economy? [3]
State and explain the new framework for the computation of the Base Lending Rate (BLR) for
commercial banks and finance companies in Malaysia. Explain briefly why the BLR of
commercial banks is lower than that of finance companies. [5]

(Total:20 marks)

Discuss on how the net operations of the government, lending operations of a central bank and
the external sector determine money supply in the economy. [6]

Answer any three of the following:

0] Why do households shift money from “non-interest bearing deposits” to “interest
bearing deposits”? [3]
(ii) Define the terms “monetary base” and “money multiplier”. [3]
(i) Define the terms “narrow” and “broad” money. [3]
(iv) Explain the reasons why a central bank cannot control both the interest rates and
money supply at the same time. [3]

Compute the following:

0] Given a statutory reserve ratio of 0.8 and a ratio of currency to demand deposits of
0.2, compute the size of the money multiplier. What happens to the money multiplier if
there is an increase in both the statutory reserve ratio and the ratio of currency to
demand deposits?

(i) Compute the net impact on money supply in the economy if the external reserves of
Bank Negara Malaysia increase by RM40billion, while the banking system records a

decline in the net external assets by RM10billion. [5]
(Total:20 marks)

Briefly outline three key objectives of monetary policy. [5]

Monetary policy is conducted mainly through the money market. Discuss. [5]

Briefly discuss five factors that could undermine the effectiveness of a central bank’s monetary
policy. [5]

Explain the differences between “intermediate” and “operating” targets of a monetary policy. [5]
(Total:20 marks)

Discuss two similarities and three differences between the World Bank and the International
Monetary Fund. [5]

In response to the Asian financial crisis, Malaysia adopted selective capital control measures in
1998.

0] Explain two reasons why Malaysia adopted the selective capital control measures in

1998. [2]

(i) Outline any two of the selective capital control measures adopted by Malaysia in

1998. [2]

(i) Describe two major impacts of the selective capital control measures on the

economy. [2]
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(c) Explain the differences between:

0] “Appreciation” and “depreciation” of the currency. [3]
(i) “Devaluation” and “revaluation” of the exchange rate. [3]
(i) “Short-term” and “long-term” capital flows of the balance of payments. [3]

(Total:20 marks)

- END OF QUESTION PAPER -
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IOUTLINE ANSWERS

PART A

Question 1

This compulsory question which focused on various areas such as financia intermediation, capital and money
market and monetary palicies, was the best attempted question. Those candidates who scored above 70% of the
alocaed marks had a sound knowledge of the various areas examined.

1 @ 0) Financial intermediation is the process by which a financial intermediary plays the
role of an utimate borrower and an utimate lender. It primarily operates in the
savings market and the aedit market. However, in the present situation, financial
intermediaries will operate in various markets, transacting their own instruments not
only diredly with the eonomic units in an economy, but also among themselves.
These markets are broadly identified as:

J money market

. foreign exchange market

. capital market

J financial futures and ogtions market

Advantages

J Allow savers to purchase assets that are relatively safe and more liquid.

These ssts ean interest rates.

J Advantages of economies of poding saver's funds to reduce the st of
transadions. Individual savers are &le to ean higher returns on their
savings and barowersredize alower cost of funds.

. Offer savers a well-diversified patfolio of assets and this will reduce the
risksinvolved ininvesting in asingle asst. A limited number of assets will
increase the risk of default and risk loosing the entire as<et portfolio. Hence,
financial intermediary can offer the small saver a reduction in risk through
diversification of their portfolio.

Disadvantages

J Several costs are involved in the process of intermediation, namely,
expenses of servicing depaosits and loans, return to capital, the intermediary
businessand reserve requirement.

d Regulations imposed will affed the aility of financial markets and
institutions to provide risk-sharing, liquidity and information services.
Restrictions on type of instruments that can be traded in markets affed
liquidity. Regulations limiting the aility of financial institutions to hold
certain types of assets or to operate in various geographic locations affea
risk sharing and the potential for diversification.

(i) The potential financial market risks: (Select any four risks)

J The potential of credit risks that the counter party will fail to fulfill (credit)
the mntrad.
d Liquidity risks associated with losses from forced sales when there is

insufficient liquidity to med contradual obligations.

. Operational risks as aresult of failure of internal controls, procedures and
operating equipment, software and systems.
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. Political risks due to losses attributed to changes that affed public
confidence

. Systematic risks as a result of a failure of one party, which triggers a
failure dsewhere in the system (e.g. contagion).

(iii) Basicdly, the structure of the Malaysian financial system comprises the following
institutions:

Financial Institutions

The banking system is the key component, and comprises the Centra Bank,
commercial banks, Bank Islam Malaysia Berhad, finance ompanies, merchant
banks, discount houses and foreign banks' representative offices.

Non-banking Institutions

Supervised by the government including development finance institutions, savings
institutions, provident and pension funds, insurance mmpanies and a group of other
financial intermediaries.

Capital Market
Refers to the market in longer-term financial assts. This comprises al public and

private debt instruments with maturity excealing one yea.

(b) (i The fedures of the money market are & foll ows:
d The money market comprises the interbank market where lending and
borrowing of short-term funds will take place
d The money market is an integral part of the financial system and the money
market instruments are generally more liquid compared to the capita
market.

The functions of the money market are;

. To remncile the interest of both the lenders and barowers, that is,
institutions and individuals with temporary surplus funds and institutions
and individuals who are in need of fundsimmediately for a short period.

J To provide financia institutions with the fadlities for adjusting their
portfolios over a short period. Indeed, money market is an important market
for the transmission of monetary palicies of a central bank.

(i) There ae many benefits of having a strong capital market. Thus, many measures
have been taken by the government to strengthen the caital market. The roles of the
capital market in economic development are & foll ows:

J It will asdgst the process of emnomic growth. The presence of the capital
market will mobili ze medium-term funds as well as long-term funds from a
wide-spedrum of the population to finance public development programs as
well as private investments.

d The presence of the caital market will provide the needed intermediary
services to raise funds for investments by the private sedor as well as other
productive business adivities.

J It promotes private enterprise and emnomic adivity by providing
intermediary servicesto raise funds for corporate investment and expansion.
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(iii)

The instruments traded are & foll ows:

Capital Market

J Government seaurities (including Malaysian Government Seaurities (MGS),
Khazanah bonds, and Malaysia savings bonds)

J Private sedor shares (ordinary shares and new issues of shares)

J Debt seaurities (including straight bonds, convertible bonds, bonds with
warrants, |slamic bonds, Cagamas bonds)

J Short-term securities (commercial papers and Cagamas notes)

Money Market

d Treasury bills, MGS, Bankers Acceptances, Negotiable Instruments of

Deposits and Bank Negara Bill s

(c) (i Monetary measures taken by Bank Negara Malaysia (BNM) were cdegorised in two
phases, namely, the Adjustment and Stabili sation measures ( January-July 1998 and
Economic Rewvery Plan (from August 1998. During the first seven months, the
measures were amed at enhancing the efficiency of the money market, to allow
interest rates to refled the underlying liquidity conditions. From ealy August, the
measures refleded the eaing of monetary policy to suppat economic recmvery and
strengthen the financial system.

The monetary measures are & foll ows: (Seled any two measures)

. Banking ingtitutions were dlowed to cortinue to provide bridging finance
to howsing devdopers to start new projeds for residential properties costing
RM150,000 and below.

J To ensure that there were sufficient funds to finance the econamic recovery
process banking institutions with the caadty to lend were encouraged to
achieve aminimum annual loan growth of 8%.

J Seledive exchange ntrols were introduced on 1 September 1998 to
insulate the Malaysian economy from the prospeds of further deterioration
in the world economic and financial environment and to regain monetary
independence On 2 September 1998 the exchange rate for the ringgit was
fixed at RM3.8 against the US ddll ar.

(i) The monetary stance of BNM in 1999

. The overall palicy was direded at supparting economic recovery. The focus
was to creae afavorable environment that will suppart economic recmvery
whil e preserving price stability.

J The policy stance was to ensure that there ae alequate funds at reasonable
cost to suppart adivitiesin the private sedor.

. Interest rates were kept competitive to promote investments in the red
sedor and also to provide apositive red rate of return on savings. It was
maintained as long as there ae no build up in inflation.

. Monetary policy was managed with flexibility and a dose watch on
prospedive developmentsin the e@nomic and financial environment.

(d) (i The alvantages of seledive aedit control for the banking system are & foll ows:

. It is among the most effedive measures available to a central bank in
regulating the volume and dredion of credit.

J It will ensure the fulfillment of its ecnomic and social goals.
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d By holding down the demand for credit without limiting supply of funds,
thiswill not increase interest rates.

. It asgsts to reduce @nspicuous ending and therefore will acord priority
to damestic financing for productive investments.

d Overall, the seledive aedit control will contain the rate of credit growth
and monetary expansion. Thus, this contributes to dampen potential
inflationary pressures, which is due to excess liquidity in the banking
system.

(i) The flow of funds in an ecnomy evolved hasicdly in four phases. Thefirst phaseis
the movement from barter trade to the monetary system. The second phase involves
the pradice of borrowing. Here, the eonomic unitsin need of funds, also cdled the
"deficit" units come to terms with those who have excessfunds to be lent out, also
cdled "surplus’ units. The third phase, witnesed the setting wp o financia
intermediaries to overcome the problem of primary debt in the dired borrowing-
lending process The last phase, involves the setting up of financial intermediaries to
form a financial system, which provides a variety of financia instruments as svings
media for the surplus units, and also various ranges of credit and investment fadliti es
to meet the demand by the deficit units.

Another important feaure of the flow of funds is their sources of funds that emanate
from private savings, longterm capital from abroad, and public savings. These funds
are used for financing investments and are placed abroad, including portfolio
investment.

(iii) The fedures of the CAMEL Rating Framework are as follows:

d Under this framework, an institution's Capital Adequacy (C), Asst Quality
(A), Management Efficiency (M), Earnings Performance (E) and Liquidity
Position (L) are assessed.

J Capital Adequacy: The capital adequacy ensures to suppart the fluctuation
of business and to finance fixed assts. It provides a ashion against
unexpeded losses and ensures continuing commitment of the shareholders
to the long-term viability of financial ingtitutions. The larger the caital
base, the greaer the cgadty the financia institution has to cushion itself
against contingent losses and to ride out temporary periods of low eanings.

d Asst Quality: Asst quality is diredly related to the market value of the
assts of afinancial institution and the alequacy of provisions against losses
in assets.

d Management: Bank management must show the highest standard of

integrity, professional competence and qualiti es of service

. Earnings Capadty: Refers to whether the interest income in the balance
shed can be eaned. A bank must take full recognition of interest-in-
suspense and adequate provision must be made aainst non-performing
loans to refled the true eanings capabili ty of its assets.

J Liquidity: There must be sufficient liquid assts to med depositors
withdrawals. Must have sufficient cash balance and liquid assts. This
contributes to dampen potential inflationary pressures that are due to excess
liquidity in the banking system.

iii) The arrency-deposit ratio is derived by dividing currency held by the public
with the public's deposits in banks. The ratio is determined by the public and
depends on the amount of money the public wants to hold as currencies versus
the amount it wants to hold as deposits. The public can raise the ratio to any level
that it wants by withdrawing currency from banks. This will increse the
currency held and reduce deposits. Likewise, the public can depasit currency in
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(¢

banks and by doing so will ower the currency-deposit ratio. The size of the
currency-deposit ratio will have influence on the value of the money multiplier. If
the value of the currency-depasit ratio increases given that the reserve-depaosit
ratio remains unchanged, then the value of the multiplier will deaease.

0) Theimpad of acontractionary monetary policy on the e@nomy:

A central bank regulates reserves, interest rates and the volume and
diredion of credit.

This will reduce the volume of advances and loans for business adivities.
The level of money supply is lowered and thus, resulting in a tighter
liquidity condition in the e@nomy.

As a result, the higher cost of credit will affed the interest sensitive
expenditure and thus, dampen aggregate demand, aggregate supply and
employment in the e@nomy.

Impact of Contractionary Monetary Policy on the Economy

Bank Negara Malaysia

l Regulates

Volume of Bank Reserves, Interest Rates, Volume and Dir ection of
Credit

i Influence

Advancesand Loansand Deposit and M oney Supply
I nvestment

] |

Reduce Availability and Tighter Liquidity Situation
Increase Cost of Credit

i Exerts Impact On

Aggregate Demand (Consumption and | nvestment)
and also Savings

Influences

Lower Output and Employment

and Domestic prices
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(i) Interest rates are determined by the forces of supply and demand. Changing the level
of interest rates will affed expenditures that are sensitive to changes in the st of
funds. Both private consumption and rate of private investment are sensitive to the
level of interest rates, athough there ae other determinants such as income levels,
investment sentiments and ecnomic performance The impad of higher interest rates
on consumption and the rate of investment will affed economic growth, as they are
important determinants of the growth of income. Thus, a targeting of the interest rate
is important if the higher interest rate dampens consumption and investments, thus
aff ecting economic growth.

Question 2

Many candidates attempted the question relating to utilisation of funds, functions of asset and liability
management, advantages of investing in unit trusts and oljedives of establishing the International Offshore
Financial Centres. Some andidates lost marks when they were unable to elaborate on the functions of asset and
liability management. Most candidates were only familiar with the functions of commercial banks and not of
other financial institutions.

2. (a) Uses of funds are asfollows:

Commercial Banks | Cash, balances with BNM, statutory reserves with BNM, cdl
money, amounts due from financial institutions (FIs) in Malaysia
and abroad, Negotiable Instruments of Depaosits (NIDs) held,
investment in Malaysian seaurities, loans and advances ( overdraft,
trade bill s and term loans), fixed assetsin Malaysia and ather assts

Finance Cash, statutory reserves with BNM, cdl money, deposits with Fls,
Companies investment in government seaurities, loans to Fls, hire purchase,
leasing, housing, fixed and ather assets

Merchant Banks Cash and bank balance reserves with BNM, fixed depaosits,
government securities, loans to FIs, loans to ather customers, bill s
discounted/purchased, fixed and ather assets

(b) (i Bankers understand that their loans entail default risk or the risk that borrowers will
not repay the loan in full, with interest. When aloan is unpaid, the bank’s net worth
suffers. During the term of the loan, if the bank deddes that the borrower is likely to
default, the bank will write-off the loan. In other words, the value of the loan is
removed, entirely or in part from the asets on the balance shed.

(i) Yes, banks do welcome a reduction in reserve requirements. The reduction will
reduce the implicit tax on reserves, as reserves pay no interest. Banks can lend the
money at a positive interest rate.

() The functions of asset and liability management are to addressthe exposur e of the banks to
liquidity risks by lending money to ather banks. It also lends repurchase agreements (REPOS)
for government securities and lends saurities to businessand ather banks overnight. Usually,
the longer-maturity government seaurities will involve some risks gnce interest rates will
fluctuate.

The function of liability management is to manage liquidity since the bank’s liabiliti es are
usually of shorter-term compared with their assets. Thus, banks have to ke sufficient cash
or assts on hand that is readily converted to cash to meet depositors withdrawals. But this
must be done without saaificing too much operating income by holding cash instead of loans
or seaurities. When banks have more loans than depositors do, they may dedade how to
borrow additional funds to make new loans. Among the options include cetificates of
deposits, and REPOs.
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(d)

0]

(i)

(iii)

(iv)

Credit Risks

Banks facerisks or the risk that borrowers might not repay their loan principal and
interest rates. When this occurs, the bank would suffer a loss due to bad loans. In
order to ded with the problems of bad loans and its associated risks these measures
are taken by the banks:

J Gathering of information about borrowers, monitoring them and
diversifying their loan portfolio.

. Adopt credit rationing. This means denying borrowers a loan at the
prevailing market interest rates. Moreover, the bank may either grant a
borrower's loan application but limit the size of the loan. Credit rationing
may take place when borrowers have little or no collateral to offer the
banks.

d However, when interest rates are raised to compensate for high-risk
borrowers, then the low-risk borrowers would drop aut. This means the
bank will have apod of high-risk borrowers. Thisis a disadvantage to the
eonomy sincelow-risk borrowers are denied accessto credit for productive
purposes.

Liquidity Risks

Banks face liquidity risk since bank loans are less liquid compared with bank
liabiliti es. When banks are forced to liquidate their relatively illi quid loans, they are
forced to recdve less than their full value. Thus, the bank must reduce the risk
exposure without saaificing too much profitability. Among the strategies adopted
are the following:

J Holding of reserves in the form of cash and/or short-term marketable
seaurities.

J Use various techniques of asst and li abili ty management to reduce li quidity
risks.

The unit trusts is an investment that will enable an investor, corporations and
institutions having common investment objedives to pod their money. The two
benefits of investingin urit trusts are asfollows:

. Investors with a small amount of funds can enjoy the alvantages of
diversification of their funds.

d Investors benefit from the professional seledion and management of
investments through which they can hope to oltain better yields and capital
appredation.

One difference between Idamic banking and conventional bankingin Maaysiais as
follows:

In the operations of Islamic banking in Malaysia, various Syariah principles have
been applied in placeof interest charges and various banking services. Among the
principles are Al-Wadiah (trusteeship), Al-Mudharabah (trustee profit-sharing) and
Al-Mushyarakah. In the @se of conventional banking, these principles are not
applicable and interest charges depend on the liquidity conditionsin the eonomy.

The objedives for establishing the IOFC are: (Seled any two objedives)

J The IOFC will enhance the atradiveness of Malaysia & an investment
center.
J The IOFC will supplement the present onshore financial located in Kuala

Lumpur. It will tap the increasing demand for customized financial and
related services.
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. The IOFC will fadlitate the mntribution of the financial sector to the
progressof diversified economic devel opment.

d The IOFC will form part of the national goals to dversify the growth
potential of the nation.

d The IOFC provides a range of services, including offshore banking
operations, offshore insurance and offshore insurancerelated business
corporate funding, investments and trusts management and cthers.

Question 3

Another popular question amongst candidates was on the various functions of a central bank. Candidates,
however, were unable to explain how a central bank influences the supply of money satisfadorily.

3. @

(b)

Two key functions of a central bank are:

0) Promoting monetary policy and sound financial structure

A central bank will influence the aedit situation to help achieve the nation's overall
eonomic objedives. A central bank will ensure that the supply of money and the
volume of credit are sufficiently elastic to demands in the domestic emnomy,
without creding undue pressure on resources. It regulates the volume of money and
the generation of credit by the banking system through a wide range of instruments,
including quantitative and qualit ative.

(i) Management of the banking system

A central bank will manage the banking system in a manner that would ward dff the
posshility of systematic failure. Thisis crucia to maintain public confidence in the
banking system. Major legidative amendments have enabled a caitra bank to
institute prompt measures in the face of developments and, also take dfedive
remedial adions. In Malaysia, the introduction of BAFIA in 1989was a key measure
by Bank Negara Malaysia (BNM) to modernise and streamline the laws relating to
banking and financial institutions.

The broad maaoecnomic objedives are a foll ows:
. Stable and sustainable e@nomic growth path
d High level of employment

J Stabili ty in the purchasing power of the ringgit
J Stable prices/ low inflation

J To achieve areasonable balance of payments position

Under Sedion 38 (1) of the BAFIA 1989 banking institutions are required to okserve a
minimum liquidity ratio (LR).

The LR is expressed as a percentage of the digible liabilities (EL) base. The LR operatesin
very much the same manner as the SRR, in that when the LR is raised, the amount of depaosits
and loans a given supply of reserves can suppart is much less. The impad is expansionary
when the LR is reduced and vice-versa.

In 1989and 1990, the two-tier structure for the LR comprising the primary and secondary LR
for commercial banks and finance mmpanies were removed. The purpose was to enable these
institutions to compete on a more equal foating with the merchant banks, which were never
required to observe the two-tier ratio.
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The LR now plays a less important role in the mnduct of monetary policy. The ratio for
commercia banks remained at 17% of EL and at 10% for finance @mpanies and merchant
banks.

The reasons for the imposition of the LR are;

J As a prudential measure to ensure that banking institutions are liquid at all times, to
med customers deposit withdrawals.

J As asdedive aedit palicy to acord "liquid assets' status to encourage dired credit
to desired arezs.

d As a means to ensure ontinuous and ready financing of the government's
development projeds.

d Asamonetary instrument to influencethe li quidity situation of the banking system.

(c) The bank will ad as the lender of last resort. The key forms of assistance include,
rediscounting of eligible bills and barowing from a central bank against collateral. When a
financial institution is short of funds, a central bank stands ready to extend credit to
temporarily tide the ingtitution over its temporary difficulty. Assistance @uld also be in the
form of pladng short-term deposits with the ingtitutions on a roll-over basis. When the
institutions are unable to mee the required working capital, the following measures are
adopted:

d Grant loans against the security of shares.

d Purchase any shares for the purpose of controlling the business of the dling financial
institution.

d Injed capital into the financial institution in the event that shareholders are not in a
pasition to doso.

(d) A central bank through its monetary palicy will influencethe level of money supply. Thiswill
have an impad on production, employment and the price level. A central bank conducts
monetary policy and affeds the volume of reserves, level of interest, volume of credit and the
diredion of bank credit. The monetary instruments that a central bank adopts include the
traditional open market operations and changes to the reserve requirements.

These instruments are used to influence the aedit and paceof money creaion through the

impada on the avail ability of bank reserves or high-powered money.

. Commercial banks respond to changes in the avail ability of reserve funds or the
variations of interest rates by adjusting their investment portfoli os.

. The monetary measures will also exert an impad on the supply of currency and
deposits, the avail ability of credit as well as the cost of money and credit in the
various markets.

(e) The new framework for the computation of the base lending rate (BLR) was adjusted on 6
August 1998in the faceof the emnomic slowdown. As a result, this has lowered the BLR for
both commercial banks and finance mmpanies. The new formulais as foll ows:

. Commercial banks:

BNM intervention rate x 80% + 2.25%*
(1-SRR)
. Finance companies:
BNM intervention rate + 2.25%*
(1-SRR)
* prior to September 1998 2.5%
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The BNM intervention is now referred to as the airrent rate. This is in contrast with the
previous use of an adjusted KLIBOR, which was the weighted-average of the preceading 3-
month interbank rate.

The BLR is lower for commercial banks as reflected by the framework for computation. For
the commercia banks, the value is alowed to be lower by 20% to refled the overall cost of
funding (no interest on current acaunting).

Question 4

Generally candidates did not provide good answers for the question on determinants of money supply, despite
the fact that this has been a popular question in almost every sitting.

4, @ The rate of growth in the money supply is an important indicator to a central bank due to its
likely impad on its monetary policy. The aedit creaion processwill determine the level of
expansion of money supply in the eonomy. Whenever a loan is made by a financia
institution, a deposit of equal amount is being creaed in the deposits of financia institutions
and these in turn can affed the level of money supply in the eonomy.

In Malaysia money supply is determined by these factors:

Net government operations

Financing a budget deficit through borrowings from the private sedor, financial ingtitutions,
central bank and even sources from abroad is another determinant of money supply.

Financing the government's overall deficit by the banking system will have the same effect on
money supply as the banking sector's loan to the non-banking private system.

The government’s operations are refleded by the average diff erences over time between the
level of government's debt by the banking sedor, mainly in government's paper. A higher
government's deposits with the banking system compared with holdings of government's debt
by the banking system will have a ontradionary impad on the level of money supply and
vice-versa

Bank credit to private sedors

Loans by the banking system to the private sedors are amajor source of liquidity. Every loan
will creae adeposit and therefore, expand money supply. The limit to which banks may
extend credit will depend on the size of the statutory reserves at a central bank. In the
Malaysian ecnomy over the past yeas, credit to private sedors has aways been
expansionary and has even exceealed that of money supply (M3). On the other hand, a
restrictive monetary policy will slow down lending to the private sedors.

External Sector

This is another major determinant of money supply. Any excessof foreign exchange recepts
over payments will raise money supply and vice-versa. In the event of alarge flow of external
funds into the domestic emnomy than outflows, the central bank and the banking system will
be receaving foreign currency. This will incresse domestic deposits and therefore money
supply in the e@nomy. In other words, a surplus balance of payments position will result in
an inflow of funds and vice-versa when there is a deficit.

(b) (i Households will shift money from “nonrinterest beaing deposits’ to “interest
beaing depaosits’, refleding the changes in liquidity preference to movements in
interest rates. Another reason is that it reflects the growing tendency towards income
maximisation or the shifting attitudes of households and businesses.
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(iii)

(iii)

(iv)

The monetary base is defined as foll ows:

The part of the money supply, which isthe liability of the central bank is cdled "base
money" or reserve money or "monetary base'. The monetary base comprises all
reserves held by banks and currency in circulation. Another name is "high-powered
money" becaise agiven amount of the base dlows the aedion of a multi ple amount
of money. The liabiliti es of the central bank must be balanced by assets which
comprises net foreign assets and stocks of domestic aredit. The most important fador
that influences the monetary base is the adions of the central bank through open
market operations. Basicdly, changes in the net foreign assets and stocks of domestic
credit of the central bank will change the monetary base. While asurplus balance of
payments raises the monetary base, a deficit will shrink it. The monetary base is
linked to money supply by the money multiplier.

The definition of the money multiplier is asfollows:

In simple terms, the money multiplier is the number of times the money supply will
change in response to a given change of the monetary base. Given a monetary
aggregate (M), the money multiplier (k) is the direa link between the monetary
aggregate and the supply of reserve money (R).

M=kR

As an example, a multiplier of 5 and a monetary base of RM50hili on will generate
money supply of RM250klli on.

The central bank influences the money supply by initiating changes in the supply of
reserves or through palicy adions that ater reserve demand and thereby, change in
the money multiplier.

Narrow and broad money are defined as follows:

Narrow money or M1 refers to the total supply of money available for the public to
spend. The supply of money is basicdly for payment purposes. M1 comprises
currency holdings and demand-deposits held by the private sedor.

Broad money refers to M2 (private sedor liquidity) and comprises M1 and private
sedor holdings of fixed and savings depaosits with the mmmercial banks and the
central bank. The even broader money or M3 comprises M2 and al private sedor
deposits including repurchase agreements (REPOs), placal with finance mmpanies,
merchant banks, discount houses and Bank Islam or M2 plus broad quasi money.

Indeed, the caegories of money supply can be summarized as foll ows:
M1 = coinand currency notes + demand-depasits

M2 =M1 + quasi money (savings depasits + fixed depaosits +
NIDsissued + REPOS) of private sedor at commercial banks)

M3 = M2 + broad quas money (savings deposits + fixed depaosits +
NIDsiswed + REPOs) of private sedor at finance mmpanies,
merchant banks, discount houses and Bank |slam Berhad)

We cannot exped a ceitral bank to control both money supply and interest rates at
the same time becaise when a cantral bank targets money supply then interest rates
bemme volatile. On the other hand, when the target is interest rates, then money
supply becomes volatile. A central bank will enter the open markets and buwy or sell
spedfic amount of securities needed to achieve the targeted interest rates. A centra
bank will buy seaurities and vice versa when the target is to prevent interest rates
from falling.
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A central bank will | oose its control on money supply when it chooses interest rates
asthe intermediate target. Indeed, money supply will increase or lower depending on
whether a cantral bank is ading to prevent interest rates from faling below or rising

above itstarget.
(c) Calculations
0) The money multiplier can be expresed as k=(c+1)/(b+c), where b is the statutory

reserve ratio and c the ratio of currency holding to demand-depaosits. Calculate the
multiplier if b=0.8 and c=0.2

Answer: k=(1.2)/1=1.2

The money multiplier deaeases when both statutory reserve ratio and the ratio of
currency to demand-depasits increases.

(i) The net impad is RM 30billion.

Question 5

The weakest attempted question was on monetary palicies. Candidates lost marks when they failed to provide
appropriate answers for questions on “ effedivenessof monetary palicy”, “diff erences between intermediate and
operational targets’ and the “conduct of monetary palicy in the money market”.

5. @ Policy makers have used monetary policy for maaoemnomic management to promote
monetary stability and a sound financial system. The objedives of a monetary palicy are
summarised as follows: (Seled any three objedives)

0) To achieve price stabili ty

Inflation erodes the value of money as a medium of exchange and a unit of ac@unt.
Thus, padicy makers have emphasised price stability as a policy goal. In a market
emnomy where prices contain information about costs and demand, inflation would
make prices less useful as dgnals for resources alocdion. It would also make
dedsions more difficult for households and firms.

(i) To achieve high employment

An important monetary objedive is to maintain a low rate of unemployment. The
reasons being, unemployment leals to excess productive cagadty, financial stress
and low-esteem for those who are unemployed. Indeed, excessproduction cagpadty is
evident during an economic slow down.

(iii) To adhieve red eanomic growth

To promote the highest sustainable rate of red economic growth that is consistent
with domestic prices and exchange rate stability. A steady economic growth and
increese in the output of an emnomy leals to higher revenue for the government.
Moreover, economic growth poalicies would induce savings and ensure that a large
pod of investment funds is creaed in the eonomy. Stability of economic growth is
crucia as it alows for predse planning and promotes long-term investment in the
eqnomy.

(iv) To adhieve financial market and institutional stabili ty

This ensures that funds are danneled from savers to barowers. Moreover, this
would aso involve growth in bank credit and money supply is adequate to
acommodate and fuel ecnomic growth without causing inflationary pressures.
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(b)

(©

(d)

(V) To maintain interest rate stabil ity

Any volatility of the interest rate makes planning and investment dedsions a difficult
exercise for investors and households. A desire for a stable interest rate wuld
motivate rate-saving and investment environment.

(vi) To achieve stability of the exchange rate market

A stable foreign exchange market would make planning easier for both commercial
and business transactions. A fluctuation in the domestic exchange market would
make domestic goods less competitive in the international market. Therefore, it has
been argued that palicy makers dould intervene to offset significant fluctuations in
the foreign exchange market.

Monetary palicy is transmitted through the financial market mainly through the money market
and fadlitated by the presence of financial infrastructure.

It is transmitted through the money market to the financial system by price aad quantity
effects. The change in relative prices and red assts lea to adjustments in portfolio holdings
and therefore, change spending and income.

The development of financia infrastructure provides the necessry framework for
implementation of monetary palicy. More importantly, the financial institutions and markets
should be soundly based and efficiently managed.

Among the key palicies implemented are deregulation of interest rates and the introduction of
new financial instruments. Market-oriented instruments are used in the money market to
conduct monetary palicy. It isimportant that the money market remains gable for an effective
transmission of monetary pdlicy. Interbank rates are important signaling devices to market
monetary palicy intentions.

The fadors that could undermine the dfediveness of a central bank’s monetary padlicy are &
follows: (Seled any five factors)

d The presence of information lags or the inability to note any changes in ecnomic
growth, inflation and ather maaoecnomic parameters instantaneously.

. Impad lag or the time required for monetary palicy changes to affed economic
growth, employment levels, or inflation. Indeed, any changes in the money supply
affect the emnomy over time and the impad is not immediate. Overall, bath
information and impad lags make dfedive palicy making arather difficult exercise.

J Private sedor expenditure may not be responsive to interest rate changes.

J Businessreadions to a aedit squeezeby increasing borrowings for fea of future
credit celing.

J Expedation that monetary is transitory in neture.

. Prevaili ng excess production cgpadty.

d Overall business &ntiment and confidenceis eroding.
. Adverse movements of the domestic exchange rate.

d Disintermediation when providers and barowers of funds will attempt to transaa
between themselves outside the regulated market.

The diff erences between an intermediate and an operating target are:

The intermediate targets are the objedives for financial variables, including money supply
and short-term interest rates. A central bank is of the view that these targets are needed to help
it to adhieve its monetary goals. This includes money supply and short-term interest rates and
these targets are required to help a central bank to achieve its monetary goals.
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Several conditions must be fulfilled in order to achieve an effedive intermediate target for
monetary padlicy:

. The variables must be measurable over time such as money supply and interest rates
(measurabili ty).
J A central bank should be ale to control these targets which are dso responsive to

the murse of adion taken by a entral bank (controll abili ty).

On the other hand, the operating targets can be diredly controlled by a central bank. These
targets are dosely associated with the intermediate targets. Examples of operating targets are
non-borrowed reserves and federal funds as in the cae of the Federal Reserves in the United
States.

Question 6

The least attempted questions were on the similarities and dfferences between the World Bank and the
International Monetary Fund and selective caital control measures adopted in 1998 Only a few candidates
seaured a passfor this question. Generally, candidates were weak in understanding the roles of cegpital control
measures.

6. (a) Two common feaures of the IMF and the World Bank are & foll ows:
. Both are in a sense owned and direded by the governments of member nations.
. Both ingtitutions concern themselves with emnomic issues and concentrate their

eff orts on broadening and strengthening the emnomies of their member nations.

However, the differences between the two ingtitutions are & follows: (Select any three
differences)

J The World Bank is primarily a development institution but the IMF is a moperative
institution that seeks to maintain an orderly system of payments and recepts between
nations. The differences are related to their structure, purpose, source of funding,
membership and goals.

d The World Bank's central purpose is to promote e@nomic and social progress in
developing countries in order to raise productivity. The IMF was st up in the midst
of unresolved financial problems that was instrumental in initiating and protrading
the Grea Depresson of the 193Gs. While it is not primarily a lending institution, it
is an oversea of the members monetary and exchange rate policies and a guardian
of the mde of conduct.

J The World Bank has a much complex structure mmpared with the IMF.

. The World Bank is an investment bank that intermediates between investors and
redpients. The funding comes mainly from market borrowing through the issue of
bonds to individuals and private institutions in more than 100 courtries. On the
other hand, the IMF is not a bank and dces not intermediate between investors and
redpients. The funding comes mainly from quota subscriptions or membership fees
paid by the 182 members. The IMF is like a credit union whose members have
accessto a ammon pod of resources.

d The World Bank only lends to creditworthy governments of developing countries. In
contrast, all member countries have the right to financial assistance of the IMF.
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(b)

0]

(ii)

(ii)

Malaysia has introduced a @mprehensive set of exchange @ntrol measures to
restrict speaulative movements. The a@ntrols have been adopted after considering the
following: (Selea any two reasons)

Evident that the contagion effects of the regional financial crisis were
intensified and spread aaossthe other continents.

On the patential of the caital control measures, it will provide breahing
spacefor the e@nomy and not substituting exchange @ntrol measures for
appropriate maaoeaonomic palicies.

To redress market failures given the maaoemnomic and financial risks
arising from the free markets and the flow of capital. Economies are not
spared from pressures on their currencies and stock markets.

While strong maaoeconomic fundamentals are necessary, they are not
sufficient for financial stability. The latter needs und financia sedor
policies.

In times of crisis, it has been observed that markets do not behave
rationally, causing overreadions to any market developments. To ensure
on-going maaoemnomic and structural policies to continue uninhibited
external development. The caital control would preserve the gains that
have been made such as the improvement in the balance of payments and
keeping inflation urder control.

It will alow the eonomy to pursue more aggressive pdlicies including
interest rate palicy, injeding more liquidity into the banking system and
enhancing the intermediation processto suppart emnomic reqvery.

Capital control measures are & follows: (Seled any two measures)

Reducing the adility of non-residents to engage in ringgit transadions
among themselves. This was effected via limits on the use of ringgit
external acounts held by non-residents, mainly corporate austomers.

Requiring imports and exports of goods and services to be settled in foreign
currencies.

Moved away from the withholding period to an exit tax system.
Tightening the rules on investment abroad by Malaysia.
Ringgit is no longer alegal tender abroad.

The impads of the seledive caital control measures on the eonomy are & foll ows:
(Seled any two impacts)

This will lower the net inflows of short-term capital in the beginning of the
imposition. With the impaosition of the levy on the outflow of cepital since
February, this has encouraged a net inflow of short-term capital.

On the negative side, the imposition of the caital controls has led to a
higher risk premium paid for funds raised abroad. This increased the st of
raising funds (only atemporary phenomenon). Secndly, the mntrols led to
atemporary loss in confidence of investors. Thirdly, there was a dedine in
the adivity in spat, forward and futures markets that may limit hedging and
risk management cgpabiliti es of market participants. There could also be
some burden (in the form of compliant) due to the impasition of the
controls.

Impact on economic recvery - After recording a dedine of 1.3% in the 1%
quarter of 1999 red GDP expanded since the 2" quarter of 1999 (2"
Quarter: 4.1%; 3 Quarter: 10.6%; 4" Quarter: 10.6%) and depicted
somewhat a V-shape recovery.
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(ii)

(iii)

Differences between an appredation and a depredation of a airrency are as follows:
(movement of foreign exchange under aflexible exchange rate system)

With an appredation of the ringgit against the US ddllar, the value of ringgit
bemmes more expensivein terms of the US ddllar. In this case, the ringgit exchange
rate moves to RM2.5 per US ddlar from RM2.75 per US ddllar, implying an
appredation of theringgit by 10% against the US ddllar.

With a depredation, the ringgit bemmes less expensive in terms of foreign
currencies. When the ringgit changes from RM2.5 per US ddlar to RM2.75 per US
dadllar, then the ringgit has depredated by 9.1%. Thus, it is now chegper to convert
foreign currenciesto ringgit.

The difference between devaluation and revaluation of an exchange rate is as
follows: (under afixed exchange rate system)

Devaluation takes place when the price of foreign currencies under the fixed rate
regime is raised due to officia intervention. Hence, the domestic currency will be
chegoer compared with foreign currencies. A foreigner will pay lessfor the devalued
currency while the residents of the affected country will pay more for foreign
currencies.

Countries will devalue their domestic currency as a padlicy instrument to improve a
deteriorating balance of payments position. The impad is the increase in prices
tradable. This raises the prices and profitabili ty of tradable relative to non-tradable.
Devaluation will permit the government to improve agregate demand in the
eoonomy but the adverse impad is refleded by increase in inflationary pressures in
the e@nomy.

The opposite of devaluation is revaluation.
The diff erences between short-term and long-term cgpital flows are & foll ows:

Short-term capital: Refers to cgpital movements with a maturity of lessthan a yea.
It isalso known as "hot money" and is very volatile in neture. A major component of
short-term capital flows comprises the sub-acount for net external assets and
liabiliti es of the banking system and patfolio flows. This refleds the changesin the
international indebtedness of domestic banking institutions.

Longterm capital: Has a maturity of more than a yea and comprises official long
term capital and foreigndired investments. Detail s of long-term capital are:

. Official capital flows: This flow relates to dfficial sources. Takes the form
of aid from other governments or development of technicd assistance
Official flows are driven by the financing requirements of the redpient
countries, which cannot be met by domestic savings. In general, it
represents borrowings abroad to finance deficit of the current acount and it
entails an increase in external debt servicing obligations.

. Private caital flows: Private cagital flows are mainly owned by private
institutions such as financial institutions and multinationals. Components of
private caital flows include foreign dired investment and patfolio
investment. Hence, this involves bath short and long-term capital flows.

J Loans. Refers to the extension of credit either from official or private
sources. In the cae of officia loans, this can be disaggregated into
concessona loans and non-concessional loans. Moreover, loans can be
offered in the form of publicly guaranteed debt which refers to loans
guaranteed by a public entity in the debtor country.
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