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Monetary Economics and the
Malaysian Financial System

9 APRIL 2007

. 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 .

Blank pages are provided at the end of the question paper for rough work.




PART A

COMPULSORY QUESTION

1.

@
(b)

(©
(d)

(e)

®

)
(h)

PART B

State three macroeconomic objectives of Bank Negara Malaysia (BNM). [3]

State two categories of monetary policy instruments that can be used by BNM to achieve its
macroeconomic objectives. [2]

Describe how monetary policy can be used to make Malaysia competitive internationally.  [5]

Differentiate between BNM'’s role as an economic adviser and a financial adviser to the

Government. [5]
0] What is the rationale for the introduction of overnight policy rate (OPR) by BNM?  [2]
(i) What is the role of OPR? [3]
Define financial stability and explain its importance. [5]
Define gross domestic product and explain how it is calculated. [5]
Explain the negative impact of high inflation on savers and fixed income earners. [5]

State two main reasons why Malaysia needs to develop a more resilient, competitive and
dynamic financial system. [5]
(Total:40 marks)

ANSWER THREE (3) QUESTIONS ONLY

2. @ Explain the impact of globalisation on the financial markets. [6]
(b) Describe the financial activities conducted at the International Offshore Financial Centre in

Labuan. [6]

(c) Explain how the World Bank helps to reduce world poverty. [5]

(d) What are three main functions of the International Monetary Fund? [3]
(Total:20 marks)

3. (@ Define monetary policy and state the situation when contractionary or expansionary stance is
warranted. [5]

(b) What is Monetary Policy Statement and why was it introduced by Bank Negara Malaysia? [5]

(c) Define monetary stability and explain its importance. [5]

(d) 0] Explain the rationale for the integration of merchant banks, stock broking companies

and discount houses into investment banks. [3]

(i) What is the scope of activities offered by the investment banks? [2]

(Total:20 marks)

20f 10 DBFS April 2007 — DPO1 Institut Bank-Bank Malaysia



4. (@)

(b)
(©
(d)

@
(b)
(©)
(d)
(e)

6. @

(b)

Briefly explain the following Islamic banking principles:
0] Al-Mudharabah (profit sharing)

(i) Al-Musyarakah (joint venture)

State four main functions of Bank Simpanan Nasional.
What are development financial institutions?

0] What is a unit trust?

(i) Why are unit trust schemes widely accepted among small investors?

Central Bank of Malaysia Act 1958 (Revised 1994)
Banking and Financial Institutions Act 1989
Islamic Banking Act 1983

Development Financial Institutions Act 2002

Anti-Money Laundering Act 2001

Briefly explain the following financial instruments:

0] Merdeka savings bonds
(i) Repurchase agreements
(iii) Government investment issues

(iv) Bank Negara bills

Briefly explain the following financial markets:

0] Money market

(ii) Foreign exchange market
(iii) Primary market

(iv) Secondary market

— END OF QUESTION PAPER —

[272]
[272]
(4]
(5]
(3]

(3]
(Total:20 marks)

Briefly describe the objectives of the following legislation administered by Bank Negara Malaysia:

(4]
(4]
(4]
(4]

(4]
(Total:20 marks)

(2]
(2]
(2]
(2]

(4]
(4]
(2]

(2]
(Total:20 marks)
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OUTLINE ANSWERSY

The comments given in the boxes below indicate the areas of weaknesses the examiners have identified
and their adviceto future candidates.

PART A

» Candidates’ strength was in the areas of centratibg and monetary policy.

« Brief answers were given by candidates for the tipe®n the need to develop a more competitive
financial system. They were unable to explain tiifedinces between the roles of Bank Negara Malaysja
Candidates had poor knowledge on financial stgbiihswers for the way gross domestic product was
calculated were short and not concise.

» Candidates must be able to explain and answefaatsly the issues or topics examined.

Question 1

@)

(b)

(©

(d)

The principal objective of Bank Negara Malay8NM) is to promote monetary stability and
a sound financial system. BNM therefore plays a k@g in the formulation of the overall
monetary policy, the principal macroeconomic ohjext of which are (any three):

. maintain price stability;

. promote strong sustainable output growth;

. ensure a low level of unemployment; and

. achieve a satisfactory balance of payments position

Monetary policy through the management andusidjent of money supply, bank credit,
interest rate and liquidity can be used by BNM ¢biave its macroeconomic objectives. The
instruments that can be deployed by BNM to impleniisnmonetary policy can generally be
categorised into two broad categories:

. general instruments (like statutory reserve requingts, open market operation,
purchase/sale of government securities); and
. selective instruments (like lending guidelinesdertain sectors).

Malaysia is one of the most open economidkénworld. This means that the performance of
the Malaysian economy is significantly influenced developments outside its borders. The
economic performance of Malaysia’s trading partvessild affect the demand for Malaysia’s
exports. By maintaining a low inflation rate rela&tito our trading partners, monetary policy
contributes to making Malaysia competitive inteioaally. High inflation on the other hand
would make exports more expensive to foreignersthisdwould reduce the competitiveness
of the exports. Persistently high inflation woultscareduce the growth potential of the
economy.

As an economic and financial adviser to thevésoment, BNM analyses and assesses the
developments in the international and domestic @tgnand highlights the areas that need to
be addressed. BNM undertakes economic intelligezog surveillance and carries out
forecasts on the economic condition of the counBgsed on these assessments, BNM
presents policy recommendations at regular brisfiogthe Minister of Finance as well as at
various economic policy making forums at the natlotevel. BNM does not provide
financing to the Government.

As the financial adviser to the Government, BNMegivegular advice to the Government on
the management of its domestic and external defutslee terms and timing of Government
loan programs. BNM also act as the agent for thee@onent in negotiations and concluding
of loan agreements. BNM is also responsible foditg registering, settlement and
redemption of Government securities through its paterised systems.
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(e) 0] The OPR was designed to enhance the eftewbss of monetary policy by
facilitating the transmission of changes in thdqyotate to the other market rates and
ultimately, to key macroeconomic objectives. Tlisachieved by adopting a policy
rate that is closely related to other interestgaed through appropriate changes in
the monetary operating procedures. It was als@dedito achieve greater efficiency
in the operation of the financial markets and heriaeilitate more effective and
efficient pricing of financial products.

(ii) The overnight policy rate (OPR) is the indimaof the monetary policy stance and
has a dual role:
. as a signalling device to indicate the monetarjcpatance; and
. as a target rate for the day-to-day liquidity otieres of BNM.

Any change in the monetary policy stance wouldslgmalled by a change in the
OPR. It serves as the primary reference rate ierging other market rates.

® Financial stability refers to an environmertieve institutions in a financial system are strong
and can continue to meet their contractual obligetiwithout interruption or without any
external assistance. Market participants can adsdidently enter into transactions at prices
that do not change substantially over short periotlen there has not been any change in
market fundamentals.

Financial stability is important because it cesaa conducive environment for businesses to
undertake their activities and for savers and itaresto enter into short-term or long-term
contracts. As the financial sector has a centrld o promoting economic growth, it is
important that the financial system is strong, liesi and efficient in mobilising savings and
undertaking lending activities. It is vital thatighintermediation process continues
uninterrupted even in periods of economic diffimdt

(9) Gross domestic product (GDP) is defined asttitel market value of goods and services
produced by a country after deducting the costooidg and services used up in the process of
production (intermediate goods), but before dedgctllowances for consumption of fixed
capital (depreciation).

GDP can be calculated in three ways:

. the production approach, which involves totaling #talue added by each enterprise
in the economy;

. the income approach, which involves summing fartoomes (gross returns to labor
and capital), depreciation and net indirect tazrest

. the expenditure approach, which involves the tofafinal domestic expenditures

plus expenditures by foreign residents on Malaygiesduced goods and services
(exports) minus expenditures by Malaysian residentforeign-produced goods and
services (imports).

(h) If inflation is too high, people will be comoed about the purchasing power of their money
balances. This would result in a greater demanddal assets like houses and properties,
which are thought to be more “inflation-proof”. Teewould be less interest to invest in
productive capacity of the economy.

Similarly, savers would be less inclined to he&vings in the financial system if they expect
that the value of their savings would be diminished

Fixed income earners will find that they are atdebuy less goods and services and will
experience a reduction in their standard of living.

(0 Malaysia needs to develop a more resilientnpetitive and dynamic financial system on
account of the following factors:
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PART B

. Global forces and competition whereby advancegd@hrology have redefined the
rules of the game and transformed the operation@ireaament within which
financial institutions operate. The ability of tffieancial system to survive from
greater competition depends largely on their cdipalaind capacity to adapt swiftly
and to embrace the changes.

. The rapid pace of economic development and transfitom will create new
consumer demands as well as opportunities for basés. As such, financial
institutions must provide a more effective andoidint financial services to cater to
consumer and business needs.

Question 2

e Candidates displayed poor understanding on topias are more global in nature such as the topics

examined in this question.

* Global issues in particular with respect to the &alan financial system are becoming more impartan
answering such questions, candidates are advisedwhile studying from the textbook, they mustoals

update themselves with the latest developmentschwhan be obtained from current publications| or

materials.

2. €))

(b)

(©)

Globalisation process along with improvereentICT has resulted in a massive increase in
global capital flows, rapid expansion of finanaiarkets (currency market in particular) and
increased cross border investment flows. Increastidity by the global funds management
industry and speculative activity by internatiomedge funds is a classic example of the
impact of globalisation on the financial marketatMnly have financial markets grown, but
they have become more interrelated and could r@sgjteater instability. At a fundamental
level, the movement towards freed trade has caesedomies to become more open, in the
process both exporting and importing more. This hasreased the international
interrelationship between economic growth and fidta

The offshore market is another feature of tharfcial landscape of Malaysia. The Labuan
International Offshore Financial Centre (IOFC) westablished in October 1990. It is
important to note that the offshore market dealsdn-ringgit transactions and with non-
residents only. The IOFC is aimed at enhancing ttnactiveness of Malaysia as the regional
financial centre as well as promoting the econodgeelopment of Labuan and its vicinity.
The offshore products include:

offshore banking operations;

offshore insurance and offshore insurance-relatédiges;

corporate funding;

investment and fund management;

offshore investment holding companies;

professional services and other related services.

The World Bank’s main objective is to fight oty and improve the living standards of
people in the developing world. It is a developmgsmk which provides loans, policy advice,
technical assistance and knowledge sharing serticésnv and middle income countries to
reduce poverty. The Bank promotes growth to credie and to empower poor people to take
advantage of these opportunities. The World Ban& @lsrks to bridge this divide and turn
rich country resources into poor country growth.eCof the world’'s largest sources of
development assistance, the World Bank supports dffierts of developing country
governments to build schools and health centemsjige water and electricity, fight disease,
and protect the environment.
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(d) The International Monetary Fund (IMF) is an intefoa&l organisation of 184 member
countries. It was established primarily:

0] to promote international monetary cooperation, erge stability, and orderly
exchange arrangements;

(i) to foster economic growth and high levels of empient;

(iii) to provide temporary financial assistance to caestto help ease balance of
payments adjustment

Since the IMF was established, its purposes hawvmireed unchanged but its operations —
which involve surveillance, financial assistanaed éechnical assistance — have developed to
meet the changing needs of its member countrias ivolving world economy.

Question 3

e Candidates’ strength was on Monetary Policy Stateme

» Candidates showed poor understanding of the rdémfdahe integration and the scope of activitifiered
by investment bank.

» Candidates need to refer to the recent years’ amepart of Bank Negara Malaysia or their pressesteent
on the subject matter. Candidates would be ableatk and understand the rationale for the intégmadf
merchant banks, stock broking companies and digdaurses into investment banks.

3. (@) Monetary policy is the process by which it@netary authority manages the money supply to
achieve specific goals — such as constraining tinfla maintaining an exchange rate,
achieving full employment or economic growth. Usyathe goal of monetary policy is to
accommodate economic growth in an environment alblst prices. Monetary policy can
involve changing certain interest rates, eitheeatly or indirectly through open market
operations, setting reserve requirements, acting @st-resort lender (i.e. discount window
lending), or trading in foreign exchange markets.

Monetary policy is generally referred to as eitleing an expansionary policy, or a
contractionary policy, where an expansionary paiyeases the total supply of money in the
economy, and a contractionary policy decreasesotiae money supply. Expansionary policy
is traditionally used to combat unemployment ireeession by lowering interest rates, while
contractionary policy has the goal of raising ietrrates to combat inflation (or cool an
otherwise overheated economy).

(b) Monetary Policy Statement (MPS) is a forwandking statement, outlining the monetary
policy stance of BNM in the near term and the rale for the policy trust. Any change in the
OPR will be announced in MPS.

MPS is part of the overall strategy to provideajer understanding of the monetary policy
objectives and measures in light of a more complexdynamic environment. In particular, it
would help anchor expectations on growth and imftatSignaling the BNM’s policy intent
through direct communication is aimed at increadtmg understanding and appreciation of
money market participants, and thereby, faciligittnmore rapid transmission of the policy
rate in the pricing of credit and longer-term ratasd thus enhance the overall efficiency of
the monetary transmission mechanism.

(c) Monetary stability refers to the stabilitytbe value of the ringgit. The best way to ensuag th
the value of the ringgit is preserved is by engunomice stability, that is, to ensure that
inflation in the country remains low and stable.

By maintaining monetary stability through appiaf changes in monetary policy, BNM
ensures that inflation is kept low and that thechasing power of the ringgit is not diminished.
Monetary stability is important because when therenonetary instability, prices are either
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rising (inflation) or falling (deflation) and thisan result in distortions and undermine the
long-term economic growth prospects of the country.

(d) (i)

(ii)

The integration exercise is aimed at:

. strengthening the capacity and capabilities of dsiimébanking groups to
contribute towards economic transformation and ligieg a more resilient,
competitive and dynamic financial system to face tthallenges of
liberalisation and globalisation;

. enhancing their efficiency and effectiveness by imising duplication of
resources and overlapping of activities, leveraginggommon infrastructure
and reaping benefits of synergies and economissaié.

. strengthening their potential to capitalise on bess opportunities, increase
their competitive advantage and leverage on a largpital base to support
their expanded range of activities. Customers aldlo benefit from wider
access to financial services at more cost-effegtnees.

Investment banks will retain all activitigsased on the types of licenses they held
prior to the rationalisation. Investment banks willerefore continue to accept
wholesale deposits, conduct lending activities tmglement their fee based
activities and provide a wide array of investmeanlking activities which include,
amongst others, financial advisory, underwritingrtfplio management and equity
brokerage services.

Candidates are generally aware of the main Isléainking principles, role of Bank Simpanan Nasiaral the

structure of a unit trust.

Question 4

4. @) @0

(ii)

Al-Mudharabah is an arrangement or ages® between a capital provider and an
entrepreneur, whereby the entrepreneur can molfiirsgs for its business activities.

Any profits made will be shared between the captalvider and the entrepreneur
according to an agreed ratio while losses are bestedy by the capital provider.

Al-Musyarakah is normally applied for business parships or joint ventures. The
profits made are shared on an agreed ratio whisel® incurred, will be divided
based on the equity participation ratio.

(b) The four main functions of the Bank Simpananidtel are to:

promote and mobilise savings, particularly from $heall savers and to inculcate the
habit of thrift and savings;

provide the means for savings by the general public

utilise the funds of the Bank for investment inéhgl financing of economic
development of the nation; and

promote the interest of its depositors and othetaruers.

(c) Development financial institutions (DFIs) wastablished by the Government to promote
development programs in the agricultural, indukaral international trade and export sectors,
the DFIs continued to play a complementary rolethe banking institutions in the
intermediation process. They maintained their radengche providers of specialist capital
financing for projects which required medium to determ financing in the agriculture,
industrial and manufacturing sectors. DFIs havditignally relied heavily on borrowings to
fund asset growth as they are not licensed to msebileposits from the public. These
institutions have access to resources at concesgioates from the Government and foreign
and international institutions.

(d) @0

A unit trust is a form of collective invesent that allows investors with similar
investment objectives to pool their funds to beested in a portfolio of securities or

8 of 10

DBFS April 2007 — DPO1 Institut Bank-Bank Malaysia



other assets. A professional fund manager thersisike pooled funds in a portfolio
which may include cash, bonds and deposits, shareserty or commodities.

(i) Unit trusts are widely accepted among small inwssteho neither have the time nor
the inclination to hold portfolios of direct investnts or shares, because they can
invest in small amount in a secure, reputable itmvest vehicle which suits their
purposes. Unit trusts also allow investors to hassy access to a wide range of
investment exposures not normally available to them

Candidates had superficial understanding of thmwvarActs examined.

Candidates need to be precise and explain the angwdetail. They have to explain why the indivitlaet

Question 5

was formulated. The Bank Negara Malaysia websibwiges a comprehensive review of all the acts under

their administration.

5. (a)

(b)

()

(d)

(e)

The Central Bank of Malaysia Act 1958 (Retlisl994) provides for the administration,
objectives of the Central Bank. It also enumerdbespowers and the duties of the Central
Bank in relation to issuance of currency, mainteeanf external reserve, authorised business
of the bank, specific powers to deal with ailingstitutions, its relationship with the
Government and financial institutions. The Act atentains general provisions on the Bank's
accounts, powers to compound, etc.

The Banking and Financial Institutions Act 1948RFIA) came into force on October 1, 1989
provides for the licensing and regulation of ingt@ns carrying on banking, finance company,
merchant banking, discount house and money-brokimgjnesses. It also provides for the
regulation of institutions carrying on scheduledsihess comprising non-bank sources of
credit and finance, such as credit and charge cansbanies, building societies, factoring,
leasing companies and development finance ingtitatiNon-scheduled institutions which are
engaged in the provision of finance may be subjedPart X and XlI of the BAFIA as the
Minister of Finance may decide.

Islamic Banking Act 1983, a legislation to pide for the licensing and regulation of Islamic
banking business. The Act inter alia has provismmshe financial requirements and duties of
an Islamic bank, ownership, control and managemoérislamic banks, restrictions on its

business, powers of supervision and control ovianE bank and other general provisions
such as penalties etc.

The Development Financial Institutions Act 20@&ich came into force on 15 February 2002
focuses on promoting the development of effectimgl @fficient development financial
institutions (DFIs) to ensure that the roles, otiyes and activities of the DFIs are consistent
with the Government policies and that the mandatdds are effectively and efficiently
implemented. DFIA also emphasises on efficient mgangent and effective corporate
governance provides a comprehensive supervisiomaném and mechanism to strengthen
the financial position of DFIs through the spedifion of prudential requirements.

The Anti-Money Laundering Act 2001, which cam&oi force on 15 January 2002

criminalises money laundering of proceeds from pinedicate offences and provides for
suspicious transaction reporting, record-keeping e functions of a financial intelligence

unit that could co-operate with domestic as wellf@®ign enforcement agencies. In this
respect, the Minister of Finance has appointed BiMhe competent authority to carry out
the functions of the financial intelligence unit.el'law also provides for investigation into

money laundering activities, law enforcement agesto freeze, seize and forfeit proceeds
from predicate offences as well as prosecutionaiey launderers.
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Candidates had good understanding of the maindinbmarkets and securities.

Candidates had poor knowledge on financial instnime

Question 6

@)

(b)

(i)

(ii)

(iv)

(iv)

(ii)

(iii)

(iv)

Merdeka savings bond (MSB) is a spaosttument launched by BNM to alleviate the
effects of lower interest rate on certain segmehthe society who depend on interest
income from deposits, such as senior citizens aadtaeble groups. The MSB provides
holders with a return of 5.00%, which is highentlize fixed deposit rates.

A repurchase agreements (repo) is an agreeomester which a seller of securities,
such as Malaysian Government securities, undertake=purchase the paper from a
buyer at a pre-determined price on a specifiedéutiate. Therefore, through a repo,
a bank is able to use its holding of marketableustes to raise liquid funds for a
specified period of time. In essence, a repo impee than a deposit substitute

Government investment issues (Gll) are non-intebestring certificates issued by
the Government to enable participants of the Istab@nking system to hold first
class liquid assets instruments to meet the stgtlituidity requirements as well as
for investment. The issuance of Gll is based orSthariah contract of Qardh Hasan
(benevolent loan). Under this contract, the pureha Gll by any institution or
individuals will be considered as a benevolent laathe Government to undertake
developmental projects for the benefit of the matio

Bank Negara bills (BNBs) are short-term papinilar to the Treasury bills, which
will be issued on an auction basis. It represemtsadditional money market
instrument at the disposal of the BNM to influertbe liquidity situation. It also
provides the financial institutions with an alteima instrument other than the Tabs
and Government securities to meet the legal reaueinés on their investment
portfolio.

Money market brings together individuatsdainstitutions with temporary surpluses
of funds and those with temporary shortages of guy convention, a security or
loan with a maturity of one year or less is refdn@ as a short-term security. Money
market hence deals in short-term deposits (sudvasight money, weekend, 7 days,
1 month, 3 months etc.) and is not a physical ntad® money market activity is
handled by telephone, telex, or fax and on compsteeens. Money market also
trades Treasury Bills (TB), bankers acceptance (B#gotiable instruments of
deposit (NID), Government Investment Certificat&sl), Cagamas notes and
floating rate NID (or FRNID). Apart from Governmeand financial institutions,
short-term debt is also issued by corporations siscrevolving underwritten facility
(RUF) and notes issuance facility (NIF).

The foreign exchange market is essentiallytwlesale interbank market for the sale
and purchase of foreign currencies including pwebhaby importers to pay for their

imports and sale of ringgit by exporters arisirapfrreceipt of export proceeds. Except
for travelers, who can transact in foreign currenofes and coins through money
changers, all foreign exchange dealings have tedrelucted through institutions

authorised under the Exchange Control Act 1953 s&hmmprised the commercial

banks and Islamic banks, and to a limited extenhefchant banks. The commercial
banks however are the main players, participatiani@rmediaries for their corporate
customers, exporters, importers as well as paaticig in their own account.

Primary market refers to new issues of Goweent and corporate securities offered
directly to the investors.

Secondary market is where transactions inlayEan Government securities are
conducted mainly through the money market. Seconaharket trading of corporate
securities is carried out in the Bursa Malaysia.
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