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1. INTRODUCTION

For most of the years since independent the focus of monetary policy,
‘has been on the money stock, M1, as an indicator or guide to monetary policy
(Quarterly Economic Bulletin, 1985, pp. 122). This has happened despite the
“experience of rapid growth and innovations in the financial sector'. These
structural changes or innovations in the financial system have significant
implications on money demand, one of which is on its stability (Judd and
Spadding, 1982).
i
The objective of this study is to determine empirically the factors affecting
the demand for the monetary components of M1, This is important given the
ncern of the Central Bank in recent years on the behaviour and the stability
f M1 as a policy tool following the rapid growth and innovations in the
financial sector, where a shift out of currency holdings and demand deposits
into interest-bearing deposits has been noted (Economic Report, 1985, pp. 109).
As a result, the role of money M1 as an indicator for monetary policy purposes
can be questioned. S

. This paper is divided into five sections. In section two, some background
on financial development in Malaysia will be discussed, and models used in
his study will be presented in section three. Results of regression analyses will
-be reported in section four, and the final section contains some conclusions.

II. AN OVERVIEW OF MONETIZATION AND FINANCIAL
DEEPENING IN MALAYSIA

The development of the financial system assumes an important role for
_economic growth and for purposes of monetary policy. In fact, expansion in

[
1Several of such innovation are the emergence of non-bank financial intermediaries (NBFI),

nterest-bearing financial assets, deregulation, and the spectrum of interest rates with different
turity dates offered (see next section for an overview). :
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;money supply is inevitable if economic growth and development are to lead
'to rising output over time (Chandavarkar, 1973). Following increases in GNP
'the demand for money to mediate the increasing volume of economic activity
 also increases since the monetization of the subsistence sector in the economy
_requires additional money. As the process of monetization increases, asset-
! differentiation takes place leading to growth not merely of money but also
-of quasi-money (for example, savings and time deposits with’ banks) ‘and
.financial assets. This asset-differentiation is important for the development
i process, because once the limits of self-finance are reached the (net) investing
Lunits have to raise external funds through sale of financial intruments to the
(net) saving units in the economy. It is at this stage that the process and policy
+of financial intermediation is peculiarly relevant for the developmental process.

The degree of monetization and the level of financial deepening in
Malaysia can be observed in Table 1. Indicators of the degree of monetization
" includes ratios of money supply (M1, M2 and M3) to GNP. Over the years
from 1960 to 1984, the ratio of M2/GNP and M3/GNP has been on an
increasing trend, however, the M1/GNP ratio has been decreasing. The rapid
process of monetization can also be shown by ratios of M2/M1 and M3/M2.
The growth of M2 over M1 as indicated by the ratio M2/M1 also shows the
significance of the banking system in this country. The growth of the non-
bank financial intermediaries is shown by the ratio of M3 to M1, which is .
on an increasing trend. The process of financial deepening in the Malaysian ,
financial system can be seen in the relationships between the total assets of

: ' TABLE 1 '
Monetization And Financial Deepening In Malaysia, 1960-1984

| 190 1970 1980 1984
M1/GNP 019 017 019 0.8

'M2/GNP | 0.28 037 055 0.66
M3/GNP . 0.40 0.61 0.88 1.20
M2/M1 " 1.46 2.14 2.34 3.58
M3/M1 : 144 164 1.5 1.80
Financial Asset/GNP 0.58 1.00 1.48 2.05

Banking/Assets/GNP 0.38 0.64 1.08 1.47

Source : Figures calculated from various issues of Bank 'Neiéﬁ‘—Malays'ia. Quarterly
Economic Bulletin.
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the financial system and the nation’s GNP. The ratio of the assets of the
financial system to GNP rose from 0.58 in 1960, to 2.05 in 1984; showing
the significance of non-bank financial intermediaries and the changes in
financial sophistication in the country. The dominance of the banking system
{(comprising the Central Bank and the commercial banks) in the Malaysian
financial system is thus evident, as the banking system’s assets/GNP ratio rose
from 0.38 in 1960 to 1.87 in 1984.

The trend in the currency and demand deposit holdings is given in Figures

(1) to (9). It can clearly be seen that there is a shift such that commercial bank’s

saving and fixed deposits are substitute for currency and demand deposit as

shown by the decreasing trend in the M1 to M2 ratio. At the same time, the

‘'substitutability of the liabilities of the non-bank financial institutions for money
(currency and demand deposit) are shown by the decelerating trend in the M1

to M3 ratio. The trends can be taken to indicate that the public prefer to hold

money in interest-bearing financial assets offered by commercial banks and

non-bank financial institutions rather than holding cash due to the competitive

rates offered by the commercial banks and non-bank financial institutions.
‘In fact, upon comparing currency and demand deposits, the public seem to
 prefer holding démand deposits as shown by the decreasing trend in the ratio

of currency to demand deposits (Figure 1), and the increasing trend in the ratio
of demand deposits to M1 (Figure 5).

111. THE MODEL

: There have been a number of studies on the demand for money in
' Malaysia. These studies, however,. have all centered on determining factors
affecting the Malaysia money stocks, M1, M2 and M3 (Semudram, 1981;
Yahya, 1984a, 1984b; Spencer and Yahya, 1985; Ghaffar and Habibullah,
1987a, 1987b, 1987¢c; Yusoff, 1987; Anuar, 1986). To date there have been
no study on factors affecting the monetary aggregates or components and this
study is an attempt to fill in this gap.

TR



3, BIL. 1 DAN 2.

114 ANALISIS JILID

€ #0015 Kauopy o fauawm)) 3 opey
361 : S T

“p amsyy

0961

$0°0

01’0

sI'o

STo0

0£°0

TN 001§ Auopy of A>uaumy) 3o onsy -
¥861 . ,

T an3iy

0961

13441
0sy°0 .
$LY°0

$T$°0
05$°0
SLS°0

009°0

¥861

T P05 4300 o Kduaun) jo opey

£ a3y
0961

0o

sT°0

0To 3
(74] |

0£'0

SE°0

0r°0

$Y°0

spsodaqq puswaQg
861

o1 Lmun) 30O onsy

I a3y

0961

Lo
80
6'0 ’
[}
't
[
£l
v

13




“
S~
-~
S
-
kS
-
&)
<
14
3
3
4
S
b
-
=
3
£

Muzaffar Shah Hab

N

oL TIN YOOIS Kuol JO oped 6 amdy

el

" g WOIS KouoN

oy sysodeq puswad JO oN¥d :

96!l

L a3y

0961

N,

N~—

~——— .

$L0°0

ied i
0510

$L10

000

(45
oL TIN YP0IS AW JO oned ¢ 8 amndiy
0961 el 096
o0 o
e . <0
4] e—.
sTo N ro
Loc-0 .
50 5o
or0 )
o
o o
TIN W0IS K2UoNW TN %0018 KU
oy, ssodaq puswaq JO onEd 9 2B of, sysodaq puewaq JO opEd : § An3d
o6t e ™ e
o o
o )
/ 51ro
20
Jooso
0sT0 ts0
0 . 0550
: si50

SO0




116 ANALISIS JILID 3, BIL. 1 DAN 2,

Following Ott et. al. (1975), the demand for monetary aggregates is
assumed to take the form of the demand for money function. In this study
we employ the model for the Malaysian money demand function for M1, given
by Ghaffar and Habibullah (1987¢) as

m} = f (y, P, Tis Toe) : o 0))]

where m?* is the desired real money balances, y is the real income level, ris
short-term interest rate, I'w is the rate of return on money M1, and P, is the
rate of inflation, Defining M1 as currency in circulatiqn (CC) plus demand
deposit held by non-bank private sector (DD), and taking into account the

substitutability among the monetary components, we have the following
demand for money M1 compenents (Lee, 1966, 1967): o ‘

mY = f (y, P, rm‘rmo r) I l’ ¢))]

where k refers to currency in circulation or demand deposits, and r,, is the
rate of return on alternative interest-bearing financial assets.

Since there is a time lag for individual to adjust their money holding from
the desired level m3, to actual level m,, the following adjustment process is -
assumed (Chow, 1966): ‘ :

m, =my_, =60 (m, — my_,) ' (3) ’

where 0 is the adjustment coefficient.

However, for estimation purposes, we define equation (2) in log-lineér
form, substitute it into equation (3), and after rearranging terms, we arrive
at the final estimating model;
logm, = a + o, log y, + a, log P, + a,logr,

+ o logr, + a,logr, + a, log m,,_,
+ by - @
where o’s are the parameters to be estimated, and g, is the disturbance term.

IV. METHOD OF ESTIMATION AND DATA

This study employs Malaysian annual data for the period 1960 to 1984,
The scale variable is proxied using gross national product deflated by the
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consumer price index (1967 = 100). The short-term interest rate r, is
represented by the 6-month Treasury bill rate (RTB6). The rates of return on
interest bearing financial assets are proxied by commercial bank’s saving
(BRSD) and fixed deposit rates [3 month (BRFD3), 6-month (BRFD6),
9-month (BRFD9) and 12 month (BRFDI12)], finance company’s saving
(FCRSD) and fixed deposit rates [3-month (FCRFD3), 6-month (FCRFD6),
9-month (FCRFD9) and 12 month (FCRFD12)], and National Saving Bank’s
saving deposit rate (NSBDR). However, the rate of return on money M1, is
proxied using the following formula '

tw = {r. — [0/t + 1:0)]}(DD/BA) )

where I, is the rate of return on M1, r,, is the rate on commercial bank’s
loans and advances, ry, and r., are commercial banks’s saving and fixed
deposit rates, DD is demand deposits and BA is total commercial bank’s assets.
The rate of inflation is measured by using the growth rate in the consumer

price index (CPI, 1967 = 100). All data are compiled from various issues of
Bank Negara’s Quarterly Economic Bulletin.

' In this study there are twenty four specifications to be estimated. For all
equations, the maximum likelihood method of estimation due to Beach and
MacKinnon (1978) were used,

V. THE EMPIRICAL RESULTS

‘In this study we have tried to include all the variants of the interest rates
of the interest-bearing financial assets in the final estimation. However, the
results are rather discouraging due to milticollinearity between these interest-
beating assets. As such in the final estimation we have estimated the model
by incorporating the interest-bearing assets separately.

The ﬂDemand for Currency

Results of the estimated regression equation for currency demand are
presented in Table 2. In all cases the results show that the goodness of fit is
satisfactory, For equations (1), (3), (7) and (12), all variables are important
as shown by the significance of the ‘t-statistics’. All variables have the expected
signis except for NSBDR, which has positive sign. However, for equations
2),((5), (6), (8), (9), (10) and (11) variables r,, and r,, were insignificant.

The strong relationship between the explanatory variables and the amount
of currency held by the public can be seen by the significance of most of the
estimated parameters (at one percent level). Nevertheless, overall results suggest
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that an increase in income. will ultimately increase the public’s holding of
currency for transaction purposes. The positive relationship betweetr currency
and the variable r,, implies that the public holds currency for ‘convenience
* services’ provided for transaction purposes: The results also suggest that an
increase in inflation rate is associated with the reduction of currency holdings.
The rate of inflation itself can be thought of as the rate of return on real assets.
A negative relationship implies that as rate of return on real assets increases,
public will accumulate durable goods. On the other hand, the substitutability
of the interest-bearing financial assets are shown by the negative relationships
between currency and RTB6, BRFD3, FCRFD3, FCRFD6, FCRFD9 and
FCRFDI2. Further, previous level of currency also affects the public holding
for currency. .

The Demand for Demand Deposits

Table 3 presents the regression results of the demand for demand deposits.
Similar to currency, the goodness of fit is satisfactory. The results suggest that
no single estimated equation show that all variables are important. In most
cases, in each of the estimated equation, at least one variables is insignificant.
Nevertheless, overall the results suggest that all important variables have the
expected sign, except for BRFD12 in equation (6) which obtained positive sign.
The overall results also suggest that income level, inflation rate, the
‘convenience services’ provided by demand deposits and the previous level of
demand deposits affect public holding of demand deposits. The substitutability
of interest-bearing assets is only shown by 6-month Treasury bill rate. The

insignificance of most of the interest rate on saving and fixed deposits of the
financial institution imply that there is no clear-cut categorization of whether

interest bearing assets are substitutes or complements for demand deposits.

l - V1. CONCLUSION

‘The objective of the study has been to determine factors affecting the
behaviour of public holding for currency and demand deposits. The results
suggest that income level, inflation rate, short-term interest rate on financial
assets, the ‘convenience services’ rendered by currency and demand deposit
for transaction purposes, and the previous level of currency and demand
deposits affect the demand for currency and demand deposits. On the other
hand, the liabilities of commercial banks and non-bank financial institutions
only affect the public holding for currency but not demand deposits. The results
also|suggest that the emergence of the liabilities of commercial banks and non-
bank financial institutions resulted in the shift out of currency holding to
demand deposits and other interest-bearing assets. Therefore, the instability
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of thq demand for money M1 can be taken to be due to the reduction in the
publi¢’s holding in currency, rather than demand deposits. This is practically
true in this country since with the rapid expansion in computerisation, the
emergence of automatic teller machines made demand deposits more flexible
and attractive then currency. As a matter of fact, ‘plastic money’ to a certain
extent is preferred to carrying bulky notes and coins or cheque books.
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